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Foreword

This volume has been planned as a tribute to the work of John H. Dunning.
A distinguished British scholar with visiting appointments across the
world, his studies of inter-corporate cooperation have become increasingly
significant for international management research and for policy makers
concerned with structural issues in the corporate-state domain.

Quests for competitive advantage motivating firms and the efforts of
governments to enhance structural competitiveness draw much attention
in current literature, but happenings in the real world of business cycles,
trade conflicts, exchange rate volatility and policy failures as well as market
failures raise urgent questions about the potential for more active inter-
corporate cooperation. Hard competition between firms and between
governments can be destructive, all the more so when there is rivalry in
large-scale high risk speculative ventures. Re-orientations of corporate
strategies, based on these understandings of cooperative as well as compet-
itive advantages, can be seen to offer possibilities for higher, more even, and
more stable growth and for more productive corporate inputs into national
policies.

Efficiency and social justice perspectives on the balance between compe-
tition and cooperation between firms have been obliged to recognize prob-
lems of entrepreneurial coordination in interdependent knowledge-based
economies. The promotion of recovery in the USA from the underlying
recessionary trends in the economy which were accentuated by the
September 11th tragedies had become an urgent task while this book was
in preparation. The dimensions of this task were dramatized by the col-
lapse of Enron, the US energy firm, which became the largest bankruptcy
in US history. Efficiencies which might have been possible under pressures
of accountability and transparency in a cooperative network of inter-
corporate relations did not develop. The fortunes of thousands of workers
and investors have been severely affected but the repercussions are more
severe. They have created what many commentators have referred to as the
unacceptable face of capitalism which strikes at the very heart and expec-
tations of corporate America.

John Dunning’s work has provided a research orientation that can open
up possibilities for highly constructive knowledge intensive approaches to
international management tasks. It has been an honour to have John as the

xii



lead speaker at Saint Mary’s University’s annual international political
economy conference and as the lead editor of this resulting volume. His
contributions to our discussions included a public lecture on the Moral
Responsibilities of International Business and this combined efficiency and
social justice perspectives in a way which gave greater significance to his
introductory chapter on relational assets. An important message of this
chapter is that the development of relational assets through cooperation is
conducive to higher overall productivity with stability. This is a message for
business schools and economic policy institutes. An immediate conse-
quence, for Saint Mary’s University, is that it has helped to prepare the way
for a conference on the Structural Foundations of International Finance in
which the logic of developing relational assets through cooperation will be
further explored.

I wish to thank all the participants in our conference for their insightful
and enthusiastic contributions to what, I hope, will be a continuing debate
among academics, corporate and government policymakers on Alliance
Capitalism.

J. Colin Dodds, PhD
President, Saint Mary’s University and Professor of Finance,

Frank H. Sobey, Faculty of Commerce

Foreword xiii



Preface

The operations of multinational firms, spreading production and market-
ing activities across many countries, are studied mainly as competitive pro-
cesses in international political economy literature. The strategies of these
firms are studied as rationally managed rivalries for world market shares,
leading to gains and losses that have cumulative effects. The main trend is
seen to be toward the development of an oligopolistic global economy, in
which the more successful enterprises are able to further increase their
market strengths while bargaining more effectively with governments and
with labour unions on issues affecting growth, employment and taxation.
International competition policy cooperation between major governments
is recognized to be difficult; it has developed between the European Union
and the USA, but with strains, in a context of bargaining strengths that are
tending to change to the disadvantage of the Europeans.

The oligopolistic trend is a problem of market failure, and demands
investigation in conjunction with other internationalized market failures,
including those in financial sectors that affect the evolution of structural
interdependencies between real economies. While those interdependencies
are shaped by the transnational production and marketing operations of
multinational enterprises, the funding of all this activity favours the
winners, but there are considerable diversions of investment into poten-
tially destabilizing high risk speculation, as has been evident in the Enron
case. This has had severe effects on the US economy.

Questions about international public goods tend to be obscured in per-
spectives focusing on the complex effects of global intercorporate rivalries.
When attention is given to cross border public goods issues, however, the
productive significance of intercorporate cooperation becomes evident.
Firms are seen to have cooperative as well as competitive advantages, and
functional balances between competition and cooperation can be consid-
ered attainable, with overall efficiencies according with concepts of social
justice. Elementary contrasts between instrumental and relational cooper-
ation have to be recognized, and the significance of relational assets,
increasing with the latter, has to be appreciated. With the sharing of such
assets, managements can become oriented more and more toward innova-
tive complementary forms of entrepreneurship. The efficiency effects, with
positive implications for overall welfare, and for the development of

xiv



dynamic balanced structural interdependencies between countries, can
inspire efforts to promote alliance capitalism, that is because its collegial
spirit can promise greater multiplications of productive innovations, with
harmony, than those possible in an intensely competitive and less coordi-
nated economy.

The potential efficiencies of coordinated entrepreneurial innovations,
developing relationally through concerted applications of advanced tech-
nology, can be seen to open the way for further analytical development of
the logic of internalization, on the basis of which functional benefits are
achieved by firms through in-house operations. Collegial entrepreneurship,
in line with Aristotelian concepts of civic friendship, can be regarded as a
higher application of internalization logic, complementing that at the cor-
porate level, and according with the systemic developmental imperatives of
the vast pattern of international corporate activities.

Major trade conflicts, problems of excess capacity in steel and automo-
biles, and the widely noted costs of globalization have made alliance capi-
talism a concept of great significance for policymakers and corporate
managements. It can indicate ways of working toward the development of
a new international structural architecture, served by more efficient and
more stable financial markets. This is one of the major themes which has
engaged the attention of contributors to this volume.

Preparation of the volume was aided by stimulating discussions at a con-
ference on Alliance Capitalism sponsored by Saint Mary’s University,
Halifax, in November 2001. We wish to express our thanks to the univer-
sity for arranging this event, and we are especially grateful to the President,
Colin Dodds, for having hosted some very pleasant social occasions.

John H. Dunning
Gavin Boyd
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1. Relational assets, networks and
international business activity
John H. Dunning

Most paradigms and theories of the determinants of international business
activities – and particularly those designed to explain the extent, pattern
and composition of multinational enterprise (MNE) systems – are essen-
tially asset based.

Three kinds of income generating assets are usually considered:

1. Those specific and unique to particular firms, notably MNEs or poten-
tial MNEs: these may be located in the home country of the MNEs, or
in the countries which are host to their affiliates.

2. Those which are external to MNEs, but are accessed and then deployed
by them: these assets may also be located in the home country of the
MNEs or in foreign countries.

3. Those which relate to the ways in which these two kinds of assets are
created, harnessed and co-ordinated by the management of MNEs –
be that of the parent companies or their foreign affiliates.

As set out in Table 1.1, over the years the nature, relative significance
and governance of these different types of assets have changed. Until the
industrial revolution, and today in some developing countries, the critical
wealth-creating assets were (and are) land and property owned by house-
holds, and the way in which these assets were (are) husbanded. For much
of the 19th and 20th centuries, they were the physical and financial assets
owned by firms, but supplemented by those of other institutions, and
accessed primarily through the market. Today, the critical assets consist of
a kaleidoscope of intangible assets, especially knowledge and information
embodied in human capital, both owned and accessed – from a variety of
sources – and by firms.1 Though physical and financial assets remain
important, they are increasingly playing a supportive rather than a primary
role in the wealth creation process.

The last decade has seen an explosion of the literature of the nature and
significance of knowledge capital and its competitive enhancing qualities
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for both firms and countries; and of the appropriate organizational modal-
ities for its creation, sustenance, exploitation and diffusion. Indeed, one
might be led to believe that the intellectual component of human capital
was now the ‘be all and end all’ of a firm’s or nation’s competitive prowess.

This, in our opinion, would be misguided. Certainly when one widens the
unit of analysis from that of the firm to the country, a good deal of evidence
is emerging on the critical role of social capital (later to be defined) as a pre-
requisite for, and facilitator of, the productive creation and deployment of
both tangible and intangible assets. Yet, in the business literature, only scant
attention has been paid to (what we shall term) relational assets (R-assets) –
as they affect the success or failure of intra- or extra-firm associations; the
latter encompassing linkages both between private and public organizations,
and between organizations and persons. This domain has largely been occu-
pied by sociologists and, latterly, by organizational scholars. Economists
and business strategists have tended to approach the subject of R-assets hes-
itantly and obliquely, by their analysis of market failures and hierarchical
modes of governance; and by analysing the critical conditions for success-
ful inter-firm alliances, in terms of such concepts as trust, reciprocity and
forbearance. In recent years however, three important articles have appeared
– one by Holm, Eriksson and Johanson (1996), one by Dyer and Singh
(1998), and one by Kale, Singh and Perlmutter (2000) – which explicitly deal
with the role of R-assets as a competitive enhancing advantage of firms. And
it is the purpose of this chapter to offer some exploratory observations on
the nature, significance, and governance of R-assets: and, in particular, to
examine their relevance in explaining the recent growth, structure and form
of MNE related activity. We use the adjective ‘related’ advisedly, for we shall
concern ourselves with not just MNE owned activity, i.e. activity financed by
foreign direct investment (fdi), but with the totality of activities under the
effective control of MNEs. Such activity is based not only on resources and
capabilities which MNEs actually own, but also those which they can access
by one means or another, and then internalise for their own use.

THE CHARACTERISTICS OF FIRM SPECIFIC 
R-ASSETS

A Definition

First a working definition. We shall define firm specific R-assets as:

The stock of a firm’s willingness and capability to access, shape and engage in eco-
nomically beneficial relationships; and to sustain and upgrade these relationships.

Relational assets, networks and business 3



Such relationships, though always conducted by and between individuals, may
take place both within the confines of a particular firm, or between that firm and
other organizations and individuals.

The relationships between R-assets and other kinds of corporate assets
– be they owned or accessed by firms – are set out in Figure 1.1. As can be
seen, they run alongside human embodied intellectual capital, but are more
empathetic and emotionally based. (This may be why economists are
uneasy in dealing with them!) They are different from other assets in a
number of ways, but their essential uniqueness lies in the fact they can only
be productively employed if they are used jointly with the R-assets of another
economic actor. The sociologist, Amitai Etzioni, believes that, to be suc-
cessful, partnerships, be they between persons, corporations or govern-

4 Alliance capitalism and corporate management
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ments need to share a set of core values and objectives (Etzioni 1996). R-
assets are essentially facilitating assets. When properly deployed, they
enhance – one way or another – virtually all functional activities of the pos-
sessing firm. These include R&D, production, sourcing, financial manage-
ment marketing, as well as the exchange specific activities of firms.

R-assets are then entirely human intensive; although such assets may be
embedded in, and articulated by individuals or organizations. In their
usage, R-assets can give rise to a plethora of relationships, ranging from the
simple, shallow and one-off, to the complex dense and ongoing.

Table 1.2 Some unique characteristics of R-assets

� A bundle of attributes/values
� Multifaceted in origin: internally generated, externally accessed
� Shallow and simple ⇔ deep and complex
� Dyadic ⇔ network relationships
� Like other assets, R-assets need to be unique and imperfectly imitable if they are

to confer a sustainable competitive advantage
� Vary according to function and activity: they range from routine to highly

idiosyncratic relationships
� Likely to be strongly contextual: (reflecting cultures and ideologies which may

be both country and firm specific)
� Unlike most other assets R-assets are only of value when combined with those

of other firms: the concept of shared core values
� Unlike other assets they do not deplete when used
� Difficult to measure as their values are not independent of other assets with

which they are combined
� Value of R-assets is likely to be cumulative and path dependent
� Cannot be owned; only controlled or influenced in their development
� Are only partially mobile across national boundaries

Some other characteristics of R-assets are set out in Table 1.2. Note, for
example, they may be used in the pursuance of dyadic, multilateral or
network relationships. As with other resources and capabilities, R-assets
need to be scarce, unique and imperfectly imitable, if they are to confer a
sustainable competitive advantage on the firm(s) deploying them. Unlike
some other, for example tangible, assets, R-assets may be of negative value
(i.e. a liability) to the firm; on the other hand, they do not deplete when
used. They cannot be owned; only accessed and then controlled or
influenced in the way in which they are deployed and combined with other
assets. They are likely to be tacit and idiosyncratic; and more context
specific, yet more pervasive, than most other assets. In particular, their
content and effectiveness is likely to vary according to the culture, values

Relational assets, networks and business 5



and ideologies of each of the countries in which they are employed, and
those of the firms creating or utilizing them. Lastly, although the focus of
our current interest is on the R-assets of corporations, the concept of social
R-assets (or social capital) is gaining increasing attention by researchers.
We shall give this latter concept more attention a little later in our presen-
tation.

The Ingredients of R-assets

What then are the ingredients – as opposed to the characteristics – of R-
assets? How fungible are they? R-assets are a composite or mixture – a
salad bowl – of a complex set of values, attitudes and virtues, the relevance
of which is likely to be highly context specific. Unlike that of tangible
assets, or even knowledge capital, the value of R-assets rests in the struc-
ture of the relations between and among the economic actors involved.

As set out in Table 1.3, the list of ingredients of (productive) R-assets is
an extremely lengthy one. Moreover the content and configuration of these
ingredients critically rests on the raison d’être for, and the goals of the
respective partners in the relationship; and of their particular characteris-
tics. Thus such values as enthusiasm, entrepreneurship, and a spirit of curi-
osity, risk taking, and a keenness to learn, are especially important for
innovating activities. Those such as diligence, team orientation, flexibility,
reliability and quality enhancement are more important for production and
sub-contracting related relationships; while trust, integrity and reciprocity
are the key components of successful adversarial (zero-sum game)
exchange relationships.

The Governance of R-assets

Relationships between economic actors stretch along a continuum ranging
from arm’s length markets to those embedded in hierarchies. In between,
there is a labyrinth of non-equity bilateral and pluralistic associations –
including networks. The literature is replete with explanations as to why
one relationship mode is preferred to another; though most are couched in
terms of the comparative transaction costs (TC) of a discrete exchange of
intermediate products, rather than on the wider benefits of cooperation in
non-exchange functions to the participating firms. Moreover, most expla-
nations tend to assume there are alternative modes of undertaking a par-
ticular activity or task; when this may not always be the case.

While, since its inception, the TC literature has always explicitly consid-
ered a number of relational specific costs and benefits – both in respect of
fdi and alliances – it is less forthcoming in explaining the appropriate
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vehicle for identifying the contribution of R-assets to the innovatory or
even the productive activities of firms – or indeed, of the contribution of
being part of a network of firms to the up-grading of firm-specific R-
assets. Because they are often project based and intended to promote time-
limited and very specific objectives, many contemporary cross-border
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Table 1.3 Selected ingredients of R-assets: what do they consist of?

Virtue/values Activities/functions

Trust All activities
Loyalty Innovation, production, subcontracting
Reciprocity Innovation, production, subcontracting
Dependability All
Willingness to learn Innovation
Forbearance Subcontracting, exchange
Adaptability Innovation, production, subcontracting
Work ethic Production
Spirit of community All except exchange
Commitment Innovation, production, subcontracting
Radius of virtues All
Part of society with fund 

of social capital All
Ideologies and beliefs Innovation, production, marketing
Empathy To some extent, in all
Curiosity Innovation
Honesty All, but especially in exchange and/or where there

is information asymmetry, and opportunities for
opportunism

Integrity All, but especially subcontracting and production

(Avoidance of) Negative virtues/values

Opportunism Subcontracting, exchange
Moral hazard All
Corruption Production, exchange
Free riding All
Volatility Subcontracting, marketing, exchange
Instability Exchange

Notes:
� R-assets consist of a bundle of values and virtues which need to be nurtured. The
optimum bundle will vary according to the type of relationship being concluded, and the R-
assets of the partner organization, and are likely to be country and firm specific.
� We consider five main functions viz: innovation, subcontracting, production, marketing
and exchange.



strategic alliances cannot be regarded as substitutes to an fdi; nor may a
purely market solution be viable.

Nevertheless, some generalizations are possible, which I think can be use-
fully taken up by TC scholars. In the case of shallow and simple economic
relationships, and where the value of R-assets is likely to be insignificant,
relative to that of other resources and capabilities which are neither tacit
nor proprietary, then the market route or a straightforward contractual
agreement may be the most cost effective mode of usage. At the opposite
extreme, in the case of thick, complex and highly idiosyncratic relation-
ships, the success of which is vital to the competitive advantage of the firm,
then, depending on the relative costs and benefits, and the extent to which
control over the non R-assets can be exercised without ownership, the activ-
ity, or the products being traded, will either be internalized, or an alliance,
with or without an equity interest, will be concluded. Since, however, by
their nature, R-assets are tacit and function or project specific, and they are
being increasingly directed to learning-related activities, it follows that the
alliance route is likely to be the one more generally favoured.

Form of R-assets

As we have just indicated, any relationship or association forged by a firm
(or individuals within the firm) may either be among its constituent units
of decision taking (over which through ownership, it has de jure control) or
between itself (or parts of itself) and an external economic actor or actors.
These actors may be other private firms, a group or network of firms, non-
governmental organizations, public corporations or international agencies.

The choice between an intra- or inter-firm creation, protection and use
of R-assets (the make or buy decision), is one critical decision a firm has to
make. Another concerns the kind of associations to which R-assets are
applied. Here the extant literature on linkages, spillovers and integration is
useful. Figure 1.2 identifies the main kinds of relationships. These may be
between individuals, teams, special interest groups, or corporations. They
may be intra- or extra-firm. We shall focus on extra-firm (and especially
inter-firm) relationships. These, in turn, may be grouped according to the
nature of the relationship. (Is it, for example, between a firm and its sup-
plier or customer, or is it an alliance between a firm and one of its compet-
itors? Or is it by the type of activity, process, function or markets served?)

To be successful, each and every association – whatever its kind –
requires a bundle of R-assets to be possessed by each of the economic
actors involved. But how much, and what kind, and the appropriate
governance form of these assets, is likely to be highly context specific. The
more intensive, pervasive and complex relationships (and hence the need
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for more or better quality R-assets) are likely to arise in coalitions between
firms with different value systems, competences and experiences, and which
engage in innovatory and learning activities. The less demanding relation-
ships (and hence the need for fewer R-assets) involve the exchange of fairly
standardized products among firms from similar economic, ideological and
cultural backgrounds. It is the contention of this chapter that the RA inten-
sive activities of firms have been increasing relative to other activities in recent
years; and that an increasing proportion of the former have been taking the
form of cross-border extra-firm associations intended to access new knowl-
edge-related and learning capabilities.

Where do networks fit into this analysis? Consider again Figure 1.2.
Unlike firms, most networks do not create wealth for themselves. Their
value is demonstrated as and when the participants in the network internal-
ize and efficiently utilize the benefits they offer. Frequently the gains of net-
works take the form of augmented R-assets. If nothing else, networks help
foster intra-network and inter-firm relational capital. From the work of
Putman (1993), Porter (1998), and Enright (2000) – to cite just three con-
temporary exponents of the benefits of the spatial clustering of related
activities – we are seeing a great deal of evidence that such networks not
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Figure 1.2 Types of R-assets



only offer the constituent firms knowledge and information-related exter-
nalities, but also strengthen many of the ingredients of R-assets – notably
a sense of empathy, bond building, adaptability, open communication, and
the promotion of shared core values and learning capabilities.

How Does One Value R-assets?

How are R-assets measured? How does one quantify their output – or
indeed their constituent inputs. The answer is with very great difficulty! To
a certain extent, similar problems beset scholars trying to put a monetary
value on other forms of intangible assets – and of knowledge capital in par-
ticular. But they arise in acute form in the case of R-assets for two reasons.
The first is there is no market, either for the inputs or the output of R-
assets, separately from that of the other assets in which they are embedded.
The second is that the main ingredients of R-assets (as set out in Table 1.3)
are not themselves directly measurable, let alone marketable.

Table 1.4 summarizes some of the attempts by scholars to measure the
R-assets of firms and of countries (or societies). By and large, the proxies
for social R-assets, and/or their output, can more readily be obtained and
are more meaningful than those of corporate R-assets. Such indices as the
extent of civil litigation, crime – particularly violent crime – drugs, terror-
ism, truancy, divorce rates, bribery, tax evasion and corruption, all testify
to a degree of social dysfunction, and a breakdown of inter-personal rela-
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Table 1.4 Some measures of R-assets (or liabilities!)

At a firm level At a country level
(Corporate R-assets) (Social R-assets)

� Number of repeated inter-firm ties � [No one measure – but package of
� Number, frequency and density of same]

inter-firm linkages � Number/quality of community 
� Types of alliances groups (NGOs)
� Survey material on significance of � (Negative) Extent of

R-assets crime/corruption
� Codes of conduct � (Negative) Breakdown of personal 
� Absence of industrial unrest: low relations/divorce

labour turnover � (Negative) Civil litigation
� Social responsibility � Radius of trust
� Transparency and openness � Prison population

� Surveys on quality of social
capital/justice systems

� Extent and depth of tax evasion



tionships; just as others such as membership or participation in churches,
clubs, charitable institutions, voluntary associations and so on, point to the
robustness of social bonding and the moral health of the community. Some
measures, such as the size of the police force, the number of social or behav-
ioural counsellors, and property rights protection may also be regarded as
positive indices in so far as their presence and action are designed to protect
or improve the existing stock of social relational capital.

The suggested proxies for the RAs of firms are generally much less satis-
factory. There are a few exceptions. One is firm level data on labour turn-
over, industrial disputes, strikes, etc. but, even here, economic or regulatory,
rather than social, reasons may be the main explanation for such inci-
dences, or changes in same.2 Other proxies include the extent of social
responsibility – or its absence – in the form of corporate corruption, lack
of safety standards, and unacceptable business practices. Recent research
on inter-firm coalitions has suggested measures such as the number of past
alliances concluded between any two firms, the number of cliques to which
a firm belongs, the type of alliance, and the level of mutual trust and com-
mitment that arises out of the close interaction between the partners to the
coalition. While some of these data make use of secondary and relatively
objective measures, more recent work, especially by Dyer and Chu (2000),
Holm, Eriksson and Johanson (1996), Kale, Singh and Perlmutter (2000)
and Ariño, de la Torre and Ring (2001) has relied on the perception of cor-
porate executives as obtained by survey or case study data. We feel bound
to aver, that, notwithstanding all the problems and deficiencies of these
data, we believe, for at least the next stage for advancing our understand-
ing about the significance of R-assets for corporate success, the field or case
study is likely to offer the most productive way of proceeding.

Already, as documented by Daniel Coleman in his book Working with
Emotional Intelligence (Coleman 1999) there is a good deal of casual evi-
dence that successful corporations are identifying their possession of
(different kinds of) R-assets as the critical distinguishing feature between
themselves and their less successful competitors. Similarly, in an analysis of
the distinctive qualities of star performers among 286 US and other firms
by Lyle Spencer Jr, it was found that an overwhelming proportion – 80 per
cent – that set apart these performers from their average counterparts –
depended on the emotional intelligence of their senior executive and pro-
fessional staff rather than on their cognitive ability (Coleman 1999, p. 379).

R-assets and Social Capital

What now of the relationship [sic] between R-assets and social capital. The
term ‘social capital’ has a variety of meanings (a recently published book
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edited by Partha Dasgupta and Ismail Serageldin (2000) for the World
Bank catalogues these in some detail). For our purposes, we may start by
taking a very broad interpretation of the term to include ‘that part of a
country’s stock of tangible and intangible assets which is socially owned or
controlled’. Under this umbrella, social capital includes much of the phys-
ical, legal and commercial infrastructure critical to the competitiveness of
firms. A definition more directly related to R-assets is ‘the accumulated
societal fund of economic relationships, which are embodied or reposited
in both individuals, organizations, and networks of organizations, engag-
ing in economic activity’.

Francis Fukuyama puts it a little differently. He perceives social capital
as ‘a country’s stock of informal values or norms shared among members
of a group that permits cooperation between them’ (Fukuyama 1999, p.
16). The value of this stock is likely to be more than the sum of its constit-
uent parts, as a collection of connected R-assets is likely to generate its own
externalities. The balance of social capital – taking the broader definition
– is then made up of an infrastructure (including tangible assets and insti-
tutional structures which ‘house’ social R-assets (or the absence of same),
such as prisons, courts of justice, religious and educational establishments;
and also of societal rules, procedures, customs and routines.

Like corporate R-assets, social relational capital is not a single entity, but
a variety of different entities. It is identified by its function; and inheres in
the macro-structure of relations between actors and among actors. The
extent and content of a community’s social relational capital both affects
the capacity of particular firms to generate and deploy their own R-assets
and, as we shall see later, it can be a major influence on the kind and
purpose of relationships, their form and their location – both between and
across national borders.

THE CHANGING SIGNIFICANCE OF R-ASSETS

Why is more attention now being given to R-assets? The implication is that
the extent, form and depth of economic relations between individuals and
organizations has increased over the last 30 years or so. (Stretching back
much further in time – and well before to the industrial revolution, R-
assets, particularly in primitive (e.g. tribal) societies (and some still exist in
the least developed countries) were a critical component of the wealth
creating processes.) We believe this in fact has occurred, and that it has
been the direct result of five inter-linked developments that have taken
place in the world economy. These are first, a series of dramatic, and for
the most part, systemic technological advances – particularly in all forms
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of informatics including e-commerce; second the widespread liberalization
of markets – both domestic and cross-border; third the growing
significance of most service sectors, which tend to be more R-asset inten-
sive than their primary or secondary sector counterparts; fourth, the emer-
gence of several important new players on the world economic stage, e.g.
China and Russia; and fifth, the emergence and maturation of the global
economy, which is essentially both a facilitator and an outcome of the first
four factors.

Exactly how have these changes increased both the significance of firm
specific R-assets and particularly (as we shall tackle in the next section)
their role in determining the extent, pattern and form of the cross-border
activity of firms? Space permits me to highlight just seven of these.

1. The cutting edges of economic activity have become more idiosyn-
cratic and innovation driven. This has increased the extent, depth and
complexity of intra- and inter-corporate economic relationships.

2. The scope and depth of cross-border economic relationships has
noticeably increased, and in doing so, has embraced a new and wider
range of values, ideologies and social customs. In successfully dealing
with such associations, a fund of R-assets, which acknowledges these
country or region specific differences, and promotes the well-being of
each of the participants is critical.

3. Societal, and to some extent business, goals have changed. Rather than
concentrating on efficiency related issues, increasingly the focus is
directed to transforming societies and upgrading the role of cultural
values and experiences and the quality of life, e.g. with respect to
leisure and the environment (Stiglitz 1998; Rifkin 2000). These changes
are spawning many new coalitions, both among firms and between
firms and other organizations, including governments and non-govern-
mental organizations (NGOs).

4. Competitive pressures following market liberalization have led to shed-
ding or more disinternalization of activities of firms; and, with this, an
increased reliance on external suppliers for intermediate products.

5. At the same time, the interdependence between the technologies
required at different stages of the value chain, or indeed to produce any
particular product, is increasing. This means that intra-firm transac-
tions are not being replaced by arm’s length transactions but by inter-
firm coalitions.

6. The rate of technological obsolescence is accelerating, and this places
a premium on speeding up the learning process and the innovation
process. In order to achieve their objectives, and as R&D is becoming
increasingly expensive, firms are being forced to engage in the kind of
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strategic innovatory alliances which demand considerable R-assets on
the part of the constituent partners if they are to be successful.

7. Partly as a result of the above factors, firms have reconfigured
their organizational profiles, and are increasingly substituting or aug-
menting their hierarchical (pyramidal) command structures by more
heterarchical structures. These latter structures encourage more co-
operative and deeper horizontal, and vertical inter-personal relation-
ships; and, in the case of MNEs, allow foreign subsidiaries greater
responsibility and autonomy in their decision taking. As a result, these
affiliates are forming more and closer relationships with their local sup-
pliers, customers and competitors, and also with their own workforce.

R-ASSETS AND THEORIES AND PARADIGMS OF
MNE ACTIVITY

What then are the implications of the growing importance of both corpo-
rate relational assets and social relational capital for our theorizing about
the cross-border activities of firms and, in particular, fdi and the formation
of non-equity alliances. The following paragraphs tackle this question from
the lens of the eclectic paradigm;3 and also from that of a selection (and it
is only a selection) of the contextually specific theories it embraces.

The 0 Specific Competitive Advantages of Firms

Let us first consider the ownership (0) specific, i.e. the sustainable and
unique competitive advantages of firms. These are usually considered
under two headings. The first set of advantages (0a) embrace the specific
assets or proprietary rights which are under the jurisdiction of the firm,
whether this is by dint of ownership, or by controlling the use of resources
and capabilities which it accesses, from the market, from other firms, or
from the community at large. To reiterate an earlier point; firms do not own
human capital or the assets of other firms, but, by a variety of means, they
are able to exercise governance over their use. Though intangible, these
assets usually enable the tangible assets owned or accessed by the firm to be
created or deployed more effectively.

The second type of advantage (0t), is that which is derived from the
efficient coordination of the first kind of assets. Inter alia, this includes the
capability of the firm to optimize its locational portfolio of these assets,
and to choose the optimum modality of governance. It is this kind of capa-
bility which is made up of an amalgam of intellectual and R-assets owned
or accessed by corporations. Such a capability may be exercised at various
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strata within and between firms, according to the purpose of the associa-
tion, and the nature of the assets, including the R-assets of the other actors
participating in the activity. Such capabilities include those arising from
being part of a network of related firms, and from the cumulative experi-
ence of past relationships. MNEs in particular, may be expected to
augment their RAs as a result of their value adding activities in different
economic regimes and cultures. Inter alia this has been shown to be the case
in a recent research project on the internationalization of professional
service firms recently completed at Rutgers University.4

It is the accumulated stock of R-assets, the learning and experiences
attached to them, and how these are combined with externally accessed
resources and capabilities, which, we are suggesting, should be more expli-
citly acknowledged by the two main contextual theories seeking to explain
the content and character of the 0 specific advantages of firms viz the
industrial organization and resource based theories. Neither theory expli-
citly incorporates RAs into their thinking, though, as I have already men-
tioned, recent efforts by Dyer and Singh (1998), Kale, Singh and Perlmutter
(2000) and Chang, Singh and Lee (2000) on the protection and building of
relational capital attempt to do just this.

R-assets may be internally or externally generated. Indeed, the willing-
ness and ability of firms to gain new R-assets from both dyadic and
network relationships is itself becoming an important core competence.
Since the pioneering work of Johansson and Mattson (1988) and Walter
Powell (1990) a decade or more ago, various attempts have been made to
explore how, and in what conditions, networks may enhance the intellectual
and relational capabilities of their participants.5 A recent paper by Tai Jy
Chen (2000), for example, has identified the benefits to Taiwanese electron-
ics firms from their membership of domestic and foreign networks. These
include access to more efficient production and innovatory activities, and
the opening up of new cultural horizons as a direct result of relational sub-
contracting. Work by Michael Enright (2000) on clusters of both foreign
and domestic firms in the Hong Kong financial district mirrors and extends
earlier work by Ray Vernon (1960) and Dunning and Morgan (1971), which
focused on the building of trust, group loyalty, and openness, among a
dense concentration of financial and other office activities in the New York
metropolitan region, and in the ‘Square Mile’ of the City of London.

For reasons already stated, technological advances and globalization are
underlying both the rationale for, and the benefits flowing from, dyadic alli-
ances and network relationships. We have further suggested that, as these
relationships deepen and become more complex, so the choice of
partner(s) and the networks in which they participate is influenced not only
by the knowledge capital offered, but also by the ability and willingness of
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the partners to be empathetic towards each other. While is ‘takes two to
tango’ (as the expression goes), the likelihood of forming and sustaining
such an association does very much depend on the number and quality of
R-assets each organization is able to bring to any cooperative or exchange
venture.

Three related propositions which arise from this analysis are then:

1. R-assets are becoming a more important component of the resources and com-
petences of firms engaging in cross-border activity.

2. MNEs are likely to possess a greater stock of R-assets relative to non MNEs
(inter alia because of the greater, more complex number, and wider geography
of linkages with which the former are associated).

3. MNEs are increasingly likely to protect or augment their core competences as
a direct result of their access to, and deployment of foreign located, R-assets.

A final point about corporate R-assets is that they are likely to be context
specific. Thus research has suggested Japanese, relative to US and
European MNEs, in the 1980s possessed the kind of R-assets most likely
to promote efficient production and subcontracting arrangements in the
auto and consumer electronics sectors (Dunning 1994); while US MNEs in
the 1990s recorded a comparative advantage in the kind of R-assets which
helped encourage team entrepreneurship and R&D type alliances. The
virtues of openness, loyalty, leveraging diversity, curiosity, reliability,
empathy, prudency, bond building, and commercial integrity also vary con-
siderably between national and/or corporate cultures. Some firms such as
the Quaker originated UK firms of the 19th century also paid especial
attention to building R-assets – particularly of an intra-firm character.
Corporate culture can, and does, often play a pivotal role in promoting R-
assets (or inhibiting their promotion).

To what extent are R-assets – which reflect the ideologies and values of
a particular country – transferable across national borders? For, unlike
most other types of assets, e.g. a particular kind of technology, R-assets are
not viewed as the same product by different institutions or people. Again,
the experience of Japanese investors in the European and US auto indus-
tries in the 1980s and 1990s suggests that this is so. On the other hand, the
literature is full of examples of the lack of sensitivity by many MNEs in
seeking to impose (rather than adapt) their own R-assets to those valued
by their foreign associates or customers. The question of blending R-assets
from different cultures and social mores, is likely to be one of the most
taxing challenges open to MNEs over the next decade or more; and it is the
firms that are successful in creating, sustaining and sympathetically
melding such capabilities into their own organizational culture which are
likely to be the future winners in the global marketplace.
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The Location Advantages of Countries

The ‘where’ to locate decision of MNEs or potential MNEs has been exten-
sively surveyed in the literature (Dunning 1998; Rugman and Verbeke 2001;
Siebert 2000). Scholarly research has revealed that the critical variables are
likely to be both time and context specific; and are especially sensitive to the
raison d’être for MNE activity. For example, is it natural resource or market
seeking? Is it intended to be (existing) asset exploiting or asset augmenting?
Is it directed to mainstream manufacturing or to services – and, if the latter
– to what kind of services? Is it part of a multi-domestic strategy or a glo-
bally integrated strategy by MNEs?

One thing seems certain. In most developed countries, at least, over the
last three decades or so, the most important location-bound attractions of
countries have shifted from the availability, cost and quality of natural
factor endowments (including unskilled labour) to that of created assets,
notably intellectual capital, innovatory systems, and the institutional and
communications infrastructure. As global competitive pressures and the
increasing mobility of knowledge and information have brought about at
least some convergence in such attractions, so attention (both by firms and
governments) is being focused on ‘soft’ locational variables, of which social
capital – and more particularly social R-assets – is perhaps the most deci-
sive. Such ‘quality of life’ variables, including the minimization of crime,
pollution, corruption, congestion and unacceptable social behaviour are
now taking pride of place as investment determinants. And while I would
not wish to press this point too far, research by Herbert Giersch (1996) and
others (Britten and Hamlin 1995) is emphasizing the increasing role played
by economic morality as a location specific competitive enhancing asset.

Turning now to developing and transition economies, while there is no
doubt that the availability and quality of natural resources and low (real)
labour costs remain important locational attractions (notably in the less
developed and resource rich countries), there is increasing evidence – par-
ticularly from erstwhile communist countries like Russia and Cambodia –
that deficiencies both in institutional infrastructure and social relational
capital are among the greatest obstacles to inward fdi. Business surveys on
the attractiveness of both developing and developed countries to potential
investors (such as those reported by the Economist Intelligence Unit, the
World Competitiveness Forum and the European Round Table of
Industrialists) are consistently putting the quality of social capital, and the
R-assets of organizations with which they have (or wish to have) associa-
tions, at, or near, the top of their locational preferences. It may be further
inferred that MNEs who can optimize their global portfolio of location
specific R-assets – while, at the same time, judiciously adapting their own

Relational assets, networks and business 17



and their affiliates’ R-assets to local requirements, are likely to be among
the winners in an increasingly integrated, yet multi-cultural, world.

From this brief analysis we would offer two further propositions:

1. Location specific R-assets are becoming a more important influence on the
location choices of MNEs, both between and within countries.

2. The locational portfolio of assets by MNEs, chosen on the above criteria, and
the interaction between their own R-assets and those of the institutions and
individuals of the countries in which they operate, is becoming a more
significant determinant of their global competitiveness.

The Organization of R-assets

As we have already observed, a good deal of both internalization and
network theory, initially designed to explain the organizational mode (or
modes) of IB activity, can be used to explain that specifically relating to the
creation and use of R-assets. This is because each approach focuses on the
motives for, and the content of, human relationships, both at an individual
and an organizational level. Indeed in their attempts to identify the reasons
for market failure, TC scholars have pinpointed not only knowledge related
deficiencies of arm’s length exchanges – e.g. information symmetry and
bounded rationality – but also relational deficiencies, notably those arising
from a lack of trust, between the participants, opportunism and moral
hazard. Much, too, of the literature on alliances – both domestic and cross-
border – explicitly acknowledges the importance of many of the ingre-
dients of R-assets (as set out earlier) as being critical to their success.

However, what is relatively new in the last decade or so and is increas-
ingly engaging the attention of scholars researching into networks and alli-
ances, is first, the emphasis now being given to the character and contents
of intra- and inter-firm relationships as assets in their own right; and
second, to the ways in which their creation, access and use are organized.

Let us elaborate on these last two points by offering just three examples.
First, the flattening of decision trees and the movement towards heterar-

chical organizational structures has (a) reduced the role of the ‘command’
route of generating intra firm R-assets, and replaced it by a visionary, stra-
tegic guidance and decision sharing route and (b) fostered a new apprecia-
tion that the management of subsidiaries are often more cognisant of the
needs and strategies of indigenous suppliers, customers and governments,
and are better able to relate to them, than are their counterparts in head
offices. Both these developments have led to a re-examination of the
governance and geographical locus of intra-firm activities (ranging from
R&D through to marketing), and have done so precisely because of the rec-
ognition of the importance of R-assets as a created competitive advantage.

18 Alliance capitalism and corporate management



Second, the choice between cross-border intra-firm and alliance rela-
tional activities is being fundamentally affected by the reduced role of own-
ership (via fdi), and the increasing importance of access in obtaining and
controlling the use of competitive enhancing resources and capabilities. We
have already alluded to the fragmentation and disinternalization of the
value chain of many firms – which is occurring despite, or in conjunction
with, the mergers and acquisition boom of the mid- to late 1990s
(UNCTAD 2000). There are many reasons for favouring a more market
oriented route of subcontracting – which has been aided and abetted by e-
commerce (Dunning and Wymbs 2001). But knowing where and how to
harness resources and capabilities you do not own (or wish to own), and
how best to coordinate these with your own core competences, requires a
series of inter-institutional relationships, which, to be successful, needs a
fund not only of intellectual capital, but of R-assets as well.

We will not labour this point further, save to mention that since R-assets
are often directed to achieving very specific objectives – and that these
objectives are frequently geared to optimally transforming the activities of
firms rather than increasing their efficiency – the received internalization
theory needs revisiting.

Third, it is here, too, where we believe the network approach comes into
its own. As is generally acknowledged, firms participate in networks
because of the externalities they are perceived to confer. In as much as these
benefits require to be internalized by the participating firms if they are to
be realised, there is no conflict between the network approach and internal-
isation theory. But internalisation in this case is based not on the ownership
of assets, but on control over those which are externally accessed.
Moreover, since the intra-network connections are usually non-contractual
and frequently idiosyncratic and value laden, the willingness and ability of
firms to gain from any exchange of knowledge, ideas or contacts, is likely
to be strongly dependent on the R-assets they possess, and how these inter-
act with those of other participants in the network.

These thoughts can be reiterated in the form of three related proposi-
tions.

1. Access to resources and rights rather than ownership of resources and rights is
likely to increase the value of R-assets of firms used in conjunction with those
of other organizations. Thus one might expect cross-border M&As and coop-
erative non-equity ventures to play a more important role in the future portfo-
lio of MNE activity.

2. Because of learning et al and relational enhancing benefits generated by net-
works, it may be predicted that the participation by MNEs and/or their
affiliates in cross-border networks will increase, relative to purely dyadic asso-
ciations with foreign firms.
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3. The contribution of the R-assets of the foreign affiliates relative to those of the
MNEs of which they are part is likely to increase. Partly this is the result of
flatter intra-MNE organizational structures; and partly of the closer and
deeper linkages between the affiliates and indigenous firms. Such linkages are
themselves fostered by the improved relational space generated by networks.

Reconfiguring the Paradigm

Putting these thoughts together, what are the implications of explicitly
incorporating R-assets into the theories and paradigms of MNE activity?
At this exploratory stage of thinking we would offer just four further
general propositions.

1. The ability to create and sustain firm-specific R-assets, and to efficiently co-
ordinate these across national boundaries, both within their own organizations
and between their and other organizations, and networks of organizations, will
increasingly influence the extent and pattern of MNE activity.

2. The presence or absence of networks of related activities is likely to be a more
important determinant of the geography of MNE activity in the next decade
or more.

3. The increasing significance of cross-border R-assets as generating and sustain-
ing the competitive advantages of firms is likely to lead to an increase in MNE-
related activity, relative to that which otherwise would have occurred.

4. Though FDI seems likely to continue to be the main modality of the territo-
rial expansion of firms, the rising importance and need to tap into extra-firm
R-assets is likely to lead to a higher proportion of the global sales of MNEs
being accounted for, or sold to, foreign organizations with whom they have a
non-equity economic linkage; and over whose resources and capabilities they
have some continuing control or influence.

CONCLUSIONS

In conclusion, in this chapter we have sought to do three things:

1. First, and foremost, we have attempted to give a sense of the importance
of a hidden group of assets available to corporations, which are not
often explicitly identified – much less rigorously analysed – in the liter-
ature. These are assets that we have called R-assets, which all firms have
the power to access, internally create, sustain and productively utilize.

2. Second, we have suggested that R-assets have become, and are becom-
ing, a more important part of the portfolio of competitive enhancing
assets of MNEs; and have explained why the characteristics of the 21st
century innovation-driven global economy are demanding more atten-
tion be paid to them.
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3. Third, we have identified some of the ways in which extant IB theories
and paradigms may need to be modified to better incorporate both
firm and country specific R-assets. In particular, we have suggested that
the growth of networks has provided additional insights into (i) the
way which industrial, and other, clusters might augment the competi-
tive advantages (and especially the R-assets) of the participating firms;
(ii) the content and value of their locational portfolios, and (iii) the
ways in which they may best relate their own R-assets to those of other
firms, and to the contours and space of the networks, to advance their
own efficiency and learning capabilities.

This contribution has been a very exploratory one. We would be the first
to accept that it has raised more questions than it has answered. In fully
acknowledging all the difficulties inherent in measuring R-assets it has
sometimes tried ‘to square the circle’. Neither (to the disappointment of
some readers, no doubt) has it offered a single explanatory statistical equa-
tion! But while I would be the first to point out these lacunae in the work
of one of my PhD students, I would like to think that age and experience
offer me some privileges, including the luxury of getting away with a less
than rigorous analysis while still making a useful contribution to a rela-
tively unexplored area of research.

NOTES

An earlier version of this chapter was first presented at a Conference on Cooperative Strategies
and Alliances, organized by Farok Contractor and Peter Lorange in Lausanne in June 2001.
1. One writer (MacPherson 1973) regards ‘the right not to be excluded’ from the access to the

productive resources of society as one of the key emerging competitive advantages of firms.
2. As, for example, in the case of the dramatic reduction in strikes in the UK in the 1980s.
3. As set out most recently in Dunning (2000 and 2001).
4. In this survey, access to R-assets was ranked the 7th most important of some 26 compet-

itive advantages, identified by professional service firms. They were also ranked the 6th
most likely to be derived from the foreign operations. Among the most multinational and
largest of these firms, this advantage was ranked 1st or 2nd. Network related benefits –
particularly with clients, customers and suppliers, were generally ranked between 3rd and
5th in order of significance (Dunning and McKaig-Berliner 2001).

5. See especially the writings of Gulati (1998 and 1999), Holm, Eriksson and Johanson
(1996), Uzzi (1997) and Chen and Chen (1998).
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2. Alliance capitalism and
macroeconomic policies
Gavin Boyd

The relational assets discussed in the previous chapter are acquired by firms
in different forms of alliance capitalism – in patterns of intercorporate
cooperation that have varying dimensions, intensities, and durations. These
draw attention as applications of internalization logic that enable alliances,
networks, and industry groups to coordinate the productive activities of
individual enterprises in ways that result in synergistic complementarities.
Technology advances tend to increase the utility of these types of collabo-
ration, causing them to expand. Configurations of orderly growth that are
thus constituted became highly significant for the management of macro-
economic policies. The growth and employment effects can ease the tasks
of monetary policy: there can be price stability, high employment, and
exchange rate stability on a sound basis because of the scale of spontane-
ous order. Meanwhile adequate financing can be provided for the funding
of infrastructure development, the provision of administrative and secur-
ity services, and the distribution of welfare benefits. Moreover there can be
functional balance between production in the domestic economy and that
which develops as firms extend their operations across national borders.
Harmonious internal production specializations can blend with harmoni-
ous international specializations, with balanced overall gains.

Policy level and corporate views about the efficiencies and welfare effects
of different forms of intercorporate cooperation, however, are influenced
by understandings of competition as a force driving performance.
Economic growth is seen to depend primarily on rivalries between firms for
market shares, competition between workers for employment, and pres-
sures exerted by governments against each other in quests for enhanced
structural competitiveness, and in leverage over issues of market access.
The efficiencies can be expected to be greater if the competition is hard,
unrestrained by common interests.1 The competition between workers for
employment can be given such importance that a level of unemployment is
considered necessary to ensure productivity gains and to limit inflation.

Understandings of the efficiencies resulting from competition and those
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possible with cooperation are influenced by beliefs, morals, cultures, and
basic policy orientations. Strong individualism, a source of entrepreneurial
dynamism, can be evident in pervasive emphasis on the value of intense
competition between firms. In a communitarian political economy there is
usually stress on corporate collaboration as a public good. Relevant con-
trasts that are commonly recognized are those between the USA, achieving
high but unstable performance through competitive dynamism, and
Germany, achieving moderate but more stable growth with extensive col-
laboration that restrains competition. Japan, until severely affected by
financial sector failures during the 1990s, had achieved a highly functional
blend of intercorporate competition and cooperation, in a system of com-
prehensive alliance capitalism.

Differing national patterns of corporate operations are active in deepen-
ing integration, as structural linkages between countries expand and
become more complex with increases in transnational production and
trade. In the global pattern the USA is more prominent than Germany, but
has been challenged by the dynamism of the Japanese combination of com-
petition and cooperation. The gradually integrating global economy is
being shaped much more by international competition than by collabora-
tion between transnational enterprises, and this competition is driving con-
centration trends. Hence there are increasingly serious challenges for less
competitive enterprises, and for countries less structurally competitive than
others. The overall configuration has changed in recent years because of
Japan’s acute economic difficulties, and accordingly research for policy-
makers and managements has to focus on the dynamics of structural and
policy linkages between the USA and the European Union.

The primary concern, in studies of the effects of different balances
between competition and cooperation, is that these have consequences for
real economies. Those consequences, however, are conditioned by, and can
be severely disrupted by, activities in financial sectors. These have become
internationalized with very high volume speculative operations. The man-
agement of monetary and fiscal policies by governments in industrialized
states has become all the more difficult because of the ways in which large
scale rent seeking by global financial enterprises affects exchange rates, the
funding of productive activity, overall investment flows, structural compet-
itiveness, corporate competitiveness, price stability, and employment.2 For
macroeconomic policymakers, and for corporate managements advising
governments, patterns of competition and cooperation between firms, at
home and externally, have growth effects and potentials, in terms of the
evolution of real economies, that can be all the more significant because of
associated vulnerabilities to, or degrees of protection against, disruptive
stresses imparted by the speculation in world financial markets.3
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The American recession which became severe during 2001, and which
had adverse effects in Europe and Japan, has necessitated close examina-
tion of the ways in which macroeconomic policy capabilities can be weak-
ened or enhanced by the growth, employment, and stabilizing effects of
forms of intercorporate cooperation and competition. One major problem
has been that rather pervasive hard competition has adversely affected busi-
ness confidence. Another has been that corporate incentives to produce
abroad, for higher profitability and with wide risk spreading, have been
increased. A further problem has been that diversions of investment into
international speculative operations have continued, in effect limiting the
funding of productive ventures for recovery at home.

CORPORATE COOPERATION AND COMPETITION

Differing forms and balances of competitive and cooperative activity are
evident in national patterns of corporate behaviour, and these extend into
international operations as deepening integration continues. The contrasts
reflect causal factors studied in institutional economics. Basic value orien-
tations, distinguished primarily as communitarian or individualistic, and
high or low principled, are given expression in systems of corporate govern-
ance and intercorporate governance, and in conventions regulating market
functions.4 The national patterns of corporate behaviour have overall
growth and employment effects which reveal the consequences of
differences in corporate–government relations, and in macromanagement
performance by governments, as well as the intrusions of foreign patterns
of corporate competition and cooperation.

The basic value orientations in national cultures tend to be expressed in
relational or instrumental cooperation between firms, and in soft or hard
intercorporate competition. The culture of Japanese capitalism is active in
mainly relational intercorporate cooperation, mixed with soft competition.
The sharpest contrast is with American capitalism, distinguished by forms
of instrumental cooperation and hard competition. In Europe, German
capitalism has affinities with that in Japan; Germany is the core state of the
European Union, and its system is being subjected to pressures for adapta-
tion to competitive challenges in the Union. Japan is experiencing different
pressures because of severe deficiencies in its financial sector, which have
raised questions about efficiencies in its system of cooperative capitalism.
American capitalism is under serious strain because of its recession, and a
critical determinant of its prospects is its potential for developing a broadly
integrated approach to the promotion of recovery.5

In the major industrialized states the emergence of new technologies
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tends to increase production interdependencies between firms: technology
based forms of cooperation thus increase, with mixes of goodwill and
opportunism, trust and mistrust. Much managerial interest thus focuses on
opportunities for complementary entrepreneurial specializations.6 Rival-
ries for world market shares between principal competitors, however, result
in continuing concentration trends.7 The incentives for technology based
cooperation between major contenders for market shares decrease as these
rivals merge with or acquire each other, and the dominant positions
acquired tend to motivate more active exploitation of those market
strengths. Relational assets can then become less significant. Meanwhile, as
dominant market positions are consolidated, pressures to concentrate on
core competencies can be seen to be less compelling: diversification oppor-
tunities can become more significant, as ways to acquire supplementary
forms of market power.

The various balances between competitive and cooperative corporate
activity, as they link what have been entirely national economic structures,
contribute to a vast pattern of internationalized market efficiencies and
failures. For each government, distinctive features of the pattern, affecting
relative gains from involvement in the deepening integration, constitute
challenges that demand macroeconomic policy responses, notably for the
financing of adjustment through fiscal stimulus or restraint; monetary
loosening or tightening; and microeconomic measures, particularly for
enhanced structural competitiveness, internal market protection, or exter-
nal market opening leverage. Functional and political exchange links
between macroeconomic and microeconomic policy areas become more
significant in deepening integration. Elements of economic sovereignty are
lost as transnational enterprises increasingly shape economic structures in
each country and the interdependencies between them, but in various ways
a policy mix can restrict and even reverse this process. What can be achieved
depends on the balance between competition and cooperation in national
corporate activity, and on degrees of cooperation that may develop
between national firms and the administration.

In deepening integration, national firms tend to evolve more and more
into transnational enterprises, building international production systems
to secure larger global market shares.8 National attachments and loyalties
weaken, and previous balances between competition and cooperation in
the home economy generally alter, while the external environment induces
stronger focus on quests for international competitive advantage. If policy
orientations are substantially liberal, the losses of economic sovereignty
are largely accepted, with hopes that favourable business environments
will attract high value added activity by the transnational enterprises.
Such expectations may be relatively well founded if there are high levels of
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intercorporate cooperation in the home economy, and if these contribute
to effective international involvement by its outward oriented firms. But,
if levels of intercorporate cooperation at home are low, maintenance of
the liberal policy orientation will entail vulnerabilities, resulting princi-
pally from the development of foreign production by home based trans-
national enterprises on a scale much greater than home production for
export, and from foreign sourcing at high volume for the home economy
by national firms. The vulnerabilities can be all the more serious if the
financial sector’s funding of the real economy is dominated by large scale
speculation that attracts foreign capital, thus increasing the cost advan-
tages of international production for home based transnational enter-
prises, while drawing imports in excess of domestic output.9

For the USA the vulnerabilities are serious, because, while its established
policy orientation is liberal, its intercorporate pattern is intensely compet-
itive, and is distinguished by distant and distrustful attitudes to the national
administration. The strongly speculative orientation of the financial sector
adds to the vulnerabilities, by in effect giving impetus to foreign production
and aggravating the import drawing effects of domestic demand, while
causing sequences of booms and declines.10

A policy orientation toward very active measures for enhanced structu-
ral competitiveness can be effective if there are high levels of intercorporate
cooperation and corporate–government collaboration. The solidarity
based political economy that can result will tend to be advantaged, in deep-
ening integration, by functional balance between domestic and foreign pro-
duction, and substantial funding of productive activity in the real economy,
and by a capacity to control and adjust to foreign structural penetration.
These advantages are very significant in a context in which deepening inte-
gration results from hard competition between transnational enterprises
for world market shares, without an effective system of global collective
management that could implement, in particular, an international compe-
tition policy.11 In the absence of such a system the potential benefits of a
solidarity based political economy tend to increase while the ungoverned
processes of globalization continue.

For refined assessment of the efficiencies and welfare aspects of a balance
between competition and cooperation tilted in favour of the latter, it must
be stressed that the most desirable results will depend on the degrees to
which the cooperation is relational, integrative, and oriented toward the
common good, while ensuring that competition is restrained, and remains
soft. The goodwill and trust of such a solidarity system can make possible
an orderly development of efficiencies superior to those that could be
driven by hard competition, because of the negative effects of opportun-
ism, distrust, limited information sharing, and weaker commitments to the
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development of enduring entrepreneurial complementarities. This conclu-
sion can be reinforced if the effects of intensely competitive orientations in
the financial sector are considered, in conjunction with those in the real
economy. In a financial sector, hard competition, it must be stressed, tends
to be expressed in very high volume speculation, diverting considerable
volumes of investment away from productive use, contributing to the
growth of a consumer culture, and, it must be reiterated, causing asset
appreciations to become acutely unstable.12

MONETARY POLICY

Deepening integration increases monetary policy responsibilities regarding
price and exchange rate stability, and the financing of growth, while making
these responsibilities more difficult to meet, especially because of the dis-
ruptive effects of import penetration, outward and inward direct invest-
ment, and changes in the volume and direction of portfolio flows, as well
as shifts in exchange rates. All these problems are well recognized, gener-
ally with observations that the associated declines of economic sovereignty
set requirements for wide ranging international economic cooperation, for
which there is insufficient political will. What is usually not acknowledged
is the significance, for monetary policy management, of the balance
between competitive and cooperative activity by firms in the pattern of
domestic and foreign operations, which has overall consequences for
growth and employment.13 In this balance the scale of speculation in the
financial sector tends to became an increasingly important factor affecting
investment movements, the funding of productive activity, price and
exchange rate changes, and overall stability.

If there is extensive integrative relational cooperation between national
firms, as their domestic operations extend further into the international
economy, their collaboration can ensure orderly absorption of incoming
direct investment, limit disruptions of the domestic market by imports,
contribute to price stability, and sustain domestic and foreign investor
confidence. Prospects for exchange rate stability can be favourable, for these
reasons and because government borrowing can be limited, due to the
overall growth effects of the intercorporate cooperation, and to the
influence of aggregated corporate views and preferences on the mainte-
nance of fiscal discipline.14

Yet corporate cooperation that has been, or appears to have been, rela-
tional, can give way to oligopolistic collusion, forcing prices upwards.
Vigorous hard competition may thus be considered necessary for price
stability. Over time, however, such competition activates concentration
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trends, and tacit collusion between firms with very large market strengths
tends to drive up prices, while the tacit collusion evades competition policy
enforcement. Whatever the intensity of competition and the scale of oli-
gopolistic collusion, meanwhile, investment inflows, if at high volume, can
exert upward pressure on prices, and on the exchange rate. These price
increases, as affecting basic consumer items, may be moderated by low cost
imports, but this can happen in a setting in which the overall inflation
effects of the high volume investment inflows can be quite potent.
Monetary tightening to moderate those effects may be of limited utility,
especially in a context in which monetary policy is also challenged by sub-
stantial speculation driven stock and property appreciations that add to the
attraction of investment inflows.15

In the absence of extensive relational intercorporate cooperation, mon-
etary policy has to cope with the growth, employment, price, and exchange
rate effects of operations by firms largely unconcerned with public goods
issues and open to opportunities to exploit economic processes which mon-
etary measures may be intended to activate. In line with objectives to facil-
itate growth and full employment, with low inflation and exchange rate
stability close to purchasing power parities, monetary tightening to slow
inflation will contribute to currency appreciation, slowing export expan-
sion and increasing corporate incentives to produce abroad rather than at
home for export; but investment inflows, especially if attracted by asset
appreciations induced through speculation, may more than offset the
effects of the credit tightening. In a post boom economic decline, moreover,
monetary loosening to spur growth that has contracted because of falls in
investor confidence can cause financial institutions to exploit the availabil-
ity of lower cost bank lending in order to fund foreign operations offering
higher returns. Investor confidence in the home economy can thus remain
low, because of awareness of this funding problem, and of the increased
corporate emphasis on foreign production. Meanwhile capital flight that
continues to be attracted from lower growth foreign areas may, in varying
degrees, feed into the international speculative operations by financial
enterprises sensitive to the uncertainties in the home economy.16

The logic of developing technology based forms of corporate coopera-
tion tends to develop naturally if cultural and institutional factors are
already orienting managements toward all forms of relational collabora-
tion, as has been evident in Japan. In a strongly individualistic culture,
however, with a well established liberal policy orientation, the logic of tech-
nology based corporate cooperation, although growing stronger as frontier
innovations increase, does not tend to activate relational intercorporate col-
laboration on a scale that would be responsive to public goods imperatives
and monetary policy objectives.
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US monetary policy thus has to contend with continuing losses of eco-
nomic sovereignty, because of the expansion of independent operations by
its firms as they became more deeply involved in the world economy.17 This
has to be reiterated, but not in a way that would exclude hope for solidar-
ity building innovations by policymakers and corporate managements that
would enhance the domestic effectiveness of monetary measures, while,
more fundamentally, facilitating spontaneous orderly growth that would
lighten monetary policy tasks.

The pattern of trends and issues affecting governance in the American
political economy presents challenges for the European Union, and in par-
ticular for Germany, as its central member, with a solidarity based political
economy that can respond to the objectives of monetary management by
the European Central Bank, in which it has strong influence. Pervasive rela-
tional intercorporate cooperation in Germany, expressed politically in con-
structive inputs into economic policymaking, to a very significant extent
ensures that the securities industry remains a modest sector of the
economy, that there is relatively little speculation to drive asset apprecia-
tion, that foreign production, on a moderate scale, does not contribute to
deindustrialization, and that inflation is kept low. The overall stability,
however, has to be maintained while coping with high unemployment in the
Eastern part of the country, formerly under Communist mismanage-
ment.18 Technological progress, moreover, tends to be slower than in the
USA because of the conservative influence of banks as major funding insti-
tutions, and the gradualism favoured by labour unions, as beneficiaries of
stakeholder forms of corporate governance.19

The European Central Bank’s management of monetary policy lacks the
support of a large system of relational intercorporate cooperation else-
where in the Union: Austria, Belgium and Holland have small affinitive
systems of capitalism, but France, Italy and Spain have less integrated
systems. Hence there are strains, especially because the conflict ridden
French political economy generates pressures for fiscal expansion while
preventing forms of coordination conducive to growth. France, although it
is Germany’s main partner in the politics of the Union, limits support for
the macroeconomic prudence which Germany endeavours to maintain in
the European Monetary Union. Other low growth states in the Union can
understandably align with France.20

The German relational intercorporate system may lose some cohesion as
its firms extend operations in the Union and in the rest of the world, while
it accepts direct investment from other Union members and from the USA.
The large US corporate presence in Europe is a formidable competitive
challenge, and is expanding, with strong entrepreneurial dynamism, into
the less integrated and less developed Union states, in rivalry with German
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firms. The very active US corporate involvement appears to contribute to
the orientation of many European investors toward the placement of funds
in the USA. Altogether, European monetary policy management may well
become less functional because of less integrated German participation,
and because regional growth and employment objectives may be more
difficult to achieve, due to continued capital flight to the USA and to
changes in regionally based output caused by increasing service of the
Union market by the international production systems of US enterprises.21

Japan, in a comparative perspective, presents contrasts which can further
illuminate the significance of forms of intercorporate cooperation for mon-
etary policies. The Japanese experience has shown how large scale ventures
in international production can cause cleavages in a relational intercorpo-
rate system. Increasing capacities for internal financing made highly suc-
cessful Japanese outward oriented manufacturing firms less dependent on
bank funding during the 1980s, and the banks then engaged in risky prop-
erty speculation. A collapse of investor confidence in the early 1990s precip-
itated a severe recession, and monetary loosening to facilitate domestically
based recovery had little effect. Administrative control of the financial
system weakened, as the economic bureaucracy lost much of its power, in
the course of political changes which reduced the status and effectiveness of
the Liberal Democratic Party, the main political organization identified
with corporate interests. Restructuring of the banking system, burdened
with bad loans, became very difficult, and increased monetary loosening
failed to achieve significant results. A perverse consequence of the loosen-
ing was that it encouraged increases in investment flows to the USA.22

The Japanese experience has been contrasted mainly with that of the
USA because the United States does not have a relational pattern of coop-
eration between firms; because the speculative boom in the USA, unlike
that in Japan, attracted high volume investment from the rest of the world,
while the openness of the US economy caused the boom effects on demand
to draw in large imports that to some extent kept inflation low, thus provid-
ing a politically significant excuse for delayed monetary tightening; and
because very large scale speculative international operations by the US
financial sector have continued to draw investment from the rest of the
world. Yet the profitability of this international speculation has also drawn
investment from domestic sources in the USA, taking advantage of low
interest rates that have been intended to stimulate a US recovery from its
post boom recession.

Monetary policy is very much an elite process, in the USA, Japan, and
Europe, but as shown in the European and in previous Japanese cases its
functional significance can reflect responsiveness to representations of
interests and views from relatively integrated patterns of corporate cooper-
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ation, and can be sustained by the productive effects of such patterns. In
the USA, fragmented interest representation and lack of consensus within
the predominantly competitive pattern of intercorporate relations in effect
allow idiosyncratic factors to assume greater importance in the manage-
ment of monetary policy. An important consequence was the delay in mon-
etary tightening which allowed speculation led asset appreciation to reach
dangerous levels before the 2001 recession.23

FISCAL POLICY

As a highly politicized process, fiscal policy management tends to be more
directly responsive to advice and assertions of interests by an integrated
pattern of intercorporate cooperation, like that in Germany, but the polit-
ically fragmenting effects of intense competition in a corporate pattern
tend to necessitate large scale trading of political favours, in very numerous
unique contexts. In the USA this happens through continuous political
campaigning that reflects institutional weaknesses in the main political
parties. Strong pressures are thus generated for fiscal expansion.24

Levels of development in political institutions have vital significance for
the shaping of views and preferences in fiscal policymaking, determining,
overall, the ways in which the common good is served. A pattern of rela-
tional corporate cooperation, working constructively with institutionally
well developed political parties, can contribute to holistically functional
fiscal decision making, while activating orderly economic growth and
orienting entrepreneurial energies toward full support for such growth, so
that the funding of industry is not reduced by speculation in the financial
sector. The principal contrast is a system in which the level of institutional
development is too low to transform aggressively competitive political
demands for distributional or regulatory measures into sound fiscal poli-
cies, and in which this dysfunctional pluralism expresses the dynamics of a
corporate pattern that is much more competitive than cooperative.25

Comparative studies of fiscal policies give much attention to the persis-
tence of large budget deficits in many industrialized states that have led to
burdensome accumulations of public debt, and to high taxation levels that
have retarded growth, caused capital flight, and adversely affected exchange
rates, while provoking shifts of popular support to political parties com-
peting as distributional coalitions, thus further discouraging productive
investment at home. Quantitative comparative studies of the deficits have
tended to obscure contrasts in political dynamics, but these have reflected
the functional consequences of different balances between competition and
cooperation in patterns of corporate activity.26
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Government failures in fiscal management have more visible interna-
tional effects than those associated with deficiencies in monetary policies:
the internationalization of problems resulting from fiscal mismanagement
has wider consequences, although these tend to be mixed with those caused
by defective monetary policies. Internationalized market failure problems
are commonly associated with the fiscal and monetary shortcomings. In
this large context, problems of advanced political development within
major industrialized states are evident, and are related to the patterns of
intercorporate relations.

The recent history of major fiscal policy deficiencies that have been asso-
ciated with monetary policy failures and that have had extensive effects in
the international economy began with the large budget deficits and mone-
tary contraction in the USA during the first half of the 1980s. The absence
of a strong system of relational intercorporate cooperation made it pos-
sible for this contradictory mix of macroeconomic policies to be given
expression through idiosyncratic choices in a context of irresponsible polit-
ical trading, and in effect allowed continuity until the middle of the decade,
when warnings of a foreign exchange crisis necessitated interventions to
cause dollar depreciation.27 The large budget deficits, however, continued,
and were accompanied by high volume trade deficits. Dollar overvaluation
had been responsible for substantial declines in exports, and had motivated
increased corporate emphasis on foreign production for external markets,
while strong internal demand, due to the expansionary fiscal policy, drew
in large imports. The budget deficits were financed to a considerable extent
by borrowing abroad, which was made easier than it might otherwise have
been by Japanese investment in US government debt.28 This appeared to be
a source of restraint on US market opening leverage against Japan, the
principal trading partner with which US commerce was in deficit.

This contradictory policy mix would not have been possible in Germany:
its pattern of relational intercorporate ties, aggregating interests in line with
functional concepts of the common good, in a political economy at a
higher level of institutional development, would have been a potent force
for rational macroeconomic management. When dollar depreciation was
officially encouraged after the mid-1980s, the emphasis of US corporate
strategies on foreign production continued, reflecting a low probability that
corporate collaboration would develop to strengthen production at home
for export; that is, in recognition that the trade deficits were threatening to
become unsustainable. US outward direct investment, with large scale
merger and acquisitions activity, contributed to concentration trends in the
world economy, with sectoral dislocations at home that caused insecurity
and unemployment, and this internationalization of market failure
problems roused public anxieties about the costs of globalization. The
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distributional appeal of the Democratic Party was thus increased.
Corporate interest in expanding foreign production was thus further
encouraged, and responded also to opportunities presented by the forma-
tion of the Single Market in Europe and by a weakening of competition by
Japanese firms, as their home economy’s recession began.29

The structural problems of the USA during the 1990s, however, were
obscured by a speculative boom as investor optimism pushed up stock and
property prices to very high levels, causing expectations that productivity
raised by investments in new technology would sustain the asset apprecia-
tions. Fiscal policy in this setting contributed to the optimism through pro-
jections, based on the wealth effects of the boom, that encouraged hopes of
budget surpluses. Monetary tightening that might have moderated the
speculation tended to be avoided, it must be stressed, despite indications
that stocks were dangerously overvalued, and this accorded with the inter-
ests of Democratic Party contenders for office, although these also
benefited from popular concerns about the costs of globalization.30

The US recession which became very serious in 2001 necessitated fiscal
expansion. Tax cuts and increased public spending were intended to reflate
the economy, but their effects on the structural problems that had devel-
oped had to be assessed with reference to indications that corporate inter-
est in foreign production had understandably increased, and that the
funding of industry at home was being limited by the financial sector’s
attraction toward the higher profitability of international speculative oper-
ations and of distressed lending at home. It was also necessary to note that,
in general, large firms in the US economy were better placed to cope with
the recession than small and medium sized enterprises, because of superior
resources and greater significance for lending agencies: a trend to be
expected, then, was further concentration. Moreover, it seemed probable
that competitive pressures during the recession would alter forms of corpo-
rate cooperation based on complementary specializations: major partners,
managing such collaboration instrumentally, could well be more strongly
motivated to acquire cooperating enterprises, so as to reduce risks and
increase profits while the prospects for recovery remained uncertain.31

The US record of macroeconomic management contributed to the devel-
opment of European political will to achieve greater economic integration
and establish a monetary union with rules to limit budget deficits. Germany
was the main source of initiatives for these objectives, and they acquired an
additional rationale as measures that would reduce Union vulnerabilities to
adverse trends in the USA and to US pressures for accommodating shifts
in European macroeconomic policies.

A widely recognized consequence of the import drawing effects of the
US budget deficits was that these had motivated US pressures for fiscal
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expansion in Europe, which had been resisted, especially by Germany,
already burdened by the costs of national reunification. In the German per-
spective, aversion to inflation was linked with a well established under-
standing that economic growth depended on broadly coordinated
productive activity, and that this could not be aided by fiscal expansion in
excess of the funding of necessary infrastructure development and admin-
istrative services, and in opposition to the preferences of managements in
the national pattern of intercorporate cooperation. German policy level
understanding was that the fragmented fiscal policy process in the USA,
due to strong pluralism, was responsible for an expansionary orientation
which would remain active even if trading partners made accommodating
fiscal changes.32

Restraints on deficit financing by Union governments, under the Growth
and Stability Pact of the European Monetary Union, have to be made
effective through formal compliance, because, as noted regarding the
dynamics of monetary policy, the German pattern of corporate coopera-
tion and the smaller ones which have affinities with it do not constitute a
sufficiently pervasive source of preferences aligned with the common inter-
est. Outside that pattern there are pressures for fiscal expansion, based on
expectations of growth, despite awareness that continued deficits and the
accumulations of government debt have been hindering growth and obli-
gating heavy taxation, while limiting the availability of financing for indus-
try. Numerous references to the problems of maintaining fiscal discipline in
the Union appear in assessments of the European Central Bank’s perfor-
mance, but their warnings about the dangers of expansionary pressures in
member governments can be relativized in the dynamics of fragmented and
conflicted fiscal decision making.33

The future of fiscal management under the agreed provisions of the
European Monetary Union depends to a considerable extent on the evolu-
tion of the German intercorporate system and the effectiveness of political
institutions that have been oriented toward consensual policymaking. A
widening of the ideological gap between the two major political parties, the
Christian Democrats and the Socialists, has been signalled by the latter’s
willingness to hold office with the support of radical environmentalists in
the Green Party. The wider cleavage could cause strains in the pattern of
intercorporate relations, while giving some impetus to more independent
pursuits of opportunities in the rest of Europe and in the USA by German
firms that have limited confidence in the Union’s prospects and those of
their own country. Strains in the national system of alliance capitalism,
meanwhile, could restrict its capacity to expand through new alliances and
partnerships in the rest of the Union. At the same time, German efforts to
ensure the maintenance of fiscal discipline by less industrialized and highly
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indebted member states could cause problems in the Monetary Union.34

Fiscal expansion by such states would not be expected to overcome their
economic difficulties, and German reluctance to support Union level
financing of their industrial development would probably be more evident
if there were increased strains in the German pattern of entrepreneurial
collaboration.

Japan’s fiscal policy has long been affected by a division between domes-
tically oriented corporate and political groups and those focused on
export development, with foreign production. The division has been made
more serious by the Liberal Democratic Party’s internal conflicts, and,
more recently, by strains resulting from the financial crisis which began in
the 1990s. This crisis has raised extremely difficult issues regarding the use
of government funds to rescue very heavily debt burdened banks, and the
potential for increasing large budget deficits to finance recovery through
domestically based growth. The outward oriented firms have in effect
made the intercorporate cleavage quite significant by building interna-
tional production systems on a much larger scale, and more profitably,
than German enterprises, while causing considerable deindustrialization
in the home economy.35 The recession in that economy, however, has
weakened the Japanese competitive challenge to the USA, while the US
recession has caused difficulties for the transnational enterprises present-
ing that challenge.

Dangerous irrational speculation in Japan’s financial sector has had
some similarities with that which prolonged the USA’s speculative boom in
the 1990s. In Japan the relational pattern of intercorporate cooperation,
weakened by the divergence of interests between domestically oriented and
outward oriented firms, did not activate a drive for effective policy level
responses, and political leadership of the kind made possible in the
German system was lacking. In the USA, intensely competitive intercorpo-
rate relations prevented the emergence of a consensus to dampen the unsus-
tainable speculation and, as in Japan, this ended with a collapse of investor
confidence. US financial enterprises, however, were much better placed
than their Japanese rivals to exploit opportunities in world financial
markets.

MACROECONOMIC POLICIES AND
INTERNATIONAL FINANCE

The significance of patterns of corporate competitive and cooperative activ-
ity for monetary and fiscal policies can be changed with the diverse effects
of investment flows, and these can present challenges for macroeconomic
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management. Incoming direct investment, contributing to increased growth
and employment, can increase revenue for infrastructure financing and
basic administrative services, but with some opposite effects through the
displacement of national firms. Outward direct investment may entail some
deindustrialization, and dangers of this may obligate higher spending for
infrastructure development and the provision of a more attractive business
environment, with reduction of taxation, at the cost of increased deficit
financing. Portfolio flows, acutely sensitive to rent seeking opportunities,
moving in response to national and foreign prospects for asset appreciation
or decline, can present more difficult challenges, and can require faster
adaptations.

Altogether, the shifting costs and benefits of deepening integration, with
its internationalization of market efficiencies and failures, and of govern-
ment efficiencies and failures, set requirements for high degrees of integra-
tion in industrialized states, to ensure effective adaptation. The commonly
recognized imperatives, however, are to enhance structural competitive-
ness, with applications of internalization logic in industry groups and in
relational forms of corporate cooperation on a wider scale. Yet with the
growth of complex interdependencies in deepening integration, there are
also manifest obligations to engage in comprehensive cooperation with
foreign governments and firms for effective management of those interde-
pendencies, as is argued in the final chapter of this volume.

The requirements for integrative cooperation in national political econ-
omies become more demanding as complex structural interdependencies
increase, and as financial sector linkages expand. Forms of alliance capital-
ism become increasingly significant in this context for the management of
monetary and fiscal policies, and for spontaneous coordinated corporate
responsiveness, through entrepreneurial activities and through inputs into
decision making at the macroeconomic level. Deepening integration in the
world economy has to be matched by the formation of highly integrated
national political economies that reverse the losses of economic sovereignty
to transnational enterprises building international production systems, and
to international financial institutions that independently channel funds
across borders. Market forces, in deepening integration, do not activate
adaptations at the policy and corporate levels that overcome problems of
market failure and government failure.

The challenges for national political economies to achieve greater internal
integration, for management of the structural linkages in globalization, are
individual in the sense that, in the absence of integrative cooperation by other
major structurally linked partners, a country must strive to build a system of
domestic collaboration that will cope with the competitive activities of
foreign firms and governments that may not be motivated to cooperate. This
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has to be said in a context in which there is little basis for optimism about
prospects for full international competition policy cooperation, and in which
judgemental differences and subjective preferences in attempts at such coop-
eration lead rather to bargained outcomes, as in relations between the
European Union and the USA.36

Technology advances do increase production interdependencies between
firms, adding to their incentives to develop relational assets, and to seek
security as well as synergies in entrepreneurial complementarities. The
intense competition for global market shares, however, results in very
strong concentration trends, which understandably appear to have been
increasing during the US recession. Processes of technology based collab-
oration between enterprises thus tend to be replaced by mergers and acqui-
sitions, instead of continuing in line with the benefits of agreed
specializations: in particular, partners under stress tend to be viewed as
targets for acquisition strategies. Understanding this, however, should not
hinder awareness that the development of complementary specializations,
on a relational basis, accords with public goods imperatives for internal
integration in national political economies.

Relational intercorporate cooperation, inspired by country attachments
and loyalties, is conducive to the internal integration needed in an industri-
alized state that is becoming more and more closely linked with other
national economies through trade, direct investment, and financial flows.
Imperatives for internal integration, it must be reiterated, become stronger
as the vulnerabilities of structural interdependence become larger and
more complex, and are exploited in virtually unregulated processes of inter-
national competition, which tend to become more severe as concentration
trends continue. In the evolution of structural interdependencies, however,
there are also imperatives for governments and firms to strive for the devel-
opment of relational cooperation: an international public good to be pro-
vided for the global community, is what the Germans might call an
international social market economy of harmonious entrepreneurial spe-
cializations, constituted by solidarity based national political economies.

Forms of alliance capitalism can thus be seen to have much significance
for the implementation of microeconomic policies. These have the poten-
tial to guide and support the building of complementary production spe-
cializations, with relational synergies, in internally integrated political
economies, with capacities for comprehensively productive interaction in
structural interdependencies with other states. What may be achieved,
through high principled and concerted efforts by policymakers and corpo-
rate managements, could sustain very constructive management of the
macroeconomic policy interdependencies that have had to respond to the
problems of globalization without adequate structural policy capabilities.
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FUNDAMENTALS

Economic openness facilitates deepening integration, allowing firms to
build international production systems for the service of numerous
markets, with mainly very competitive specializations, while engaging in
trade that is increasingly related to the international production. In this
vast process, less competitive enterprises are displaced, and international
market strengths become more oligarchical. The competition drives corpo-
rate efforts to maximize locational advantages, including those provided by
the efficiencies or failures of host governments, acting often as rivals in
investment bidding. Internationalized financial markets provide, in effect,
priority funding for the more successful enterprises, but in these markets
portfolio investment is drawn to areas of speculative asset appreciation.

Comparative studies of national political economies, responding to
research on the costs and benefits of deepening integration – the emergence
of what is tending to become a global business system – have to focus on
macromanagement tasks in the uncertainties and strains of largely ungov-
erned international commerce. The spread of gains from this commerce is
uneven, within and between countries, and is not simply a consequence of
production efficiencies. The fortunes of firms producing high quality prod-
ucts and avoiding anti-competitive practices can be drastically affected by
the predatory pricing and crude advertising of larger, less efficient rivals, as
well as by the collapse of a speculative boom, or by the willingness of com-
petitors to secure cost advantages through investment in countries under
repressive regimes that tolerate the exploitation of labour. Further, a highly
efficient firm avoiding anti-competitive practices may find that its opera-
tions have been severely affected by adverse shifts in exchange rates caused
by speculative market manipulations. General awareness of all these prob-
lems often occasions observations that there are winners and losers in glo-
balization.37

If market processes are internalized within alliances, networks, and
industry groups through long term commitments, with obligations to
respond in concert to external shocks, the participating firms can function
with greater security, and greater capacities for adaptation to challenges in
the international economy. The logic of internalization can then be given
broad expression by combining industry groups, networks, and alliances in
larger and more comprehensive associations. Openness to international
trade and investment can then be more discriminating, and there can be
substantial capacities for spontaneous coordinated structural adjustment
to strains in external commerce.

Imperatives for internalization increase as trade and investment links
with other states expand. With the growth of relational ties in a national
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political economy, however, large firms can be inclined to engage in exces-
sive diversification, resulting in under-specialization. The expansion of
trade and investment links externally can be a check on this excessive
diversification, but it may persist in the relative security provided by the
scale of internalization. Interlocking interests may well prevent restraint on
the excessive diversification, unless there is technocratic guidance, in the
public interest, to reverse trends toward under-specialization, and to allow
scope for the emergence of new firms with innovative specializations.38

Associated with excessive diversification there can be a growth of oligop-
oly power. The main restraint on the exercising of this power in a relation-
ally integrated political economy has to be a combination of spontaneous
pressures for fair internal commerce and public spirited competition policy
enforcement. In deepening integration, however, oligopoly power at home
is not only challenged by, but can also become linked with international oli-
gopoly power. The managements of transnational enterprises with such
power, moreover, may well be unwilling to be drawn into relational bonds
with national firms in the numerous host countries where they are operat-
ing. National firms moving into international production, meanwhile, may
see relational ties at home as hindrances to their foreign operations,
although in many respects these ties may augment capabilities for such
operations.

For monetary and fiscal policy decision makers motivated by commit-
ments to the domestic and international common good, the potential
advantages of substantial relational intercorporate bonds for growth,
employment, stability, and security against disruptive penetration will
become more significant, on present indications. International concentra-
tion trends are continuing, and are especially prominent in the cross border
expansions of other forms of market failure, including the employment
losses associated with multinational changes in the exploitation of location
advantages: orderly development of domestic and external sectoral and
intrasectoral interdependencies is hindered. Vulnerabilities to shocks
resulting from competitive production activities, moreover, are all the more
serious because of vulnerabilities to shocks caused by high volume specu-
lation in financial markets. With the latter vulnerabilities, it must be reiter-
ated, there is investment diversion into very profitable and virtually tax free
rent seeking that limits the funding of productive activity.

The dominant macroeconomic policy concern, in Europe and the USA,
has to be the probability that the costs of deepening integration – the
overall effects of the changing balance of internationalized market
efficiencies and failures – will fail to evoke sufficient spontaneous corporate
cooperation in line with the clear structural imperatives for building more
integrated national political economies, and for reform in international
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financial markets to correct their misallocations of investment. In the
absence of substantially constructive corporate responses, which may
appear to be less and less likely as deepening integration goes further, fiscal
and monetary policy tasks must be expected to become more difficult.
Meanwhile, microeconomic policy problems may well become intractable.

The rationale for government and corporate initiatives to promote the
development of more integrated national political economies, through rela-
tional cooperation oriented toward the multiplication of complementary
production specializations, thus deserves great emphasis. In prospect would
be the development of more harmonious structural interdependencies,
principally through the effects in macromanagement interactions between
governments. These, with inputs from the integrated patterns of mainly
domestic economic activity, could be expected to aid forms of integrative
policy coordination through deliberative exchanges that would have some
affinities with the open method of policy harmonization that has developed
within the European Union.39 At the basis of this collegial rationale would
be the processes of entrepreneurial discovery facilitated by technocratic
sponsorship of corporate conferences devoted to the exploration of poten-
tial corporate complementarities indicated by ongoing advances in frontier
technology.

The expanding configuration of internationalized market failures is the
basic challenge confronting policymakers and managements. The increasing
dimensions of cross border oligopoly power are prominent in this challenge;
associated with it are the externalities of employment losses and sectoral dis-
ruptions resulting from shifts in location choices; also associated with it are
informational failures, incidental to the concentration trends. Further, there
are the ominous failures in world financial markets, due especially to the
exploitation of volatility, with risks and costs for real economies.
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3. Alliance capitalism and
microeconomic policies
Gavin Boyd and Paul A. Brenton

As industrialized political economies become more knowledge based,
through advances in applied technology and the development of complex
coordination systems, the nature and patterns of corporate cooperation
and rivalry become increasingly significant for the management of micro-
economic policies. The tasks of these policies become all the more demand-
ing because the transitions to more knowledge based systems occur with
increases in structural interdependence between economies, due to the evo-
lution of often asymmetric production and financial linkages, resulting
from increased trade and the operations of transnational enterprises.
Nevertheless, underlying economic, social and political systems differ
widely even across OECD countries. In this chapter we discuss how such
differences may condition the responses of firms and governments to these
increasing interdependences, and the nature of alliances between corpora-
tions and between corporations and governments that emerge, highlighting
the main challenges that currently face policymakers in the US, Europe and
Japan.

The common microeconomic objectives are to support, regulate, and
guide corporate financing, production and marketing activities, so as to
promote balanced growth, with emphasis on enhancing structural compet-
itiveness. In the modern environment, what can be achieved depends very
much on the degrees to which home country enterprises, through their
cooperative and competitive activities, are able to form dynamic, orderly,
and adaptive economic systems, and are oriented toward cooperation with
home government policies. Increasingly, however, with the multiplication
of international production activities and investment flows, the collabora-
tion of foreign enterprises becomes necessary.

Spontaneous dynamic order in a national economy resulting from cor-
porate cooperation in alliances, networks, and industry groups can be a
source of functional inputs into microeconomic policies, and can lighten
their tasks, while facilitating adaptation to substantial inflows of foreign
direct investment. Without such solidarity based order, a national economy
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can be seriously disadvantaged in deepening integration: there can be
difficult adjustment problems because of uncoordinated relocations of pro-
duction processes, and other disruptions of sectoral linkages that follow
from merger activity and increases in concentration. On a larger scale the
internationalization of market failures, as well as efficiencies, can present
major challenges. Further, a government’s entire policy mix, which can be
coherent and functional because of constructive inputs from a broad
pattern of corporate cooperation, can be seriously dysfunctional if
sufficient constructive inputs are not forthcoming from such a collaborative
pattern.

National economic policies are guided in varying degrees by beliefs in the
efficiency effects of competition and the associated views on the need for
cooperation both between and within the main groups of economic actors:
firms, trade unions, and government officials. Policy level recognition of the
national and international benefits of competition, however, is typically
qualified by mercantilist concerns with the use of state power to enhance
relative gains from involvement in the world economy: priority is thus given
to trade policy activism and structural policy initiatives. Corporate manage-
ments, meanwhile, while affirming the efficiency effects of competition, tend
to be motivated primarily by the view that competition generally results in
excess capacity and lower profits. Acquisitions and mergers are thus seen as
ways of increasing efficiencies, through higher organizational performance
and the elimination of excess capacity, while responding to shareholder
pressures for higher profits. Alliances and involvement in networks and
industry groups can be viewed as means of opening up opportunities for
mergers and acquisitions, but there can be enduring relational ties that can
sustain such forms of cooperation over long periods. Such ties have been
facilitated by technological progress that has undermined vertically inte-
grated structures and stimulated the outsourcing of specific parts of the
production process, including the use of processing facilities abroad.1 In the
modern technological age the nature of alliances can play a crucial role in
the setting of regulatory standards that, in turn, frame the environment in
which innovation and competition take place.2

Microeconomic policy management can be challenged by the weaken-
ing of home country attachments and loyalties in national firms; by
decreases in cooperation between such firms; by extensive shifts of produc-
tion to foreign locations by those firms; by foreign mergers with and acqui-
sitions of national enterprises; by corporate diversions of resources into
speculative rather than productive operations; by the speculative bidding
up of stock prices to unsustainable levels; and by functional conflicts
within the policy mix. The various dangers will be less serious if there is a
well established pattern of solidarity based corporate cooperation. This,
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however, can be weakened as more instrumental rather than relational
cross-border linkages develop in deepening integration: involvement in
international technology based alliances becomes necessary, elements of
foreign business cultures are absorbed through mergers and acquisitions,
and management teams tend to become more multicultural.

The primary challenges for microeconomic policies, as deepening inte-
gration continues, are structural and financial. A national economic struc-
ture can become increasingly exposed to sectoral disruptions as
multinational firms building international production systems shift the
locations of production processes while expanding through mergers and
acquisitions and driving weaker enterprises into decline. The multinational
firms gaining prominence in global concentration trends acquire greater
freedom to spread their operations, so as to rationalize them on a world
scale.3 Meanwhile, with the internationalization of financial markets,
investments tend to flow to the more prominent multinational firms and the
more rapidly growing countries. At the same time the scope for speculation-
led stock increases becomes wider, and the asset appreciations tend to
become unsustainable. With this problem, which has been evident in the
USA’s 2001 recession, rent-seeking attractions in financial markets tend to
divert funds away from productive use. Moreover, managements in manu-
facturing and non-financial service firms can be drawn toward risky and
highly leveraged speculative ventures, as was illustrated by the failure of the
US energy firm Enron in late 2001.4

COMPARATIVE ECONOMIC SYSTEMS

Capacities to manage microeconomic policies depend on levels of political
development and the nature of institutions, which define how economic
actors interact. As industrialized states become more knowledge based
there are increasing requirements for orderly performance of macroman-
agement functions, in a spirit of solidarity focused on the common good.
Broadly consensual systems of collegial politics are necessary, rather than
adversarial bargaining and the trading of political favours at the expense
of the public interest. These requirements cannot be met if political activ-
ity is undertaken solely to further individual economic ambitions, with all
the opportunism and moral hazards visible in a low trust society. The moral
qualities that are needed at policy levels can be matched at corporate levels,
and can result in collegial entrepreneurship, with rivalries subordinated to
solidarity based cooperation: dynamic and balanced growth can then
enable technocratic functions to focus on facilitating further corporate
achievements.
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Basic contrasts are evident between political economies with cultures
and institutions oriented toward trustful relational social cooperation, and
those oriented toward intensely competitive activity. The latter type may
exhibit higher entrepreneurial vigour, but there can be coordination prob-
lems and an emphasis on short-term corporate decision-making, tenden-
cies toward speculative asset appreciation, and adversarial political
processes. Weaker entrepreneurial energy may be evident in the more inte-
grated political economy, but with more pervasive coordination functions,
more investment in productive rather than rent-seeking operations, and
substantially consensual policy making. With these features, moreover,
there is likely to be significant spontaneous corporate restraint on concen-
tration trends; considerable corporate stability, associated with stakeholder
systems of corporate governance; and orderly adaptation to shifts of pro-
duction processes to foreign locations. Innovation will tend to be focused
on incremental improvements to existing processes and products. In the less
integrated political economy, concentration trends will understandably be
more active, innovation will focus mainly on the development of new pro-
cesses and products, with consequent implications for productivity growth,
enterprises will tend to lack stable identities, and externalities associated
with relocations of production will tend to be disruptive.5

The intensely competitive US political economy operates with little insti-
tutional support for non-market mechanisms of coordination, with a
dependence on market driven relationships.6 Coordination problems can
arise because aggressively individualistic entrepreneurial and political
activity prevents the development of institutions that could provide ade-
quate guidance functions in the common interest, and allows little scope for
the evolution of a structural policy.7 Microeconomic policy management
tends to be reliant on trade measures, antitrust enforcement, and financial
sector regulation. Trade policy interventions are significantly responsive to
protectionist pressures from producer groups affected by levels of import
penetration attributable mainly to domestic demand in excess of output
and to currency appreciation, with the recent imposition of tariffs on
imports of steel being a pertinent reminder of these pressures in the US.
Antitrust enforcement has exhibited a liberal trend, reflecting in part the
importance of funding for political campaigns by large corporations, and
has in effect caused firms to engage in tacit cooperation, since litigation has
to be based on explicit agreements.8 Financial sector regulation is difficult
because the political influence of the financial community is used to assert
much autonomy, citing the competitive advantages of offering an environ-
ment more attractive than foreign financial sectors.

Strong propensities to speculative trading in financial assets distinguish
the US political economy, especially because irrational investor optimism
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causes unsustainable asset appreciation, leading to recessions in which
growth financed by that appreciation is eliminated, while monetary loosen-
ing to finance recovery has limited effects because of continuing diversions
of investment into speculation.9 The speculative propensity is active in con-
centration trends, contributing to the motivations behind mergers and
acquisitions, and these trends are in effect given impetus by the restraints
of competition policy on explicit intercorporate cooperation. In external
relations the speculative propensity presents a very serious challenge to
other industrialized states: their increasing structural interdependencies
with the USA entail rising vulnerabilities to its economic downturns.

The US political economy is also distinguished by the orientation of its
manufacturing firms toward the use of foreign production locations. This
orientation is attributable to strong entrepreneurial compulsions, the avail-
ability of resources based on strong positions in the home economy, the
higher profitability of foreign operations, the tax advantages associated
with such operations, the benefits of spreading risks on a global scale, and
the increasing international competition for world market shares. The
outward direct investment is undertaken very independently by US firms,
as the dynamics of their political economy tend to prevent the development
of a structural policy. Hence there are dangers of deindustrialization, and
of imbalances in external economic relations.10 For other industrialized
states, meanwhile, there are prospects of losing structural competitiveness
in the course of global concentration trends that evidence the effects of the
outward US direct investment.

Japan’s comparative significance in the world economy has declined
because of the severity and duration of its financial crisis: as a coordinated
national production system Japanese alliance capitalism has lost status; its
previously demonstrated efficiencies, however, had validated the logic of
relational intercorporate cooperation, despite the acute deficiencies of its
financial sector, and the failures of its political system to provide leadership
for effective macromanagement. The pattern of relational cooperation has
weakened because of general losses of confidence and because successful
outward oriented firms have strong incentives to concentrate on strength-
ening their own positions in world markets while expanding their foreign
production activities.11 Established microeconomic policies that have
enhanced structural competitiveness have become less effective because the
development of international production systems has been proceeding with
less regard for growth and adjustment problems in the domestic economy.

In Europe, Germany’s system is characterized by relationally coordi-
nated production, although it has been somewhat less integrated than
Japan’s. To protect the national system of relationally coordinated eco-
nomic activity, the administration is using competition policy measures to
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prevent foreign takeovers of German firms, and has thus been opposing
European Commission efforts to liberalize Union markets for corporate
control – efforts that have also been opposed by a majority of the European
Parliament. The collegial pattern of German capitalism facilitates the
implementation of microeconomic policy measures, especially structural
policies designed to enhance overall competitiveness.12

The pervasive relational cooperation ensures stability in the German
system, but with technological lags for radical innovations and therefore
somewhat slower growth, reflecting the relatively conservative influence of
banks as major providers of finance; of unions, under co-determination
arrangements; and of large concentrations of share holdings. Heavy taxa-
tion, moreover, contributes to the slack growth – tax levels were driven up
by high unemployment and the costs of rehabilitating the East German
economy. Much of the high unemployment has been in that Eastern
economy, but a considerable part of it can be attributed to slack growth in
the rest of the European Union.13

Corporate solidarity in Germany sustains an emphasis on production at
home for export. Outward direct investment is at moderate levels, but is
increasing in response to opportunities in the Union and in East European
states seeking membership, as well as to opportunities in the USA, mainly
in medium technology sectors. This expansion into international produc-
tion has quite limited prospects because of the strong positions of US firms
in Europe and the rest of the world, and because excessive diversification
by large German firms has tended to prevent concentration on their core
capabilities.

For the European Union, which comprises a range of countries with
varying degrees of liberal and coordinated mechanisms, a basic trade and
structural policy challenge has been to provide a climate in Europe that will
enable Union firms to achieve higher efficiencies while serving their single
market, so as to ensure more equal structural interdependence with the
USA. A common trade policy is implemented, but a common structural
policy is not yet possible, mainly because each national administration still
seeks to manage independent structural measures.14 This highlights the
difficulties of deep integration between national economies with divergent
political and social structures in which coordination within national econ-
omies is undertaken with varying degrees of reliance on market mecha-
nisms. Indeed it is becoming apparent that there are limitations on the
degree of market integration in Europe.15 To date the emphasis at the EU
level has primarily been on stimulating R&D and, at various times, on
encouraging mergers to achieve a competitive size to provide for effective
competition with US firms. Nevertheless, alliance capitalism on a Union
scale is not in prospect. Germany, accordingly, has to implement structural
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measures that must remain largely self-reliant and which can therefore
reflect the needs and nature of the German economic and political system.

CONVERGENCE AND DIVERGENCE

National systems of corporate competition and cooperation are under
pressure to adapt to the intensifying rivalries for world market shares.
Institutional factors and management cultures are tending to sustain estab-
lished patterns of corporate competition and cooperation, but the most
notable forms of collaborative capitalism – the German and the Japanese
systems – are having to respond to increased global rivalry. The American
system, with its greater emphasis on competition, is under much less exter-
nal pressure to change. The US firms that are becoming more dominant in
global concentration trends are becoming more capable of expansion
through mergers and acquisitions, as well as being better positioned to
develop alliances in preparation for such expansion, and to establish satel-
lite partnering arrangements with suppliers and distributors.

Microeconomic policies are also under pressure to adapt to the global
corporate rivalry, through increased emphasis on productive interaction
with national and foreign firms, and through reciprocally functional link-
ages with macroeconomic policies. The pressures for adaptation are severe
in the European Union and Japan, and are recognized within established
perspectives on governmental economic functions, but with frustrations
because of deficiencies in corporate capabilities. The information revolu-
tion has undermined the typical sectorally based approach of industrial
policy in these countries.

In the USA the perceived pressures are considered challenges for trade
policy, rather than structural policy, but the traditionally liberal orientation
of macromanagement is considered to be challenged by the problem of
excess capacity and weak competitiveness in the steel sector. The liberal
policy orientation, moreover, continues to ensure that the strong specula-
tive propensities in the financial sector are given only limited recognition as
regulatory issues.16

The fragmentation of corporate associations in the USA, the low degrees
of trust caused by aggressive individualism, and the influence of the liberal
policy tradition, tend to perpetuate the focus of individual managements
on their increasing opportunities in the world economy, especially while the
prospects for the home economy are very uncertain and the international
competition from European and Japanese firms remains weak. Interactions
in the fragmented pattern of business interests do not generate active broad
concerns to promote intercorporate cooperation at home.17 While recovery
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remains uncertain, moreover, managements have to reckon with the prob-
ability of sectoral disruptions caused by corporate failures.

Europe, however, has presented a structural challenge as intercorporate
and microeconomic policy initiatives have made the Airbus consortium
internationally competitive: high technology corporate cooperation has
been encouraged and supported by significant government intervention.
This very significant example of alliance capitalism has contributed to
much diffusion of advanced technology, and has opened the way for cor-
porate and policy level efforts to build a collaborative semiconductor
sector.18 The structural challenge of rationalizing the Union automobile
sectors demands more resolute corporate and policy endeavours, but in this
area the Union’s external challenges, although potent, have not evoked col-
laborative responses: the automobile sectors remain very significant in the
domestic economies of Germany, France and Italy.

Change in the Union patterns of corporate competition and cooperation
is developing with shifts to equity financing, an increasingly active market
for corporate control, and growing numbers of cross-border mergers and
acquisitions. There is intensifying competition between the larger firms that
are being formed, and expansion by US firms in Europe is contributing to
this rivalry. The German pattern of corporate solidarity is being extended
in this process, through individual ventures, and may be weakened through
adjustment to collaborative arrangements with other European firms,
despite the advantages of generally larger resources, superior technological
capabilities, and more efficient administration.

Microeconomic policy change in the Union is occurring to a consider-
able extent in response to issues of competition regulation, in which
member governments interact with the European Commission. The
Commission’s concern is to facilitate the emergence of strong but not dom-
inant Union firms, and this often results in conflict with member govern-
ments supporting expansion by their firms while opposing expansion into
their economies by enterprises based in other member states. Competition
policy issues are complicated by the involvement of US enterprises in
European mergers and acquisitions, often as preferred partners because of
superior resources.19

Member governments seek to respond individually to the microeco-
nomic policy problems resulting from the pressures of international com-
petition. The logic of evolving a common structural policy is not perceived,
and may well be resisted more actively as the Union enlarges. National vari-
ations are affirmed in the political processes shaping microeconomic poli-
cies, and in these processes informal ties between administrations and
national firms tend to be maintained. Cross-border links between corpo-
rate associations have developed, for collective representations of interests
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to the European Commission, but cross-border affiliations between politi-
cal parties are not developing.20

The formation of cross-border connections between corporate associa-
tions has been conducive to increased collaboration between EU firms
across their borders, but the main effect of market integration has been to
increase intra-Union mergers and acquisitions.21 Meanwhile European
firms have sought technology based ties mainly with US enterprises,
because of their higher levels of advancement and stronger positions in
world markets. The development of these Atlantic technology links is one
factor which may be tending to limit European corporate interest in the
potential for introducing a common structural policy. Technology enhance-
ment projects sponsored by the European Commission have been on a
modest scale that has not been seen to illustrate the feasibility of a Union
structural policy, and do not appear to have altered the preferences of
European firms for partnerships with US enterprises.

The lack of a common approach to deal with structural policy challenges
affects the Union’s capacity to deal with problems of external energy
dependence. External energy dependence has to be managed with an
emphasis on supply of the Union’s still fragmented electricity industry,
which the European Commission is endeavouring to integrate on a basis of
regional liberalization. Pricing issues complicate and hinder cross-border
supply within the Union, and in this area of microeconomic policy the
manifest need for common management is difficult to meet because of the
competing interests of industrial groups linked informally with their
national administrations. There are opportunities for cross-border corpo-
rate collaboration, but, as in other industrial sectors, the main trend is a
development of cross-border mergers and acquisitions. In this industry,
functional requirements for very close coordination in generation and
supply can be seen to pose imperatives for active corporate cooperation and
collaborative regulatory management by member governments; govern-
ments supporting and opposing cross-border mergers and acquisitions,
however, tend to limit prospects for the regulatory collaboration that would
be needed in an integrated liberalized electricity sector.22

For the USA, external energy dependence is a more manageable area of
microeconomic policy, yet is difficult because of the strongly competitive
rather than cooperative corporate orientations in this and other US sectors.
The electricity sector has been vulnerable to deficiencies in corporate coop-
eration affecting external energy dependence, and to regulatory failures –
notably in California during the late 1990s. In that experience there was
extraordinary regulatory incompetence, and there was no strong system of
corporate collaboration extending across the state’s industries that could
exert sufficient pressure for regulatory reform.23
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TECHNOCRATIC FUNCTIONS

External and domestic challenges affecting intercorporate systems and the
management of microeconomic policies raise questions about technocratic
capabilities and commitments. These relate especially to issues of structu-
ral interdependence, which, for knowledge based economies losing ele-
ments of economic sovereignty to transnational enterprises, require the
services of highly dedicated experts. The economic openness of knowledge
based political economies, allowing wide scope for cross-border entrepren-
eurship and, thus, for the internationalization of market failures as well as
efficiencies, with imbalances in national gains from world commerce, neces-
sitates knowledge intensive macromanagement tasks. These have to
perform structural and regulatory functions in continuous solidarity build-
ing exchanges of tacit and codified knowledge with corporate manage-
ments. A principal service has to be the provision of assessments of trends
in structural interdependence that can facilitate managerial identification
of opportunities for entrepreneurial complementarities that can be taken
up with relational collaboration.

Extensive relational intercorporate cooperation is necessary in a knowl-
edge based political economy with high levels of structural interdepen-
dence. This cooperation has to develop in order to cope with the
vulnerabilities and enhance the benefits of interdependence; it can develop
autonomously, depending principally on cultural and institutional factors,
but it has to be complemented and aided by technocratic consultative ser-
vices, performed in the common interest, on the basis of developmental
concerns broader than those of private consulting firms. Beliefs in the
efficiencies and structural optimizing effects of free market forces can
prevent recognition of the imperative for technocratic functions, but it must
be reiterated that the concentration trends which develop with the opera-
tion of free market forces increasingly restrict the scope for such forces.
Regulatory responsibilities thus have to be recognized, but these are
ineffective against tacit collusion, and this can be overcome through a sol-
idarity based management culture, promoted from the policy level as well
as cultivated by corporate associations.24 More fundamentally, it has to be
understood that the scope for entrepreneurial initiatives, as frontier tech-
nology advances continue, depends on discoveries of potential complemen-
tarities, since firms are becoming more interdependent in the development
of their production capabilities; such discoveries will not be sufficiently
aided if technocratic responsibilities are restricted to regulatory functions.

Technology enhancement projects initiated by governments have been
considered vital for the structural competitiveness of knowledge based
economies, and have been assessed mainly with reference to degrees of
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leadership in home and international markets gained or lost by assisted
firms. Major projects in the USA, Japan, and Europe across several high
technology sectors are considered to have had mixed results.25 In question
have been degrees of technocratic competence, the degrees to which selec-
tions and funding have been politicized, and the durability of the sponsored
projects, which can be affected by legislative switching to other ventures,
notably in the USA. The significance of balances between competition and
cooperation in intercorporate systems has been rather neglected. Because
of the widening range of advances in frontier research, however, collabora-
tive explorations of the potential for complementary entrepreneurship have
become more necessary in the common interest. International corporate
cooperation in research and development is expanding, but in a pattern
which is shaped by differences in national balances of intercorporate coop-
eration and competition, and by the effects of concentration trends. These
can push highly specialized firms with small or medium market positions
into satellite operations, while making them more vulnerable to takeovers.

The technological leads of US sectors over those in Europe and, more
recently, over Japanese industries, have drawn attention to the significance
of individualistic entrepreneurial dynamism for structural competitiveness
– and as a factor that may more than offset deficiencies in officially spon-
sored technology enhancement projects.26 Observations about the costs of
an adverse balance between cooperation and competition however have not
been invalidated.

Infrastructure sectors, where public goods imperatives are especially
evident, have to be served by structural and regulatory policies that depend
on corporate cooperation, and cooperation between firms. These policies
can be outcomes of awkward political compromises, and the consequences
can be all the more serious if the sectors have been liberalized in ways that
in effect allow managements to engage in risky expansion, as has been
apparent in the bankruptcy of the US energy firm Enron.27

A rationale for private competitive provision of infrastructure network
services has been widely accepted in the USA and Europe, because of
claims of superior efficiencies. Regulatory authorities, however, tend to be
established and staffed through the trading of political favours, and in the
USA especially can be made somewhat dysfunctional by institutional
conflicts; further, even if performed efficiently, regulatory functions may fail
to develop with cross-sectoral cooperation. The development and coordi-
nation of the sectors has to be a structural policy responsibility, but engage-
ment with this can be difficult if the policy level’s commitments to regulated
private operations is based on expectations of market driven collaboration
within and between sectors. Unified administrative management of the
energy, electricity, communications, transport and retailing sectors could
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facilitate the development of coherent structural policies; in its absence,
however, separate sectoral regulatory operations are likely to evolve with
politicized orientations at variance with requirements for coordination.

Coordinated development of utilities and services is a public good. If
these sectors remain liberalized the imperatives for coordination will
become more urgent as structural interdependencies multiply. Technocratic
efforts to promote such coordination, moreover, will have to be aided by
extensive corporate cooperation across these sectors and in the manufac-
turing industries which they serve: pervasive collegial capitalism could help
solve the coordination problem. The imperative to develop such capitalism,
in support of technocratic functions devoted to the public interest, can
be seen in critical reviews of the recent history of liberalized utilities and
services.28

Infrastructure network industries, utilities, and communication and
transportation services under private control operate with emphasis on
short-term profits, under regulatory pressures to limit price increases, and
to seek opportunities for horizontal expansion, within and across borders,
with financing from securities sectors that may be supplemented by diverse
forms of government funding. The cross-border expansion tends to set up
quite vital structural interdependencies which cannot be managed from the
policy level without interventions, but the necessary political will may not
develop until there is a crisis. Incentives to engage in domestic and cross-
border horizontal expansion are generally stronger than those to extend
into other infrastructure network sectors, where different regulatory struc-
tures function and very different technologies have to be managed.
Horizontal expansion, however, does provide resources that can be used for
diversification outside the original range of regulatory supervision, as was
evident in the Enron case.

The promotion of efficient infrastructure network sector integration, in
the common interest, is a basic technocratic responsibility, and requires
assessments of the emerging needs of manufacturing industries. For such
assessments, information flows about corporate operations and planning
are essential and, if there is extensive concerting of entrepreneurial ven-
tures, technocratic efforts to promote the necessary integration of network
industries can be assisted. In Europe this is not happening, and the costs of
failure are accumulating: a common structural policy for the network
sectors is not being adopted, a Union level regulatory authority has not
been set up, and member governments are unwilling to collaborate with
each other and with the European Commission for the development of a
common regulatory mechanism.29 In the USA a federal level regulatory
structure operates, but a structural policy is not evolving, it must be stressed,
because of the divisive effects of intense pluralism and the influence of
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liberal concepts of state economic responsibilities; these, moreover, affect
the quality of the regulatory functions, which tend to be politicized.30

Manufacturing industries have to develop with supportive technocratic
functions related to the coordination of their sectors and to the general
requirements for coordinated support from the infrastructure network
industries. Coordinated manufacturing development requires management
of the production interdependencies between firms and, more fundamen-
tally, the linking of complementarities in their entrepreneurial planning.
Here, it must be reiterated, vital technocratic functions are to facilitate and
contribute to the exploration of opportunities for entrepreneurial comple-
mentarities, especially in response to advances in frontier research. For the
necessary consultative interaction, solidarity based management cultures
have to develop, in conjunction with solidarity based political cultures.

Competition policies cannot be refined to degrees that could compensate
for inadequate corporate commitments to cooperation and for political
deficiencies affecting technocratic functions. Competition policy enforce-
ment, it must be reiterated, is ineffective against tacit collusion. The funda-
mental solution for competition policy problems has to be the development
of a collegial management culture. Technocratic authorities can contribute
to this while facilitating corporate explorations of opportunities for com-
plementary entrepreneurship. The development of a collegial management
culture, meanwhile, can contribute to technocratic learning and dedication
to the public interest.

Studies of entrepreneurship in knowledge based political economies
have focused on the management of tangible and intangible assets for com-
petitive advantage. This orientation has influenced policy level and mana-
gerial perspectives, while little attention has been given to the significance
of differing balances between corporate competition and cooperation for
the resolution of market failures and the development of systemic
efficiencies.31 The increasing technology based production interdependen-
cies between firms, however, indicate clear requirements for intensive inter-
actions to discern new opportunities for productive development of
existing and anticipated operational interdependencies, as more advanced
forms of applied technology become feasible. Emphasis on this functional
logic, then, obligates recognition of the need for management cultures ori-
ented toward very active corporate cooperation, for entrepreneurial com-
plementarities with soft rather than hard competition.

The public good to be seen in the context of widening and increasingly
complex corporate technology based interdependencies can evoke recog-
nition of the growing importance of technocratic involvement in the con-
sultative quests for entrepreneurial complementarities. Individual
managements will find it more and more difficult to assess the productive
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potential of new frontier technologies as these multiply across sectors:
broad supportive technocratic expertise must be expected to become more
necessary; that is, contributing to and absorbing collegial management
cultures.

The technocratic functions, it should be clear, do not have to be per-
formed at arm’s length: relational involvement in conferences with man-
agements would be appropriate for the development of solidarity based
capitalism. This relational involvement could express expectations of cor-
porate stability and of corporate evolution in line with stakeholder con-
cepts of corporate governance, according with general requirements for
emphasis on the formation of human capital. Neglect of human capital,
because of managerial emphasis on short-term financial achievements and
on maximizing the benefits of location advantages, has to be a techno-
cratic concern.32 Problems of corporate stability also have to be techno-
cratic concerns, in part because of the importance of accumulations of
tacit managerial knowledge in consultative explorations of emerging
opportunities for concerted entrepreneurship in the use of advanced
research.33

MICROECONOMIC POLICY INTERDEPENDENCIES

The development of forms of collegial capitalism would make microeco-
nomic policy interdependencies more manageable. These interdependen-
cies are increasing, notably in Atlantic relations, as liberalized
infrastructure network firms expand across borders. The French firm EdF,
the world’s largest electricity utility, has expanded into Germany, Italy,
Austria, Hungary, Switzerland and Britain. Enron, the failed US energy
firm, had very extensive international operations, and its demise had
adverse effects in European energy sectors. Expansion by manufacturing
and financial enterprises is also increasing microeconomic policy interde-
pendencies, again notably in the Atlantic context.

Competition policy issues, particularly between the USA and the
European Union, become politically prominent as concentration trends
continue, especially because of international expansion by US firms.
Intensely competitive orientations activate these trends, and on the
European side the absence of strong relational bonds between many Union
firms is a source of vulnerabilities. These challenge the European
Commission to exert authority by opposing US mergers and acquisitions
that would secure significant levels of European and global market domi-
nance, while implementing a Union policy intended to facilitate the emer-
gence of strong but not regionally dominant European enterprises. The US
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administration does not challenge intra-Union mergers and acquisitions,
and tends to accept any adverse European decisions regarding mergers and
acquisitions between US firms.34

European interests in the policy interdependence are basically defensive,
because of the weaker international competitiveness of Union firms, and
are asserted with considerable autonomy by the European Commission.
The US administration is involved somewhat indirectly, though guidelines
from the Department of Justice tend to increase as US firms become more
prominent in global concentration trends, but also as European bargaining
strengths increase with the Union’s deepening integration and enlargement.
Frictions in Atlantic trade relations, moreover, influence attitudes on each
side, and thus can affect interactions over linked issues, such as questions
about the USA’s use of tax concessions to export firms.35

A spirit of more collegial capitalism in the USA and Europe would make
possible more balanced and more dynamic interdependencies in the com-
petition policy area and, more extensively, in Atlantic trade and investment
relations, as well as in the structural policy area where problems of excess
capacity have to be resolved. Although leadership for the development of
collegial capitalism is lacking in the Atlantic context, where cultural and
institutional factors are more favourable than elsewhere in the global
economy, the range of microeconomic policy interdependencies demand-
ing attention obligates earnest consideration of initiatives that could be
taken to promote the development of integrative relational cooperation
throughout the pattern of structurally linked industrialized states.36

The need for more equitable and more integrative management of
microeconomic policy interdependencies between the major industrialized
states has to be reiterated with increasing emphasis because of the contin-
uing concentration trends in infrastructure network industries, manufac-
turing sectors, and international finance, and because of the dangers of
speculation-led destabilization associated with the concentration trends.
The concentration trends are instances of internationalized market failure,
and with them there are externalities affecting employment, sectoral inter-
dependencies, and opportunities for new forms of entrepreneurship.
Speculative destabilization – the bidding up of asset prices to unsustain-
able levels – is another form of market failure that tends to have increas-
ing cross-border dimensions. The issues of efficiency and social justice that
thus demand urgent attention do activate knowledge intensive streams of
economic advice to governments, and implicit in most of these are moti-
vational imperatives: the advice is intended to be put into effect in a spirit
of service to the common good.37 Corporate managements, then, because
of the elements of economic sovereignty which they assume, have to
provide constructive inputs into policy, and must themselves serve the
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common interest, cooperatively, in all the areas covered by microeconomic
policies.

The introductory chapter of this volume, focusing on relational assets,
indicates how firms, becoming more interdependent in the development of
their production capabilities, can manage these to build relational assets,
opening up opportunities for complementary entrepreneurship, with secur-
ity, based on trust and goodwill, thus contributing to overall balances
between competition and cooperation that can serve the common interest.
The potential for collaborative management of structural interdependencies
can thus become evident: the transnational corporations linking national
economic structures can establish a collegial system of international capital-
ism. Greater development of human and social capital would then be pos-
sible. Meanwhile the evolution of structural interdependencies could be left
more safely to relationally motivated market forces, while the management
of microeconomic policy interdependencies would benefit from the con-
structive political activities of corporate associations. Further, functional
linkages with macroeconomic policies would become more harmonious.

Relational assets shared between firms can be seen to have counterparts
in relational assets shared between managements and technocrats, sustain-
ing public spirited knowledge intensive exchanges conducive to innovative
complementarities. Functional partnering between the two levels is being
driven by the multiplication of frontier technologies; it is also being driven
by the pressures of competition in world markets, but these can be con-
structively reoriented if a pervasive spirit of cooperation develops in the
management of relational assets.

Thinking about relational assets has to be put into the context of a world
economy that is being increasingly integrated, with asymmetries, through
rises in levels of structural interdependence. Corporate and policy level
emphasis on achieving sector specific competitive advantages, and on
enhancing structural competitiveness, is being challenged to become reori-
ented toward collaborative complementary achievements in uses of
advanced technology, and in supportive uses of productive rather than
destabilizing rent-seeking investment. Constructive responses to these chal-
lenges, increasing internationalized market efficiencies, could overcome
internationalized market failures.

The cross-border dimensions of government efficiencies would also be
increased, as policy failures were reduced in conjunction with the decreases
in market failures. Government failures and market failures tend to inter-
act in perverse reciprocity, notably through policy level deficiencies that in
effect facilitate destabilizing speculation-led asset appreciation, and that
push up public debt to further the political interests of ruling groups. Public
monitoring of macromanagement performance becomes more and more
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difficult in knowledge based political economies, and accordingly the moti-
vational factors that can activate dedicated corporate cooperation and
policy level collaboration become more critical for overall efficiency and
social justice.

NOTES

1. For example, in 2000, 25 per cent of EU exports to the US were registered as exports
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4. Inter-firm R&D partnering in high
technology industries
Nadine Roijakkers and John Hagedoorn

Until recently, R&D was not an activity that researchers expected to see
carried out in cooperation between different companies. In particular for
high technology industries, such as IT and biotechnology, where state-of-
the-art research and technological know-how are critical to competitive
success, the sharing of R&D activities by competing companies seemed a
rather unusual aspect of corporate behaviour. This is probably one of the
main reasons why the growth of the number of inter-firm R&D partner-
ships during the 1980s and the 1990s has attracted so much attention in
recent years, both in the academic literature and in the popular press.

We will attempt to contribute to the understanding of inter-firm collabo-
ration in R&D with an analysis of some basic trends and patterns in the
forming of R&D alliances in the international biotechnology industry. The
biotechnology industry is one of the main examples of current industries
where we find a large number of R&D alliances, in particular between large
and small companies (Hagedoorn, 1996a; Hagedoorn and Roijakkers,
2002; Kenney, 1986; Powell, 1996). Data from the MERIT-Cooperative
Agreements and Technology Indicators (CATI) database (see Appendix
4.1) suggest that over 65 per cent of all the biotechnology R&D alliances are
related to pharmaceutical biotechnology. Because of the dominance of this
particular sub-sector in the biotechnology industry, with so few alliances
found in other biotechnology sectors, our contribution focuses on collabo-
ration between companies in the pharmaceutical biotechnology industry.

Apart from a sectoral restriction we will also limit the analysis to those
inter-firm agreements for which the transfer of technology or the creation
of new technology through R&D are central to the agreement. R&D refers
to the standard research and development activities that are aimed at
increasing scientific or technical knowledge and the application of that
knowledge to the creation of new and improved products and processes. We
will confine the analysis to particular modes of partnering such as joint
ventures for which common R&D or technology sharing is a major objec-
tive, joint R&D agreements, and minority holdings coupled with research
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contracts. We have chosen the period from 1975 to 1998 because this covers
the years in which inter-firm partnering has risen rapidly, in biotechnology
as well as in many other fields of technology and sectors of industry
(Hagedoorn, 1996a).

Throughout this chapter we will refer to the biotechnology ‘industry’
although this is probably an incorrect term as its status as a separate indus-
trial sector is still somewhat unclear. Strictly speaking, biotechnology is not
yet a full industrial sector but a hybrid form of an ‘industry’ with estab-
lished companies, such as from the pharmaceutical sector, and a wide range
of new biotechnology companies that are science based and technology
driven but still with relatively few regular products and limited manufac-
turing capabilities (Powell, Koput and Smith-Doerr, 1996). In other words,
when we use the term industry in the following analysis, we recognize that
we are mainly analysing the behaviour of a group of companies that are
engaged in R&D, innovation and the manufacturing of products and pro-
cesses that can be labelled as biotechnological activities.

In the following we first present and explain the growth pattern in R&D
partnering since 1975. This is followed by a discussion of the major factors
that could motivate companies to enter into various sorts of R&D partner-
ships. Although the rationales for cooperation are numerous we restrict our
attention to those rationales that are important for firms in the biotechnol-
ogy industry (see Hagedoorn, 1993 for a more general overview of motives
for R&D partnerships). The next section is devoted to a discussion of the
different organizational features of basic categories of modes of coopera-
tion. In that section we also pay attention to the analysis of changes in the
distribution of different categories of partnerships. Next, we discuss inter-
national patterns of partnering in terms of changes in the historical distri-
bution of domestic and international partnerships, with special reference
to the Triad regions (Asia, Europe, and North America). Finally, we pay
some attention to the role played by large and small companies in the
context of the most R&D cooperation-intensive companies in the biotech-
nology industry. The closing section presents some conclusions.

HISTORICAL PATTERN OF R&D PARTNERSHIPS

In order to assess the importance and magnitude of alliance activity we
examine the number of newly established R&D partnerships as they appear
in the CATI database. Figure 4.1 shows the growth pattern of annually
newly made R&D partnerships in the biotechnology industry for the period
1975–98. The numbers are calculated as three-year moving averages to
show the general trend in the data while correcting for yearly fluctuations.
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During the second half of the 1970s, there was a gradual increase in the
number of newly established R&D partnerships from fewer than five in
1976 to around 15 new agreements in 1978. The end of the 1970s witnessed
a rather sudden increase in the number of new partnerships as nearly 25
alliances were established in 1979. This particular growth pattern contin-
ued well into the first half of the 1980s. Apart from a small drop in 1982,
those years marked a rather steep increase in the number of annually
formed partnerships from about 30 in 1980 to nearly 70 new alliances made
in 1986. The last couple of years of the 1980s showed a substantial drop in
the newly made R&D partnerships to slightly more than 35 in 1989.
During the early 1990s the number of newly made alliances dropped even
further to fewer than 20 in 1991, after which the number took off again to
reach a level of about 230 new partnerships in 1996. At the end of the
period of our analysis, the number of annually made alliances was decreas-
ing again to just over 200 new partnerships in 1997. However, this number
is still considerably higher than the figures found for most years since the
early 1980s.

All in all, the historical data on R&D partnering in the biotechnology
industry revealed, despite some irregularities, an overall growth pattern in
the number of annually made R&D partnerships since the mid-1970s.
During the late 1970s there was a rather steady growth pattern, while the
1980s and particularly the 1990s showed a more accelerated growth trend
with clear peaks in 1986 and 1996 as well a significant drop in alliance activ-
ity in 1990. This particular, seemingly cyclical, growth pattern is identical
to the pattern found for other industries (see Hagedoorn, 1996a).
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One possible explanation for the specific pattern in the newly established
R&D alliances, found in the MERIT-CATI database is related to the vola-
tility of financial markets during the second half of the 1980s. In the first
years of the 1980s venture capital firms invested large amounts of financial
resources in capital intensive R&D projects carried out by new biotechnol-
ogy firms (Hakansson, Kjellberg and Lundgren, 1993; Senker, 1996; Walsh,
Niosi and Mustar, 1995). Originally based on university research that led
to major scientific and technological changes, nearly all of the new biotech-
nology companies were founded to commercially exploit promising new
technologies such as genetic engineering and cell fusion. For most, if not
all, of these small firms, venture capital constituted the single largest source
of funding.

After the 1987 Wall Street crash, however, venture capitalists became
increasingly hesitant to provide the funds for new biotechnology firms since
most of them failed to introduce new breakthrough pharmaceutical prod-
ucts (Barley, Freeman, and Hybels, 1992; Galambos and Sturchio, 1998;
Smith and Fleck, 1988; Walsh and Galimberti, 1993). The decreasing avail-
ability of venture capital during the second half of the 1980s caused an
initial shakeout in the industry with numerous biotechnology firms filing
for bankruptcy. The lower number of potential biotechnology R&D part-
ners available to large pharmaceutical companies may provide a tentative
explanation for the substantial decrease in the number of newly established
partnerships during the final years of the 1980s. Also during these years,
the major source of funding for new biotechnology firms shifted from
venture capital to large pharmaceutical companies, which shows up in the
gradual growth of newly made R&D partnerships during the first half of
the 1990s (see also Barley et al., 1992; Senker and Sharp, 1997; Smith and
Fleck, 1988).

RATIONALES FOR R&D PARTNERING

In the literature the explanation for the overall increase of alliance activity
is generally related to the motives that ‘force’ companies to collaborate on
R&D. Major factors mentioned in that context are related to important
industrial and technological changes in the 1980s and 1990s that have led
to increased interdisciplinarity of scientific and technological develop-
ments, higher risks surrounding R&D, increasing costs of R&D projects,
and ever-shortening innovation cycles that favour collaboration (see
Contractor and Lorange, 1988; Dussauge and Garette, 1999; Hagedoorn
1993, 1996a; Mowery, 1988; Mytelka, 1991; Nooteboom, 1999; OECD,
1992). In the following we restrict our attention to those rationales that are
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important for firms that are engaged in biotechnological activities, in par-
ticular large established pharmaceutical companies and new biotechnology
firms.

For large pharmaceutical companies their motives to enter into R&D
partnerships frequently have both a cost economizing background as well
as a strategic intent (see also Eisenhardt and Schoonhoven, 1996;
Hagedoorn, 1993; Hagedoorn, Link and Vonortas, 2000; Lorenzoni and
Lipparini, 1999; Mowery, Oxley and Silverman, 1998). The cost-economiz-
ing motivation appears particularly to play a role when we consider the
period that covers the first years of the 1980s. Around this time the phar-
maceutical industry at large was confronted with a dramatic increase in
R&D costs at the same time as there was a declining number of new drug
compounds resulting from the more traditional chemical routes to innova-
tion (Grabowski and Vernon, 1994; Pisano and Wheelwright, 1995; Walker
and Walker, 1986).

As a result of these developments, large companies such as Bayer, Ciba
Geigy, and Eli Lilly were beginning to reposition themselves in an attempt
to achieve greater economies of scale and scope in R&D. One of their main
goals was to carry out exploratory basic research across a broader range of
new scientific and technological areas in order to identify and take advan-
tage of the many commercial opportunities that were opening up in these
fields (Galambos and Sturchio, 1998; Hagedoorn, 1995; Hamel, 1991;
Walsh and Galimberti, 1993). However, even the largest, well-financed
pharmaceutical companies were finding it more and more difficult to
finance both basic and applied research across the entire range of relevant
new opportunities. This problem induced many of these firms to seek
access to external technological research and knowledge by establishing
partnerships with others (Barley et al., 1992; Hagedoorn, 1993; Pisano and
Wheelwright, 1995; Powell, 1996, 1998).

During the early 1980s pharmaceutical companies began to develop and
maintain numerous formal partnerships with external sources of the new
technology, i.e. small biotechnology firms, most of them US-based, and
research universities in order to gain a window on the scientific advances in
molecular biology and genetic engineering (Arora and Gambardella, 1990;
Barley et al., 1992; Hagedoorn and Roijakkers, 2002; Powell, 1996). In
these cases the strategic intent of R&D partnerships became more appar-
ent. Adopting this strategy allowed these firms to keep their main R&D
activities within their own domain while jointly performing R&D with
biotech companies in this new, high-risk area of R&D of which the future
importance for their technological capabilities was too unclear to justify
any sudden changes in the existing research strategy.

If established companies are motivated to enter partnerships mainly to
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lower the cost of some of their R&D activities as well as to explore new
technological opportunities beyond their current domain (Arora and
Gambardella, 1990; Doz, 1988; Pisano, 1991; Shan, Walker and Kogut,
1994), small firms in turn primarily have a cost-economizing rationale
(Senker and Sharp, 1997). Although biotech firms developed a reputation
for their R&D capabilities and applied laboratory research in advanced
biotechnology, most of them failed to develop pharmaceutical products for
sale to final customers. According to Walsh and Galimberti (1993) this was
mainly due to a shortage of funds, an extended development cycle, a lower
level of demand than anticipated, and their inability to combine obviously
novel forms of technical knowledge with knowledge of approval proce-
dures, production and marketing.

The instability of capital markets in the final years of the 1980s was an
important motivating factor for small biotechnology firms to form various
kinds of partnerships. As already mentioned, during the first half of the
1980s, the initial capital requirements of US-based start-ups were primar-
ily met by venture capital firms (Hakansson et al., 1993; Senker, 1996;
Walsh et al., 1995). Between 1980 and 1983, the most successful biotech-
nology firms that were founded on the basis of academic breakthroughs,
such as Genentech, were the first to go public and launch initial stock
offerings (IPOs) (Barley et al., 1992). Some of these had disappointing
results, but the stock market boom of 1983 triggered a series of initial
public offerings and a period of heavy speculation in the stocks of new bio-
technology firms. The strong market for IPOs also stimulated many venture
capital firms to provide the funding for large numbers of new start-ups,
often on just the promise of a new technology. Besides genetic engineering,
the ability to produce, at low cost, large quantities of monoclonal antibod-
ies triggered the founding of many entrepreneurial companies as well as a
wave of enthusiasm among investors.

Because development work took longer than anticipated, however, and
many new biotechnology-based pharmaceuticals proved to be less promis-
ing when subjected to rigorous clinical testing, even the oldest biotechnol-
ogy firms were slow in introducing new breakthrough products (Galambos
and Sturchio, 1998; Smith and Fleck, 1988). Venture capital firms typically
receive their financing through partnerships, which are normally based on
strict contractual arrangements with respect to payback dates. The low
chances of recapturing their investments within a relatively short period of
time made these firms less willing to finance costly R&D and clinical trials
(Barley et al., 1992). As was previously mentioned, after the stock market
collapse of 1987, investors became extremely cautious about the potential
for new biotechnology-based pharmaceuticals and their interest in IPOs
began to diminish. Unable as yet to produce their own working capital,
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small firms were consequently experiencing increasing pressure to finance
their R&D by entering partnerships with large pharmaceutical firms
(Senker and Sharp, 1997; Smith and Fleck, 1988).

Another problem confronting small firms was a lack of the complemen-
tary skills, assets and technologies (Teece, 1986) necessary for successful
commercial exploitation of the state-of-the-art technological knowledge
they clearly possessed. Genetic engineering may provide new routes to
existing as well as to new pharmaceuticals, but the required technological
know-how must be combined with knowledge of the worldwide market
introduction and distribution of safe and effective pharmaceutical prod-
ucts, among others. Such complementary forms of knowledge are pos-
sessed by large pharmaceutical companies, which in the past were the
dominant innovators in the pharmaceutical industry. In commercial bio-
technology it has become common practice for small firms to share their
scientific and technical expertise and/or patents in biotechnology with large
pharmaceutical firms in exchange for access to the larger firms’ financial
resources and established organizational capabilities in clinical research,
regulatory affairs, manufacturing and marketing (Della Valle and
Gambardella, 1993; Hakansson et al., 1993; Larson, 1992; Rothaermel,
2000).

MODES OF COOPERATION

So far we have discussed R&D partnerships in general terms. However, it
has to be stressed that in the biotechnology industry R&D partnering takes
place through a specific number of organizational modes. In the following
we distinguish between a group of equity-based partnerships, such as joint
ventures and minority holdings, and a group of so-called contractual agree-
ments, such as joint R&D agreements and R&D contracts. As these modes
of cooperation will feature so prominently in the following analysis, we will
briefly discuss them further.

Joint ventures are probably the oldest and most well known form of
inter-firm partnering (Berg, Duncan and Friedman, 1982; Hladik, 1985).
Traditionally, this mode of cooperation accounted for the majority of part-
nerships in many sectors of industry. In a joint venture, two or more separ-
ate parent companies agree to combine their resources and skills in a
distinct organizational unit or ‘company’ that is characterized by shared
equity ownership. In the context of R&D partnering, joint ventures have
shared R&D as a specific company objective as well as production, market-
ing, sales, etc. From this brief description of joint ventures it is obvious that
equity participation is used in an attempt to lower transaction costs
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between the parent companies. Because equity participation creates a rela-
tively high degree of organizational interdependence among the participat-
ing companies, the chances of cheating on other partners can be reduced
to a large extent. If one partner does not behave in a responsible way, then
the whole venture suffers and equity diminishes for all parent companies
(Buckley and Casson, 1988).

Minority holdings are another type of equity-based partnership where
one company obtains a rather small interest (substantially less than 50 per
cent) in another. In the biotechnology industry minority holdings are often
coupled with technology exchange agreements. In particular, large pharma-
ceutical companies are well known for investing in small biotechnology
companies in order to explore a promising new field of technology without
investing the full amount of resources that would be needed for internal
development. If the technology of the small firm becomes more important
to the pharmaceutical firm, a takeover can be considered.

During the past decades a number of contractual forms of R&D part-
nering, in particular joint R&D agreements, have become an alternative to
equity-based partnerships. We understand joint R&D agreements to cover
technology and R&D sharing by two or more companies through the joint
undertaking of research and development projects with shared resources.
Research contracts are examples of non-equity partnerships that regulate
R&D partnering in which one company, usually a large one, contracts
another, frequently small, company, to perform particular research pro-
jects. Non-equity agreements are used extensively by large pharmaceutical
companies in the biotechnology industry in order to raise their ability to
switch their research from one technology to another (Barley et al., 1992;
Obleros and MacDonald, 1988).

Recent studies have established that non-equity, contractual forms of
R&D partnerships, such as joint R&D agreements and research contracts,
have become very important modes of inter-firm collaboration as their
numbers and share in the total of partnerships has far exceeded that of
equity-based partnerships (Hagedoorn, 1996a; Hagedoorn and Narula,
1996). Whereas equity agreements are often established in order to raise
mutual dependence, an increasing number of companies prefer a more
flexible relationship with other companies. Especially in high-tech indus-
tries such as biotechnology that are characterized by the increasing com-
plexity of technologies, rapid technological changes, and the increasing
costs of R&D, even the largest firms are no longer able to monitor all the
technological developments that are important for their core markets.
Cooperation through more flexible types of agreements enables these firms
to monitor several technological developments and, at the same time,
allows them to concentrate on a few, most promising, projects internally
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(Harrigan, 1985, 1988). If certain technologies turn out to be less success-
ful, contractual arrangements can be terminated relatively easily with only
a small financial loss.

Figure 4.2 shows the gradual increase in the relative importance of
contractual arrangements compared with equity-sharing partnerships,
which is in congruence with previous contributions. All numbers are calcu-
lated as three year moving averages and expressed as percentages of the
total number of annually, newly established R&D alliances.

During the late 1970s, when there were only a small number of R&D
partnerships, approximately 60 per cent of new partnerships in the biotech-
nology industry were equity-based agreements, the majority of these
equity-sharing partnerships being of the minority holding type. Fewer than
20 per cent of all the R&D alliances as found in the MERIT-CATI data-
bank were R&D joint ventures. Since the 1980s, the share of contractual
arrangements increased from about 60 per cent during most of the 1980s
to approximately 85 per cent in the 1990s. In general companies seem to
prefer joint R&D agreements to R&D contracts. However, the number of
yearly established R&D contracts, found in the CATI database, indicates
an increasing popularity of this mode of partnering in recent years.

So far we have presented a general overview of major trends in R&D
partnerships in the biotechnology industry since 1975, examining both
growth data and the distribution according to major organizational char-
acteristics of these partnerships. These overall trends in inter-firm R&D
partnering indicate the following:

Inter-firm R&D partnering in high-tech industries 71

100
90
80
70
60
50
40
30
20
10
0

19
76

19
77

19
78

19
79

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

Figure 4.2 Share (%) of contractual modes in all newly established R&D
partnerships, three-year moving averages, 1975–98



� by and large, companies seem to increasingly prefer contractual part-
nerships to equity-based arrangements,

� the growth of annually newly made R&D partnerships in the bio-
technology industry since the early 1980s is primarily caused by an
increase in the number of contractual agreements such as joint R&D
agreements.

INTERNATIONAL PATTERNS IN R&D
PARTNERSHIPS

A considerable number of scholars in business as well as in economics
have paid attention to the ‘globalization’ of the world economy (see e.g.
Bartlett, Doz and Hedlund, 1990; Cantwell, 1991; Dunning, 1988, 1993;
Hirschey and Caves, 1981; Pearce, 1989; Reich, 1990, 1991; Vernon, 1966,
1979). Globalization is an important and critical feature of today’s high
technology industries such as biotechnology, where increased interna-
tional competition between companies forces them to pursue international
strategies. Through these international strategies companies do not only
seek foreign market entry but also foreign assets (both of a tangible and
an intangible nature) and build international inter-firm partnerships for
sourcing of R&D, production and supply. Many authors (Contractor and
Lorange, 1988; Dunning, 1993; Duysters and Hagedoorn, 1996; Ohmae,
1990; Yoshino and Rangan, 1995) have stressed the critical role that inter-
firm R&D partnering plays in the internationalization strategies of a
growing number of companies. Consequently, one could expect that the
share of international R&D partnerships in the total number of R&D
partnerships should have increased during the past two and a half
decades.

In this section we will see to what extent inter-firm biotechnology R&D
partnerships have become more internationalized, paying special attention
to partnerships made between companies from Asia (Japan and South
Korea), Europe (the EU and EFTA countries) and North America (USA
and Canada). Previous work by Freeman and Hagedoorn (1994) and
Ohmae (1985, 1990) revealed that the majority of R&D partnerships are
made between companies from within the Triad regions (Japan, Europe
and North America). South Korea is mentioned by Freeman and
Hagedoorn (1994) and Duysters and Hagedoorn (2000) as a recent ‘player’
of some importance. In the following, R&D partnerships between compa-
nies from Asia, Europe and North America are considered as international
alliances, i.e. inter-Triadic partnerships. Intra-European partnerships are
seen as regional or domestic partnerships, as are partnerships made within
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either Asia or North America. All other combinations outside the Triad
regions are treated as a miscellaneous category.

Figure 4.3 demonstrates that a large share of the population of biotech-
nology R&D partnerships was of an intra-regional or domestic nature
during the second half of the 1970s as well as the 1980s. However, this share
declined over the past decades, from an average of about 55 per cent for
most of the 1980s to somewhat higher than 45 per cent during the 1990s.
For most of the 1990s, the share of international, inter-Triadic, partner-
ships was higher than the domestic and regional alliances. During the final
years of the 1990s, the share of domestic alliances rose again relative to
international partnerships. Also, during the most recent years there was a
growth of the share of other combinations to a still relatively small share
of around 2 per cent.

So far we have described the general pattern in international biotechnol-
ogy R&D partnering. Next we examine the role played by the different
international economic and trading blocks at a more disaggregated level
(see Figures 4.4a–e). If one looks at the overall pattern in R&D partnering
during the past two and a half decades, it becomes clear that companies
from the Triad participate in over 98 per cent of all R&D partnerships.
North America clearly dominates R&D partnering in the biotechnology
industry. Over 70 per cent of the R&D partnerships as found in MERIT-
CATI for the past two and a half decades have at least one North American
partner. During the 1970s and 1980s, the share of partnerships involving at

Inter-firm R&D partnering in high-tech industries 73

100
90
80
70
60
50
40
30
20
10
0

19
76

19
77

19
78

19
79

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

Domestic
Triad
Others

Figure 4.3 Share (%) of international and domestic (regional)
partnerships in newly established R&D partnerships, three-year
moving averages, 1975–98



least one North American partner gradually eroded from around 82 per
cent in the second half of the 1970s to less than 75 per cent in the final years
of the 1980s. This share increased again to more than 85 per cent during
the 1990s. Partnerships within North America (of which the majority share
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involves intra-US R&D partnering; US–Canadian partnerships and intra-
Canadian partnerships accounting for less than 4 per cent) account for
around 40 per cent of all the R&D partnerships in all periods.

During the second half of the 1970s more than 37 per cent of the inter-
firm R&D partnerships were made between European and North
American companies. This share fell to a level of less than 26 per cent
during the 1980s, after which it increased again to over 39 per cent in the
1990s. These shares are substantially higher than the shares found for intra-
European R&D partnerships in identical periods. The share of intra-
European partnerships dropped from slightly over 11 per cent in the 1970s
to around 10 per cent in the early 1980s. The second half of the 1980s
marked a sudden increase in the share of intra-European partnerships to
nearly 16 per cent. During the 1990s less than 10 per cent of all R&D part-
nerships were made between two or more European firms.

North American–Asian R&D partnering grew gradually from about 4
per cent during the 1970s to about 16 per cent during the first half of the
1980s. This share eroded to slightly less than 12 per cent in the late 1980s
and to only 5 per cent in the first years of the 1990s. The share of R&D
partnerships made between companies from North America and Asia
reached 8 per cent during the most recent years. Intra-Asian or intra-
Japanese R&D partnerships and partnerships between Europe and Asia
remained at a relatively low level of less than 7 per cent during the last two
and a half decades.

Further analysis of this data (detailed figures are not shown here) reveals
some striking developments in the overall distribution of R&D partner-
ships at the level of countries. First of all, Swiss firms and companies from
the UK and Germany played an important role in Europe–US R&D part-
nering in all periods considered. The overall dominance of R&D partner-
ing between Europe and the US by UK firms is a development that dates
back to the late 1980s. During the 1970s less than 5 per cent of these alli-
ances were made between UK-based companies and US companies, and in
the first half of the 1980s they accounted for even less than 3 per cent of all
partnerships. However, the second half of the 1980s marked a sudden
increase in the share of UK–US partnerships to over 7 per cent. This
increase continued well into the 1990s and ultimately reached a level of
more than 11 per cent. During the last two and a half decades we also saw
R&D partnerships between US companies and companies from France,
Sweden, and the Netherlands, although these shares have remained rela-
tively low.

Second, while UK-based firms and companies from Switzerland and
Germany have dominated Europe–US R&D partnering in the biotech-
nology industry during the past decades, these firms have also played
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an important role in inter-firm partnering between two or more Euro-
pean companies. In particular, during the 1980s and 1990s, 2–3 per cent
of these partnerships were established within the UK. A few other im-
portant country dyads are Switzerland–Germany, UK–Sweden, and
Germany–France.

Third, Japan–US partnerships represent the largest share of all
Asia–North America biotechnology R&D partnering during the 1970s,
1980s and 1990s. During the 1980s and 1990s, South Korea appeared as a
relatively important partner to the US besides Japan.

Fourth, if we take a closer look at the pattern in R&D partnering
between companies from Asia and Europe, it becomes clear that companies
from Japan, Switzerland, and the UK participated in the majority of these
alliances during the late 1970s and the 1980s. During the 1990s, Japan–UK
partnerships as well as Japan–Germany partnering and to a lesser extent
partnerships between Japanese firms and French companies dominated
R&D partnering between Asia and Europe. Besides Japan, South Korea
appeared as an important partner for French companies.

LEADING COOPERATING FIRMS

In this chapter an attempt is made not only to understand basic trends in
the growth of inter-firm R&D cooperation in the international biotechnol-
ogy industry, but also to reveal the innovative role played by a large group
of cooperating companies, i.e. small, entrepreneurial biotechnology firms
and large established pharmaceutical companies.

Our understanding of the role played by these different categories of
companies can be clearly placed within the Schumpeterian tradition. The
importance of the entrepreneurial company as a major generator of new
innovations is most clearly stressed in ‘early’ Schumpeter (1934). In this
early work, entrepreneurial companies are small, independent, and act as
major agents of change within new industries. These entrepreneurial com-
panies are innovators that successfully introduce new products of which the
development is expected to be largely financed through external sources
and not so much through internal financial resources (cash-flow).

Many elements of these Schumpeterian entrepreneurial firms are clearly
present in the biotechnology industry. In fact both Kenney (1986) and
Powell et al. (1996) depict small biotechnology firms as an ideal type of
modern entrepreneurial companies. As mentioned by Arora and
Gambardella (1990), Pisano (1991), Barley et al. (1992), and Powell et al.
(1996), small new biotechnology companies are frequently financed
through venture capital or loans and equity participation of large compa-
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nies. Originally based on university research that led to major scientific and
technological changes, nearly all of the small, biotechnology companies
also started as new entrants to the pharmaceutical industry (Kenney, 1986;
Pisano, 1990; Powell, 1996).

In terms of their organizational setting and their organizational culture,
most of the small biotechnology companies are quite different from the
‘standard’ company that one finds in traditional industries. New biotech-
nology companies seem to be driven by scientific discoveries and innova-
tive performance and not only by regular profit-seeking (Lumerman Oliver
and Porter Liebeskind, 1997). Also, the ‘academic culture’ within these
innovation-driven and loosely organized companies, with their informal,
non-hierarchical structures, sets them apart from many other ‘traditional’
companies (Pisano, 1991; Powell, 1996).

If we look at the role of large companies in Schumpeter, we have to
understand that they play an important part in many of his publications.
Specifically the ‘older’ Schumpeter (1942) pictures a world of ‘modern,
trustified capitalism’ where large science-based companies dominate the
innovative environment and where innovation has become routinized in
large research laboratories and R&D departments. It is this particular per-
spective on the role of large companies that for a long period, during the
1950s, 1960s and 1970s, dominated the understanding of the role of large
companies as the main source of innovation (see Kamien and Schwartz,
1982; Scherer, 1984).

In the combined biotechnology and pharmaceutical industry, large com-
panies play a dominant role in the more traditional pharmaceutical sub-
sectors (Arora and Gambardella, 1990). Large companies with their
extensive R&D activities and their long-term experience with time-
consuming clinical trials have come to dominate the innovation process in
the traditional pharmaceutical industry. This dominance is based on their
leading role in incremental innovation, exploiting their current organic
chemical knowledge base and their ability to expand existing portfolios of
pharmaceutical products.

Based on the literature discussed, one might expect that the central role
of small, entrepreneurial biotechnology firms in R&D partnering, as
stressed in the early work of Schumpeter, is likely to be most obvious during
the 1980s when many of these new firms introduced major scientific and
technological breakthroughs in the pharmaceutical industry. However, as
the field of biotechnology has gradually matured, entrepreneurial biotech-
nology firms have become less important for inter-firm R&D cooperation
while large companies may have become more dominant. This more dom-
inant role for large science-based firms in a more routinized innovative envi-
ronment is particularly stressed in the later writings of Schumpeter. In this
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section we will see to what extent small firms and large companies play an
important role in the context of the most R&D cooperation-intensive com-
panies in the biotechnology industry. Tables 4.1a–e list the ten companies
with most R&D links in each Triad region during the past two and a half
decades.1

For each region it is obvious that many of the leading pharmaceutical
companies, such as Roche and Smithkline Beecham from Europe and
Merck and Eli Lilly from the US, are well represented. If we look at the
leading companies of biotechnology R&D partnering for Asia, we see that
in all periods a number of large and medium-sized Japanese companies
such as Kyowa Hakko Kogyo and Chugai Pharmaceutical played an
important role in inter-firm R&D partnering. In the years 1975–79 the
group of most partner-intensive European companies in the biotechnology
industry covered a number of leading pharmaceutical companies. We
notice that only two small UK-based biotechnology firms, Celltech and
British Biotechnology, played a role of some importance during the 1980s,
next to large well-established pharmaceutical companies. However, during
the 1990s the position of these companies in the rank order of leading
R&D partnering firms decreased while several large firms such as Glaxo
from the UK entered the top ranking of cooperating companies.

Small firms such as Chiron, Genex and Biogen already held strong posi-
tions in the rank order of most intensely cooperating US-based firms
during the second half of the 1970s, followed by large companies such as
Schering Plough and Merck. During the 1980s these companies continued
to hold strong positions in the group of leading R&D partnering firms,
while a number of new young biotechnology firms, such as Amgen,
Genzyme, California Biotechnology and T Cell Sciences, entered this
group. For this time period the top of the list of the most partner-intensive
companies located in the US also covered established pharmaceutical com-
panies such as Bristol Myers, Johnson and Johnson and American Home
Products. For the 1990s we notice that a number of new biotechnology
firms, such as Oncogene Science, Genelabs Technologies, Gensia
Pharmaceuticals and Arqule, entered the group of leading companies of
biotechnology R&D partnering, however, the position of small firms rela-
tive to large companies decreased to some extent.

In congruence with ‘early’ Schumpeterian views, the results found for the
US are indicative of the significant role played by small, entrepreneurial
biotechnology firms in innovation, particularly during the 1980s when the
new biotechnology first became relevant to the pharmaceutical industry.
The 1990s, however, seem to demonstrate a decreasing importance of these
small firms in inter-firm R&D partnering if compared with the role of large
pharmaceutical companies. These large companies developed into more
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dominant players with multiple partnerships, a change that is clearly more
in line with expectations based on the later writings of Schumpeter.
However, the findings for Asia and Europe seem to suggest that it was the
large pharmaceutical companies, rather than small firms, that were first to
explore the new technological area and that these companies have domi-
nated inter-firm R&D partnering more than large US-based companies
(see also Saviotti, 1998).

The explanation for these findings is related to the asymmetric interna-
tional distribution of small firms specialized in biotechnology (Saviotti et
al., 1998; Senker and Sharp, 1997; Walsh et al., 1995). By the late 1970s,
over 200 biotechnology start-ups had been set up in the US, but a very
limited number in Asia and Europe, with the exception of the UK
(Rothwell and Zegveld, 1982). The formation of small, R&D-intensive bio-
technology firms is generally considered of crucial importance to the early
development and commercialization of biotechnology in the US (Kenney,
1986; Grabowski and Vernon, 1994; Orsenigo, 1989). According to Senker
(1996, 1998) a similar explosion of small firms was not occurring in Asia
and Europe because these regions were lacking a culture which accommo-
dated a close relationship between basic science, private firms and financed
entrepreneurship.

Although many large pharmaceutical companies in Europe and else-
where had already established significant links to university research during
the 1940s, 1950s and 1960s, the early development of biotechnology in the
US was to a large extent the result of a unique cross-fertilization between
venture capital firms and university scientists whose state-of-the-art
research led to major scientific and technological changes. Venture capital-
ists who recognized the commercial potential of scientific research in bio-
technology provided the initial investment funds to small start-ups. Their
founders and managers were typically academic entrepreneurs who
retained their close ties with universities and research institutes while they
were getting their new enterprises underway (Barley et al., 1992; Fransman,
1991).

Senker (1998) mentions a number of other factors to explain why Asia
and Europe were only slowly taking advantage of the set of new opportu-
nities provided by advances in biotechnology: shortage of venture capital,
lack of knowledge of genetic engineering and its commercial potential by
existing European and particularly Japanese firms and, compared with the
US, a lower science intensity, as well as less frequent cooperation between
public research institutions and industry.

From about 1980, European and Asian governments began to adopt pol-
icies aimed at remedying these deficiencies and closing the widening biotech
gap with the US. They promoted the creation of small venture capital firms

84 Alliance capitalism and corporate management



and exerted strong pressure on both universities and large companies to col-
laborate in building up the science base in genetic engineering (Galambos
and Sturchio, 1998; Senker, 1998). Lagging behind the US by about five
years, small biotechnology firms began to emerge slowly in other parts of
the world during the 1980s (e.g. Celltech and British Biotechnology in the
UK). However, even today the distribution of small biotechnology firms is
very asymmetric: there are still many more in the US than in other parts of
the world (Saviotti et al., 1998; Senker and Sharp, 1997; Walsh et al., 1995).

CONCLUSIONS

The increasing costs of R&D projects, the need to search for alternative
routes to pharmaceutical innovation, the speed of developments in major
scientific areas such molecular biology and genetic engineering, and the
high risks surrounding biotechnology R&D describe many of the strategic
and cost-related factors that have motivated large pharmaceutical compa-
nies to enter into various sorts of R&D partnerships. Major aspects of
partnering behaviour of small biotechnology firms can be found in
attempts to obtain access to skills, assets and technologies that would com-
plement their state-of-the-art R&D capabilities and make up for a shortage
of venture capital. As all these phenomena have become critical in the
current process of inter-firm competition in the combined pharmaceutical
and biotechnology industry, it is no surprise that the absolute number of
R&D partnerships has increased dramatically during the past decades.

This growth is, to a very large degree, caused by the number of contrac-
tual agreements, i.e. joint R&D agreements and R&D contracts. Equity-
sharing agreements (i.e. minority holdings), once the most prominent form
of inter-firm R&D partnering, have largely been replaced by contractual
arrangements as about 85 per cent of the recently established partnerships
are of a contractual nature. This development suggests that partnering in
the biotechnology industry demands organizational flexibility with the
actual form of the partnership fitted to the strategic needs of the compa-
nies that are involved. In this industry where factors such as the increasing
interdisciplinarity of technological fields, rapid scientific advances, and the
high costs of R&D projects significantly affect inter-firm competition,
companies strive to increase their organizational flexibility by engaging in
numerous short-term R&D projects with multiple partners.

As demonstrated, the increase in alliances in the biotechnology industry
has also led to a larger number of international or inter-Triadic partner-
ships. In relative terms the growth of these international partnerships has
superseded the increase in the number of domestic partnerships or alliances
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in the same economic region. An explanation for this specific pattern can
be found in the foreign sources of biotechnological know-how that compa-
nies seek through international R&D partnerships. In that context the
dominance of North America, particularly the US, reflects the important
role that this continent plays as a major source of R&D resources and capa-
bilities in pharmaceutical biotechnology. This dominance has not only led
companies from other countries, particularly the UK, Switzerland and
Germany, to actively search for R&D partnerships with North American
companies; the North American dominance of technological development
in the biotechnology industry has led to a situation where a large percent-
age of R&D partnerships are formed between companies within the US.

A major conclusion from the above is that the US has emerged as pre-
eminent in biotechnology R&D primarily on the basis of strong research
initiatives on the part of small firms. These research-intensive biotechnol-
ogy start-ups, an ideal type of modern Schumpeterian entrepreneurs, aided
by the large amounts of resources provided by venture capitalists and IPO
markets were first to undertake commercialization activities on the basis of
the newly acquired knowledge in genetic engineering. In Asia and Europe,
however, where the number of small firms is much lower than in the US, it
was the large pharmaceutical companies that were first to incorporate the
new scientific knowledge into their existing R&D programmes. During the
early 1980s, large established firms, particularly from the US and Europe,
started to invest heavily in biotechnology research through R&D partner-
ships with small US start-ups. This largely explains why partnerships within
North America and partnerships between European and North American
companies account for the majority of all partnerships established during
the past two and a half decades.

NOTE

1. Information on size (number of employees) was collected from various sources such as
the Institute for Biotechnology Information, the US Securities and Exchange
Commission, World Scope Global Researcher, Amadeus, Dun & Bradstreet’s Linkages,
and Orsenigo (1989). Firms with less than or equal to 500 employees were regarded as
small and those having between 501 and 5000 employees as medium sized companies.
Firms with over 5001 employees were classified as large companies.
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APPENDIX 4.1 THE MERIT-COOPERATIVE
AGREEMENTS AND TECHNOLOGY INDICATORS
(CATI) DATABANK

The MERIT-CATI databank (see Hagedoorn, 1993) contains information
on nearly 10000 cooperative agreements in various sectors, ranging from
high technology sectors such as IT and biotechnology to less technology
intensive sectors such as chemicals and heavy electrical equipment.
Systematic collection of inter-firm partnerships started in 1987. If avail-
able, many sources from earlier years were consulted to establish a
retrospective overview. In order to collect detailed information about inter-
firm partnerships, various sources are consulted: newspaper and journal
articles, books dealing with the subject, and in particular specialized jour-
nals that report on business events.

This method of information gathering has some drawbacks and limita-
tions due to the lack of publicity for certain arrangements, and the low
profile of certain groups of companies and fields of technology. Despite
these shortcomings, which are difficult to circumvent even by extensive and
large-scale data collection, we have been able to obtain a clear overview of
the joint efforts of many companies. This enables us to perform empirical
research, which goes beyond single-firm case studies.

The databank contains information on each cooperative agreement and
some information on companies participating in these agreements.
Cooperative agreements are defined as mutual interests between indepen-
dent industrial partners that are not linked through majority ownership. In
the CATI databank, only those agreements that involve either a technology
transfer or some form of jointly undertaken R&D are being recorded.
Information is also collected on joint ventures in which new technology is
received from at least one of the partners, or on joint ventures having some
R&D programme. Other types of agreements such as production and mar-
keting alliances are not included. In other words, this material is primarily
related to R&D collaboration and technology cooperation, i.e. those agree-
ments for which a combined innovative activity or an exchange of technol-
ogy is at least part of the agreement. We regard as relevant information for
each partnership: the number of companies involved; names of companies;
year of establishment; and modes of cooperation. Important information
on participating companies includes their location, and names of parent
companies.
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5. Financial liberalization, alliance
capitalism and the changing
structure of financial markets
Nigel Pain and Desirée van Welsum

INTRODUCTION

For much of the post-war period, financial institutions in North America,
Europe and Japan typically operated in highly regulated markets, with con-
trols that affected both the scope and the location of their activities. Many
national and local markets remained segmented, with barriers to entry gen-
erating excess capacity and productive inefficiencies. But since the 1980s there
has been a widespread dismantling of capital and exchange controls and a
sustained period of deregulation and liberalization of financial markets in
many industrialized economies, with prudential regulation replacing struc-
tural regulation. In conjunction with advances in information technologies
and the increasing globalization of markets for goods and services, deregu-
lation has generated rapid growth in international capital markets.

Financial market integration has been stimulated by significant consoli-
dation within national markets as well as the rapid expansion in cross-
border linkages between firms through both mergers and acquisitions and
co-operative joint ventures and alliances. In the period from 1991 to 2000
financial companies accounted for approximately one-quarter of global
cross-border mergers and acquisitions (UNCTAD, 2001, Table B10). The
capitalization of equity and bond markets has risen significantly over the
last 20 years, helped by a growing trend towards securitization within many
national economies, and lending by financial institutions has expanded
significantly, both in domestic and, more especially, international markets.

These changes are, on balance, likely to be welfare enhancing. National
financial markets have become more contestable, with competitive pres-
sures encouraging product innovations and a reduction in excess capacity
and operational inefficiencies. The prospects for economic growth are also
likely to have been improved, with domestic investors now able to raise
finance from a larger volume of savings using a wider variety of financial
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instruments. But capital market integration may bring costs as well as
benefits. Consolidation has been associated with an increasing complexity
in the structure of financial institutions across sectors and across countries,
and the removal of structural regulation has raised risk-taking incentives.
The costs of internal and external monitoring of the activities of such firms
have risen accordingly, raising the need for managers and regulators to take
action to ensure the provision of timely information to assess solvency and
prevent potential systemic risk. Inevitably, internal and external linkages,
whether hierarchical or co-operative in nature, raise the potential scale and
speed at which events in one location or institution could spread to other
parts of the global financial system.

The objectives of this chapter are to examine some of the important
forces causing financial institutions to change their corporate strategies and
to discuss the wider impact of deeper financial market integration on the
major industrialized economies. We begin by providing a stylized represen-
tation of the two main forms of financial systems found in most industri-
alised economies, the Anglo-US market based model and the bank based
system commonly found in continental Europe and Asia. The historical
evolution of these two models reflected differences in institutional struc-
tures as well as in regulatory frameworks. We then describe the main
changes seen in the regulation of financial markets in the United States and
the European Union over the last two decades, developments which have
been reinforced by technological changes and the advent of monetary
union in Europe. Next we describe some of the consequences of these and
other changes for the internationalisation and integration of financial
markets, looking in particular at recent developments in the foreign
exchange market, the rapid rise in the number and value of mergers, acqui-
sitions and joint ventures in financial markets, and the growth of cross-
border lending by banks located in the major industrialized economies.

Little is known about the impact of joint ventures, particularly across
national borders, but, as we discuss in the fourth section, much can be
learned from reviewing the factors driving cross-border location in the
banking sector and the impact of mergers on the efficiency of the investing
banks. Two of the wider consequences of the growth in financial markets –
the implications for regulators and the relationships between financial
development and growth are considered in the fifth section, where we show
that cross-border investments, as measured by foreign direct investment,
appear to be more closely correlated with the cross-sectional variation in
the growth rates of the major industrialised economies in the 1990s than do
other indicators of financial development. Some concluding comments are
given in the final section.

In common with related papers on the growth of financial markets we
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concentrate primarily on developments within the banking sector, partly to
keep matters to a manageable length, but also because the majority of the
extant literature on financial markets focuses on this sector. However,
where possible, we try also to discuss developments in non-bank financial
services, such as insurance, securities dealing and asset management, which
have become relatively more important over time. For example, whilst the
outstanding stock of cross-border bank lending continues to exceed the
value of the outstanding stock of international debt securities, the latter
has been the most important source of cross-border credit to non-banks
since 1999 (Wooldridge, 2002).

DEREGULATION AND FINANCIAL SYSTEMS IN
THE UNITED STATES AND EUROPE

For many years the post-war period was characterized by the development
of two distinct sorts of relationship between commercial banking and other
types of financial activity such as insurance and securities dealing and
underwriting. In some countries, most notably the US, legislation ensured
that the two activities remained separated. Other forms of structural regu-
lation, such as quantitative restrictions on credit growth or interest rates,
also restricted financial activity from time to time. In other countries, espe-
cially in continental Europe, universal banking was permitted, with financial
institutions allowed to engage in all kinds of financial activities. A common
feature of such systems was the development of close links between banks
and non-financial firms, either through equity stakes or board participation.

The opportunities for cross-border transactions were also often limited,
with many countries having some form of controls in place which
artificially restricted the movements of goods, services and capital.
Financial markets were particularly affected by the constraints on interna-
tional capital flows, designed to help maintain currency stability, that
existed in many industrialized economies until well into the 1980s.

However, since that time the American and European markets have both
seen a gradual deregulation of restrictions that previously acted to segment
national and international financial markets. By themselves these regula-
tory reforms would have generated significant structural changes and the
removal of excess capacity; in conjunction with the new trading opportu-
nities made possible by technological improvements they have acted to spur
the rapid consolidation of financial institutions by changing the optimal
scale of production, and expanding the supply of international financial
services (Berger et al., 1999; Cavallo and Rossi, 2001).

Historical differences in national financial systems were also a reflection
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of differences in the institutional environment within which they developed
(La Porta et al., 1998; Tsuru, 2000). In general, countries such as the US and
the UK with a common law tradition that supports the rights of sharehold-
ers have tended to have a more highly developed and varied market based, or
‘arm’s length’ financial system. Countries whose commercial laws are based
on a civil law tradition, such as those in continental Europe, have tended to
have bank based (sometimes termed ‘relationship based’) financial systems.1

The distinctive features of market and bank based systems are perhaps
more apparent in their forms of corporate governance than in their pat-
terns of corporate finance. In all industrialized countries, internal finance
is the dominant source of funds for corporate investment, although the
share of external finance in total finance does tend to be larger in countries
with bank based systems (Corbett and Jenkinson, 1997).

Under a market based system, a large number of specialized financial
markets and institutions provide different forms of financial instruments
and perform monitoring functions. Such a framework relies heavily on legal
enforcement, as explicit contracts are the sole form of protection for exter-
nal creditors of a firm. Public information and disclosure requirements are
particularly important to help ensure legal enforcement and achieve allo-
cative efficiency.

Agency costs are more likely to arise in this form of financial system, but
it is also more likely that finance will be provided to help support new, risky
activities at a time of rapid technological changes, such as the development
and use of information and communications technologies (Jorgenson, 2001).

Bank based systems have an advantage over securities markets for
financing long-term investment projects in mature industries where innova-
tion and uncertainty are low (Allen and Gale, 2000). Such systems provide
a good way of overcoming agency costs. But inevitably there are fewer
opportunities available for outsiders, reducing the potential for competi-
tion. Disclosure requirements tend to be weaker as well, since often only a
single external financier needs to acquire information.

The ongoing consolidation in financial markets has begun to blur the dis-
tinction between the different kinds of financial system. In the US, deregu-
lation has led to the creation of new integrated financial groups, while in
Europe, deregulation has been associated with moves to open up previously
segmented markets to external competition and strengthen the provision of
finance from securities markets and the role of institutional investors.

Deregulation in the United States

In the United States, restrictions on both intrastate and interstate activities
were gradually relaxed over the 1980s and early 1990s. Prior to then
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banking markets had been fragmented by historical prohibitions on inter-
state banking and the separation of investment and commercial banking
codified in the Glass-Steagall Act of 1933. The Riegle-Neal Interstate
Banking and Branching Efficiency Act of 1994 eliminated remaining
restrictions on interstate banking and branching as of June 1997, making
nationwide banking possible.2 As we show below, these changes have been
associated with significant consolidation in the banking industry. Insurance
and securities companies have been less affected, reflecting the absence of
previous restrictions on their geographic scope.

A particular feature of the US financial system is the presence of large
investment banks such as Goldman Sachs, Morgan Stanley and Merrill
Lynch, all of which grew in influence as a result of the historical separation
of lending and securities work. Moves to reduce the barriers between com-
mercial banking and securities and insurance activities began in 1987 when
the Federal Reserve allowed commercial banks to establish particular
forms of subsidiary companies (often termed ‘section 20 subsidiaries’) in
order to underwrite corporate debt and equity, although the permitted
scale of underwriting could not exceed 5 per cent of the subsidiary’s total
revenue. The permitted scale of underwriting was raised to 10 per cent in
1989 and 25 per cent in 1996 (Berger et al., 1999, 2000). The Financial
Services Modernisation Act of 1999 (sometimes termed the Gramm-
Leach-Bliley Act) removed most of the remaining barriers among banking,
insurance and securities activities, although barriers between financial ser-
vices and non-financial business were retained. In effect this has allowed the
market rather than regulators to decide which forms of financial company
are viable.

In the two years following the Act, just under 600 new financial holding
companies (FHCs) were created, although the majority of these were rela-
tively small. Most of the section 20 subsidiaries were converted into sub-
sidiaries of FHCs (Olson, 2002). Regulatory and accounting differences
continue to affect the ability of commercial banks to participate in invest-
ment banking markets. For instance, commercial banks book loans at their
historical cost whereas investment banks use market prices. Functional reg-
ulation still persists, with the direct supervision of financial services firms
remaining in the hands of their historic regulators. FHC licences are
handed out by the Federal Reserve, which is the traditional regulator of
commercial banks. None of the large US-owned investment banks with a
global presence have currently chosen to become financial holding compa-
nies. This suggests that some of the potential efficiency gains that might be
expected from the deregulation of segmented markets within the US may
have yet to emerge.
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Deregulation in Europe

The Single Market Programme (SMP) and the subsequent formation of
monetary union have generated substantial structural changes in European
financial markets since the mid-1980s (Gual, 1999). Prior to the advent of
the SMP most European countries had fragmented banking systems, with
differing national regulations and standards preventing market entry, espe-
cially in wholesale banking. The SMP reforms were based on the principle
of mutual recognition, with host nations allowing foreign institutions from
other EU economies to undertake the full range of activities permitted in
their home market. At the same time minimum standards were imposed for
all financial institutions in the EU in order to prevent excessive competition
for market share through excessively lax rules and regulations which might
ultimately raise systemic risk. A detailed summary of the SMP reforms is
provided by Murphy (2000). Together they raised market contestability,
created incentives for cross-border investments and rationalization of
excess capacity, and allowed larger institutions freedom to try to exploit
economies of scale and economies of scope by expanding their range of
products and services. Banks have been allowed to operate freely across
national borders in Europe since 1993, with universal banking becoming
the norm. The process of concentration and restructuring has been partic-
ularly marked in the smaller EU countries (ECB, 2000); in Sweden and
Finland the impetus provided by the SMP was reinforced by restructuring
in the aftermath of the Scandinavian banking crisis in the early 1990s.

The historical segmentation of financial markets in Europe also
stemmed from the presence of foreign exchange risk and the existence of
many legal obstacles to international diversification, such as prudential
requirements governing the currency composition of assets and liabilities
(Arrowsmith et al., 1997; Gual, 1999). This segmentation acted as a de
facto barrier to entry and raised rents for local institutions such as invest-
ment banks (often universal banks) which specialised in placing issues in
their home country markets. Becoming a pan-European institution
involved the creation of a network of local marketing and research teams.

Monetary union has eliminated exchange rate risk for intra-EMU trades
and also relaxed the severity of the constraints imposed by asset–liability
currency matching requirements. Both these changes would be expected to
reduce market segmentation. For example, the costs of building up market-
ing and research capacity at a pan-European level for investment banks
both inside and outside the Euro area have fallen, which should serve to
raise the overall contestability of many financial markets. Underwriting
fees for bonds denominated in European currencies, which had been almost
double those for US dollar denominated bonds prior to 1999, have declined
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significantly since the start of monetary union (Galati and Tsatsaronis,
2001), and the differential with fees for dollar bonds has disappeared.

Since 1999 the European Commission has begun to pursue a series of
further deregulatory measures outlined in the Financial Services Action
Plan (FSAP) agreed at the Cologne European Council in June that year.
The majority of these are aimed at ensuring greater harmonisation between
remaining national standards and regulations, although the continuing
existence of barriers to foreign investors in some countries is also a matter
of concern. Progress in the first two years is summarised in EC (2001a, b).
The introduction of measures aimed at deeper integration of European
financial services markets stems primarily from a perception that enhanced
financial development will improve the prospects for future economic
growth. There are no official estimates of what might be expected from the
FSAP, but unofficial estimates by the European Financial Round Table
suggest that a properly functioning single financial market could raise EU
GDP by 0.7 per cent per annum (Davies, 2002).

Deregulation, technological change, globalization and macroeconomic
policies are all exerting pressure in the same direction on the structure of
financial markets and the efficiency of financial institutions. Altunbas¸ et
al. (2001) estimate that technical progress reduced costs in European
banking markets by an average 3 per cent per annum between 1989–97,
with higher gains being enjoyed by the largest banks. In some EU countries
these forces have also been supplemented by the impact of the privatization
of publicly owned credit institutions and moves towards ‘demutualization’
of particular institutions, such as building societies in the UK.

TRENDS IN FINANCIAL MARKET INTEGRATION

The worldwide trend towards liberalized financial markets, along with the
move to institutionalization, the decline in transactions costs due to new
technologies and the development of new financial instruments have all
combined to bring a rapid growth in the level of international financial
transactions. In this section we look at four measures of the extent of
financial integration – foreign exchange and derivatives trading, mergers
and acquisitions, joint ventures and alliances, and cross-border bank
lending.

Foreign Exchange and Derivatives Markets

The average daily turnover in the global markets for foreign exchange and
derivatives is summarized in Table 5.1. The size of these markets has impli-
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cations for the effectiveness and scope of monetary policy transmission
mechanisms. For instance, the scale of trading in the foreign exchange
market can affect the extent to which the monetary authorities are able to
influence exchange rates through unilateral, and even co-ordinated, official
interventions.

Table 5.1 The global foreign exchange and derivatives markets

1986 1989 1992 1995 1998 2001

Daily foreign exchange turnover ($bn)(a) 188 590 820 1190 1490 1210
As a ratio of:

World exports of goods
and services (%) 7.2 15.8 17.3 19.0 22.0 16.0
World GDP (%)(b) 1.2 2.9 3.4 4.1 5.1 3.9

OTC derivatives turnover ($bn) 200 375 575

Notes:
(a) Average daily turnover on spot, outright forward, and foreign exchange swap
transactions, adjusted for local and cross-border double counting and for estimated gaps in
reporting, measured at current market exchange rates.
(b) At market exchange rates.

Sources: Galati (2001), BIS (2001), IMF World Economic Outlook Database October
2001.

Average daily turnover in the foreign exchange market rose from around
$200 billion in the mid-1980s (almost 11⁄4 per cent of global GDP) to a peak
of $1490 billion (5.1 per cent of world GDP) in 1998. The most recent
survey, conducted in April 2001 suggests that turnover was around 19 per
cent lower than three years earlier.3 Even so, turnover was still equivalent
to nearly 4 per cent of global GDP and one-sixth of total world trade in
goods and services. Some 57 per cent of turnover consisted of cross-border
transactions between parties located in different countries, up from 54 per
cent in 1995 and 1998 and 50 per cent in 1992.

The decline in turnover between 1998 and 2001 can be partly accounted
for by the effects of the formation of the Euro area, which ended trading in
the currencies of the former member states, wiping out 6 per cent of total
turnover (Galati, 2001). In the 2001 survey the euro entered one side of 38
per cent of all currency transactions, whereas in 1998 the currencies of the
Euro area members entered 52 per cent of all transactions. Other factors
which may have served to limit turnover include technological changes,
such as electronic broking, which are likely to have improved price transpa-
rency and the speed with which arbitrage opportunities are exploited, and
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the lower levels of market participation by many hedge funds whose
profitability was adversely affected by their exposures during the emerging
markets crises of 1997–99.

Trading in currency derivatives also declined between 1998 and 2001.
However this was more than counteracted by rapid growth of trade in
interest rate derivatives, and the total average daily turnover in global over-
the-counter (OTC) derivatives markets rose by 53 per cent to $575 billion.4

Cross-border contracts accounted for 58 per cent of total derivatives activ-
ity in 2001, compared with 54 per cent in 1995. Around one-third of all
turnover in both the derivatives and foreign exchange markets was
accounted for by transactions by UK-based institutions, approximately
twice the share of the next largest host, the United States.

Financial Mergers and Acquisitions

The number and value of mergers and acquisitions by financial firms in 13
of the 16 largest OECD economies over the period 1991–99 are reported in
Table 5.2 and shown as a proportion of nominal GDP in these countries in
Figure 5.1.5 The data are classified according to the country and sector of
the acquiring firm. Around 96 per cent of all recorded acquisitions took
place in the same countries.

The upward trend in the number and scale of transactions is readily
apparent, particularly after 1994. Acquisitions by banks rose rapidly from
1995 onwards, partly reflecting the timing of legislative deregulation in the
United States. Acquisitions by insurance companies and securities firms (a
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Table 5.2 Financial mergers and acquisitions (by country and sector of
acquiring firm)

World 1991–93 1994–96 1997–99

No. Value No. Value No. Value
($bn) ($bn) ($bn)

Within border / within industry 1408 117.6 1790 244.4 1849 847.4
Within border / cross industry 251 14.1 387 19.7 440 168.1
Cross border / within industry 165 9.3 303 33.6 396 117.7
Cross border / cross Industry 63 3.4 91 8.3 154 33.8

Regional shares of world total (%)
North America

Within border / within industry 46.1 48.4 49.9 47.9 42.4 45.7
Within border / cross industry 5.4 4.5 6.3 3.9 8.5 10.2
Cross border / within industry 2.1 1.3 3.6 2.4 4.9 2.3
Cross border / cross industry 0.8 0.2 0.8 0.3 1.8 0.6

Western Europe
Within border / within industry 26.1 32.6 17.4 19.1 15.7 20.0
Within border / cross industry 7.4 4.5 7.8 2.2 5.4 4.0
Cross border / within industry 5.8 4.4 7.3 7.5 8.2 7.6
Cross border / cross industry 2.3 2.1 2.4 2.3 3.3 1.9

Pacific Rim
Within border / within industry 2.4 0.4 2.3 12.9 7.0 7.0
Within border / cross industry 0.5 0.8 0.9 0.3 1.5 0.2
Cross border / within industry 0.8 0.7 0.9 1.1 0.8 0.1
Cross border / cross industry 0.2 0.1 0.4 0.1 0.4 0.4

Industry shares of world total (%)
Banking

Within border / within industry 50.5 54.1 49.1 62.8 42.6 57.4
Within border / cross industry 4.3 4.2 5.8 2.6 5.8 3.1
Cross border / within industry 3.2 1.8 4.0 5.6 5.0 4.0
Cross border / cross industry 1.2 0.4 1.8 0.8 1.7 0.5

Insurance
Within border / within industry 9.3 13.9 7.9 11.7 7.0 9.5
Within border / cross industry 2.0 0.9 2.2 1.0 1.7 8.2
Cross border / within industry 3.4 3.5 4.6 3.3 5.6 4.6
Cross border / cross industry 0.6 0.5 0.4 0.1 1.0 1.2

Securities/other
Within border / within industry 14.8 13.4 12.6 5.3 15.5 5.7
Within border / cross industry 7.0 4.7 7.1 2.9 7.9 3.1
Cross border / within industry 2.1 1.1 3.2 2.1 3.3 1.5
Cross border / cross industry 1.5 1.5 1.3 1.9 3.0 1.2

Source: Authors’ calculations from G10 (2001, Annex A Tables).



category that includes investment banks) began to accelerate from 1997
onwards. The value of the average deal rose significantly over the 1990s, as
can be seen from the global totals in Table 5.2. In 1997–99 the number of
transactions was 50 per cent higher than in 1991–93, but the total value was
more than eight times the size.

Cross-border acquisitions have gradually become more important over
time, accounting for 19.3 per cent of the total number of transactions and
13 per cent of the value of transactions in 1997–99, compared with 12 per
cent and 8.8 per cent respectively in 1991–93. However it continues to be
the case that the average size of cross-border acquisitions remains well
below that of within-border acquisitions. Most acquisitions are within-
industry, although the share of cross-industry deals has risen over time,
especially in value terms. In 1997–99, 20.9 per cent of all deals were cross-
industry, accounting for 17.3 per cent of the value of deals. Clearly the
average size of cross-industry deals is lower than that of within-industry
deals.

In the lower panels of Table 5.2 we report the distribution of the total
number of transactions according to the location and industry of the
acquiring firm. Over half of all acquisitions are by firms from North
America, with the vast majority of these occurring within national borders.
The value of within-border cross-industry deals rose sharply in the 1997–99
subperiod, primarily reflecting the formation of Citigroup in 1998 by the
merger of Citicorp, a bank holding company, and Travelers, which was a
securities and insurance firm. Carow (2001) provides a detailed overview of
this merger and its subsequent effects.

Western European firms accounted for around one-third of all transac-
tions, although their combined GDP is under one-quarter of the total
sample of countries. In contrast, the share of the Pacific Rim countries,
Japan and Australia, during the 1990s was well below their share of GDP.
One notable feature is that cross-border acquisitions are much more likely
to be undertaken by Western European firms, partly reflecting the size of
individual national markets, but also the incentives and opportunities pro-
vided by the Single Market Programme and the advent of monetary
union.

Around two-thirds of all acquisitions have been by banking sector firms,
with the vast majority of the target firms being other banks within national
borders. To a large extent this reflects the marked consolidation that has
taken place in the US banking industry. The number of banking organiza-
tions in the US declined from around 12300 in 1980 to just over 6600 by
the middle of 2001 and the share of banking assets held by the largest 25
banks rose from 33 per cent to 61 per cent (Olson, 2002). Acquisitions by
insurance and securities firms are more likely to take place across indus-
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tries and across national borders. However the aggregate rise in the share
of all transactions accounted for by cross-border deals stems primarily
from the rise in the proportion of banking sector transactions that are
cross-border.

The main features of the consolidation process in the EU banking sector
from 1995 to the middle of 2000 are analysed in ECB (2000). As the data
in Table 5.2 suggest, the majority of M&A activity took place between
domestic banks during this period, particularly smaller banks. Approxi-
mately four-fifths of all EU mergers were concentrated in the four member
states with the largest number of credit institutions – Germany, Italy,
France and Austria.6 Banking sector concentration rose in almost all
member states between 1995–99, and was typically higher in the smallest
countries. In 1999 the market share of the five largest institutions exceeded
70 per cent in Belgium, Denmark, Finland, Greece, Netherlands, Portugal,
and Sweden. Ireland, Luxembourg and Austria were exceptions, the former
two because of the presence of many foreign banks and the latter because
it has a large number of small credit institutions. Despite this, Austria,
along with Denmark, Germany and Italy, is estimated to have the most
efficient banks in Europe by Altunbas¸ et al. (2001).7

Looking at international bank M&As, it was found that, numerically at
least, the majority of cross-border banking transactions by EU institutions
were outside the European economic area, partly reflecting a desire to raise
profitability by expanding in emerging markets. The banking sector also
appeared to be the driving force behind the formation of financial con-
glomerates – groups of financial companies operating in different sectors
of the financial industry. However, in some EU countries at least, there con-
tinue to be significant impediments to foreign ownership of financial insti-
tutions (Davies, 2002).

Conglomerates can be set up through mergers or by financial institutions
setting up a subsidiary company in another financial sector. Over the
period 1997–99 both forms of investment accounted for a roughly equal
proportion of national and cross-border conglomerate transactions. Figure
5.2 shows the total number of conglomerate transactions per year since
1995. Just under four-fifths of transactions concerned institutions from five
EU countries – Italy, the UK, Luxembourg, Portugal and Greece. With the
exception of Italy, most transactions by institutions from these countries
involved the establishment of enterprises in new sectors of the financial
industry rather than direct acquisitions.

In other countries, notably Austria and Denmark, linkages between
different segments of the financial services industry were increased through
the establishment of jointly owned enterprises. These offer specialized
financial services, such as asset management and stockbroking activities,
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marketed through all their respective owners which are often within the
banking sector.

Financial Joint Ventures and Strategic Alliances

The number of joint ventures and strategic alliances entered into by
financial firms is shown in Table 5.3. These data are shown only by number
of transactions, so direct comparison with the mergers and acquisitions
data in terms of size and industry mix is not possible. None the less the data
show the same aggregate trend, with the number of joint ventures rising
sharply during the 1990s. The general pattern of the data suggests that joint
ventures are much more likely to be undertaken when market entry is
difficult, particularly across national borders. Asiedu and Esfahani (2001)
provide a detailed analysis of the different factors affecting the host and
home country firm share of cross-border joint ventures.

The total number of joint ventures and strategic alliances in 1997–99 was
less than two-thirds of the total number of mergers, but the number of cross-
border joint ventures was greater than the number of cross-border mergers.
Cross border ventures accounted for around 40 per cent of all joint ventures
over the sample period, more than twice their share of mergers and acquisi-
tions. The geographical distribution of cross border ventures was remarkably
equal by 1997–99, with around one-third of alliances taking place in each of
the three main supranational markets. Joint ventures in Western Europe and
the Pacific Rim are much more likely to be across national borders than
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within national borders, possibly reflecting both average country size and the
prevalence of barriers to product market entry in the form of national
differences in factors such as regulatory and accounting systems.

Although the number of cross-border mergers by financial firms grew
rapidly during the 1990s, firms from this sector were less likely to invest
overseas than firms from other sectors. This is illustrated in Figure 5.3,
using data from Focarelli and Pozzolo (2001) for 29 OECD economies
classified by the sector of the bidder.8 Financial mergers accounted for over
40 per cent of the total number of mergers over this period, but represented
only 27 per cent of all cross-border mergers. Cross-border mergers repre-
sented just 15 per cent of all finance mergers, compared with 34 per cent of
all manufacturing mergers.

To some extent the difference in the proportion of mergers that involve
cross-border transactions in the financial and non-financial sectors stems
from the particularly large number of financial mergers within the United
States, which serves to reduce the overall proportion of cross-border trans-
actions in the banking sector. Focarelli and Pozzolo (2001, Table 3) show
that only 4.2 per cent of all acquisitions by US banks between 1990–99
took place outside the US, whereas 25.4 per cent of acquisitions by non-
US banks involved purchases outside the home economy of the purchas-
ing firm.9
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Table 5.3 Financial joint ventures and strategic alliances (by country of
acquiring firm)

1991–93 1994–96 1997–99

World
Within-border 214 445 1092
Cross-border 187 257 691

Regional Shares (%)
North America

Within-border 28.7 42.6 43.7
Cross-border 16.2 14.1 12.8

Western Europe
Within-border 19.2 14.0 8.2
Cross-border 24.7 15.7 13.6

Pacific Rim
Within-border 5.5 6.8 9.4
Cross-border 5.7 6.8 12.4

Source: Authors’ calculations from G10 (2001, Annex A Tables).



Cross-border Banking Transactions

Deregulation and other structural changes have also helped cross-border
banking activity to rise rapidly in recent years, especially in the interbank
market. For example, cross-border interbank claims between banks located
in the Euro area rose from $650 billion in 1995–97 to over $900 billion after
the start of monetary union in 1999 (Galati and Tsatsaronis, 2001). Most
of this was accounted for by larger banks trading across borders, reflecting
their greater expertise at dealing with foreign counterparts, with smaller
institutions continuing to operate largely at the national level.

An indication of the aggregate foreign exposure of national banking
systems in the major industrialized economies is provided in Table 5.4,
which shows consolidated foreign on-balance sheet claims by banks in the
BIS reporting area as of the third quarter of 2001. These comprise all cross-
border claims by reporting banks incorporated in the respective country,
plus local and foreign currency lending by their foreign affiliates. Banks
from the 11 countries shown in the table account for 79.4 per cent of all
cross-border lending by banks within the Bank for International
Settlements (BIS) reporting area.10 The total claims outstanding were $11.6
trillion (approximately 37 per cent of world GDP at market exchange rates
in 2001), of which 80 per cent represented lending to firms, banks and
governments in other developed economies. Claims on developing econo-
mies represented approximately 111⁄2 per cent of total claims, with the
remainder accounted for largely by claims on offshore banking centres in
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Figure 5.3 OECD mergers and acquisitions by sector 1991–99 (%)
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Asia and the Caribbean. Banks from the United States, Germany and
Spain are relatively exposed in developing economies, accounting for 13–19
per cent respectively of total lending. Claims on other banks accounted for
46.5 per cent of the total global amount of outstanding claims and 50.3 per
cent of claims on the developed economies.

Overall, while banks from the largest economies account for the bulk of
total claims, the exposure of all but Germany is relatively small in relation
to the size of their home economies. Foreign claims of US banks in 2001Q3
were equivalent to only 81⁄2 per cent of the level of US GDP in 2000 for
instance. Several small economies, notably Switzerland, Belgium and
Netherlands, have large foreign banking claims relative to the size of their
economies and also relative to the size of domestic bank claims on domes-
tic residents, which are shown in Table 5.6 later in the chapter.

The pattern of lending to developing economies is clearly strongly
influenced by both historical ties and geographical links. French banks
account for over one-fifth of all lending to Africa and the Middle East,
German banks for over a third of all lending to developing European
nations, and US and Spanish banks together account for almost 60 per cent
of lending to Latin America. Japanese banks are relatively prominent else-
where in Asia, including in offshore centres. British banks also have a strong
presence in these centres, accounting for almost one-quarter of total claims
in them. The geographical divergence in the spread and scope of exposures
means that shocks in particular emerging markets will have differential
impacts in different industrialized economies.

The extent to which Spanish banks are exposed to developments in Latin
America is particularly striking, with outstanding claims equivalent to 30
per cent of domestic GDP, and around 12 per cent of these representing
claims on Argentina. Subsidiaries of Spanish banks are estimated to
control around one-fifth of Argentina’s banking system. The downturn in
the Argentine economy between 1999 and the end of 2001 and the asso-
ciated build-up of financial pressures, with total deposits in the financial
system falling by more than one-fifth in 2001, illustrates the two-way
dangers that can arise from such strong linkages. In January 2002 Spain’s
largest bank, Santander Central Hispano, set aside �1.29bn, an amount
equal to the total value of its investment in its Argentinean subsidiary
Banco Rio de la Plata (Argentina’s third largest bank), to cover potential
losses. An additional �1.09bn was set aside to cover potential losses else-
where in Latin America.11 BBVA, Spain’s second largest bank, also set aside
�1.35bn to cover potential losses from its Argentinean subsidiary Banco
Frances, Argentina’s second largest bank (Crawford, 2002a, b). Taken
together these three sets of provisions amounted to 0.6 per cent of Spanish
GDP in 2000.
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THE DETERMINANTS AND IMPACT OF CROSS-
BORDER BANKING MERGERS

Determinants

In practice there are a wide range of factors that may determine the pattern
of specialization and location over time. Multinational enterprises arise
through a combination of industrial organization motives that result in a
number of activities being placed under common ownership and control,
and comparative advantage reasons that cause these activities to be placed
in separate countries (Krugman, 1995).

Empirical studies of profit maximizing multinational firms point to
factors such as market size in the host and home locations, the relative costs
of production in different locations, the presence of external agglomeration
economies from factors such as skilled labour and clusters of related firms,
barriers to the entry of foreign product markets and fiscal instruments such
as investment incentives and tax structures as important determinants of
the scale, timing and location of investments (Barrell and Pain, 1999;
Hubert and Pain, 2002).

Most cross-border investments continue to take place between industri-
alized economies. This indicates that models of location choice must
involve more than just considerations of relative costs. Theories of the
multinational firm (Dunning, 1995; Markusen, 1995) and the econometric
evidence on the determinants of FDI both highlight the extent to which the
decision to establish foreign subsidiaries is influenced by the scope to
appropriate the rents accruing from the development of firm-specific
knowledge-based assets and practices.

All these factors can be expected to have some bearing on the decisions
of profit-maximizing financial companies to invest overseas. Such invest-
ments may help to diversify risk and also allow economies of scale and
scope to be exploited, especially by financial institutions from countries
with a relatively small domestic market. As in many other service sectors, a
foreign presence is often essential for successful market entry. Useful sum-
maries of the extant literature are provided by Focarelli and Pozzolo (2001)
and Moshirian (2001). Deregulation and technological advances have
raised the feasible span of the firm and reduced barriers to market entry,
although prudential regulations continue to limit the foreign exposure of
some financial institutions.

One clear finding is that larger and more efficient banks are more likely
to expand internationally (Focarelli and Pozzolo, 2001; Esperanca and
Gulamhussen, 2001). Some key characteristics of a sample of banks in the
OECD economies are summarized in Table 5.5.12 These confirm that large
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banks are much more likely to undertake acquisitions abroad than are
small banks. Conversely, small banks are more likely to be the target for any
acquisition, including minority shareholdings, than are large banks. There
is also a clear positive correlation between overseas acquisitions and size,
with the mean asset levels of banks with foreign shareholdings around 21⁄2

times those without foreign shareholdings. This is true for both large and
small banks. However foreign investment does not appear to affect the rel-
ative scale of different types of bank. The mean asset level of large banks
is around 13 times that of small banks, irrespective of whether they have
foreign shareholdings or not.

Table 5.5 Banks’ distribution by size

Large banks Other banks

Number
All 260 1888
With shareholdings abroad 114 32
With foreign shareholders 30 246

Mean assets ($bn)
All 105.9 4.9
With shareholdings abroad 159.4 12.2
Without shareholdings abroad 64.2 4.8

Note: Large banks are ones with assets above $25 billion

Source: Authors’ calculations from Focarelli and Pozzolo (2001, Tables 3 and 4).

Locations such as the City of London that offer agglomeration econo-
mies arising from the presence of large financial centres are more likely to
host international investment (UNCTAD, 2001, Box II.5). Foreign banks
now comprise approximately two-thirds of all registered banks in the City
of London and in 2000 accounted for over half the combined assets of
foreign and UK-owned banks.13

A distinctive feature of cross-border investment in financial services lies
in the strong interlinkages with cross-border investments by non-financial
firms, which in turn reflect the wider process of economic integration
within and between supranational markets. Historically, many banks ini-
tially entered foreign markets in order to provide services to their home-
country clients. Thus the international openness of home economies to
trade is often correlated with the extent of international investment by their
financial institutions. Moshirian (2001) finds that the location of banking
FDI from the US, the UK and Germany is related both to the pattern of
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bilateral trade between them and host economies and to the level of FDI
by non-financial firms from the home economies. Esperanca and
Gulamhussen (2001) find that some foreign banks establish branches in the
United States because of the presence of non-corporate customers, as
measured by the number of immigrants from the home economy. Focarelli
and Pozzolo (2001) also find that the ratio of exports to GDP helps to
explain the cross-country variation in the degree of internationalization of
domestic banks, although this measure becomes insignificant when they
consider only a sample of large banks. One explanation for this latter
finding is that it is smaller banks who benefit from the activities undertaken
by their domestic clients in foreign markets; all large banks already have
international firms among their client base.

An under-researched area concerns the policies available to host coun-
tries to try to influence the location of international financial institutions
within wider supranational markets. This topic is particularly pertinent for
the UK at the present time, faced with the decision over whether to enter
the Euro area. In 1997 the UK government proposed a series of economic
‘tests’ that would need to be satisfied before Britain could enter monetary
union. One of these concerned the impact on the domestic financial ser-
vices industry and the City of London. A key issue here, on which there is
little empirical evidence at present, is the extent to which the agglomeration
economies available in the City will continue to outweigh those available in
other financial centres, such as Frankfurt and Paris, which are located in
the Euro area and are becoming more important bases for some institutions
seeking to undertake pan-European transactions.

The Gains from Mergers 

The large literature on the impact of within-border mergers and acquisi-
tions by banks provides little evidence of significant subsequent cost
savings, or efficiency improvements on the average transaction (Berger et
al., 1999, 2000), although this does not mean that all mergers have been
unsuccessful. Indeed the motivation for consolidation is likely to vary
between financial institutions according to their primary business and size.
Using a panel data set of banks and other financial institutions in France,
Germany, Italy, the Netherlands, Spain, and the UK during 1992–97,
Cavallo and Rossi (2001) suggest that efficiency in smaller banks is
improved by raising their scale of production. For larger institutions,
efficiency gains are more likely to be achieved through diversification of
their output mix. Altunbas¸ et al. (2001), using a sample of European
banks for 1989–97, confirm that scale economies are widespread for the
smallest banks,14 but suggest that banks of all sizes have scope for
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cost savings through reducing managerial and other organizational
inefficiencies.

There is only a small literature on the impact of cross-border mergers
and acquisitions in banking. Although such transactions are predomi-
nantly undertaken by larger and more efficient banks, this does not appear
to be automatically reflected in the performance of their foreign subsidiar-
ies. Berger et al. (2000) show that only US banks are more efficient than
local competitors in the UK, France, Germany and Spain, although in a
number of countries foreign banks can be as efficient as domestic banks.
Buch and Golder (2001) suggest that foreign banks have a comparative cost
disadvantage over domestic banks due to entry costs and asymmetric infor-
mation about the operations and constraints of the regulatory structure in
the host market.

There remains a possibility that the observed differences in the efficiency
of domestic and foreign banks are artificially generated through one of two
channels – transfer pricing within the firm so that profits are realized by
parent companies not subsidiaries, or a failure to control adequately for
differences in the types of activity undertaken. For example, domestic
banks may have a different cost structure to foreign banks because they
have a stronger presence in the retail banking market, allowing them
freedom to spread costs over a larger customer base. Ideally, matched sam-
pling or case studies of individual institutions before and after the injection
of foreign equity are required to produce soundly based evidence. Case
studies are certainly required if anything is to be learned from the wave of
joint ventures and alliances recorded in Table 5.3.

An additional gap in the extant literature on the impact of mergers is the
relative absence of research that permits an informed assessment of
whether the potential benefits from universal banking, either within or
across borders, are being realized. For European institutions product
diversification is particularly attractive if they wish to concentrate business
within the European market, given that monetary union reduces the likely
benefits of geographic diversification.

The findings on efficiency gains suggest that foreign banks may find it
difficult to gain significant market share in many countries. Indeed it is
usual to find that the share of foreign institutions in the total number of
banks is much bigger than their share of the total assets of the domestic
banking sector in most industrialized economies. Although the benefits of
the wave of cross-border transactions and alliances in the 1990s may have
been weaker than some participants expected, there are no reasons to
believe that the impact of deregulation and the concomitant globalization
of financial markets have come to an end. The market for retail banking is
inevitably going to retain a strong local bias, but the continued evolution of
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information technologies and electronic finance is likely to continue to
create strong incentives and opportunities for cross-border expansion in
wholesale and investment banking, insurance and other specialist financial
services. The underlying rationale for cross-border investment – the need
for a large distribution platform to cover the costs of developing and
offering new products, has not changed. But as the costs of consolidation
of large financial institutions rise, strategic alliances and joint ventures may
become an increasingly attractive mode of international transactions (G10,
2001).

THE IMPACT OF FINANCIAL MARKET
INTEGRATION

The increasing internationalization and integration of financial markets
have a number of important policy consequences. In this section we focus
on two of the most important – the implications for the regulation of
financial institutions and markets and the impact of financial development
on the longer-term prospects for economic growth.

Financial Risk and Regulation

If consolidation in financial markets within and across borders has
changed the probability that some institutions might fail or become illiq-
uid, then it may also have changed the possibility of systemic risk, given the
increasing extent of interlinkages between institutions, either directly or
indirectly, via their common exposures to many different national markets.
These issues are discussed in detail in Berger et al. (1999, 2000) and G10
(2001). The economic effects of systemic crises can be large; there have, for
instance, been several examples of major domestic banking crises in OECD
economies since 1980 with the ultimate costs to governments being as high
as 9–12 per cent of GDP in the cases of Finland and Mexico, and 31⁄2 per
cent of GDP in the United States (OECD Economic Outlook, June 1998,
Box I.7).

Of course, one of the motives for institutions to expand either their geo-
graphic scope or their product range is to try to diversify risk. Identifying
activities whose returns have low or negative correlation with those of their
core business should improve risk diversification. But this need not neces-
sarily be reflected in the risk of the individual institution. For instance, the
gains from diversification may be utilised to make higher risk/return invest-
ments. In this case the principal benefits should be reflected in profitability
rather than in an overall reduction of risk levels. Joint ventures may offer a
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better way of reducing some forms of risk than mergers and acquisitions,
but they will not remove the costs of adverse selection if an inappropriate
partner is chosen.

Equally, risks may rise as institutions become larger and more complex,
especially if managers are having to expand the scope of their supervision
to include markets or products with which they lack expertise, or attempt-
ing to integrate organizations that have very different corporate cultures.15

The collapse of the (then) British-owned Barings Bank in 1995 stemmed
largely from defects in monitoring procedures that allowed an individual
employee to conceal trading losses of £1.4 billion arising from complex
financial operations in East Asia. The near failure of Long-Term Capital
Management, a highly leveraged US controlled hedge fund, in 1998 further
underlines the extent to which the increasing complexity of financial activ-
ities can complicate financial supervision.

Even if the risks faced by individual institutions have fallen, the possibil-
ity of systemic risk may have risen (G10, 2001; ECB, 2000). Consolidation
and the increasing complexity of institutions have raised the probability
that liquidity problems in one institution could spread to others both
within and across national borders, particularly if the same institution is
subject to different regulatory regimes in different countries. Contagion
might also increase the cost of rescue operations in countries which have
publicly backed deposit guarantee schemes. Equally, some institutions
might become so large they are considered too big to fail, creating poten-
tial moral hazard problems (Berger et al., 2000). A related issue is the
extent to which foreign-owned institutions have become an increasing
source of potential instability for host countries, especially relatively small
ones.

The existence and anticipated continued growth of financial conglomer-
ates is likely to require continued changes in the structure of regulatory
systems. National regulatory structures are likely to face greater pressures
for convergence in every financial sector, since the health of national insti-
tutions will increasingly depend on the effectiveness of the prudential reg-
ulations limiting what they can undertake in other countries. Risk-based
capital standards are likely to become an increasingly important tool for
regulators, as well as for internal monitoring. Increased cooperation will
also be required in those countries with separate regulators of banking,
insurance and securities markets. Competition policies at a supranational
level also have an important role to play, along with measures to force
greater transparency and improved accounting practices. An example is the
range of measures in the EU Financial Services Action Plan.

In the European economic area the development of cross-border activ-
ities and financial conglomerates creates a need for closer supervisory
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cooperation between member states (ECB, 2000). Memoranda of under-
standing are already in place to facilitate such cooperation at the bilateral
level, while work is under way in the EU and at the wider international level
to develop further the prudential regulation of financial conglomerates.

Regulators in the industrialised economies also need to consider the par-
ticular problems that might emerge from the exposure of national institu-
tions in emerging markets. The financial crises in South-East Asia, Latin
America and Russia during 1997–98 underline the importance of well func-
tioning financial markets and risk management systems for economic per-
formance. One of the problems in each of these developing regions in the
build up to the crises was a gradual accumulation of short-term financial
commitments (FSF, 2000). Although a high proportion of short-term com-
mitments is common in most countries, it can cause particular difficulties
to developing economies who are especially reliant on trade revenues to
generate the income required to pay back maturing debt. Short-term
capital flows to these countries thus entail liquidity risk, and abrupt
changes in sentiment, or sharp fluctuations in primary commodity prices,
that lead to portfolio adjustments and debt repayment problems can have
systemic consequences.

The proportion of short-term loans in total international bank lending
to the developing regions is shown in Figure 5.4.16 Short-term bank loans
are defined as those with a maturity of less than one year. In mid-2001, the
proportion of outstanding loans that were short-term was smaller in most
developing regions than in developed economies, with the notable excep-
tion of Africa and the Middle East.
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Total bank loans to the developing countries rose from $657 billion in
mid-1996 to $828 billion in mid-2001. But it is notable that reporting banks
have reduced their short-term exposure to several regions since the mid-
1990s. This was particularly marked in Asia, where the proportion of short-
term loans declined from around two-thirds in 1996 to under one half by
1999. A gradual reduction in the proportion of short-term loans in Latin
America and the transition economies of Central and Eastern Europe is
also apparent since 1997–98.

Financial Development and Economic Growth

The relationship between financial development and economic growth has
been analysed extensively in recent years. Theoretical modelling and empir-
ical evidence have both suggested that well developed capital markets, typ-
ically measured by indicators such as the scale of the banking industry and
stock market capitalization, can aid the prospects for sustainable long-run
economic growth (Pagano, 1993; Levine, 1997; Levine and Zervos, 1998;
Tsuru, 2000).

In a neo-classical world, the form of the financial system might be
expected to have little effect on economic growth, with perfect information
and few transactions costs obviating the need for financial institutions.
Equally, if there were no capital market imperfections the Modigliani–
Miller theorems would suggest that different types of corporate financing
would not matter for the investment decisions of the firm. But in a world
of incomplete information, with potential dead-weight costs associated
with bankruptcy, the structure of capital markets may matter.

If savers and borrowers cannot be matched costlessly, financial systems
can contribute to the growth process by providing services that help to
mobilise and allocate savings, diversify risk and monitor the behaviour of
borrowers. If potential borrowers and lenders have asymmetric informa-
tion, individual investors face agency costs arising from adverse selection
(the risk of financing an inherently uneconomic project) and moral hazard
(an inability to monitor perfectly the allocation of the funds by the bor-
rower). Securities markets and financial intermediaries such as banks can
help to overcome some, although not all, of these costs by undertaking del-
egated monitoring and assessment (Diamond, 1984). In turn this may help
in the development of larger scale and higher return investment projects.

An efficient financial system can simultaneously lower the cost of exter-
nal borrowing, raise the returns to savers, and ensure that savings are allo-
cated to projects that promise the highest returns, all of which have the
potential to affect economic growth rates. However it may also reduce
the level of household savings by easing liquidity constraints. This would
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moderate the effects of liberalization on growth, although not necessarily
on consumer welfare.

The ongoing liberalization of the regulations governing institutional
investors in the European economic area and North America should raise
the level of financial intermediation. This in turn should help to raise the
level of investment, and hence the level of output in the world economy as
a whole. Greater financial intermediation allows risks to be shared and
encourages the global allocation of capital towards projects with the
highest marginal product. The expansion of new forms of financial activ-
ity, such as venture capital, may also encourage enterprise and innovation,
with potential beneficial consequences for future productivity growth.
However other developments, such as the consolidation of the banking
sector through acquisitions of small, regionally based credit institutions,
can at times adversely affect the flow of bank lending to small firms (Berger
et al., 1999, 2000).

The evolving structure of national financial systems in Europe towards
the US/UK market-based model may be especially important in the light
of the possibilities for new investment to utilize recent developments in
information and communications technologies. Innovation and entrepren-
eurship are more likely to be enabled when risk-taking is equity based,
through venture capital and other markets, rather than collateral based, as
in a bank centred financial system. The latter are more likely to support
long term investments for process improvements (where existing fixed
capital provides collateral) than the establishment of new firms (who, by
definition have little or no tangible collateral) to undertake product inno-
vations.

Empirical Evidence

After controlling for conventional determinants of growth, such as fixed
investment and human capital, Bassanini and Scarpetta (2001) find that
GDP growth in the OECD economies is significantly related to two indica-
tors of financial development – stock market capitalisation and, to a lesser
extent, deposit bank claims on the domestic private sector, both expressed
relative to GDP. Leahy et al. (2001) find that both indicators also have a
positive and generally significant effect on the level of investment. Taking
the two sets of results together, Leahy et al. (2001) estimate that a rise of 10
percentage points in the ratios of stock market capitalization to GDP and
private sector credit to GDP will ultimately raise GDP per capita by 3.3 per
cent and 1.1 per cent respectively, other things remaining equal.

The plausibility of this finding is difficult to judge. It stems from estima-
tion results which include the relatively smooth expansion in financial
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development during the 1970s and 1980s. At face value it implies that there
should ultimately be a large rise in living standards associated with the
recent changes in financial markets in the 1990s. For instance, stock market
capitalisation in Switzerland rose from 73 per cent of GDP in 1990 to just
over 300 per cent by 2000. The semi-elasticities cited in Leahy et al. (2001)
imply that this should eventually be associated with a rise of 75 per cent in
GDP per capita. It is difficult to think of economic mechanisms by which
this might come about given that Switzerland already has one of the highest
per capita incomes of all the industrialized economies.

A further difficulty in interpreting the relationship between growth and
financial development lies in the possibility of reverse causality. Financial
development may well be led by economic growth, with banks and other
financial institutions being attracted to countries in which future economic
growth is expected to offer profitable opportunities.

Some key financial indicators for the 13 industrialized economies consid-
ered in G10 (2001) are summarized in Table 5.6. There are clear differences
across countries in the scale of different forms of financial activity,
although the rapid rate of growth of financial market activity, especially in
equity markets, is readily apparent in all of them. Cross-border mergers
and acquisitions activity is included in the data for the combined total of
inward and outward FDI stocks as a proportion of GDP.17 There was a
marked rise in FDI linkages in all countries during the 1990s, with the
notable exception of Japan.

The correlations between various forms of financial activity in 1990 and
average annual GDP growth between 1990–2000 are shown in Figures
5.5–5.7. These illustrate the difficulties in explaining the relationship
between growth and financial development. For instance stock market cap-
italization is found to be significantly correlated with growth in many
empirical studies. Yet two of the countries with the most highly valued
stock markets in 1990 – Japan and Switzerland – also had the weakest
average annual GDP growth rates during the 1990s. These two observations
are sufficient to induce the negative cross-sectional relationship shown in
Figure 5.5. Dropping them from the sample brings about a positive cross-
sectional relationship between growth and stock market capitalization,
although not a significant one. This illustrates how the results from any
cross-country empirical exercise could easily be influenced by the range of
countries included in the sample, as well as the difficulties of abstracting
from cyclical developments.

Switzerland is clearly an outlier among this group of countries. By 2000
the ratio of stock market capitalisation to GDP was well above that seen in
any other economy. The amount of private domestic credit advanced by
deposit banks in 1997 was higher in relation to GDP than in any other
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country, and the combined stocks of inward and outward FDI were greater
than in all countries apart from Belgium. A similar pattern existed in 1990.
Despite the significant scale of financial development, GDP growth
through the 1990s was poor, indicating that many other factors need to be
included in any detailed empirical exercise to explain variations in cross-
country economic performance.

Figure 5.6 shows that there is a negative cross-sectional relationship
between the level of private domestic credit and growth in the 1990s, again
contrary to the findings from many existing empirical studies. The negative
coefficient on credit in a simple linear regression is significant if Switzerland
is included, but becomes insignificant if it is dropped from the sample.

A more striking finding apparent from Figure 5.7 is that there is a posi-
tive cross-sectional relationship between growth and the size of FDI stocks
in 1990. Again this becomes stronger if Switzerland is excluded from the
sample. In this latter case the results from a simple linear regression suggest
that each 10 percentage point increase in FDI stocks as a ratio of GDP is
associated with an increase of 0.21 percentage points in average annual
GDP growth (standard error 0.084 percentage points). The cross-sectional
variation in FDI stocks in 1990 captures one-quarter of the cross-sectional
variation in GDP growth rates during the 1990s. It is difficult to be
confident about the scale of any relationship between FDI and growth from
a simple partial regression of this kind, although it is consistent with evi-
dence that FDI has raised technical progress in many European countries
(Barrell and Pain, 1999; Pain, 2000), and there is nothing to guarantee that
it is stable over time. None the less it does suggest that the growing level of
cross-border activity during the 1990s should help to improve the prospects
for economic growth in the years to come.

Other recent empirical work has sought to examine the specific mecha-
nisms through which financial systems may affect growth, focusing in par-
ticular on the importance of financial framework conditions, such as the
regulatory environment within which banks and capital markets operate,
and on the differential impact across industries within countries according
to their dependence on external finance, following the approach pioneered
by Rajan and Zingales (1998). A related issue is whether different forms of
corporate governance, as proxied by the share of equity held by institu-
tional investors, also matter.

The studies cited above suggest that the size of the banking sector can
matter for economic development. A related issue explored by Cetorelli and
Gambera (2001) and Cetorelli (2001) is whether the structure of the
banking sector also matters. The former consider growth over 1980–90 in
a sample of 36 industries in 41 countries, which include some developing
countries as well as the OECD economies. They find that higher concentra-
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tion in the national banking sector has a significant negative relationship
with growth. However this effect is much smaller, and in some cases even
positive, in those industries which are heavily reliant on external finance.
One explanation of this finding is that increased concentration is associated
with some general inefficiencies and a reduction in credit availability in
imperfectly competitive credit markets. But at the same time relationship
banking may be more likely, with larger banks developing closer ties with
their client firms.

In a related study Cetorelli (2001) explores the effects of banking struc-
ture on the structure of the industrial sector, using a sample of 35 manu-
facturing industries for 17 OECD economies. Her results suggest that there
is a significant positive relationship between average firm size and the con-
centration of the domestic banking sector.18 Again this is especially evident
in industries which are relatively reliant on external finance. However it is
found to be weaker in countries with a higher overall level of financial
development.

An implication of these results is that the increasing concentration seen
within the US and European banking systems over the past 20 years may
offset some of the wider benefits that have resulted from the overall expan-
sion in the size and scale of the banking sector. At the same time, greater
bank concentration may be helping to contribute to the formation, and
subsequent conduct, of larger industrial companies in at least some indus-
tries and countries.

CONCLUDING COMMENTS

Deregulation, technological change and the growing cross-border interde-
pendencies of non-financial firms have all contributed to the rapid growth
in the scale and scope of financial institutions over the past 20 years.
National markets have become less segmented, and significant consolida-
tion has taken place both within and across national borders. One conse-
quence of these changes is that distinctions between different types of
financial systems are becoming weaker. In the United States, financial
holding companies operating across a large number of product markets are
beginning to emerge, while in many European countries, equity and bond
markets are gradually becoming a more important source of finance rela-
tive to the previously dominant banking sector. Continuing deregulation,
especially in Europe, the impact of monetary union on portfolio allocations
and location choice, and the ongoing integration of global markets for
goods and services are all likely to provide incentives for further consolida-
tion and growth in financial markets.
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A smaller proportion of financial sector corporate deals take place
across national borders than in the non-financial sector, despite the greater
likelihood that a foreign presence may be required for market entry. This
either points to the greater costs of establishing foreign facilities in the
financial sector or it suggests that regulatory barriers to entry still remain
in some markets (Davies, 2002). Insurance and securities firms are much
more likely to invest abroad than banking institutions, although the share
of cross-border transactions in the total number of corporate deals under-
taken by banks has risen in recent years.

Joint ventures and strategic alliances have become a more common form
of cross-border consolidation than mergers and acquisitions, at least in
numerical terms. Unfortunately, little information is available to quantify
the value, the sector mix or the impact on operating conditions of such alli-
ances. The evidence on the impact of mergers and acquisitions suggests that
they are not always successful, at least not when judged in terms of the
efficiency of the merged institutions. Larger and more efficient firms are
more likely to expand overseas, and smaller companies are more likely to
be purchased. Possibly for this reason, or other difficulties such as the work
involved in integrating firms with differing corporate cultures that are oper-
ating under different regulatory structures, foreign subsidiaries tend to be
smaller and less efficient than domestic firms in host markets. Joint ventures
provide an alternative mode of market entry that may bypass some of these
difficulties and reduce risks; indeed they appear to be more prevalent in
those markets that have higher barriers to entry.

In an endogenous growth framework, financial development can
promote economic growth via its positive impact on capital productivity or
the efficiency with which financial systems convert savings into fixed invest-
ment. But the close statistical relationship between financial development
and growth found in many studies may not necessarily imply causality from
financial development to economic growth, nor that the relationship is con-
stant over time. Looking at the experience of the 1990s, it appears that
cross-border transactions, as measured by FDI, may be more closely asso-
ciated with the cross-country variation in growth rates in the largest OECD
economies than either stock market capitalization or bank lending to the
private sector.

The rapid growth in the size of some financial institutions may also have
other consequences. Increased concentration within the banking sector
appears to be associated with increased concentration within non-financial
sectors, which has implications for competition policies. Regulators also
have to remain vigilant against the increased possibilities of systemic risk
and the possibility that some institutions become ‘too big to fail’.

The scale of foreign activities undertaken by existing client firms from
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home markets continues to be one of the key determinants of the decision
of banks to expand overseas, as do the external economies available from
locating in international financial centres. But the interrelationships
between banking and industrial concentration suggest that some industrial
location decisions may now be influenced by the location of overseas sub-
sidiaries of financial institutions with whom investing firms do business in
their home market. The pattern of international trade in services may also
be affected by the location of financial services companies. Further
research is called for on these questions.

NOTES

We are grateful to Philip Davis for helpful comments and suggestions and to the UK
Economic and Social Research Council for financial support (grant number
L138251022).

1. Within the civil tradition there are three major legal families that can be distinguished –
French, German and Scandinavian (La Porta et al., 1998). Common law countries tend
to offer the best protection for the rights of shareholders, while Germanic-origin coun-
tries have a higher quality of creditor rights and Scandinavian-origin countries benefit
from strong law enforcement and accounting standards. Investor protection tends to be
weakest in countries with a French civil law tradition.

2. Some restrictions remain on mergers and acquisition activity, with the individual share
total of bank and thrift deposits that can be reached through mergers capped at 30 per
cent in a single state and 10 per cent nationally.

3. The decline was 14 per cent measured in constant April 2001 exchange rates.
4. The OTC market consists of foreign exchange derivatives such as cross-currency swaps

and options, plus all interest rate derivatives contracts.
5. The countries are Australia, Belgium, Canada, France, Germany, Italy, Japan, the

Netherlands, Spain, Sweden, Switzerland, the UK and the US. Together these econo-
mies account for 85 per cent of OECD GDP (at 1995 PPPs) and a little over one-half of
world GDP. The three large OECD members excluded from the analysis are Mexico,
South Korea and Turkey, all of whom tend to have relatively underdeveloped financial
markets.

6. In 1999 there were 3167 credit institutions in Germany, 1143 in France, 951 in Austria
and 876 in Italy (ECB, 2000, Table 3.1). The country with the next largest number was
the UK, with 494 credit institutions.

7. Altunbas¸ et al. (2001) use a stochastic cost frontier approach to model total (operating
plus financial) costs for a large sample of European banks between 1989 and 1997. A
bank is inefficient if its costs are higher than predicted for an efficient bank with the same
combination of inputs and outputs and above what can be attributed to statistical noise.

8. The coverage of the financial sector is broader than that in G10 (2001).
9. In the non-financial sector, 18 per cent of purchases by US firms were cross-border, com-

pared with 39.4 per cent of purchases by non-US firms.
10. The remaining lending is by banks from a further 12 countries: Austria, Denmark,

Finland, Hong Kong, Ireland, Luxembourg, Norway, Portugal, Singapore, Taiwan,
Turkey and Sweden. As the data are measured using market exchange rates, the shares
of individual lenders and borrowers will be sensitive to currency fluctuations.

11. At that time the bank had approximately one-third of its assets in Latin America, on
which it earned almost half of its total net profits.

12. The sample includes banks with assets of more than $1 billion in December 1997 and
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headquarters in one of the OECD economies. Foreign branch activity is included in that
of the parent bank, whereas foreign subsidiaries are included as autonomous banks.

13. Foreign competition is important in other financial markets in the UK as well, with
foreign controlled companies having 20 per cent of the life insurance market and 43 per
cent of the general insurance market (Davies, 2002).

14. Large banks, with the exception of those in Germany, Denmark, the Netherlands and
the UK, are found to exhibit constant or decreasing returns to scale.

15. These may be additional reasons why foreign banking subsidiaries do not always appear
as efficient as their domestic parents.

16. The figures in the chart and this paragraph exclude claims in local currencies by the
foreign affiliates of the reporting banks. These are however included in Table 5.4.

17. The FDI data also include greenfield investments, although these are a relatively small
proportion of the total.

18. Banking concentration in this chapter and Cetorelli and Gambera (2001) is measured as
the average between 1989 and 1995 of the sum of the market shares of the three largest
banks in each national market.
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6. Corporate alliances in the world
trading system
Gavin Boyd

As national economies become more open to each other, through reduc-
tions of trade and investment barriers, and through the economic and polit-
ical effects of exporting and transnational production activities by firms, as
well as through the linking of financial markets, patterns of intercorporate
cooperation and competition assume increasing structural significance.
The capacities of governments to influence, guide, and regulate the corpo-
rate activities shaping economic structures tend to weaken, especially
because increasing proportions of the expanding international corporate
activity are devoted to the building of cross-border production systems,
and exploit investment bidding rivalries between states. Inequalities in the
overall spread of gains for the interdependent national economies,
however, because of their effects on growth and employment, motivate
efforts by governments to adopt methods of trade policy activism, and to
enhance structural competitiveness. What can be achieved depends very
much on the evolution of forms of cooperation and competition between
national firms. Such firms have incentives to expand beyond the borders of
their countries, and if they retain strong domestic ties the consequences for
structural competitiveness can be quite significant. But in the dynamics of
rivalries for world market shares, the home country ties of international
enterprises tend to weaken.

Within national economies, governmental and societal restraints limit
the scope for corporate collusion to exploit home markets and weaken
competitors. These restraints have less significance in the international
operations of firms, because of a general lack of competition policy coop-
eration, and because corporate foreign operations do not assume political
prominence for home governments. There is much hard competition
between transnational enterprises, and between such enterprises and host
country enterprises, although this may be moderated and concealed in
order to maintain good relations with host governments.

The dominant trend in the world economy is intensifying hard competi-
tion between transnational enterprises for global market shares: mergers
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and acquisitions are driving international concentration trends, thus
changing the structural foundations of the global trading system.1 In this
process arm’s length trade is replaced by intrafirm, intra-alliance, and intra-
network commerce, with dispersals of different stages of production across
national borders. The hard competition does not exclude the formation of
alliances and networks for forms of cooperation but these tend to be instru-
mental, experimental, and short term, although they may become integra-
tive through the development of trust and goodwill. Increasing expansions
of world market shares enable the more successful firms to exploit the
dependence of weaker collaborators and make them targets of merger and
acquisition strategies.

Advances in frontier research with potential commercial applications are
motivating the formation of technology based complementary specializa-
tions, causing the production capabilities of firms to become more interde-
pendent while they focus on the development of their core competencies.
The logic of collaboration however tends to give way to the logic of expan-
sion, through mergers and acquisitions, under pressures for higher profits.
As international concentration trends continue the more successful firms
have scope to absorb partners in technology based alliances and networks,
and indeed to implement diversification strategies that previously might
have been less advisable because of competitive pressures to concentrate on
their core capabilities.

While the structural foundations of the world trading system are being
changed through transnational production, with increasingly significant
effects on the spread of gains from commerce, national and international
patterns of cooperation and competition undergo changes. A strong rela-
tional system of collaboration between firms can ensure substantial and
fairly secure sharing in the productive effects of world commerce. Without
such a system the involvement in global trade can entail serious vulnerabil-
ities, and it may not be possible to overcome these through trade policy
measures. Involvement in the international competition for market shares
tends to weaken a national system of relational intercorporate cooperation,
because firms engaged in transnational operations have increasingly potent
incentives to focus on independent pursuits of their global opportunities,
even though these may be aided by well established alliances and networks.
An intensely competitive national intercorporate system, in which there are
few if any relational ties, tends to experience even more active competition
as international rivalries penetrate its economy, and as acquisitions of
stronger market positions at home become more significant for its transna-
tional enterprises.

The configuration of the world trading system has been altered by the
acute and prolonged financial crisis in Japan: its highly integrated pattern
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of relational intercorporate cooperation has been weakened.2 The interna-
tional economy has thus been dominated to a greater extent by firms oper-
ating out of the US intercorporate system, in which there is intense
competition, and in which collaboration, on a smaller scale, is generally
instrumental rather than relational. European firms are generally weaker
rivals in contests for world market shares, but the European Union, because
of its size, has very substantial bargaining strength in interactions with the
USA, Japan, and other states which provide degrees of governance for the
international trading system. Europe has a complex mix of intercorporate
systems, and its most important component is that in Germany, which is
mainly relational, but which has evolved with less entrepreneurial dyna-
mism than the US system of competitive capitalism.

Competition is becoming more active within the US system as it expands
internationally, and its spirit of vigorous rivalry is spreading, notably in
Europe. Meanwhile the USA is becoming more firmly established as the
leading and largest industrialized state in world commerce. In international
bargaining over issues of trade liberalization, however, the US administra-
tion has to cope with exceptional problems, attributable in a large measure
to failures of coordination in its expanding pattern of corporate rivalries.
There are unsustainable trade deficits, resulting from foreign production by
US firms at volumes much greater than arm’s length and intrafirm exports
from the home economy, while domestic output is at levels below internal
demand, which is strong because of capital inflows and speculative asset
appreciations.3 Clear imperatives for broad collaboration between firms in
the public interest are not being met. This state of affairs has assumed great
prominence in the world economy, and it raises questions about the poten-
tial for promoting intercorporate cooperation in the USA, and for develop-
ing systems of entrepreneurial collaboration in other industrialized states
that have to manage structural interdependencies with the USA.

WORLD TRADE GOVERNANCE

International trade is conducted on the basis of agreements for increases in
market access negotiated in the Uruguay Round of multilateral trade
policy interactions, concluded in the mid-1990s, and on the basis of under-
standings between the USA and the European Union, as dominant traders,
about their interests in open markets and in discouraging restrictive and
discriminatory forms of commercial activity by other states. Considerable
trade liberalization resulted from the Uruguay Round, but more to the
advantage of industrialized states than the developing countries, mainly
because of politically significant protectionist pressures in the former.
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Multilateral negotiations for further international trade liberalization,
which began in November 2001, have proceeded with indications of conti-
nuity in the pattern of governance through bargaining between the major
contenders, within and outside the World Trade Organization which was
established under the Uruguay Agreement.

While the current round of negotiations is in progress, the structural
foundations of world trade are being further changed by international cor-
porate operations in which differing mixes of competition and cooperation
are active, and these are becoming more significant for governments endea-
vouring to enhance structural competitiveness, so as to increase overall
gains from involvement in world commerce. Meanwhile the patterns of cor-
porate competition and cooperation are sources of representations and
advice that contribute to the management of trade policies. In the case of
the USA, however, its international firms and those moving into foreign
operations have incentives to focus more on their opportunities in external
markets than on contributing inputs into trade policy. The representation
of corporate interests is fragmented – a reflection of the strongly competi-
tive rather than cooperative intercorporate pattern – and the multilateral
trade negotiations are expected to be protracted. European firms are much
less active in transnational production but are more organized, in peak eco-
nomic associations, for representation of their interests in the trade policy
functions of the European Commission.4

The trade negotiations are expected to take several years because of the
difficulties of the bargaining processes that were evident in the Uruguay
Round, and because US and European quests for hard and precise agree-
ments, which were to a large extent responsible for slow progress in that
round, are continuing. There have been strong tendencies to seek such
agreements so that they will provide a basis for the avoidance of, and the
settlement of, disputes over the implementation of market opening meas-
ures.5 Maximum concessions have been sought from trading partners in
return for carefully defined increases in market access, and there has been
reluctance to give the World Trade Organization an independent capacity,
as a common institution, to arbitrate on disputes over compliance with the
very specific understandings of the hard and precise agreements.

For US international firms, direct interactions with host governments in
the building of international production systems are more immediately
productive than participation in consultations that may influence US multi-
lateral trade negotiating strategies. For the US administration, however,
there are urgent requirements to manage such negotiations in ways that will
enhance access to foreign markets for US firms manufacturing at home for
export.6 The promotion of increased cooperation in the intercorporate
pattern could induce US enterprises to produce more in the home economy,
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if external markets became more open, but the spirit of aggressive individ-
ualism which sustains the intense competition is distrustful of policy level
initiatives.

For the European Union, coping with the disadvantages of weaker
international competitiveness, degrees of cooperation in the intercorpo-
rate systems of member countries, especially Germany, limit vulnerabil-
ities to penetration by outside enterprises and are sources of resistance to
reductions of trade barriers that would result in exposure to stronger com-
petition from non-European enterprises. But the national systems of inter-
corporate cooperation in Europe sustain oligopolistic market strengths
that are being changed by concentration trends, within Union members
and in the Union as a whole. Competition policies which the European
Commission is endeavouring to implement are intended to facilitate the
emergence of Union enterprises with sufficient strengths to operate in
world markets, yet in a pattern of regional rivalries conducive to efficiencies
that will serve the common interest. The intended international competi-
tiveness, however, may not be attained, despite the latter concern, because
of the cumulative effects of slack growth in the European economies.
Stronger Union firms are emerging, with strengths spreading across the
single market, and are becoming involved in forms of collaboration across
the borders of member countries, but mainly on an instrumental rather
than a relational basis.

Concentration trends in the USA, and those in Europe, which are being
penetrated by the US trends, are increasing oligopolistic strengths in the
world economy as it becomes more integrated through negotiated reduc-
tions of trade barriers and those resulting from host country treatments of
direct investment. In this process of global market transformation, it must
be stressed, the terms of competition have been altered in favour of the
USA by Japan’s economic difficulties. The status of alliance capitalism, as
a concept of comprehensive relational intercorporate cooperation
exemplified by Japan, has decreased in informed discussions of compara-
tive economic systems. The efficiencies of the US system have received
greater recognition, in a way which has encouraged general acceptance of
the rationale for greater international trade liberalization, but with
qualifications. The prospect of greater oligopolistic strengths in the world
economy has increased concerns about problems of international competi-
tion policy cooperation. At the same time, dangers of speculation-led
destabilization in the USA have become more evident.7

International competition policy cooperation in the common interest is
difficult to achieve, especially because of the domestic orientation of com-
petition policy in the larger industrialized states, particularly the USA, and
because tacit collusion, which is an effective means of evasion in domestic
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contexts, is more feasible in international operations. A fundamental
requirement, then, in the international economy, must be the development
of stable forms of corporate cooperation aligned with imperatives to over-
come internationalized market failures. In prospect is increasing oligopo-
listic exploitation of global market strengths; more extensive sectoral
disruptions associated with changing strategies in the building of interna-
tional production systems; a multiplication of informational problems for
emerging firms as commercial communications are restricted within exclu-
sive networks; and a public goods issue of great magnitude as general use
of methods of hard competition prevent the development of dynamic
order in the world economy.8

CORPORATE COMPETITION AND COOPERATION

Balances between competitive and cooperative corporate activities, nation-
ally and internationally, are being affected by multiplications of technology
based alliances and networks and by mergers and acquisitions which are
driving concentration trends, in intense rivalries for world market shares.
There is relational logic in the technology based forms of collaboration, in
that understandings of the widening range of advances in frontier research,
and of the importance of autonomous commercial applications of these
advances by independent firms, in the evolution of production interdepen-
dencies, can motivate the building of trust and goodwill: the technology
based collaboration can thus become self-sustaining. The intensifying com-
petition for world market shares, however, activated especially by the pres-
sures of large investors on firms to achieve higher profitability, tends to
force adoption of instrumental methods of managing the technology based
forms of cooperation. Use of these methods, moreover, becomes more fea-
sible for large firms gaining prominence and greater resources in concentra-
tion trends.

The public goods significance of relational cooperation, within but also
apart from technology based arrangements, however, remains important
for the development of the world trading system, and indeed is becoming
more important. Intercorporate capabilities for adjustment to strains in the
international economy are becoming more necessary, and, more
significantly, corporate capabilities and motivations for concerting entre-
preneurship in complementary ventures are becoming imperative for bal-
anced dynamic growth.

Hard international corporate competition does not produce a balanced
pattern of complementary production specializations, but rather a multipli-
cation of cross-border market failures as well as efficiencies. The oligopoly
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power which results from the unrestrained competition is used to exploit
markets and to restrict opportunities for innovative entrepreneurship.
Competition policy cooperation, even if it becomes very active, cannot be
effective against the tacit collusion which is operative in concentration
trends, and this has to be reiterated for understanding of the developmen-
tal issues in the world trading system.9

Leading-member driven development of the pattern of world commerce
and of the World Trade Organization as a bargaining forum is asserted with
emphasis on the efficiency effects of competition in an integrating global
economy: the ideal is service of open national markets by firms achieving
superior performance while forcing less productive ones into decline. This
rationale for trade liberalization as a process conducive to world develop-
ment through gains from trade resulting from specializations driven by cor-
porate rivalries is generally affirmed with reticence about concentration
trends and competition policy issues. All this has to be reiterated, but it is
also necessary to note that there is typically reticence about problems in
exchange rates that can affect international commerce, and about the con-
sequences of changes in business cycles. Stable exchange rates aligned with
fundamentals in the structural interdependencies of real economies are
clearly required. The avoidance of speculative booms and subsequent
declines in major states is also necessary. The dynamics of international
trade processes and of trade policy interactions in the unevenly liberalized
world trading system, however, do not activate effective corporate and
policy level engagement with issues of exchange rate stability or the
smoothing of business cycles through restraints on speculation.10

The developmental issues of the world trading system and of the World
Trade Organization are evident in a context of linkages in which patterns
of corporate competition and cooperation became highly relevant for
policy making and for the evolution of relevant public goods initiatives by
corporate groups. Patterns of integrative intercorporate cooperation, it
must be stressed, could contribute structurally and through policy inputs
to the development of a more comprehensively productive and more
orderly international trading system. But technology based forms of cor-
porate collaboration which could became more relational, it must be
reaffirmed, are not leading to integrative cooperation because of the perva-
sive effects of the intense competition driving concentration trends.

The virtual acquisition of increasing degrees of structural power, as well
as cross-border market strengths by established and emerging transnational
enterprises, indicates a developmental imperative for collaborative public
goods orientations by their managements, in line with the structural policy
concerns of their governments, to the extent that these are on a sound basis.
Advocacy to this effect can be effective where there are strong peak economic
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associations, as in Germany, but it has to be made very persuasive where the
organization of corporate interests is fragmented, as in the USA, and where
corporate attitudes to the policy level are distant and distrustful. Indeed this
is all the more necessary in the USA because of the extent to which institu-
tional weaknesses in the major political parties have adverse effects on struc-
tural policy capabilities.

The potential importance of concerted corporate dedication to public
goods issues in the global trading system and in the bargaining within the
World Trade Organization, while evident in the major structural trends
associated with expanding trade in manufactured products, is also appar-
ent in the virtual enlargement of market integration processes by the dere-
gulation and privatization policies of governments in services and utilities
sectors. Efficiency enhancing competition, with reductions of budget
deficits, has been intended, but with considerable tolerance of concentra-
tion trends, and acceptance of risks of disruption and destabilization
through actual and attempted mergers and acquisitions as well as through
imprudent management. In this context public goods issues have been more
immediately evident than in the international patterns of trade in manufac-
tures. Partly on this account governments have tended to seek corporate
cooperation in the deregulated and privatized sectors through consulta-
tions with managements as well as through monitoring and regulatory
innovations.11

ENTREPRENEURSHIP AND SYSTEMIC
DEVELOPMENT

While world commerce is being changed by concentration trends, facilitated
by substantial although uneven liberalization, it is also being changed by the
transformation of structurally interdependent states into knowledge based
political economies. Productive entrepreneurship is becoming a more
knowledge based process, setting requirements for wider knowledge
sharing, and for the development of complementary specializations, with
risk sharing through commitments to solidarity in the common interest. The
functional logic of knowledge based entrepreneurship has to develop with
multiplications of autonomous complementary specializations. This sys-
temic imperative necessitates restraints on concentration trends, and it must
be emphasized that, for this, regulatory methods tend to be inadequate.

Knowledge based entrepreneurship, in the context of extensive complex
structural interdependence, has to cope with uncertainties about techno-
logical and market trends, and about the implications of production deci-
sions by numerous horizontally and vertically related firms. Capacities to
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function productively depend not only on very active knowledge sharing
but also on shared commitments to collaborative adaptation in response to
unexpected challenges. Stable systems of corporate governance with stake-
holder features, in a relational intercorporate system, can make it possible
to meet the requirements for knowledge sharing and concerted adjustment.
Agency type systems of corporate governance, operating with large scale
share trading, dominated by major financial enterprises, however, set man-
agerial orientations that prevent the necessary collaboration. Speculation
by the major investors, moreover, multiplies the market uncertainties, while
in effect imposing financial performance requirements on managements
that motivate concentration on hard competition, with minimal informa-
tion sharing.12

Uncertainties about the production decisions of related firms can be
reduced by merger and acquisition strategies, and uncertainties about
market trends can also be reduced by such strategies, and by diversification.
In concentration trends, however, the uncertainties confronting one promi-
nent firm relate more and more to the options of other prominent enter-
prises. Oligopolistic collaboration can make these uncertainties more
manageable but often prepares the way for further mergers and acquisitions.

The increasing prominence of agency type corporate governance, with
speculative pressures for financial performance, has broad systemic
significance that conflicts with the functional logic of dispersed knowledge
based relational entrepreneurship. Efficiency and social justice considera-
tions enter into that logic, while the dynamics of the hard competition
deriving from shareholder demands pushes forward concentration trends
that increase market exploitation while also driving destructive boom and
bust cycles. Firms achieving greater market strengths in the course of con-
centration trends draw speculative investment for further expansion, thus
assuming larger roles in the world trading system, but with risks of failure
to sustain growth because of excessive outlays and adverse shifts in market
conditions that may be related to declines in investor confidence.13

Forms of alliance capitalism that sustain relational intercorporate coop-
eration, based on stakeholder corporate governance, can restrain concentra-
tion trends, limit speculative funding of firms gaining larger market shares,
and allow wide scope for autonomous complementary entrepreneurial ven-
tures on a long-term basis, with expectations of concerted adjustment to any
strains in production interdependencies. This has to be stressed because of
the vulnerabilities of the world trading system to disruptions caused by the
weakening and failures of large transnational enterprises attempting risky
expansion in the context of hard competition. It also has to be stressed
because very high volume trade in financial assets, expanding because of the
profitability of speculation, causes uncertainties for the commerce that can
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increase growth in real economies. These uncertainties affect exchange rates,
levels of demand, productive operations, and government finances, espe-
cially in economies with industries heavily dependent on funding drawn
from hyperactive trade in financial assets, and heavily dependent on
efficiencies resulting from intense intercorporate competition.14

The recent history of the world trading system is a record of market fail-
ures and policy failures in which enterprises engaging in large scale trans-
national production, independently and in fierce competition, have focused
on quests for world market shares without concerns for overall efficiency
and equity – concerns that have been considered the responsibilities of
governments. Interactions with governments have been managed to further
corporate interests, extract tax and other concessions, and avoid exactions
that would be consequences of host country political processes forcing
fiscal expansion. Where there has been solidarity in groups of transnational
enterprises this has been on a national basis, as has been evident in Japanese
outward direct investment; no solidarity based international management
culture has evolved. Meanwhile, although national political economies
have become more knowledge based, with rising levels of policy and struc-
tural interdependence, there have been few advances toward the develop-
ment of an international political culture. The World Trade Organization
has remained a bargaining forum operating with adversarial legalism, while
its significance as a crude mechanism for governance of the world trading
system has been limited by the large scale expansion of transnational pro-
duction under arrangements between firms and governments in which the
former have had increasing leverage.15

International cooperation between firms based on technological special-
izations becomes more functional, in the common interest, as corporations
become more knowledge based. A natural evolution is possible in which
managements attentive to frontier research become more open to possibil-
ities for complementarities with innovative initiatives by related firms
whose independence is necessary for the continued development of their
capabilities in areas of advanced applied technology. Recognition of highly
specialized forms of human capital and of other intangible assets, as well
as of the importance of building trust and goodwill, becomes vital for
enlightened management in such contexts.16

Much discussion in international management literature however
focuses on competitive advantages gained through complementary techno-
logical specializations. There is little recognition of the public goods
significance of efficiencies driven by integrative cooperation, and of what
may be called cooperative competition, in which rivalries are subordinated
to common interests in the development of complementary production
capabilities. The research focus on competitive advantages is understand-
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able because of pervasive pressures on managements to achieve high short-
term profits, but this focus tends to exclude recognition of the widening
requirements for entrepreneurial coordination as technology driven spe-
cializations develop in the complexities of deepening integration and,
therefore, for systems of corporate cooperation to ensure wide ranging
coordination. Excluding this functional perspective can reflect the influence
of economic thought that anticipates equilibrium, as markets become more
open to each other because of efficiencies generated primarily through
competition.17

CORPORATE COOPERATION AND
INTERNATIONAL TRADE DISPUTES

The emphasis on competition in international management studies is also
due in part to general awareness of disputes about market access that have
been multiplying in the World Trade Organization. These disputes have
resulted mainly from groups protesting against forms of import penetra-
tion, and from the related efforts of supporting and opposing governments
to assert favourable interpretations of the hard and precise terms of com-
mitments under the Uruguay Agreements. The disputes settlement system,
as a member driven arrangement, does not command general confidence.
The disputes of most significance for overall operation of the world trading
system have been between the USA and the European Union, and manage-
ment of these on each side has been criticized because of the use of adver-
sarial methods that have diverted attention from benefits attainable by
wider cooperation.18

Constructive suggestions in the trade policy literature have proposed
improvements in the disputes settlement system of the World Trade
Organization, based on increased understandings of the efficiencies of com-
petition, but also of integrative interpretations of agreed market opening
commitments. The significance of inputs by competing interest groups into
trade policies has been recognized, but generally without realizing that har-
monious evolution of the international trading system will require extensive
cross-border interactions of peak economic associations, for transnational
interest aggregation and consensus formation, so that trade policies can be
managed in the common interest. At a more fundamental level, moreover,
developmental imperatives to promote more order, balance, and collabora-
tive dynamism in the structural foundations of world trade have not been
given attention, despite general awareness that imbalances in the spread of
gains from international commerce are resulting more from transnational
production patterns than from arm’s length trade.19
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Alliances between firms have more significance in the expansion of trans-
national production and in the growth of intrafirm trade than in the evolu-
tion of arm’s length commerce. Most trade disputes that have been
submitted to the World Trade Organization have arisen in arm’s length
exports, and those of central significance in global commerce have been
issues in Atlantic trade. The high profile cases of structural importance
have concerned subsidies. One with far reaching implications has been a
European Union complaint against the USA’s tax treatment of foreign sales
as a means of subsidizing exports; rulings against the USA after Geneva
hearings have made it possible for the Union to resort to retaliatory treat-
ment of US exports. Political cooperation between US firms at home and
in Europe has been given impetus by this case, and the American compa-
nies in the Union have been well placed to assert their interests within host
corporate associations interacting with the European Commission, but it is
unclear whether there have been any direct effects on patterns of US cor-
porate competition and cooperation, regionally and internationally.20

Atlantic trade frictions have the general effect of increasing US and
European corporate incentives to secure wider and safer market access
through direct investment. Greater use of alliances and networks can be
advantageous in this context, but such forms of collaboration have not
been evident in the fragmented European corporate presence in the USA,
and in Europe the political cooperation that has been noted does not
appear to have altered individual US corporate orientations toward secur-
ing acceptance, in host countries, without affiliations that could appear to
be oligopolistic.

A structurally significant issue involving only bilateral interactions has
been the European use of large scale subsidies for the Airbus consortium,
which has reduced Boeing’s still dominant share of the world aircraft
market. US complaints about the European subsidies have been restrained
in part by a growth of high technology based forms of Atlantic corporate
cooperation, as well as by the influence of international security concerns
in US policy level deliberations. Within the USA the case against the Airbus
subsidies has not been politically prominent.

Trade issues that have assumed some political prominence in the USA,
but that have not been structurally significant and have activated only polit-
ical collaboration between firms, have concerned European restraints on
imports of US hormone treated meat and of bananas from US producers
in Latin America.21 A broad pattern of corporate cooperation in medium
and high technology sectors, which have high prominence in the USA’s
external trade and its transnational production interdependencies, could
have prevented complaints about the European Union’s meat and banana
imports.
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Proposals for reform of the World Trade Organization have had to
acknowledge its decision making problems and the tacit reluctance of the
USA and the European Union to facilitate the development of its
Secretariat as an institution with autonomous research and surveillance
capabilities.22 Improvement in the conventions for bargaining and the
implementation of agreements have thus been the main suggestions, with
affirmations of the importance of economic advice to governments that
will increase their understanding of the efficiencies to be expected from
general trade liberalization. Little attention is given to the beliefs and moti-
vations of corporate managements that influence their orientations toward
competitive and cooperative activities. Studies of these orientations have
indicated that while technology based affinities, interdependencies, and
complementarities between enterprises are recognized in ways that lead to
collaborative arrangements, management of these arrangements is difficult
and often unsuccessful: strong competitive compulsions cause solutions to
be sought through mergers and acquisitions. Reconsideration of this obli-
gates greater awareness of international competition policy problems,
which cannot be appropriately entrusted to a bargaining forum.23 The sys-
temic developmental imperative, then, has to be the cultivation of an inte-
grative international management culture that will help to establish more
order, efficiency, and equity in world commerce. Openness to thinking
along these lines can develop with reflection on the insights of researchers
examining managerial interactions dedicated to complementary entrepren-
eurship in uses of applied frontier technology.

International management literature, adjusting to the structural
significance of expanding transnational production that raises cross-border
high and medium technology interdependencies, has to recognize corpo-
rate responsibilities for overcoming international market failures, in collab-
oration with constructive endeavours by governments. Market failures and
policy failures demand recognition in the present state of the world trading
system, and resolution of these problems is not to be expected through the
effects of the hard competition that tends to prevail in international corpo-
rate activities.

CONCERTING ENTREPRENEURSHIP AND GAINS
FROM TRADE

Problems in the structural foundations of world trade have indicated the
fundamental importance of coordination functions that could meet
requirements for orderly interdependent growth. The deficiencies have
been evident in the interconnected market failures and government failures
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that have assumed international dimensions while uneven deepening inte-
gration has been continuing, with mainly hard competition between trans-
national enterprises. Asymmetric growth patterns in this vast process,
while causing stresses, have nevertheless revealed the potential of multiply-
ing forms of advanced applied technology in interdependent production
specializations.

The gravity of coordination deficiencies has been dramatized by excess
global steel capacity, which became a more serious challenge during the
US 2001 recession.24 The US administration sought cooperation from
foreign governments and firms to reduce production, while planning to
restrict steel imports. This intervention strategy was implemented outside
the framework of the World Trade Organization, after a new round of
multilateral trade liberalization negotiations had begun. The implications
for steel-using US manufacturers were unfavourable, and their higher
costs were going to affect their international competitiveness, thus raising
concerns about the continuation of the nation’s very large trade deficits:
these were not likely to be reduced while negotiations for multilateral
reductions of trade barriers were still in the early stages. A major form of
tacitly managed trade was a prominent factor in the larger context, as
Japanese exporters of automobiles to the USA were still observing the
restraints of an expired ‘voluntary’ export limitation agreement that had
become illegal with the establishment of the World Trade Organization
but which could not be exceeded without risking retaliatory protectionist
measures.

International production coordination deficiencies become more serious
in their effects, and more difficult to overcome, in recessions that follow
speculative booms. The gravity of the effects during the 2001 US recession
has been exceptional because in this recession investment in international
speculative operations has continued at large volumes, with returns consid-
ered higher and safer than those expected from funding domestic produc-
tive activity, in conditions of generally low confidence. Levels of such
confidence, particularly in recessions, depend on degrees of corporate sol-
idarity that are sustained through affirmations of goodwill, information
sharing, and commitments to risk sharing. Without significant degrees of
solidarity, investors confront greater uncertainties and are thus attracted
more to the financial sector’s global activities, with their opportunities for
tax avoidance.25

International production coordination deficiencies can decrease with
concentration trends, if there is oligopolistic collaboration. This however
may not develop because of the aggressive and distrustful orientations
driving hard competition and, if it does occur, it may well be disrupted by
the opportunism that typically alters the benefits of corporate alliances and

142 Alliance capitalism and corporate management



networks. A recession spreading from a major industrialized state will
increase international market uncertainties in ways that encourage oppor-
tunism by alliance and network partners, unless these are based on strong
shared commitments to solidarity.

Conclusions about the difficulties of coordinated recoveries from post
speculative boom recessions, drawn from the US experience, can increase
understanding of imperatives for wide ranging international corporate
cooperation to ensure harmonious development of the structural founda-
tions of world commerce. These foundations are being expanded by trans-
national production, which is assuming larger proportions outside the
framework of the World Trade Organization: since the failure of negotia-
tions for a multilateral agreement on investment in the late 1990s there has
been no support for inclusion of investment issues in the Organization’s
agenda.26 Direct investment flows are increasing, especially across the
Atlantic, due to the attractions of the European Union market for US firms
with superior entrepreneurial energies and international competitiveness,
and the opportunities for European firms in areas of US industry that are
less internationally competitive but more promising than equivalent sectors
in the Union. Systemic requirements to promote balanced complementar-
ities in this central pattern of structural interdependencies are evident, and
recognition of these, at corporate and policy levels, could provide a basis
for initiatives aimed at orderly transformations of commerce that would
spread from an Atlantic system of alliance capitalism.

Growth in interdependent knowledge based political economies has to
be achieved by concerting complementary specializations in applications of
frontier technology. These are not likely to be efficiently concerted through
the effects of price signals on hard competition, in contexts in which the
funding of productive activity for real economies is subjected to the dynam-
ics of very high volume speculation in financial sectors. The potential for
coordinating specializations has to be explored with insights from institu-
tional economics, but research on the implications of deepening integration
for institutional economics has been lacking. What have to be investigated
are the possibilities for integrating, across borders, cultures, moral systems,
and governance structures that can orient transnational enterprises toward
complementary forms of entrepreneurship, and that can restrain specula-
tion in financial sectors.

Hard competition, domestically and internationally, under performance
pressures generated by high volume speculative trading in financial assets,
produces unstable environments, with levels of uncertainty that cause man-
agerial emphasis on self-reliance and manipulative cooperation in alliances
and networks, to extract maximum advantages. Opportunism is thus to
be expected in any complementary specializations, with strains leading to
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discontinuities and mergers and acquisitions, thus pushing forward concen-
tration trends and their attendant vicious circles, including failures in vital
information flows.27

Collegial competition, managed with trust and goodwill based on moral
values, and with understanding of shared and common interests served by
complementarities, can lead to collegial management of alliances and net-
works. The intense rivalries for global market shares tend to prevent such
collaboration, that is in conjunction with the uncertainties of active
markets for corporate control and the risks of instability due to speculative
manipulations in financial markets. Altogether, the complex problems of
coordination for functional development of the world trading system are
thus becoming more difficult to meet.

Systemic developmental imperatives for a high principled solidarity
based international management culture thus have to be affirmed in polit-
ical economy research institutes, in advice to governments, and in state-
ments of purpose by corporate groups. The pervasive stress on the
efficiency effects of competition, in economics and management literature,
will have to be altered with recognition of the productive significance of
collegial rivalries and of the technology based logic of transforming these
into forms of alliance capitalism for more integrative collaboration. The
public goods requirement, to be emphasized in economic advice to govern-
ments, becomes more demanding as transnational enterprises increase the
range of their activities that are building international production systems.

ALLIANCE CAPITALISM AND ALLIANCE TRADE
POLICIES

The multiplication of cross-border structural linkages shaped with increas-
ing degrees of autonomy by transnational enterprises is constituting a new
but underdeveloped commercial system, with problems of coordination
and governance; competition driving concentrations increases, with other
forms of market failure, while tending to overwhelm processes of sponta-
neous corporate cooperation based on complementary specializations. In
the absence of substantial international competition policy cooperation,
trade policies have to be managed with more and more active concerns
about the structural consequences of the concentration trends, as well as
the related externalities incidental to shifts in corporate relocation and pro-
duction strategies. Trade restrictions can be attempted, depending on rela-
tive bargaining strengths; investment bidding can become more
discriminating; and aids to national industries can be increased.

While linkages between policies become functionally more important at
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the national level, international collaboration between policy makers and
corporate managements becomes more necessary for the entire pattern of
world commerce. This is difficult because of the strong domestic respon-
siveness of national trade policy processes. That responsiveness tends to
become more active not only because of the disruptive effects of import
penetration, but also because of those popularly attributed to the entire
process of globalization, in which rationalizations of corporate production
capabilities follow mergers and acquisitions. During recessions the domes-
tic responsiveness increases.

Institutional arrangements for intense and continuous interactions
between national trade policy communities are clearly necessary, for
restraint on protectionist responses to the implications of concentration
trends, and more fundamentally for the development of an international
elite political culture. Progress in the formation of such a culture could
transform national political institutions. A regional elite political culture is
beginning to develop in the European Union, because of the degrees to
which national political processes are being Europeanized through Union
level decision making, but national attachments and loyalties remain
strong, especially because of the efforts of member governments to imple-
ment structural policies that will enhance the competitiveness of their econ-
omies.28 Frictions in Atlantic relations are causing antipathies toward the
USA in the national political cultures, and in the emerging Union level
culture, while increasing sensitivities to the competitive strengths of US
firms.

In the USA the political culture sustains a traditionally strong orienta-
tion toward independent assertiveness in foreign economic relations, with
confidence in capacities to maintain technological and competitive leads
over Europe and the rest of the world. Corporate distrust of government
and emphasis on complete freedom for entrepreneurial initiative contrib-
ute to policy level outlooks that are uninterested in opportunities to seek
basic political understandings with foreign elites, except on the importance
of market openness, and of confining governments to very limited roles in
their economies. Beliefs in the efficiencies of market forces tend to be
responsible for reluctance to consider the significance of international con-
centration trends, in which US firms are very prominent. Meanwhile inputs
into the trade policy process, in which assertions of constituency interests
are very active, tend to drive adversarial legalism in trade liberalization
negotiations, to achieve hard and precise agreements. This trend, while
reciprocated on the European side, influences trade policy elites in the rest
of the world.29

Alliance politics across borders, for integrative trade policy manage-
ment, is not developing, and corporate alliances altering market processes
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and shaping economic structures are mainly US, US–European, and
European ventures in which the logic of complementary specialization
gives way to merger and acquisition strategies, under pressures from
financial sectors. The public goods issues which thus demand attention, in
perspectives on systemic development, however, could well be taken up
through enlightened policy level and corporate initiatives inspired by new
understandings of the dynamics of technology based complementarities
between firms and of the efficiencies of concerted entrepreneurship. This is
argued in the final chapter of this volume.

Third world interests, asserted hypocritically by violent protectors at the
Seattle and Genoa disturbances, can benefit if a spirit of alliance capital-
ism is promoted vigorously by US and European elites responding to the
severe strains of the largely uncoordinated and ungoverned international
trading system. Large and increasing disparities in bargaining strengths on
trade and investment issues place third world firms and governments at
serious disadvantages in dealing with US, European and Japanese enter-
prises that are establishing international production systems and gaining
advantages in global concentration trends. Hard competition between the
multinationals tends to be self-reinforcing, making it likely that any gener-
ous treatment of host country firms by a US, European, or Japanese multi-
national will be exploited by its rivals if these are prepared to drive hard
bargains. Atlantic promotion of an integrative international corporate
culture, however, although difficult, could open the way for progressively
more equal structural links between developing countries and major trans-
national enterprises, and more equal involvement by those countries in the
world trading system.

US, European, and Japanese trade policies toward developing countries,
it must be reiterated, have long been discriminatory, hindering the develop-
ment of export oriented industrialization by those countries, while in effect
making them significantly dependent on the attraction of investment by
advanced country firms in assembly type manufacturing and resource
extraction. In addition to these disadvantages, third world countries have
been vulnerable to US and European anti-dumping measures that have
been biased against them, and that have tended to make their exporters
dependent on sourcing by US and European trading firms that can avoid
exposure to anti-dumping charges.30 US and European enterprises that sell
below cost in their home markets are not considered to be thwarting the
efficiency effects of free market forces.

China’s entry into the World Trade Organization, which has opened the
way for deeper involvement in the world trading system, has implications
which can be seen to strengthen imperatives for Atlantic and hopefully
Japanese endeavours to introduce a spirit of alliance capitalism into corpo-
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rate and policy level decision making. Opportunities for comprehensively
constructive engagement have been neglected in efforts to induce Chinese
economic liberalization and acceptance of hard and precise terms of
increased involvement in the world trading system. The exposure to inter-
national competition has in effect made informal cooperation between
Chinese firms, and between those firms in their administration, increasingly
important for the regime’s structural competitiveness and the limitation of
its vulnerabilities to intrusion by foreign enterprises with large resources, as
well as its prospective vulnerabilities to external speculative penetration of
its financial sector. The latter danger has been made quite evident by
numerous western research publications on the East Asian financial crises
of the 1990s. While external pressure has sought to weaken intercorporate
collaboration in China, foreign investment and trading activity has been
intensely competitive rather than cooperative, thus tending to discourage
trust and long term partnering. This is not to deny that frustrations have
been experienced because of Chinese deficiencies, but it has been clear that
the western form of capitalism that has been presented has not exhibited a
spirit of solidarity.31

The same criticism has to be made about US and European relations
with the transitional Russian economy, although its severe problems over
the past decade have been due mainly to extraordinary mixes of incompe-
tence and corruption that would have made comprehensively constructive
engagement extremely difficult. For Russia, the dangers of acute destabil-
ization through high risk large scale rent seeking in totally competitive cap-
italism have been made evident by the US recession of 2001. A conclusion
that can be drawn from that and from Russia’s own experience is that firm
central control is necessary in an industrialized state to ensure that the
financial sector serves the real economy, and to achieve the structural com-
petitiveness required for effective involvement in the world trading
system.32

Russia’s inferior status as a transitional political economy is being made
more evident by the advances of East European states toward membership
of the European Union, and by China’s entry into the World Trade
Organization, which has prepared the way for attractions of foreign direct
investment on a rather large scale, as well as for influential participation in
negotiations on Russia’s entry into that organization. For effective involve-
ment in world commerce, Russia has to seek wide ranging economic coop-
eration with the European Union, despite the slack growth in its enlarging
internal market and its problems of pluralistic decision making. European
interest in this connection is being encouraged by awareness of vulnerabil-
ities to destabilization in the US economy, and also of large drifts of
European investment to the USA.
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POLICY FAILURES AND MARKET FAILURES

Systemic development in the world trading system can be promoted in
advance of institutional development in the World Trade Organization if
an international management culture of collegial and integrative coopera-
tion is promoted through corporate and policy level initiatives in the USA
and the European Union. Optimism is not being encouraged by the accu-
mulation of policy failures and market failures associated with Atlantic
involvement in global commerce, but these have to be seen as challenges for
highly constructive knowledge intensive endeavours. Such endeavours can
start with the logic of seeking a public goods aligned balance between com-
petition and cooperation in corporate activities, and the logic of techno-
cratic sponsorship of conferences on entrepreneurial complementarities
tentatively indicated by advances in frontier research, as well as by the evo-
lution of ongoing technology based alliances. The spirit of cooperation
that could be promoted could be a source of diffuse restraints on concen-
tration trends, and more importantly of increased dynamic efficiencies in
global commerce.

The structural tasks that demand recognition are urgent because of the
conjunction of extraordinary dangers of speculation-led destabilization in
the USA; increasing concentration in the global corporate pattern; and the
expanding roles of transnational enterprises in shaping interdependent eco-
nomic structures across borders. Market forces in this vast context are not
working toward a global balance of dynamic efficiencies in the generally
competing specializations. Governments on the whole are tacitly accepting
losses of economic sovereignty to international firms while endeavouring to
manage interactions with domestic groups asserting trade policy interests.
Macromanagement rivalries between governments are not causing conver-
gence toward an optimum system of national capitalism; distributional
conflicts associated with the costs of globalization are making macroman-
agement, with declining economic sovereignty, more difficult, while increas-
ing corporate incentives to develop large scale international production
systems, for greater profitability and security.

Understanding of the structural imperatives that require high principled
responses for authentic development of the world trading system has to be
based on recognition that concepts of individual self-seeking rationality,
using whatever means are expedient, have to be revised to take account of
the multiplication of coordination functions that is necessary in interdepen-
dent knowledge based political economies. These coordination functions
have to be fulfilled in firms, industry groups, alliances and networks, in cor-
porate associations and political parties, in national administrations, and in
international organizations, including the World Trade Organization. The
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functional significance of cooperation dedicated to organizational and
broader community interests, and of responsiveness to dedicated coordi-
nating institutions, increases as overall levels of operational interdepen-
dence rise with introductions of new technology. Relational assets, then,
become more important for orderly development of the linked knowledge
based national political economies. In the world trading system, accord-
ingly, competition has to become more collegial, and the structural founda-
tions of world commerce have to be built, more and more, through
integrative corporate cooperation.

The dangers of speculation-led destabilization in world commerce are
becoming more serious, especially because the US financial sector, while
maintaining its central role, attracts global investment, and because firms
becoming more prominent in global concentration trends are being drawn
toward opportunities for risky speculative expansion.33 The risky specula-
tion can be effective in causing asset appreciations, mainly because much of
it is collusive. The fundamental remedy, in a context in which regulation of
international financial markets has become very difficult, will have to be the
development of the new international management culture that is needed
for integrative management of the trade and production links between real
economies as these become more knowledge based.

Prospects for the world trading system have to be estimated with refer-
ence to trends in structural competitiveness, phases in business cycles, the
market opening and restricting effects of trade and investment measures,
and changes in the structural foundations of commerce resulting from the
expansion of transnational production and from concentration trends.
Competition between firms and between governments is usually seen as
the principal driving force in the global pattern, increasing market
efficiencies but also failures, while causing policy efficiencies and failures.
Public goods imperatives for equitable and functional coordination by
firms and by governments are evident, but can be considered unattainable.
Corporations gaining strength in world markets can be expected to
become more intensely competitive, and within states the dynamics of
political competition can be expected to force increasing emphasis on
quests for advantages in rivalries for greater shares of the gains from world
commerce.

In perspectives inspired by public goods concerns, however, the produc-
tive potential of cooperative as well as competitive advantages can be rec-
ognized. The cooperative advantages that firms can develop and use with
increasing effect are relational assets explicitly oriented toward partnering.
These include status as a reliable and innovative partner, building trust
and expressing goodwill; the matching qualities of current partners;
shared orientations toward information exchanges for the development of
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complementarities; intrafirm efficiencies generated through community
formation and stakeholder corporate governance;34 corporate stability
maintained through stable shareholding; and solidarity promoted through
alliances, networks, industry groups, and associations. Associated with
these cooperative advantages are those which may be developed by
governments: equitable and supportive policy level treatment of domestic
and foreign firms, and considerate management of macro- and microeco-
nomic policy interdependencies with other national administrations.

In the basic analytical levels of institutional economics, when these are
related to issues of systemic development in world commerce, the impor-
tance of beliefs and values conducive to greater understanding of cooper-
ative rather than competitive advantages becomes more apparent. The
multiplication of structural and policy interdependencies, resulting from
international corporate activities, sets developmental requirements. To the
extent that these are obscured by contested issues, a vital international
public good is underprovided. This has to be affirmed with emphasis on the
increasing importance of intangibles for the cooperative potentials of firms
and governments: studies focusing only on the competitive significance of
intangibles hinder understanding that, in the larger system of intercorpo-
rate relations which is evolving with the expansion of world commerce, the
full development of intangibles has to occur through the integrative man-
agement of knowledge based interdependencies. The generation of intan-
gible assets through widening cooperation, at corporate and government
levels, become potentially more and more important as frontier technology
advances continue, that is for efficiencies and equity in global commerce.
Substantially efficient production, valuation and use of intangible assets
through competitive market processes is difficult: the logic of relational
cooperation becomes stronger, in a broad systemic perspective, as the pro-
ductive significance of new technologies demands more intensive and wider
ranging entrepreneurial exploration.35

The development of corporate alliances, however, is discouraged by
competition policy enforcement, even though this can provide incentives
for the formation of such alliances. Merging with or acquiring firms that
might otherwise be alliance partners enables the new enterprise to set
prices and discriminate between markets in ways that would be open to
competition policy enforcement if attempted by an alliance. The threat of
such enforcement can discourage a large merger or acquisition that would
secure an almost dominant market share and thus can motivate the forma-
tion of alliances that can be managed in ways that will not be exposed to
action by competition policy authorities: but there will be incentives for
tacit collaboration to maximize the market benefits obtained from the
cooperation. If the danger of competition policy enforcement diminishes,
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moreover, for example because of political changes or investment bidding,
the collaboration will tend to be weakened by opportunism and then ended
by mergers and acquisitions.

Trade policy management by the USA, the European Union, and Japan,
is being challenged by the transnational production and marketing activ-
ities of international firms operating with increasing independence in the
exploitation of location advantages and the investment bidding, weak
industrial policies, and macromanagement deficiencies of host govern-
ments, as well as their failures in international competition policy cooper-
ation. Remedies that have been proposed include active social monitoring
and coordinated restraints on the use of subsidies.36 More fundamental
solutions can be sought through intensive technocratic interactions with
corporate managements, in which technocratic advising would become
influential through contributions to managerial learning about innovative
technology based opportunities for entrepreneurial complementarities, and
to managerial awareness of collective obligations for systemic development
with equity. From the corporate side such productive technocratic engage-
ment can be complemented, with synergies, through wide ranging rela-
tional cooperation between firms responsive to the systemic technocratic
concerns. Orderly development of the structural foundations of world
commerce could then be possible.

NOTES

1. See World Investment Report 2000, Geneva, United Nations Commission on Trade and
Development.

2. See Magnus Blomstrom, Byron Gangnes and Sumner La Croix (eds) Japan’s New
Economy, Oxford, Oxford University Press, 2001.

3. On US foreign direct investment positions see Survey of Current Business, July 2000.
4. US firms in Europe are involved in these organizations: see David Coen ‘The Impact of

US Lobbying Practice on the European Business–Government Relationship’, California
Management Review, 41, 4, Summer 1999, 27–44.

5. See symposium on trade agreements in International Organization, 54, 3, Summer 2000.
6. See Catherine L. Mann, Is the US Trade Deficit Sustainable? Washington DC, Institute

for International Economics, 1999.
7. For a discussion of the dangers of destabilization see symposium on financial instabil-

ity in Oxford Review of Economic Policy, 15, 3, Autumn 1999.
8. The hard competition tends to accelerate concentration trends: the spirit of this compe-

tition is expressed in Ralph E. Gomory and William J. Baumol Global Trade and
Conflicting National Interests, Cambridge, MIT Press, 2000. See also US Competitiveness
2001, Washington DC, Council on Competitiveness.

9. See symposium or competition policy in Oxford Review of Economic Policy, 9, 2,
Summer 1993.

10. See discussions in 71st Annual Report, Bank of International Settlements, Basel, 11 June
2001, and International Capital Markets: Developments, Prospects and Key Policy Issues,
Washington DC, International Monetary Fund.

Corporate alliances in world trade 151



11. See symposium in OECD Economic Studies, 32, 2001.
12. On the pressures on managements see Mary O’Sullivan Contests for Corporate Control,

Oxford, Oxford University Press, 2000.
13. See reports on the demise of Enron, the US energy firm, Financial Times, various issues

during December 2001.
14. See symposium on financial instability in Oxford Review of Economic Policy, cited.
15. The building of international production systems, reviewed in World Investment Report

2001, Geneva, United Nations Commission on Trade and Development, enables firms
to assert greater freedom in choosing production locations. See also Thomas A. Gresik
‘The taxing task of taxing transnationals’, Journal of Economic Literature, XXXIX, 3,
September 2001, 800–38.

16. Firms tend to become more interdependent in the development of their production
capabilities, because of multiplying advances in advanced technology, and this interde-
pendence can be managed best through synergies generated in intensive exchanges of
tacit knowledge, which develops through such exchanges. See Nicolai Foss and Volker
Mahnke (eds) Competence, Governance, and Entrepreneurship, Oxford, Oxford
University Press, 2000.

17. On efficiencies generated through cooperation see Peter A. Hall and David Soskice (eds)
Varieties of Capitalism: Institutional Foundations of Comparative Advantage, Oxford,
Oxford University Press, 2001.

18. See discussions of these disputes in Alan M. Rugman and Gavin Boyd (eds) The World
Trade Organization in the New Global Economy, Cheltenham, Edward Elgar, 2001.

19. This point is implicit in surveys of international production systems, as presented in
World Investment Report 2001, cited.

20. See Coen, cited.
21. See references in Boyd and Rugman, cited.
22. Ibid.
23. International competition policy cooperation has developed, with strains, between the

USA and the European Union. See Youri Devuyst ‘Transatlantic Competition
Relations’, in Mark A. Pollack and Gregory C. Shaffer (eds) Transatlantic Governance
in the Global Economy, Lanham, Rowman and Littlefield, 2001, ch. 5, and Simon J.
Evenett, Alexander Lehmann and Benn Steil (eds) Antitrust goes Global, London, Royal
Institute of International Affairs and Washington DC, Brookings Institution, 2000.

24. See reports of OECD sponsored discussions on excess steel capacity, and on US consid-
eration of import controls, Financial Times, 18 and 20 December 2001.

25. Quests by investors for higher returns from speculative operations have been evident in
the USA despite the lowering of interest rates to facilitate economic recovery. See arti-
cles on hedge funds by Robert Clow Financial Times, 9 October 2001 and 4 December
2001, and his comments on Mutual Funds, Financial Times, 16 October 2001.

26. See references in Rugman and Boyd, cited.
27. Information failures were evident in the operations of Enron after its collapse. See espe-

cially Financial Times, 24 December 2001.
28. See references to industrial policies in symposium on infrastructure network industries

in Oxford Review of Economic Policy, 17, 3, Autumn 2001.
29. See International Organization – symposium on trade agreements, cited.
30. See references to anti-dumping in Rugman and Boyd, cited, and comments on third

world problems in J. Michael Finger, ‘Implementing the Uruguay Round Agreements:
Problems for Developing Countries’, The World Economy, 24, 9, September 2001,
1097–108.

31. Increased disputes are expected in the World Trade Organization because of the complex
market opening commitments which the Chinese have been obliged to make. See Will
Martin and Elena Ianchovichina ‘Implications of China’s accession to the World Trade
Organization for China and the WTO’, The World Economy, 24, 9, September 2001,
1205-20.

32. See Lucjan T. Orlowski (ed.) Transition and Growth in Post-Communist Societies,
Cheltenham, Edward Elgar, 2001.

152 Alliance capitalism and corporate management



33. On inefficiencies and instability in financial markets see Alexander Karmann (ed.)
Financial Structure and Stability, Heidelberg, Physica-Verlag, 2000. See also Financial
Market Trends, 75, Paris, OECD, March 2000.

34. See Ahmed Bounfour ‘Intangible Resources and Competitiveness: Towards a Dynamic
View of Corporate Performance’, in Pierre Buigues, Alexis Jacquemin and Jean-
Francois Marchipont (eds) Competitiveness and the Value of Intangible Assets,
Cheltenham, Edward Elgar 2000, ch. 2.

35. This can be argued with reference to observations in Gunnar Aliasson, ‘Making
Intangibles Visible: the Value, the Efficiency and the Economic Consequences of
Knowledge’, in the same volume, ch. 3.

36. On the public goods problems resulting from the independent operations of transna-
tional enterprises see Keith Cowling (ed.) Industrial Policy in Europe, London,
Routledge, 1999.

Corporate alliances in world trade 153



7. Corporate alliances and competition
policies
Gavin Boyd and Alan M. Rugman

This chapter explores the reasons for the recent tensions between the
European Union (EU) and the United States in the administration of com-
petition and antitrust policies. The growth of corporate alliances between
multinational enterprises (MNEs) and other firms based in the EU and
North America is basically driven by business and financial efficiencies, but
it also poses issues for the respective competition authorities. The corpo-
rate alliances involve various forms of cooperation based ultimately on
expanding markets and increasing shares of those markets. Yet this process
increases the degree of concentration, particularly if the intercorporate
cooperation is in the form of mergers and acquisitions. In addition, empir-
ical evidence suggests that, while alliances may develop with sound ratio-
nales (based on the advantages of complementary technological
specializations, and of combining established or prospective market
strengths), they often fail, within a few years, because of distrust, conflicts
of interest, and opportunism.1 Mergers and acquisitions thus may become
subject to investigation by competition authorities if there are concentra-
tions of market power above certain permitted levels.2

Cultures, institutions and established policy orientations in the ‘triad’ of
the United States, the EU, and Japan, influence corporate strategies in the
use of opportunities for alliance formation and for mergers and acquisi-
tions. Both types of activities are at high levels in the Atlantic context of
complex large-scale structural interdependencies between the United States
and the EU. Overall trends in this pattern (together with those in a secon-
dary pattern centred on the still distressed Japanese economy) are having
cumulative macroeconomic effects on global markets. These macroeco-
nomic effects include changes in the preferential funding of more compet-
itive firms; rates of technological progress; levels of growth and
employment; the relative bargaining power of firms; and in dealings with
other enterprises and governments.

Issues of international competition policy cooperation are also becom-
ing prominent, principally in transatlantic relations, and are increasing
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speculation about possible global competition policy cooperation in the
World Trade Organization. Very extensive shared interests in the harmoni-
ous development of trade and investment links between the United States
and the EU could be expected to motivate cooperation on competition
policy issues. Yet this has been difficult, due to opposing pressures from
rival international firms, differences in the estimation of market strengths
and potentials, and problems in the aggregation of preferences across cor-
porate associations and political groups.

International competition policy issues have structural significance, and
thus tend to activate structural policy initiatives, which in turn can compli-
cate and increase competition policy problems. In the EU, competition
policy aims, in principle, to facilitate the emergence of enterprises that will
be internationally competitive but without sufficient domestic strength to
significantly reduce the efficiency effects of corporate rivalries. Decisions
made in this context have to be related to estimates of the effects of anti-
trust enforcement in the United States that have Atlantic and global conse-
quences.3 In the United States, competition policy management involves
considerable institutional pluralism, influenced by administrative guide-
lines. It is less related to structural issues and structural policy concerns,
which can be attributed to a more liberal economic policy tradition.4

Japanese competition policy, informally tolerant of oligopolistic market
strengths, is in effect linked to a very active structural policy. This has inter-
national competitive objectives more ambitious than those of the EU.
While the US, Canadian and Mexican economies have become much more
open to each other, in the North America Free Trade Area (NAFTA), the
US economy’s trade and investment links with the EU have became very
large.

The US–EU link is now the most significant in world commerce. It is
being further expanded with the entries of East European states into the
EU, as well as with the extension of the EU’s preferential trade arrange-
ments, notably with Mediterranean and African countries. Corporate alli-
ances and mergers and acquisitions in Europe have major implications for
US MNEs which have a large corporate presence in the EU, and for US
exporters to the EU. Strong European corporate interests in collaboration
with US enterprises also have major implications for US firms active in
transatlantic commerce. The multiplying forms of European corporate
involvement in the United States also present challenges and opportunities
for US MNEs, although the European presence in the United States is more
fragmented and generally less competitive than the US counterpart in
Europe.5
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COMPETITION POLICY IN NAFTA

In NAFTA the competition policy processes of major US structural
significance are exercises of regulatory authority by the Antitrust Division
of the Department of Justice and the Federal Trade Commission. The
former is an arm of the administration, responsive to its economic philoso-
phy. The latter is a nominally independent agency, identified in principle
with a popular tradition of opposition to concentrations of economic
power. This is a tradition that also influences the Department of Justice.
Policy level perspectives, however, have been open to flows of economic
advice emphasizing efficiencies achieved by large enterprises that serve the
public interest and that can operate competitively in world markets.6 Despite
a strong trend towards concentration resulting from numerous mergers and
acquisitions, US antitrust enforcement has continued to discourage many
forms of cooperation between firms that could be considered as anticompet-
itive. Intercorporate alliances thus have had to be managed cautiously, to
avoid litigation based on allegations of price fixing or market sharing. Hence
there have been incentives to merge with or acquire alliance partners.7

Technological advances make firms more interdependent in the develop-
ment of their production capabilities, and this has implications for their
marketing activities. In the US context it is especially important to avoid
explicit agreements that could be cited in antitrust litigation because large
damages can result. Also alliance partners may have doubtful loyalties, and
may undergo changes because of active markets for corporate control.
Alliances can be exposed to high degrees of opportunism and low levels of
trust. These strains weaken alliances despite increases in interdependence
that can make their rationales evident.

Degrees of coherence in US antitrust policy have been affected by com-
plexities resulting from judicial involvement, with successive rulings and
appeals.8 These add to uncertainties that have to be reckoned with in deci-
sions about mergers and acquisitions, and also in those affecting choices
regarding the management of alliances. Currently, there is more tolerance
of mergers and acquisitions than of methods of increasing the market
benefits of alliances. This is reflected in the strength of concentration trends
within the United States. In 1999 the total value of mergers and acquisition
in the United States was estimated to be about $1.7 trillion.9

The structural consequences of the US concentration trend are extremely
important for Canada and Mexico. Total factor productivity levels in
Canada are lower than those in the United States, and the differences have
been tending to increase.10 Further increases may be expected as a conse-
quences of greater efficiencies associated with the emergence of larger
enterprises with more extensive market shares in the United States. These
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firms will have superior capabilities for the penetration of foreign markets.
Canada cannot challenge decisions by US antitrust authorities regarding
mergers and acquisitions by US firms, or the management of their alliances;
this is possible only for the EU, if it can provide evidence of substantial
increases in levels of international market strength.11 The EU’s bargaining
strength is comparable with that of the United States; leverage can be exer-
cised on trade and investment issues of vital significance for the United
States. This capability is not available to Mexico as there are few European
economic links. Mexico, still at a lower level of economic development than
Canada, simply has to accept the structural effects of US competition
policy decisions. Disparities in the levels of competitiveness and bargaining
strengths in this relationship are still large.

Forms of intercorporate cooperation in Canada and Mexico have minor
significance for the development of more balanced structural interdepen-
dencies with the United States. The US economy exerts powerful attrac-
tions which draw entrepreneurial initiatives from both countries,
principally to the advantage of large US firms as leading partners in alli-
ances and networks. Passive investment flows complement the movements
of direct investment.

Chapter 15 of the agreement which established the NAFTA sets out obli-
gations for the member countries to cooperate in the implementation of
their national competition policies; that is, through information exchanges
and consultations, especially within a Working Group on Trade and
Competition.12 The activities of this group are understandably affected by
asymmetries in information access and in surveillance and research capa-
bilities, as well as in ranges of interests. This is especially because the
Canadian and Mexican direct investment positions in the United States are
much less significant for US antitrust authorities than are the US direct
investment positions in Canada and Mexico for competition policy man-
agement in these two countries.

General principles in NAFTA relate to monopolies and state enterprises,
but there are no specifics regarding the abuse of dominant positions, collu-
sion, or vertical restraints. Export cartels, however, are exempt from anti-
trust enforcement in the United States and from applications of
competition law in Canada and Mexico. While US firms collaborating in
the Canadian and Mexican markets can thus be especially advantaged,
under a 1985 Mutual Legal Assistance Treaty the United States and
Canadian governments are committed to assist each other in the investiga-
tion of cartels and in competition policy enforcement against them.13

While engaged in US–Canadian competition policy cooperation, the
United States still endeavours to give its antitrust enforcement an extrater-
ritorial reach, in line with guidelines issued by the Department of Justice
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and the Federal Trade Commission in 1995. These are subject to discretion-
ary interpretation by the Department of Justice, and deal mainly with
issues affecting US consumers or the interests of US exporters. Attempts at
enforcement have resulted in conflicts with European governments and also
with Canada. Accordingly bilateral competition policy cooperation agree-
ments have been sought, as US policy has generally not favoured multilat-
eral competition policy cooperation in the World Trade Organization.14

Under the NAFTA agreement, member countries remain free to subsi-
dize the production and trading activities of their firms and to resort to
anti-dumping actions against each other, but chapter 19 provides for
dispute settlement through binational panels, although these have only
review functions. The United States is very active in the use of anti-
dumping measures, within NAFTA and in relations with the EU, and its
procedures tend to favour the interests of domestic producers. Sentiment
among US legislators strongly supports separation of antidumping cases
from competition policy issues.15 Canadian antidumping policy does not
have a domestic bias, and is administered with procedures that allow con-
sideration of related competition policy issues, although this has not always
been a common practice.

The evolution of forms of intercorporate cooperation and of the con-
centration trend in the United States has very substantial consequences for
the structural foundations of North American commerce, and, thus, for
competition processes which are changing those foundations and the
context of competition policy issues in NAFTA. Intercorporate alliances
in the United States, especially to high technology sectors, tend to exert
increasingly powerful attractions for Canadian and Mexican enterprises
seeking to develop related economies of scale. Opportunities for such
firms are limited in Canada and even more limited in Mexico. The
Canadian market is under one tenth the size of the US market and
Mexico’s is about one-twentieth. Industrial policy capabilities in Canada
are restricted by partnerships with US firms which influence Canadian
managements, and because of the fragmentation of corporate associations
in Canada.16 Also the perspectives of Canadian firms are sensitive to
uncertainties about the long-term prospects of the national economy. The
persistence of barriers to trade between Canadian provinces also affects
those uncertainties. Canada, like Mexico, has become very dependent on
the US market, and the failure to develop strong economic links with the
EU is having a cumulative effect on Canadian corporate outlooks.
Canada’s trade, investment, and political connections with Mexico are of
minor significance. For the Mexican government and for Mexican firms
there are now significant opportunities to develop ties with Latin
American states, and the principal challenges for policy and corporate
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planning in Mexico are to respond to US initiatives for the development
of a Free Trade Area of the Americas.17

A high proportion of the alliances between US enterprises lead to
mergers and acquisitions, approval of which is almost entirely a US
process, and is in effect open to challenge only by the EU. If large market
positions are involved, the evolution of forms of US intercorporate coop-
eration tends to be determined mainly by degrees of tolerance in antitrust
enforcement, the bargaining strengths of large I75 firms, and the increas-
ing importance of technology based incentives for alliance formation and
for mergers and acquisitions. Canadian and Mexican firms seeking linkages
with US enterprises have to reckon with increasing asymmetries in the com-
plexities of antitrust changes and continuities, corporate market positions,
and technological interdependencies within the US pattern. The overall
trend – increasing concentration with stronger technological leads in that
pattern – has several implications.

US corporate alliances and mergers and acquisitions, through effects on
the interests and opportunities of Canadian and Mexican firms, contribute
to changes in the incentives that can motivate Canadian and Mexican com-
petition policy authorities, and legislators shaping those policies.
Bargaining strengths of significance regarding those incentives must be
expected to undergo further changes if there are more active US initiatives
for the establishment of a Free Trade Area of the Americas, and especially
if these initiatives seem likely to lead initially to a hub and spoke
configuration of trade liberalization arrangements apart from NAFTA.18

Meanwhile, the domestic administration of competition policy in Canada
and Mexico will tend to have diminishing structural significance.
Competition policy enforcement intended to facilitate the emergence of
internationally more competitive Canadian and Mexican enterprises is
becoming less effective. Such firms are drawn into generally subordinate
partnering roles in the United States. Also incentives for collaboration
between Canadian corporations and Mexican firms are decreasing.

COMPETITION POLICY IN THE EUROPEAN UNION

Competition Policy in the EU is managed with considerable autonomy by
the European Commission, on the basis of essentially free market principles
accepted by member governments, although with tacit reservations related
to their structural policy concerns. Commission decisions can be appealed
to the European Court of Justice, and its decisions have overturned
Commission rulings, notably regarding forms of marketing collaboration.
Explicit forms of marketing coordination are in principle subject to
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competition policy enforcement, but there are ambiguities regarding coor-
dination occurring through independent decision making without formal
understandings. Mergers and acquisitions above certain levels have to be
approved by the Commission. It has sought to lower these levels, but has
been resisted by member governments.19 The established Commission orien-
tation is toward facilitating the emergence of competitive EU firms that will
not be regionally dominant but that will be capable of managing rivalries
with US and Japanese enterprises in world markets. The necessary judge-
mental decisions are difficult because of the generally weaker international
competitiveness of firms that emerge in intraunion consolidation processes,
and because of the scope for expansion within the EU by US enterprises,
who are attractive partners in alliances, mergers, and acquisitions.20

The development of cross-border alliances within the EU, with pricing
and market sharing arrangements, can be advantageous between firms
seeking to extend their operations, while maintaining independence, and
reckoning with the uncertainties of negotiating mergers or acquisitions.
Competition policy enforcement by the European Commission discou-
rages explicit agreements for coordinated cross-border marketing. In effect,
this allows scope only for mergers and acquisitions in which one major
party has large resources for bargaining and risk taking, or in which rela-
tively equal partners have been able to collaborate and build trust with each
other while avoiding exposure to EU level competition policy actions
through explicit marketing agreements. Large established firms in the more
industrialized member states are thus advantaged, and in this category are
major privatized utilities. Cross-border mergers and acquisitions by these
infrastructure network enterprises challenge member states to assert inde-
pendence in the management of their own competition policies.21

Meanwhile, the use of direct and indirect subsidies for national firms, to
enhance their competitiveness within the EU, and internationally, tends to
be given greater importance by member governments, although this evokes
pressures from the European Commission to force reductions of such state
aids.

The structural objectives evident in EU competition policy have to be
pursued in ways that contend with excess capacity and virtual market seg-
mentation in the automobile sector; oligopolistic retailing in major
member countries, accounting for high living costs; and the advantages of
collaboration with US firms for European enterprises lacking confidence in
their region’s prospects. The European Commission’s efforts to cope with
these problems are understandably affected by the dynamics of its interac-
tions with member governments and in particular by its capacity to articu-
late persuasively the logic of competition policy enforcement in the
common interest.

160 Alliance capitalism and corporate management



The development of alliance capitalism, with structural change being
influenced by competition policy, is restricted primarily because of cultu-
ral and political differences between member countries that are reflected in
their structural policy rivalries. Productive informal intercorporate cooper-
ation on a relational basis is extensive mainly in Germany. It avoids expo-
sure to competition policy enforcement by the European Commission
because of the absence of explicit agreements. In ventures within other
member countries, however, the limited scope for relational dealings
encourages emphasis and quests for mergers and acquisitions; German
firms have generally larger resources than their rivals in other member
countries. Technologically, moreover, German firms also tend to be advan-
taged: enterprises in other member countries have relatively weaker capa-
bilities for partnering in technology-based alliances.

In the automobile sector the Commission is endeavouring to reduce
long-established restrictive selling by requiring the development of more
open distribution networks. National industries will be brought into more
direct cross-border competition that will force efficient specializations.
Structural policy rivalries in this area between member governments are
thus being intensified, with major implications for overall industrial devel-
opment and employment. Cross-border alliance capitalism could contrib-
ute to harmonious regional integration of the sector but this is not in
prospect. While national automobile markets – principally those of
Germany, France, and Italy – remain virtually segmented, the EU as a
whole is open to penetration by US and, to a lesser extent, Japanese, auto-
mobile firms. The larger resources of these outside MNEs enable them to
implement aggressive sales strategies. The German, French, and Italian
manufacturers have to cope with market limitations on their capacities to
increase their own resources, so they fail to achieve beneficial cross-border
economies of scale.

Well established national oligopolistic retailing systems in the larger
member states impose considerable supply requirements on producers and
benefit from informal political ties with governments similar to those which
are important in the structurally more significant automobile industries.
The dominant retailing firms implement pricing strategies that maintain
costs above US levels, while also keeping employment below what would be
possible in a more competitive setting. While the options for suppliers are
restricted by the buying strengths of the leading retailers, the opportunities
for new entrants are also restricted – all the more so because of complex
regulatory requirements in retailing sectors. Regulatory functions tend to
be politicized, within national systems of governance, and there is resis-
tance to EU level penetration into this domestic policy area. Cross-border
collaboration between leading retail firms is exposed to competition policy
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enforcement by the European Commission, and accordingly these firms
have incentives to resort to merger and acquisition strategies, but these have
to contend with the informal political bonds that benefit such firms in their
home environments.22 An important consequence is that entries by such
firms into less industrialized member states with weaker retailing sectors
are more feasible than entries into each other’s established markets.

The advantages of collaboration with US rather than European partners
are tending to become more important factors in the regional pattern of
corporate strategies because of the continued gaps in competitiveness and
rates of growth between the EU and the United States. In the retailing
sector the entrenched positions of leading European enterprises are evi-
dently seen to be protected by politicized bias in regulatory systems. For
producers, particularly outside the automobile sector, opportunities to col-
laborate with US firms, offering scope for mergers and the acceptance of
acquisitions, are apparently tending to become more significant than col-
laboration with other European enterprises. The logic of forming technol-
ogy based alliances – that are likely to lead to mergers and acquisitions – is
becoming more compelling. US corporate representation in the articula-
tion of regional business interests to the European Commission is now a
major influence on the calculations of European firms seeking wider
opportunities.23

European corporate interest also motivates quests for mergers and acqui-
sitions in the United States, and these can be preceded by alliances. The
targets are mostly in medium and low technology sectors, with small or
moderate market strengths, and are of secondary significance for US anti-
trust authorities. The direct investment and high volume European portfo-
lio flows to the United States contribute to a lower value of the euro against
the US dollar, but have special significance for the US current account,
because of the size of the US trade deficits.24

Controls over mergers between European firms are generally ineffective
at the EU level, especially because of the unwillingness of member govern-
ments to accept Commission proposals for lowering ceilings under which
their competition authorities have responsibility. The Commission has to be
notified only when the combined annual worldwide turnover of the parties
exceeds �5 billion, and the EU turnover of each of at least two of the
parties is more than �250 million, and the parties conduct two-thirds or
more of their business within one member country.25 There are procedures
for coordination between the Commission and the competition authorities
in member states, but the structural policy concerns about competition
policy autonomy in member governments are increasing. Cross-border
mergers within the EU require approval by competition authorities in the
member states within which the parties operate. Negotiated understandings
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about the acceptability of the likely structural effects can thus become nec-
essary, and can be influenced by the relative bargaining strengths of member
governments. In effect there can be reciprocal restraints, as would appear
from the national concentrations of market power in retailing.

Increased efficiencies in competition policy management, it can be
argued, would be possible if this were entirely centralized at the EU level.
That, however, is not to be expected. The structural policy rivalries which
exist prevent the development of a common policy which could engage
comprehensively with the problems of lagging performance in European
industries. Enlargement of the EU with the admission of East European
states will add to the difficulties of collective decision making on structural
and competition policy issues. The impetus given to EU commerce by the
establishment of monetary union, however, is likely to be reflected in more
numerous cross-border mergers made feasible by understandings between
competition authorities in member states with superior bargaining
strengths, based on size and market positions. The key states will continue
to be Germany, France, and Italy. Germany’s significance is likely to be
strengthened by trade and investment links with the East European
entrants, as well as by the persistence of structural policy problems in
France and Italy. Relational bonds between German firms, although weak-
ened by strains in the German political economy, will tend to assume
greater significance in the structural evolution of the EU.26

ATLANTIC COMPETITION POLICY COOPERATION

Competition policy cooperation has developed between the United States
and the EU in a context of high structural and policy interdependencies,
informal mutual accountability, rough equality in bargaining strengths,
and large flows of economic advice to policy levels from research institutes
and interest groups. This is occurring despite considerable social distances
between legislators, and domestically oriented policy processes.

The structural interdependencies result from large-scale cross-invest-
ment and intra-industry trade. Policy interdependencies, attributable pri-
marily to the structural linkages, have been increased by the establishment
of the European Monetary Union, as mentioned in Chapter 2. Mutual
accountability has developed informally through decades of interaction on
macro- and microeconomics policy issues, facilitated by cultural affinities.
The EU economy which is similar in size to that of the United States, lags
in overall industrial development, but is characterized by an extensive
network of preferential trade relationships. Elite communities of economic
policy experts and international management scholars activate intensive
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discussions of policy coordination problems, but at a level somewhat
remote from the concerns of legislators. In the EU, domestic preoccupa-
tions have become very complex through its system of collective manage-
ment. In the United States, traditionally intense pluralism has tended to
become more domestically focused because of the difficulties of achieving
a recovery from the 2001/2 recession and the events of 11 September 2001.

The dimensions of the Atlantic structural interdependencies tend to
motivate enlightened policy level and corporate efforts to overcome strains
in competition policy cooperation. Such strains develop principally
because of the immediate and projected market effects of ongoing concen-
tration trends. Those in the United States are viewed with special concern
in the European Commission because of changes in market strengths,
transregionally and globally. This affects the fortunes of EU firms in their
own market and internationally. Concentration trends in Europe are of less
significance for the United States because the scale of these is still limited
by the persistence of considerable fragmentation in the EU market, and
because their effects within the United States tend to be dispersed in the sep-
arate British, German, French, Dutch and other European MNE presences
in the United States. Atlantic strains also develop because of corporate
marketing activities deemed to be anticompetitive by either side. These can
assume additional significance if they are related to concentration trends.27

The European Commission and the US antitrust authorities exchange
information about current and anticipated market changes associated with
mergers, acquisitions, and diverse forms of corporate marketing coopera-
tion. Judgemental considerations, however, influenced by structural as well
as market concerns, tend to be especially evident on the European side, on
the basis of concerns about weaker competitiveness and about the some-
what liberal orientation of US antitrust enforcement. These concerns are
manifest in the marketing area, and one common effect is that, because evi-
dence of diverse forms of marketing cooperation results in vulnerability to
competition policy enforcement, collaborating firms are given incentives to
unite through mergers and acquisitions. European Commission hopes for
the emergence of strong firms in a balanced and dynamic pattern of rival-
ries within the single market are challenged by intra EU mergers and acqui-
sitions, which, in combination with forms of tacit cooperation, tend to
produce an imbalanced pattern of market strengths.28 Additional chal-
lenges are presented by the expansion of the US corporate presence in
Europe, through mergers and acquisitions, as well as through informal
methods of cooperation, aided especially by a strong direct investment
position in financial services and, indirectly, by large flows of passive
European investment to the United States.29

The record of competition policy interactions between the United States
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and the EU since the signing of a 1991 agreement between the US adminis-
tration and the European Commission, indicates active concern, in the
European Commission, with the effects of concentration trends involving
large internationally competitive US MNEs. There are also indications of
openness, however, to complaints by US antitrust authorities about
European corporate and policy level discrimination against US enterprises in
Europe, notably in air transport sectors.30 In this industry there are asymme-
tries of access, as US carriers operate across borders in the EU but European
carriers cannot provide services between points in the United States.

European competition policy enforcement has given special attention to
US aerospace mergers and acquisitions, which would affect the Airbus con-
sortium’s international market interests. This European attention has also
been given to concentration trends in other US service sectors (apart from
air transport), notably in communications and business services, that have
seemed likely to enhance the United States’ overall competitiveness in
service industries.31

European Commission efforts to use regulatory powers for the develop-
ment of a more active market for corporate control in the EU, which have
been opposed by member governments, are in accord with US antitrust
policy and with the interests of US firms in Europe, but have not evoked
US approval. US MNEs in the EU, as noted, have gained recognition as
partners in European business associations for the representation of
common concerns to the European Commission and administrations in
member states.32 European firms, moreover, while tending to align with US
enterprises for mergers and acquisitions, have been willing to reverse exces-
sive diversifications through divestment strategies acceptable to majority
shareholders when there are advantageous terms offered by US acquirers.
The perspectives of EU member governments, focused on structural policy
issues, but also on the maintenance of domestic political ties, have been
complicated by the interests of managements and large shareholders as the
EU becomes more closely linked with the United States.

Financial market regulation has tended to become more closely linked
with Atlantic competition policy cooperation because of strong concentra-
tion trends in world financial markets. The potential for destabilizing spec-
ulation has become more significant as became evident with the collapse of
Enron, the large US energy firm in early 2002.33 This historic bankruptcy
has made European authorities more sensitive to problems in the regula-
tion of large nonfinancial enterprises that have not been subject to compe-
tition policy enforcement even when they have attempted hazardous
speculative diversification. And US antitrust agencies have been obliged to
consider the destabilizing potential of speculative propensities in the man-
agement of large enterprises that become conglomerates.
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European financial markets are less developed and less effectively regu-
lated than those in the United States. They are significantly open to entries
by US financial enterprises, whose home and international market positions
are generally larger and are under more aggressive management.34 The US
enterprises, moreover, have an attractive home market for European inves-
tors, while there is a smaller scale of European financial sector involvement
in the United States. Cooperative practices developing between European
and US competition authorities tend to benefit US financial enterprises
expanding their European operations. Relations between the European
Commission and US trade policy agencies tend to be adversarial, and thus
affect negotiations on the liberalization of trade in financial services.35

Efficiency considerations are a basic element in the formal rationale for
competition policy cooperation between the EU and the United States.
Competitive pressures driving corporate performance in specializations are
expected to increase interdependent growth while preventing abuses of
market strengths. Potential efficiencies resulting from mergers and acquisi-
tions tend to be secondary considerations in European and US competition
policy enforcement, because of the prominence given to assessments of rel-
ative market power. On the European side, because of weaker structural
competitiveness, efficiency assessments could logically be given greater pri-
ority. This would be consistent with Commission endeavours to promote
the development of small and medium sized firms, especially in high tech-
nology sectors.36 The efficiency assessments, however, would be highly
judgemental, and would require expertise outside the competition policy
area. In the Commission such expertise would have to be provided by direc-
torates dealing with industries. These have been oriented mainly toward the
encouragement of mergers and acquisitions which would achieve scale
economies simply on the basis of larger market power. The promotion of
growth by small and medium sized enterprises has been a secondary endea-
vour. It has encountered difficulties because of the weak technological
capabilities of such firms. In the United States, antitrust authorities would
also require additional expertise to assess the efficiencies of mergers and
acquisitions. They focus on the significance of market power, although the
main trend in official guidelines has been increasing recognition of the pro-
ductive capabilities of large firms for the national economy.37

CORPORATE COOPERATION AND COMPETITION
POLICY ISSUES

Competition policy cooperation in Atlantic relations, and competition
policy enforcement in the EU and in the United States, have led to
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recognition of the increasing complexity of major issues of efficiency,
stability, and social justice in the evolution of corporate alliances, concen-
tration trends, and market practices. Regulative functions intended to
ensure efficiencies in the operation of market forces have taken effect in con-
texts in which market failures have been mixed with the efficiencies, espe-
cially because of the concentration trends. Questions about stability and
order have assumed prominence because of the scale of speculative activ-
ities in financial markets that tend to contribute to unsustainable asset
appreciations which can make those trends destabilizing. Externalities
associated with the mergers and acquisitions driving the concentration
tends can include sectoral disruptions and employment losses.

Engagement with public goods issues is becoming a more necessary and
more demanding task for competition policy authorities although they
remain charged principally with responsibilities for the maintenance of free
market forces. Official capacities for management of those responsibilities
have always depended on degrees of spontaneous order and self-regulation
in corporate communities, and these now have greater significance because
of the difficulties of judgemental determination on competition matters in
structurally interdependent knowledge based political economies. If there
can be increased relational intercorporate cooperation in the development
of international production and marketing systems, with emphasis on
initiatives to build entrepreneurial complementarities, concentration trends
will be moderated and corporate alliances will become more stable, with
greater synergies.38

Surveillance of forms of intercorporate cooperation by competition
authorities is becoming more difficult because of the multiplication of tech-
nology based production interdependencies between firms. This requires
numerous exchanges of tacit as well as codified knowledge, and the devel-
opment of informal understandings about related production and market-
ing plans, which necessarily involve suppliers and distributors linked in
alliances and networks. The rising costs of new investments in advanced
technology make the planning of complementary entrepreneurial ventures
dependent on understandings about the use of concerted strategies to
ensure anticipated sales and revenues. The building of trust and goodwill
in alliances and networks depends on collaborative marketing that adjusts
to changing demand patterns and to technological breakthroughs.39

Collaboration can become collusive. This can be prevented through
forms of accountability developing in comprehensive corporate associa-
tions, which therefore should be free to form on a relational basis, without
restrictive involvement by competition authorities. The order provided by
such associations and industry groups can complement competition
policy enforcement while limiting its tasks in ways that can provide scope
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for continuing development of the associations and industry groups and
for their productive partnering with structural policy authorities.

The multiplication of technology based production interdependencies
between firms, resulting from advances on widening fronts in fundamental
research, is becoming more and more international, yet with US scientific
institutes at the centre. Collaborative pre-competitive research in the
United States can be managed with certification by antitrust authorities,
but continuing cooperation for commercial application is possible with
only tacit understandings about the terms of procurements and sales. There
are advantages in developing such understandings with foreign partners,
although binding them with explicit agreements on marketing practices can
risk exposure to competition policy enforcement. Risk of this kind adds to
the incentives to shift from alliance to merger and acquisition strategies.
These can be used with greater effect to restrict competition.

The internationalization of corporate production interdependencies, in
conjunction with increases in corporate alliances and mergers and acquisi-
tions, adds to the importance of international competition policy cooper-
ation as a public good. The capabilities of national competition authorities
and of systems for their collaboration, however, are being strained by the
expanding range of technology based alliances and the widening scope of
cross-border corporate collaboration. The regulatory functions tend to be
politicized, especially because of their significance in the tacit trading of
political favours. The conclusion is that comprehensive corporate associa-
tions and industry groups must promote spontaneous order and harmony,
to complement the increasingly difficult tasks of competition policy
authorities. This is all the more significant in view of the dimensions of the
cross-border production interdependencies that have to be recognized. A
case for entrusting international competition policy responsibilities to the
World Trade Organization, however, cannot be pressed while that body’s
institutional weaknesses persist. The degree of self-regulation that can
become possible for US and European business groups, in close associa-
tion, is a vital public goods concern, both for Atlantic relations and the
international community.
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8. Alliance capitalism in Europe
Sarianna M. Lundan

This chapter explores the interplay between two forms of alliance capital-
ism: alliance capitalism at the level of the state, which refers to the institu-
tional structure underlying economic activity, and alliance capitalism at the
level of the firm, which is concerned with the motivations and modalities
relating to cooperative corporate activity. We begin by outlining the main
differences between the coordinated and liberal market economics, typified
in Europe by Germany and the United Kingdom respectively. We then
discuss the extent to which such systemic differences translate into eco-
nomic performance, and particularly the extent to which they shape the
activities of indigenous firms. We conclude the discussion on the institu-
tional level of alliance capitalism by examining the dynamics of such
systems, and in particular, the role of multinational firms in effecting
change.

From the dynamics of national systems we move on to the level of the
firm, and present a theoretical context for multinational corporate activity
that covers both the observed growth in mergers and acquisitions as well as
strategic alliances. We then review some recent empirical evidence relating
to the extent of strategic alliances, and in particular contractual alliances
in high-technology sectors, and the clustering of innovative activity in
specific regions. We conclude by assessing the implications of this activity
to the competence accumulation of European firms, which we see as essen-
tial in contributing to the formation of high value-added clusters of busi-
ness activity, and thus to improving the locational attractiveness of Europe.

We end this chapter with a discussion of the extent to which we should
expect a degree of convergence toward a more global (American) business
model in Europe, or whether the differences in national business systems
within Europe might in fact be reinforced by multinational corporate activ-
ity. On the policy side, we will argue that the process of cluster formation
needs to be accompanied by a competition policy that permits foreign
multinationals to derive asymmetrical benefits from their participation in
the local cluster by allowing them to reach a substantial market share in the
European context. Alliance capitalism, involving economic activity of a
cooperative nature among participants that are known to each other, itself
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represents a move away from the purely competitive market, and as such
requires macro-organizational policies by governments that are neither
overly interventionist nor completely laissez-faire. The market-led process
of the creation of clusters of economic activity that form hotspots attrac-
tive to multinationals is an example of a virtuous cycle of technological
accumulation where the role of the government is merely a facilitative one.
However, the ability of regions to hold on to investment and to achieve sus-
tained economic growth rests on the ability of firms to derive long-term
benefits from their presence in the area, which in some cases may involve
the acceptance of a degree of collusion and market dominance.

VARIETIES OF CAPITALISM

At the level of the nation state, institutions such as the relative role of share-
holders and banks as sources of corporate finance, and the role of trade
associations, chambers of commerce and trade unions, play an important
part in shaping the strategies of European firms.1 In the economic and busi-
ness literature, the institutional underpinnings of different forms of capi-
talism have been famously discussed by North (1991), as well as by scholars
employing the concept of the national business system prominent in the
work of Whitley (1992a, b). Other contributions in this vein have ranged
from the largely descriptive account of Vogel (1991), to the more formal
comparative approach adopted by Hamilton and Biggart (1988), and the
theoretical arguments offered by Jones (1995). In contrast to scholars who
focus on a particular aspect of the institutional setting, such as compara-
tive studies on corporate governance and labour relations (see e.g. Cohen
and Boyd, 2000; Lane, 1989), these authors attempt to incorporate culture
and societal norms into the broad range of institutions that influence eco-
nomic performance.

A contrasting approach presented by Casson and Lundan (1999) argues
that international differences in industrial systems are better seen as a
reflection of the different composition of industries found in each country.
Each industry has its own particular functional logic, which determines the
best-practice style of management, and the most appropriate pattern of
ownership. Thus, for example, economies of scale mean that the steel indus-
try in each country is dominated by a small number of very large firms,
while diseconomies of scale mean that the printing industry normally con-
sists of a large number of small firms. In general, each industry has its own
distinctive ‘recipe’ (Spender, 1989), which is shared by managers who see it
as appropriate for their conditions. The comparative advantage of the
country, as determined by natural resource endowments, labour skills, and
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so on, governs which type of industry dominates the country, and therefore
governs which form of organization is typical of that country. In order to
account for the differences in performance between economies, one needs
not only to focus at the industry level, but also to incorporate the dynamics
brought about by multinational activity and the role of entrepreneurship.

In this chapter, we aim to integrate the country-specific view with the
industry-specific view, by exploring the dynamics of change within
European business systems that arise from multinational activity. In the
end, whether international variation dominates inter-industry variation, in
other words, whether the same industries are organized differently in
different countries, and different industries are organized in a similar way
in the same country, is an empirical question. In some cases industry recipes
are very strong, and the transformational logic of an industry is sufficient
to bring about institutional change at the national level. In other instances,
firms continue to reflect the legacy of their home country context. (In prac-
tice, the benefit of disaggregation at the industry level is that propositions
can be based very closely on primary evidence, whereas propositions based
on aggregation are really statements about the average or typical case.)

We will use the classification employed by Hall and Soskice (2001) of
coordinated and liberal market economies as the basis of our discussion. In
their discussion as well as here, among coordinated economies Germany is
pre-eminent in the analysis, although the group also includes the
Scandinavian countries, the Netherlands, Belgium, Austria, Switzerland
and Japan. Coordinated economies typically enjoy ‘patient’ debt capital
encouraged by the cross-ownership of banks and industrial enterprises and
interlocking directorates. In coordinated economies decision-making tends
to be consensus based, and in Europe a model of industrial relations involv-
ing collective bargaining through peak associations is typically employed.
Such economies depend on industry- or firm-specific skills and, due to
limited labour mobility, encourage cooperation between firms in a given
sector through trade associations or chambers of commerce. Coordination
in Germany (as well as in Finland and Sweden, for example) takes place at
the level of industry, whereas coordination in Japan and South Korea is done
at the level of the business group, or the keiretsu and chaebol respectively.

By contrast, liberal market economies are typified by the United States,
but also include Canada, the United Kingdom, Ireland, Australia and New
Zealand. These countries feature widespread share ownership and a persis-
tent threat of takeovers, flexible labour markets with the right to hire and
fire, and education systems geared towards mobility. Due to rigorous anti-
trust provisions, knowledge transfer between firms in liberal economies was
traditionally conducted through the marketplace by technology licensing
agreements or by poaching human resources from the competitors’

Alliance capitalism in Europe 173



research laboratories. While in the coordinated market system, continued
collaboration within and among firms results in consensus-based stan-
dards, in market-based systems standards are formed in a race to the finish,
where the winner takes all.

Another interesting feature of the institutional fabric highlighted by
Casper (2001) that may systematically influence firm behaviour is the
degree to which the legal system allows the kind of freedom of contracting
typically enjoyed by US firms. For example, the legal system in Germany
operates with much more standardized contractual structures or frame-
works that have been brought about by collaboration within the networks
of trade associations and firms. Under conditions of incomplete contracts,
such a system allows for the courts to intervene when there is an imbalance
of power between the contracting parties that would allow the dominant
firm to shift risk to the weaker party. Such discretion restricts the range of
governance structures that are available to (dominant) firms.

That there are persistent differences in institutional structures is not
debatable, but whether such differences systematically influence the key
parameters of innovativeness, productivity and competitiveness on a
national level is less evident. As much as some key aspects of the economy
are shaped by historical circumstances, industries have their own histories
and a transformational logic that is complementary to the national level,
and implies aggregation from the firm level up rather than the other way
around. There are path-breaking firms within coordinated economies, and
an institutional explanation of how Nokia has arisen out of an industrial
structure that has previously supported industries exploiting forest and
mineral resources would require very rapid changes in the institutional
fabric. On the other hand, it could be argued that Nokia has tapped into a
more general institutional setting in Finland, with high quality engineering
education and an informal management culture that is none the less results
oriented. If this was the case, the emergence of Nokia could in fact be
thought of as an example of entrepreneurial activity uncovering previously
underutilized resources within the institutional setting. In the following
section we will explore more examples linking firm behaviour and institu-
tional change.

DYNAMICS OF BUSINESS SYSTEMS

Coordinated market economies are particularly well suited to exploiting a
highly skilled labour force that enjoys a relative degree of autonomy, and
works to achieve incremental improvements in production. By contrast, the
liberal market economies are more likely to encourage frame breaking
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innovation, while they do not always deal well with the requirements related
to quality control and continuous improvement. Coordinated market econ-
omies also typically provide extensive education and training suitable to the
production system. Among others, Hall and Soskice (2001) argue that
German firms have benefited from a national system of innovation that is
based on inter-firm cooperation within trade associations and consequent
gradual improvement in the industry. This is reinforced by two distinct
aspects of corporate governance, namely the existence of two-tier boards
where workers are represented alongside company executives, and the
cross-ownership of firms and banks that ensures ‘patient’ capital and infor-
mation exchange, both at the higher and lower levels of the firm.

Indeed, the European patent data presented by Hall and Soskice (2001)
seem to indicate quite a clear division of labour, whereby firms in the
United States patent much more heavily in the high-technology sectors of
biotechnology, new materials, pharmaceuticals and information technol-
ogy, while the German firms are much more prevalent in areas such as civil
engineering, transport and agricultural machines. (These counts compare
German and US patents in different sectors in relation to global patenting
in each sector.) Furthermore, the evidence cited by Padoan (2002) demon-
strates that there are fundamental differences in knowledge accumulation
between European countries, so that in the United Kingdom, for instance,
knowledge accumulation is sensitive to domestic R&D, and also benefits
strongly from high-technology imports and the stock of knowledge of
foreign multinationals. By contrast, the results for Germany show moder-
ate sensitivity of patenting to R&D expenditure, a more moderate role
of the stock of foreign knowledge, and the higher importance of high-
technology imports in enhancing domestic knowledge accumulation.
Furthermore, in assessing whether the foreign stock of knowledge origi-
nates inside or outside the European Union, not surprisingly it was found
that Germany is the only case that shows a strong regional effect. It was also
revealed that the regional effects are sector specific, which lends support to
the importance of the organic market order of specialization within indus-
tries that creates the potential for local clusters of economic activity and
the subsequent spillover effects.

This being the case, it might be expected that German firms would be less
inclined to engage in strategic alliances with one another, and would rather
engage in alliances with companies from the United States, whose knowl-
edge base is sufficiently different owing to the availability of venture capital
and an emphasis on entrepreneurship. Indeed, there is evidence to indicate
that firms would prefer to collaborate with others that possess a different
knowledge base from their own. For example, in a study of the 15 largest
electronics firms in Europe, Giarratana and Torrisi (2002) found that
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EU-sponsored agreements between European firms, whether in core or
non-core sectors, do not have a significant effect on technological perfor-
mance as measured by patents. Rather, these serve as a forum where firms
can influence the future direction of technical standards, for example. By
contrast, private research collaborations were found to have a strong posi-
tive effect on patenting, particularly in non-core sectors, and particularly
with US and Japanese partners. Similarly, Miotti and Sachwald (2002) ana-
lyzed the extent of cooperation in R&D based on a sample of manufactur-
ing subsidiaries in France, some of them indigenous French firms, and
others the affiliates of other European, US and Japanese firms. They con-
cluded that for the French firms, international R&D partnerships were
more efficient than French partners at increasing the firms’ innovative capa-
bilities. Furthermore, firms that cooperated with American partners tended
to do so in relatively high technology sectors, while also cooperating with
EU and Japanese firms.

One could even argue that the relatively low levels of foreign direct
investment from Germany as compared with the United Kingdom, for
instance, might be due to the fact that in coordinated economies, the insti-
tutional setting is an important part of a firm’s competitiveness, and as
such it poses an impediment to mobility. However, one way for firms to
overcome such impediments is for them to transplant the domestic organ-
izational logic to a foreign production location. Japanese firms’ successful
transplantation of their production system into the United States in the late
1980s is a case in point (see e.g. Cusumano and Takeishi, 1991). Another
way is for the institutional structure of the host country to be transformed
to better suit the firm. For example, according to Kanter (2000), the deci-
sive factors in getting BMW to commit to locating in Spartanburg in the
state of South Carolina had to do with the role played by the local business
coalitions in the re-designing of the education and technical training
system towards something resembling the German model.

The growth in both acquisitions and alliances involving European firms
during the past decade is undoubtedly exerting a transforming influence on
European business systems. The evidence presented by Emmons and
Schmid (2002) shows that of the total of $720 billion worth of mergers and
acquisitions undertaken in 1999, European Union firms were responsible
for about $500 billion as buyers, and about $350 billion as sellers, and
during the same year three-quarters of the firms involved in the world’s ten
largest cross-border mergers came from Europe. (This is in spite of the
rather dismal track record of the success of mergers, which may be linked
to the element of imitation that has created successive waves of merger
activity.)

The decline of the continental business model in favour of a model of
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shareholder capitalism has created conditions where corporate restructur-
ing through mergers and acquisitions has been made possible. Particularly
in Germany, France and Spain, where the ownership of large firms by
financial institutions and the practice of interlocking directorates have
been the norm, a spate of big ticket takeovers most notably of Mannesman
by Vodafone in 2000, or indeed the takeover by Daimler Benz of Chrysler
which took place two years earlier, have signalled a transition to a new era
(see e.g. Canals, 2002; Emmons and Schmid, 2002). Following the
European Union regulation on the control of concentration which came
into effect in 1990, an analysis by Glais (2000) of a large number of deci-
sions announced over the last ten years highlights the fact that the
European Commission has adopted a liberal interpretation of the rather
strict competition rules. This interpretation has allowed mergers that meet
industrial policy goals not to fall foul of a very orthodox interpretation of
the competition rules. This has been particularly pertinent in terms of the
definition of the relevant market, since an appropriately wide definition
allows for much more substantial market dominance to take place. In addi-
tion, potential competition from firms located within or outside the com-
munity can be taken into account in accepting a merger, which has proven
critical in allowing for the approval of merger projects that promote
European economic efficiency even if competition is compromised in the
concerned market.

While the hostile takeovers have sometimes been taken as an indication
that the institutional context of European economies is about to give way
to a global or American kind of capitalism, we would argue that such a
judgment is premature, or may only concern the relationship of European
firms in connection with the (global) financial markets. Institutional share-
holders within Europe, and certainly in the United States, are clearly
becoming more demanding in terms of corporate transparency and perfor-
mance, and this is changing some practices within Europe. One could
argue, for instance, that the use of debt financing and close shareholding to
protect firms from takeovers are among the non-competitive aspects of
European capitalism, and that such practices are ultimately discriminatory
towards outsider (foreign) firms.2 Just as Japan has continued to be under
pressure to change its opaque system of insider connections, some of the
same transformation is now going on in Europe. However, this does not
mean that the functional aspects of the diverse institutional fabric within
Europe, whether it be the German apprenticeship system or the French
state–business relations, or the combination of liberal markets and corpo-
ratism in Britain, would not continue to provide European firms with a
source of competitive advantage by mediating information exchange
within industries.
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To the extent that national institutions in fact contribute to the perfor-
mance of firms and are not merely a relic carried over from another era,
there is no reason why such institutionally distinctive characteristics could
not be maintained in the global economy. The institutional structure is
functional if it allows firms to derive value from their presence in the area,
and in a world of capital mobility this would form the basis on which an
international or regional division of labour would occur. It will be argued
that such advantages arise from some kind of a distortion of the market,
and cannot by definition be beneficial to all market participants.
Consequently, policies should be aimed at cultivating regional differences
in the creation of such competencies, and not aimed at a pan-European
level of competence accumulation. The institutional environment and the
differences between countries in Europe are beneficial to some firms, most
obviously successful indigenous firms, but also to those foreign firms that
are able to integrate themselves into the local setting. Thus while we agree
with the basic analysis of the knowledge-based economy and the impor-
tance of national or local systems of innovation as presented by Padoan
(2002), for example, we would argue that his proposition to create a
European system of innovation is overly structuralist, and ignores the
origins of the competitive advantage that is derived from local clusters.

The following section will explore the motivations of firms to enter into
(cross-border) collaborative activity. This is followed by a review of recent
empirical evidence of the patterns of alliance activity and the growth in
mergers and acquisitions. We will argue that these patterns are related to
the formation of regional clusters of economic activity that both build on,
as well as transform, the institutional features of the local economy.

MOTIVATIONS FOR STRATEGIC PARTNERING

One of the oldest and more widely studied forms of inter-firm partnering
is joint ventures (see e.g. Berg, Duncan and Friedman, 1982; Hagedoorn,
1996; Hladik, 1985). Joint ventures are organizational units created and
controlled by two or more parent companies, and as such they increase the
organizational interdependence of the parent companies. Although joint
ventures can be seen as ‘hybrids’ that fall between markets and hierarchies,
they do come close to hierarchical organizational structures as parent com-
panies share control over the joint venture. However, joint ventures can
also act as semi-independent units that perform standard company func-
tions such as R&D, manufacturing, sales, marketing, etc. It is this semi-
independent status that enables companies to apply joint ventures in a
broader strategic setting where companies enter into new markets, reposi-
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tion themselves in existing markets or use exit strategies in declining
markets (Harrigan, 1988).

According to the empirical evidence presented by Hagedoorn (1996) and
Narula and Hagedoorn (1999), there has been a decline in the popularity of
joint ventures when compared with other forms of partnering. It can be
hypothesized that the decreasing popularity is probably due to the organiza-
tional costs of joint ventures in combination with their high observed failure
rate (Kogut, 1988; Porter, 1987). More specifically, problems with the con-
tinuation of joint ventures, as discussed in the literature, are related to the
risk of sharing proprietary knowledge, the desire for control by one partner,
and a divergence of strategic objectives (Harrigan, 1988; Hladik, 1985).

Recent studies have established that non-equity, contractual forms of
R&D partnerships, such as joint R&D pacts and joint development agree-
ments, have become very important modes of inter-firm collaboration, as
their numbers and share in the total of partnerships have far exceeded that
of joint ventures (Hagedoorn, 1996; Narula and Hagedoorn, 1999; Osborn
and Baughn, 1990). These contractual agreements cover technology and
R&D sharing between two or more companies in combination with joint
research or joint development projects. Such undertakings imply the
sharing of resources, usually through project-based groups of engineers
and scientists from each parent company. The costs of capital investment,
such as laboratories, office space, equipment, etc., are shared between the
partners. Although these contractual R&D partnerships have a limited
time-horizon due to their project-based organization, each partnership
none the less appears to require a relatively strong commitment by the com-
panies involved and a corresponding level of inter-organizational interde-
pendence during the joint project. However, if compared with joint
ventures, the degree of organizational dependence between companies in
an R&D partnership is still smaller, and the time-horizon of the project-
based partnerships is almost by definition shorter (Hagedoorn, 1993).

Given the somewhat more informal nature of this form of collaboration,
the R&D pacts and joint development agreements cover a wide variety of
legal and organizational arrangements. Also, even more than in the case of
joint ventures, these contractual R&D partnerships should be seen as
incomplete contracts,3 since it is impossible a priori to specify the concrete
results of the joint effort. Consequently, the causes for the popularity of
contractual arrangements have to be found in the flexibility that companies
achieve through entering into such relatively small-scale projects.
Specifically, the costs of both intended and unintended terminations are
much lower when compared with the costs of the termination of a joint
venture, which involves the dissolution of a separate organization.

In general, it would appear that both a cost-economizing rationale and

Alliance capitalism in Europe 179



a strategic rationale play a role in the motivation of companies to enter into
different R&D partnerships. The cost-economizing motivation applies
when at least one company enters the partnership mainly to lower the costs
of some of its R&D activities by sharing these with other companies. The
cost-economizing rationale plays a role particularly in capital and R&D
intensive industries, such as the telecommunications equipment (capital
goods) industry, where the costs of a single, large R&D project are beyond
the reach of most individual companies (Hagedoorn, 1993). However, the
strategic rationale becomes important if, for instance, companies decide to
selectively enter into R&D partnerships that are not related to their core
activities, while keeping their primary R&D activities within their own
domain (Teece, 1986). The strategic intent of R&D partnerships is also
apparent in those cases where companies jointly perform R&D in new,
high-risk areas, whose future importance for the partners’ technological
capabilities remains uncertain for a considerable period of time.

It is apparent from the results of several studies on the motives for inter-
firm partnerships, that in many cases the cost-economizing and strategic
motivations are intertwined. Most studies on R&D partnerships or similar
forms of alliances stress a variety of motivations for these relationships (see
e.g. Das, Sen and Sengupta, 1998; Eisenhardt and Schoonhoven, 1996;
Hagedoorn, 1993; Hagedoorn, Link and Vonortas, 2000; Lorenzoni and
Lipparini, 1999; Mowery, Oxley and Silverman, 1996). The most common
motivations (in no particular order) are: the need to monitor and engage in
the cross-fertilization of technological disciplines, the need to achieve econ-
omies of scale and scope in R&D, the need to share the costs of R&D pro-
jects, the need to shorten the innovation cycle, the desire to incorporate
complementary technologies, the desire to search for technological syner-
gies, the desire to capture a partner’s tacit knowledge and the desire to
jointly manage R&D uncertainty.

Although partnerships are a crucial element in the overall strategy of
many companies, for others they are a relevant, but still only complemen-
tary, part of their strategic activities. There is some evidence to indicate that
leading companies (market leaders and technology leaders) seek partner-
ships outside their core activities, searching for new activities and new tech-
nological opportunities beyond their current domain (Hagedoorn, 1995;
Hamel, 1991; Hamel and Prahalad, 1994). However, in general one can
expect that for many companies their motives to enter into R&D partner-
ships frequently have both a cost-economizing background and a strategic
intent. Furthermore, it is important to realize that there is a dynamic aspect
to all of this, as the motives of a company with multiple research programs
can change over time due to developments within the company itself, as
well as within its environment and the partnership (Harrigan, 1988).
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PATTERNS IN ALLIANCE FORMATION AND
MERGER ACTIVITY

In this section, we will review the existing evidence of the sectoral and geo-
graphical distribution of alliance activity, as well as the (more limited) evi-
dence on patterns of mergers and acquisitions. We will also discuss the
extent to which the empirical evidence point to similarities or differences in
the use of alliances and mergers in the asset augmenting activity of multi-
nationals. The fact that both mergers and alliances can be used in a similar
manner to tap into other firms’ knowledge-based assets makes at least some
merger and acquisition activity arguably very similar to alliance formation
in its motivation.

Since the 1970s, we see an almost exponential growth of strategic tech-
nology alliances from less than 50 strategic technology alliances founded
each year during the mid-1970s, to nearly 600 founded in the 1990s
(Hagedoorn, 1996). During this period of growth, the sectoral distribution
of strategic technology alliances changed as well, largely due to the increas-
ing importance of high-technology sectors, such as pharmaceutical bio-
technology, information technology and new materials. Gradually, these
‘new’ industries increased their share in strategic technology partnering to
close to 90 per cent of all of the alliances established during the 1990s
(Hagedoorn, 1996). A similar concentration of alliance activity is found if
one considers the geographical distribution of strategic technology alli-
ances. Freeman and Hagedoorn (1994) report that over 95 per cent of all
strategic technology alliances are formed between companies from the
developed economies. Not surprisingly, the higher the R&D intensity of the
industry, the lower the participation of companies from developing and
emerging economies, as such firms are seldom in possession of knowledge-
intensive resources that would be attractive to a Triad partner (see also
Hagedoorn and Lundan, 2001).

The sectoral and geographical concentration of alliances is testament to
the underlying pattern of combining highly tacit capabilities with specific
location-bound assets. Research by Hagedoorn and Narula (1996) revealed
strategic partnering activity to be more evenly distributed between indus-
trial sectors in more technologically advanced countries (R&D/GDP
greater than 1 per cent). Subsequent research by Hagedoorn (1996)
revealed that certain regions have attracted clusters of international strate-
gic technology partnering activity, such as in the case of the large number
of alliances between European pharmaceutical companies and US biotech-
nology companies, and the many long-term alliances between European
information technology companies and semiconductor and software com-
panies from Silicon Valley. Additionally, although technology partnering is
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still dominated by the developed economies, there is also some recent evi-
dence that a small group of Asian economies (South Korea, Taiwan, Hong
Kong) are gradually becoming interesting partners for companies from the
developed economies, also in terms of their technology intensive assets,
particularly in electronics and related industries (Duysters and Hagedoorn,
2000).

Although firms of all sizes and different degrees of multinationality
engage in strategic alliances, the size of the firm (as measured by the
number of employees) was found to be an important factor in explaining
the propensity of firms to form alliances (Duysters and Hagedoorn, 1995).
Additionally, Hagedoorn (1995) demonstrated that in most industrial
sectors, large multinational corporations, mostly those in the Fortune
Global 500, are the most active alliance partners. A network analysis of
several sectors revealed that many of these multinationals are ‘nodal’
players in networks of strategic alliances with a variety of alliance partners,
with domestic (uninational) firms playing a much more limited role.4

Furthermore, the choice of contractual alliances or joint ventures is known
to vary by sector, with contractual alliances dominating the high-technol-
ogy sectors (Osborn and Baughn, 1990), irrespective of the country of
origin of either partner (Hagedoorn and Narula, 1996).

As regards the sectoral and geographical patterns of merger and acqui-
sition activity, unfortunately the research to date has focused less on histor-
ical patterns, and more on financial performance prior to and following the
merger. None the less, some general patterns can be discerned. Overall, it
seems that mergers and acquisitions are disproportionately concentrated in
sectors other than high technology, where strategic alliances are prevalent.
Explanations offered by Ciborra (1991), Oster (1992), Hagedoorn and
Sadowski (1999) and Yu and Tang (1992) refer to the need for (organiza-
tional) flexibility and the importance of learning, as well as the speed of
technological change for alliances in high-tech sectors, whereas formal and
well institutionalized modes of control (i.e. mergers and acquisitions) are
most appropriate in more stable environments.

Data from the World Investment Report (UNCTAD, 2001) reveal that
cross-border M&As have accounted for most of the growth in international
production over the past decade, even allowing for the differences in the
way in which flows of M&As and greenfield investment are calculated. In
total, flows of M&As accounted for 80 per cent of all FDI in 1999. Less
than 3 per cent of mergers and acquisitions are actually mergers, and full
acquisitions account for two-thirds of the total, while minority acquisitions
are twice as common in the developing countries. Additionally, most cross-
border M&As take place between firms in the same industry, and hostile
mergers account for less than 5 per cent of the total value.
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Research by Hagedoorn and Duysters (2002) also indicates that mergers
and acquisitions are still frequently preferred to alliances in the context of
strategic asset seeking investments related to the organization’s core activ-
ities. The extent to which alliances and acquisitions are alike in their stra-
tegic motivations depends on the extent to which the resources sourced
abroad are complementary or similar to the existing competencies of the
acquiring firm. While the aggregate evidence does not typically reveal
the extent to which alliances (or mergers) are undertaken in the core of the
company’s activities, an analysis by Mowery et al. (1996) of the overlap in
patenting activity of US and Japanese alliance partners found that alliances
can promote increased specialization rather than a convergence of capabil-
ities between the partners, and that equity participation promoted greater
knowledge transfer. This would suggest that alliances are a preferred means
of accessing complementary resources, while equity participation is more
effective in more closely related (and stable) fields of activity. Particularly
in cases where the acquisition is undertaken to gain the R&D capabilities
of another firm, the primary motivation in both mergers and alliances
seems to be the possibility for learning and knowledge transfer, and there
is at least some evidence that the creation of a bi-directional flow of infor-
mation in the context of an acquisition may be more effective than in other
forms of inter-firm relationships (see e.g. Bresman, Birkinshaw and Nobel,
1999).

CLUSTERING AND MULTINATIONAL ACTIVITY

In the two recent re-assessments of the predominant model of foreign
investment, the OLI paradigm (Dunning, 1995, 2000), there is a clear
change in the focus of the argument, where the balance has shifted from the
exploitation of ownership advantages abroad – first to improving the
efficiency of the existing configuration of activities, and finally to the active
acquisition of new advantages. While market or resource seeking motiva-
tions will always characterize some portion of investments, there is an
increasing role for efficiency seeking and strategic asset seeking investment,
which makes mergers and acquisitions as well as strategic alliances critical
to the asset augmenting FDI undertaken by multinationals.5 This is accom-
panied by a renewed interest in the location of production, and in particu-
lar in the ‘stickiness’ of competitiveness enhancing resources (see Dunning,
1998). The predominance of created assets over natural assets has made it
possible for economies to converge not only in terms of GNP per capita,
but also in terms of their productive structure, while simultaneously it has
also created possibilities for the creation of more localized clusters or
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agglomerations of innovative activity, leading to the emergence of newly
desirable locational assets.6

Indeed, considerable empirical evidence has been accumulating on the
internationalization of the research and development activities of multina-
tional firms since the 1980s.7 Particularly in the high-technology sectors,
multinationals are engaging in asset augmenting FDI to exploit as well as
to build on their home-based competencies, as described by Dunning
(1995), Almeida (1996), Dunning and Lundan (1998) and Kummerle
(1999). The desire of the multinational to benefit from location-bound
‘centers of excellence’ is dependent on its ability to effectively coordinate
the flows of knowledge within the organization.8 The research to date has
investigated both the agglomeration economies available in particular loca-
tions, e.g. Cantwell and Iammarino (2000) and Santangelo (2000), as well
as the patterns of control and coordination within multinationals, e.g.
Zander (1999) and Pearce (1999).

There is also increasing evidence that the ability of the firm to take part
in local agglomerations of activity, whether in enjoying the externalities
from the presence of other firms, such as in Silicon Valley, California,
Silicon Glen in Scotland or the pharmaceutical cluster in New Jersey, or
whether taking part in government-sponsored research networks, has
implications for firm performance. The importance of such localized econ-
omies is changing the way in which multinationals approach investment
location decisions, and this in turn has implications for government poli-
cies with respect to investment attraction.

The literature on so-called national systems of innovation has produced
some interesting research on the connections between firms and the locally-
based national and regional institutions that support them, such as inde-
pendent research centers, universities and the like (see e.g. Nelson, 1993a,
b) on the national level and Cooke and Morgan (1998) on the regional
level). A well-functioning network of firms and institutions not only
encourages domestic economic activity, but also creates an attractive
hotspot for foreign multinationals, eager to benefit from the interaction.9

In this context the infrastructure includes both the essential elements of the
physical infrastructure, such as a reliable supply of electricity, communica-
tions infrastructure, roads and other transport, but also a desirable level of
social capital that manifests itself in a work ethic that is conducive to eco-
nomic prosperity (see Peck, 1996).

A constellation of economic activity, such as a cluster of businesses,
fulfils the requirements of being difficult to imitate and rare due to the
complexity of connections between firms. But more importantly, such
groups are exclusionary, and a part of the value of tapping into these net-
works arises from the fact that they are not universally accessible. They are
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accessible to insiders and exclusionary to outsiders, and part of their eco-
nomic value lies in this reprieve from the competitive market (see also
Granovetter, 1995 on the rationale for business groups).

A high quality infrastructure is thus necessary but not sufficient in ensur-
ing that from among many potential investors, the investor with the best
long-term potential will undertake the project.10 In order to attract and
retain a foreign multinational, the domestic business network has to be
open to accept an ever-increasing role for collaboration with multination-
als as inside participants. Since the benefits of groups accrue to those on
the inside, there is little moral hazard with respect to the multinational once
it is allowed in. The more fully the multinational participates in the local
network, the more it is in its interest to keep the network functional and
exclusionary, which in the long run should result in the kind of value-
adding collaboration most governments are hoping to achieve.

However, the price to be paid is that the firm loses its flexibility of relo-
cating (loss of a real option), and this is compensated by market exclusiv-
ity or collusion. Indeed, like many of the issues in a liberalized world
economy, the issue of investment retention highlights the tension between
spontaneous market order on one hand and institutional structure on the
other. The tendency is for the doctrinaire neoclassical side to ignore the
context of the market and to advocate strict enforcement of competition
law, while the institutionalist view is that it is possible to create market order
in the absence of the market by providing firms with the correct incen-
tives.11

CONCLUSIONS

In this chapter we have explored the changing dynamics of alliance capital-
ism in Europe on two levels. First, at the level of the nation state we dis-
cussed the ways in which national business systems influence economic
activity in the domestic market as well as by shaping European firms’ activ-
ities abroad. We then moved the argument to the level of the firm (or indus-
try) and argued that the dynamics relating to the need for firms to maintain
consistently high levels of innovation is fueling both cross-border acquisi-
tions as well as cooperative activity in the form of strategic alliances. The
changing nature of multinational activity from asset exploitation to asset
augmenting investment, and the growing importance of the international-
ization of corporate R&D have reinforced the importance of local clusters
of economic activity. As a consequence, in a world with capital mobility,
the firms’ choices of partners and locations effectively ‘choose’ between
alternative institutional environments as well.
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In light of these developments, policymaking within Europe has to be
cognizant of two factors that are somewhat contradictory. First, we
argued that underlying the partnering activity and recent acquisitions is a
desire by firms from outside and from within the European Union to gain
access to some location-bound resources held by European firms, whether
they be in R&D, product development or market knowledge. Such locally
attractive assets are a consequence of industry-specific developments of
capabilities that can be aided and supported by governments through
funding for public research or targeted education, for instance, but that
ultimately arise out of the organic functioning of the market within a
given cluster of activity. Because such concentrations of activity are
complex and comprise the set of connections between firms, government
and independent research institutions, for example, they also offer poten-
tial for sustainable growth in the area by virtue of being difficult to dupli-
cate. Such clusters build on the characteristics of the local environment
and provide the basis for attracting further investment and resources into
the area.

Second, in aiming to attract firms that aid in the technological accumu-
lation in a given area, it must be recognized that the kind of alliance cap-
italism that is exemplified by the growth in contractual alliances (and
acquisitions) implies deviations from market competition to enable
investment in location specific resources, whether it be investment in tech-
nology or in people. Firms that invest while anticipating an uncertain
payoff seek to hedge their exposure by attempting to guarantee a share of
the market. In terms of competition policy this may mean that uneven-
ness of investment in geographical terms also results in some unevenness
of investment in terms of market concentration. In order to hedge its
exposure, the innovating multinational would like a degree of exclusivity
related to its sources of competitive advantage. This particular combina-
tion of openness and restrictiveness involves openness of entry that does
not discriminate against foreign firms that are willing to make a long-term
commitment, with a degree of restrictiveness that arises from the network
of established relationships within an industry association, the chamber
of commerce or a research consortium. As such, our argument combines
spontaneous market order with a strong institutional flavour, leading to
a two-stage process where aspects of bottom-up spontaneous processes in
the marketplace are combined with the top-down influence of strong
local institutions. While some institutional features are becoming more
homogeneous across borders, others are likely to persist to the extent that
they provide competitive advantages, particularly for large industrial
firms.
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NOTES

1. Institutions also shape the strategies of foreign firms resident in Europe, but we are not
aware of empirical evidence on the extent to which foreign investment in Europe has
taken on the institutional characteristics of its host location.

2. See Dunning and Lundan (1997) for a similar argument regarding the low levels of
inward investment into Japan and the nonexistence of mergers and acquisitions as an
entry mode as one contributing factor.

3. It is recognized that, to an extent, all contracts are incomplete and achieve their com-
pleteness from the institutions that are involved in their enforcement, including the social
capital existing between the parties.

4. See also D’Cruz and Rugman (1993) on the role of the multinational as a flagship firm.
5. From a theoretical perspective, the focus on asset augmenting investment and unique

locational resources has a clear connection to the resource-based theory of the firm (see
Rumelt, 1984; Barney, 1991; Conner, 1991; Peteraf, 1993; Teece et al. 1994; Wernerfelt,
1995). It is also linked to Nelson’s (1991) theory of dynamic firm capabilities. In both
cases, the focus is on the efficient use of the firm’s unique capabilities, as well as the on
the dynamics of asset (and knowledge) accumulation over time.

6. See e.g. Cantwell and Santangelo (1999) on the role of location-bound knowledge inten-
sive assets in internationalizing the R&D activities of the multinational.

7. For a recent review see the special issue of Research Policy edited by Niosi (1999). See
also Zanfei (2000) and Cantwell and Piscitello (1999, 2000).

8. See also Holm and Pedersen (2000).
9. ‘Sticky places in slippery space’ as Markusen (1996) put it.

10. To an extent, this is true of any investment, however attracted, due to the sunk costs. In
fact, Mudambi (1998) offers evidence that firms with a longer investment duration are
more likely to make further investments.

11. This discussion parallels that of Sally (1998) on the tensions between the neoclassical
model of perfect markets and perfect knowledge and the institutionalist argument of
national and international institutions playing a critical role in fostering economic activ-
ity.
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9. EU growth strategy and the new
economy
Pierluigi Morelli, Pier Carlo Padoan and Lisa
Rodano

INTRODUCTION

Over the past decade, US output and productivity grew at high rates, with
low unemployment, while growth in Europe was slower and unemployment
was higher. There is a general consensus that the USA’s exceptional perfor-
mance has been due principally to the introduction and diffusion of new
information and communication technologies, aided by efficiencies in
financial markets and by flexible labour markets. The contrast has moti-
vated a concerted European effort to build a new economy: the Lisbon
meeting of the European Council in March 2000 launched a growth strat-
egy to make the Union ‘the most dynamic knowledge based economy in the
world by 2010’. Impetus for this came from the Portuguese Presidency and
the European Commission, and implementation accelerated after the
Barcelona summit in March 2002.

This chapter examines the basic framework of the Lisbon strategy, espe-
cially its economic and political economy dimensions. The former are ana-
lysed with reference to economic and social indicators identifying targets
for assessment of the performance of member countries. The latter dimen-
sions of the strategy are reviewed with reference to decision making struc-
tures and incentives.

The indicators, set out by the European Commission to guide the poli-
cies of member governments, are presented in Table 9.1, listed in four
groups: employment, research and innovation, economic reform, and
social cohesion. These relate to an economic model for higher sustained
growth, achieved through increases in innovation and employment, and
spread throughout the Union for greater social cohesion. The growth is to
be supported by macroeconomic and financial stability, ensured by man-
agement of the European Monetary Union and fidelity to the Union’s
Stability and Growth Pact.

As mentioned, the role of indicators is to provide a framework for the
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implementation of national policies, based on the comparison of national
performances in EU member states, as well as in non-EU economies, so as
to identify best practices and benchmarks. The next paragraph is dedicated
to the economics of the ‘Lisbon indicators’. The paragraph on the political

EU growth strategy and the new economy 193

Table 9.1 Performance and policy indicators

Structural indicators Type

Employment
1. Growth rate of employment Performance
2. Women’s employment rate Performance
3. Employment rate of the elderly Performance
4. Unemployment rate Performance
5. Tax rate on low wages Policy
6. Life-long learning Policy

Research and innovation
1. Public expenditure in education Policy
2. Expenditure on R&D Policy
3. Expenditure on ICT Policy
4. Internet access Performance
5. Patents Performance
6. High tech exports Performance
7. Venture capital Performance

Economic reform
1. Trade integration Performance/policy
2. Business investment Performance
3. Relative prices and price convergence Performance
4. Prices in network industries Performance/policy
5. Public procurement Policy
6. Sectoral state aid Policy
7. Capital raised in the stock exchange Performance

Social cohesion
1. Income distribution Performance/policy
2. Poverty rates before and after social transfers Performance (before

transfer); policy (after)
3. Persistence of poverty Performance
4. Jobless families Performance
5. Regional cohesion (variation in regional Performance

unemployment rates)
6. People leaving school early and not in training Performance/policy

programmes
7. Long term unemployment Performance



economy aspects discusses the effectiveness of the coordination method
adopted in Lisbon (the ‘Open Method of Coordination’) in guiding
national policies.

THE ECONOMICS OF THE LISBON STRATEGY

While the long-term economic goals of the Lisbon Strategy have been
identified, it remains to be clarified what the relationship is between the
indicators and the working of the underlying growth model. As Table 9.1
shows, the Lisbon indicators can be separated into performance and policy.
The question then arises of the relationship between these two groups of
variables as well as among each variable. More precisely, are all indicators
equally relevant for the strategy? In addition, is the relationship between
indicators pointing to a common economic model for EU countries? And
finally, to what extent are national specificities relevant? The analysis that
follows offers first tentative answers to these questions.

Three main conclusions emerge: (a) not all the variables as identified by
the Lisbon indicators show a clear correlation with output and employ-
ment growth. There is, however, a common ‘framework’, based on a strong
correlation between output growth, employment and innovation activities;
(b) at the same time, and not surprisingly, EU countries show a high het-
erogeneity in their growth models. To some extent at least EU economies
belong to different groups. Cluster analysis identifies three such groups, one
(strong structure) includes the large continental countries and the UK,
where the employment rate and R&D investment are above average. A
second group (weak structure) includes the Mediterranean countries and
Belgium, where employment performance has been much less satisfactory.
A third group of dynamic catching-up economies (followers) includes the
small Nordic countries and Ireland; (c) a process is in place whereby the
weaker countries converge to the stronger ones. This last result sends an
optimistic message for the success of the Lisbon Strategy.

Principal Component Analysis

Principal component analysis has been applied to a set of variables for the
15 EU countries and some major OECD economies (US, Japan, Canada,
Australia, and Norway) over the period 1980–2000, with the aim of iden-
tifying a ‘common growth model’ as captured by the indicators. Data avail-
ability has not allowed us to carry out the exercise for all the indicators, and
in some cases proxy variables have been used. The variables we have chosen,
in addition to real GDP growth (g), can be classified according to the four
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‘pillars’ (in parentheses). The variables are: (employment) activity rate of
the population between 15 and 64 years of age (Ir); (innovation) ratio of
R&D expenditure to GDP (gerd), employment rate in the R&D sector
(Ird), productivity of R&D expenditure as proxied by the ratio between
patents and R&D expenditure (tpat), FDI inflows as a share of GDP (fdii);
(economic reform) rate of growth of real labour costs (drlc), rate of growth
of labour productivity (dprod), social contributions as a percentage of
GDP (ssc), ratio of public investment over GDP (ginv), debt to GDP ratio
(d), deficit to GDP ratio (def), degree of trade integration (xm); (social
cohesion) unemployment rate (u) . All variables have been considered both
in levels and in growth rates (when applicable).

Results are as follows. Four of the 23 factors (the number of factors is
equal to the number of variables introduced) capture most of the informa-
tion, and up to 40 per cent of total variability. The first two factors alone
account for 30 per cent of total variability.

Figure 9.1 describes the relationships between variables. Real GDP (g) is
positively correlated with growth of the activity rate (dlr) and both vari-
ables are negatively correlated with the rate of growth of unemployment
(du) and of social contributions (dssc). These results are intuitive.
Somewhat less intuitive, but nevertheless relevant, is the negative correla-
tion with the rate of growth of social contributions.

Figure 9.1 also points to other interesting results. Variables in the fourth
quadrant are positively correlated. These are the activity rate and a number
of innovation indicators, such as the ratio of R&D expenditure over GDP
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(gerd), R&D productivity (tpat), and employment in innovation sectors
(Ird). All the above variables are negatively correlated with the unemploy-
ment rate (u).

In sum, factor analysis offers a first tentative answer to the question: to
what extent are the Lisbon indicators based on a common economic
model? This extent is limited yet it is intuitive and based on the widely
accepted relationship between employment, growth and innovation activ-
ities.

Cluster Analysis

Cluster analysis allows us to identify groups of countries that share
common features in their economic models. We find three groups of (rela-
tively) homogeneous countries. They are described in Table 9.2.

Group 1: Strong structure
Countries in this group – the US, Japan, the large continental EU countries,
and the UK – share a common strong structure identified by variables in
levels that present similar values. Important common features are a favour-
able employment performance, both in terms of overall activity ratio and
employment in the innovative sectors, a low (or negative) rate of growth of
unemployment (and a high rate of growth of real labour costs), strong
innovative activity, as well as sound public finance. The inclusion of the US
as well as other advanced OECD economies is justified by the fact that the
guiding principle of the Lisbon Strategy is to make the EU advance
towards the best performing economies among the industrial countries.

Group 2: Followers
Countries included in this group – the small Nordic countries and Ireland,
as well as Australia and Canada – share similar values in the rate of change
of variables rather than in their levels. Growth rates of both employment
and GDP are higher than average. Unemployment grows less and so do
social security contributions. Variables above the average level are produc-
tivity in R&D and foreign direct investment as a share of GDP.

Group 3: Weak structure
The remaining countries – the Mediterranean countries and Belgium –
share a weak structure as indicated by unemployment above average, a low
activity rate as well as low employment in innovative activities, low R&D
expenditure and low R&D productivity. Public finance is also less sound
than average.

These results are not surprising, and in many respects they are consistent
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with the view that the EU includes small dynamic economies that are able
to exploit the benefits of innovation and a number of other economies,
including some large continental countries, that are somewhat lagging
behind and/or display both weak public finances and modest employment
opportunities.1 It would be misleading, however, to consider the
classification above as static, and established once and for all. Quite the
contrary, it is a feature of integration processes, not least the EU one, to be
associated with catching-up processes, as well as cases of countries ‘falling
behind’ the top performers. This is also consistent with the basic philoso-
phy of the Lisbon Strategy to upgrade the overall economic performance
in the EU and, at the same time, to encourage followers to catch up. That
such a process may be realistic is suggested by the analysis of convergence
below.

Economic Convergence

Convergence of lagging economies towards higher per capita GDP levels is
a very well known phenomenon, both within and outside the EU. The anal-
ysis that follows does not add much in this respect. It offers, none the less,
some evidence – by adopting a methodology that is different from standard
catching up regressions – that countries classified as followers or even weak
performers have the opportunity to catch up to strong performers. The evi-
dence is based on the analysis of the probability of transition from one
group, as identified by cluster analysis, to another. We have estimated the
probability of transition between the three clusters over the period
1980–2000. Probabilities have been computed relating the frequency with
which each country shifts from one cluster to another to the total move-
ments from the originating cluster. Results are reported in Table 9.3. Values
in the main diagonal are very high, indicating a strong inertia: i.e. the prob-
ability of remaining in one cluster is large. In spite of the strong inertia,
however, the probability of weak structure countries (group 3) moving on
to the group of followers (group 2) is 13 per cent, while followers have a
probability of 24 per cent of moving on to the strong structure group
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Table 9.3 Transition matrix

Target cluster

Cluster of origin 1 2 3

1 81% 18% 1%
2 24% 74% 2%
3 0% 13% 88%



(group 1). The probability of moving directly from group 3 to group 1 is
zero. Once a country leaves group 3 it is practically impossible to fall back
into it, while there is a high probability – 18 per cent – of falling back from
group 1 to group 2.

Given the values of the transition matrix, we have conducted a simula-
tion exercise. Cluster analysis allocates 58 per cent of the countries to group
1, 14 per cent to group 2, and 29 per cent to group 3. Taking into account
these initial values and the transition probabilities, we have checked
whether the markov process leads countries to converge towards one single
cluster or, rather, towards increased diversification. Results are reported in
Figure 9.2. They show that a convergence process takes place. At the end
of the process the percentage of group 2 countries rises to 40 per cent, while
the weak structure group falls to 10 per cent. Group 1 initially shrinks to
44 per cent and, eventually, rises back to 50 per cent.

In conclusion, the overall structure of EU economies improves as the
share of weak structure countries decreases by two-thirds. However, not all
countries converge towards the strong structure group. This last result is
quite telling of the problems underlying the Lisbon Strategy. To the extent
that our exercise describes convergence as produced by market mechanism
it suggests that ‘spontaneous’ convergence may not be sufficient to bring the
EU economy to the best possible levels (we should keep in mind that group
1 includes the ‘best world performers’). Policy action is therefore needed.
To this issue we now turn.
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THE POLITICAL ECONOMY OF THE LISBON
STRATEGY

As we know from theory and ample empirical evidence, there are several
channels through which catching up takes place. The two most relevant
ones are the accumulation of capital and the transfer of technology.
Capital accumulation takes place in backward regions because initial
capital shortage increases the return to investment with respect to advanced
regions. Capital is accumulated both through domestic investment and
through capital flows from abroad. Technology transfers also take place
through different channels, including trade, capital flows, as well as patent
transfers, as returns to the application of technologies that are new for the
entrant but old for the incumbents are higher in the former.

Growth convergence can be absolute or, more probably, conditional. In
addition, convergence can involve only some of the laggard countries and,
finally, convergence is likely to affect regions much more than countries in
their entirety. For instance, Padoan (2000, ch. 8) finds that convergence
among EU regions excludes some of the poorest regions in some of the
Mediterranean countries – thus suggesting the presence of ‘convergence
clubs’ – is conditional rather than absolute, and depends on sector specific
rather than country specific characteristics. Padoan (2000, ch. 8) also finds
that convergence is faster in those regions where there is a strong presence
of both advanced industrial sectors and well developed financial and
banking sectors.

Literature on convergence, however, comes to less clear-cut results about
the role of policy in accelerating convergence. The Lisbon Strategy also
tackles this issue by proposing a new approach to policy convergence and
coordination to reach the growth targets.

The Open Method of Coordination

The Lisbon Strategy implicitly assumes that market-led convergence is not
sufficient to reach the overall targets of growth and employment and, there-
fore, it calls for an explicit role for policy based on the so-called ‘open
method of coordination’ (OMC). The basic principle underlying the OMC
is that, contrary to what takes place in monetary and fiscal policy in the EU,
in many of the other policy areas it is not possible, or desirable, to identify
common goals or common instruments and guidelines. Rather, as a form
of ‘soft coordination’, the OMC is based on a process of mutual learning
and exchange of best practices.

The OMC includes the following steps: (a) the definition of guidelines at
the EU level and the fixing of deadlines for their fulfilment, (b) the
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definition, whenever possible, of quantitative or qualitative targets and
benchmarks vis-a-vis the best world practices, (c) the ‘transposition’ of EU
guidelines into national (and regional) targets that take into account
country and region specific factors, and (d) a process of monitoring and
peer review. In a nutshell, the OMC is a process of convergence of policies
towards best practices, the outcome of which should be the convergence in
terms of performance (growth and employment).

The OMC should be seen as a set of policy instruments that are addi-
tional to the instruments of directives and EU legislation. It follows a
bottom-up approach where, rather than the identification of a common
rule (top-down), competition among rules is set in motion.

How is this approach connected to the economics of the Lisbon Strategy
we have discussed above? As we have seen the Lisbon indicators include
variables that are directly connected to knowledge accumulation (i.e. the
variables included the innovation pillar) and to capital accumulation (the
economic reform pillar). We can add that variables related to labour market
reforms are also conducive to faster catching up to the extent that they
allow for higher productivity growth as well as improving the potential for
innovation diffusion through human capital accumulation and better work
organization.

The Lisbon summit has also clarified the more formal aspects of the
coordination process. The key element in this respect is the Broad
Economic Policy Guidelines (BEPG) as defined by the Treaty (art. 99). The
BEPG is the key document that defines the basic guidelines of economic
policy and is set to coordinate the three processes on which EU economic
and social policy are based (Luxembourg, Cardiff, and Cologne). The
Guidelines are designed so as to provide, over a year-long horizon, a coher-
ent framework for four areas: the macroeconomic policy, public finances in
the Stability and Growth Pact, structural reforms (the Cardiff Process), and
the labour markets (the Luxembourg Process).

The mechanism was strengthened in 1999. The spring meeting of the
European Council had been dedicated to review the process on a regular
basis and to set the policy guidelines for the Union in a medium-term per-
spective, including the framework for the definition of the National
Stability Programmes and the National Action Plans as requested by the
Luxembourg Process. The Cologne European Council in 1999 added a
social dialogue dimension, and the Council of Economic and Financial
Ministers (Ecofin) are at the center of the coordination mechanism.

While the design of the institutional structure is sufficiently clear it
remains to be seen whether it is also effective, i.e. whether it generates pres-
sures and incentives that will deliver the necessary policy action. There is
no clear cut answer to this question, mainly because there are significant

EU growth strategy and the new economy 201



differences among the components of the policy process envisaged in the
Lisbon Strategy and the incentives and policy mechanisms that are
involved in the policy areas are largely different themselves. This suggests
that to cope with policy complexity some form of simplification is neces-
sary, given that the Lisbon Strategy is about both economic convergence
and policy convergence.

What kind of governance mechanism does the Lisbon Strategy need to
be successful? In discussing this point it is useful to compare the macro- and
microeconomic domains. The reason for the comparison is that, while the
Lisbon Strategy is largely, if not exclusively, about microeconomic and
structural issues, it is in the macroeconomic domain that the most
significant progress in policy convergence has been achieved in the EU. It
is useful to explore, therefore, what lessons, if any, can be drawn from one
domain towards the other, keeping in mind the relevance of different mech-
anisms and rules, i.e. different, yet interacting, policy regimes.

In what follows we look at the macroeconomic (monetary-fiscal) regime
and at one specific microeconomic regime, employment policies (the
Luxembourg Process) as this represents one of the few areas where some evi-
dence of performance and of the practical operation of the OMC is available.

The Macroeconomic Regime

When one looks at policy regimes – understood as sets of norms, institu-
tions, and regulations that govern market performance – one question to ask
is, are they stable? That is, are the regimes based on a structure of incentives
that leads to mutually consistent behaviour of the actors involved, both
policy and market agents? In the case of the macroeconomic regime the issue
is whether agents’ behaviours are consistent with monetary union. As has
been discussed elsewhere (Padoan 2002) monetary union generates pressure
to change both in markets and in policies, in a way that may lead to an incen-
tive structure that supports monetary union itself. This stems from two
factors. First, the creation of a supranational institution in one policy area
(the European Central Bank) generates pressures for change in other policy
areas. Second, to the extent that a ‘mixed’model of economic policy emerges
– i.e. both national and supranational – it must be based on a coherent set of
policy incentives to produce consistent and stable outcomes. To see the point
it is useful to reconsider the evolution of the macroeconomic policy regime
in Europe from the European Monetary System (EMS) to EMU. This is
because one of the main (economic) justifications for the move to a single
currency and away from a fixed exchange rate regime was that the latter was
becoming increasingly unsustainable in the presence of full capital mobility.

The EMS can be described as a ‘weak hegemonic regime’ based on an
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asymmetric distribution of policy incentives between the key country
(Germany) and the periphery. The incentives for the latter to participate in
the EMS were determined by the import of monetary discipline, or by the
exploitation of the public good of monetary stability provided by the centre
economy. The incentives for the key country to participate in the regime
were the control of monetary stability domestically, and the support of its
international competitiveness by preventing or limiting exchange rate
devaluations in the periphery. The stability of the regime was obtained to
the extent that national policies converged towards the monetary policy
stance of the centre. The regime collapsed when, after unification, the core
country was not willing (or able) to bear the cost of supporting the weaker
(more inflation prone) economies, and the periphery was not willing to
make the (deflationary) adjustment necessary to support the exchange rate
regime required to cope with relevant changes in market behaviour as a
result of capital liberalization. The policy regime proved to be effective as
an anti-inflationary mechanism, but it produced limited, if any, policy spill-
overs towards other areas (especially fiscal policy). Its crisis showed that
policy convergence had to extend to other areas, beyond monetary and
exchange rate policy, if it were to pass the judgement of the markets. As long
as it succeeded, it proved that an ‘intergovernmental’ approach to macroec-
onomic policy requires leadership but that there are limits to such a struc-
ture when market integration deepens beyond some critical threshold.

The move forward from the EMS to EMU has led to a major change in
the policy regime convergence process in Europe. Policy convergence has
affected both monetary and fiscal policy but, what is more important, it has
shifted towards a more symmetric configuration. The greater symmetry,
however, has required two additional conditions to make the regime
effective: (a) the move from a national (hegemonic) leadership structure to
a supranational one; (b) the imposition of high entry costs (fulfilment of
the Maastricht convergence conditions under the threat of exclusion) as
well as high exit costs (the costs associated with the possibility of one
country leaving the single currency). In this respect monetary union can be
described as a club good with an entry fee (Padoan 1997). Both conditions
have represented major changes in the macroeconomic policy regime but
neither of them is expected to take place, in the foreseeable future, in the
microeconomic regime.

The Microeconomic Regime

The Stability and Growth Pact guarantees that, once monetary convergence
has been obtained and a single monetary policy becomes feasible, national
fiscal policies are managed according to common guidelines (and hence
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fiscal policy convergence is also obtained). However, the sustainability of
monetary union requires that some adaptation towards the configuration
of an optimum currency area is obtained. Consequently, as one cannot rely
on market forces alone to produce this convergence, monetary union
requires the adoption of appropriate micro (structural) policies to over-
come labour and product market rigidities. The extent of harmonization or
convergence of micro policies towards common standards required by
EMU remains to be seen. The Luxembourg and Cardiff Processes deal with
micro and structural aspects. However, they are based on procedures that,
so far, while based on principles of ‘soft coordination’ have provided limited
convergence. The Lisbon Strategy is a step forwards as, in a way, it aims at
providing, through the open method of coordination, a ‘soft solution’ to the
establishment of microeconomic regimes appropriate for the functioning of
a knowledge based economy in a monetary union and in the absence of
either supranational policy authorities and of hard binding rules and incen-
tives such as those associated with the Maastricht convergence process to
EMU membership. In other words, contrary to EMU, the Lisbon Strategy
is based on the idea of ‘clubs without entry fees’.

To explore the implications of such an approach we consider the case of
employment polices within the Luxembourg Process, which has been recog-
nized as one early example of the OMC. In a nutshell, the EU employment
policy framework operates as follows. Each year every EU member state sets
out its National Action Plan (NAP) which contains the policy actions it has
taken towards the improvement of employment opportunities. The general
philosophy of the approach is that flexibility and activity rates in European
labour markets can be enhanced by moving away from ‘passive’ employ-
ment policies, such as, for example, unemployment benefits, towards ‘active’
policies, such as welfare-to-work schemes and active learning and retrain-
ing. Within the process, however, a wide range of polices are considered,
including policies targeted at supporting small and medium enterprises.
Policies are implemented at the national level, as national governments only
have jurisdictions over such policies, and are classified according to a (long)
list of ‘policy guidelines’ set out by the Commission and grouped under four
headings: employability (employment polices in a strict sense, such as the
implementation of placing agencies), adaptability (polices aimed at adapt-
ing workers to the new market conditions, such as retraining policies), entre-
preneurship (policies aimed at improving the demand side of the labour
market, such as incentives for small business), equal opportunity (policies
aimed at increasing the employment opportunities for women).

Each year NAPs are presented to the Commission and reviewed by
member states through a ‘peer review’procedure. A final ‘score’ is assigned to
each government by looking at the degree of fulfilment of policy guidelines
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as well as the identification of best practices. Policy recommendations are
then directed to each member country by the Commission and the Council.

As mentioned, national governments retain full control of policy and are
not subject to any explicit obligation,2 and failure to follow recommenda-
tions is not associated with any punishment and/or exclusion threat, as was
the case with the entry conditions in monetary union. In other words, as we
move away from policies in which the supranational element prevails, the
strength of the convergence process weakens.

It would inappropriate, however, to jump to the conclusion that, in areas
where there is no explicit obligation to adjust to an EU rule, there are no
incentives for national policies to change. Two distinct incentive sets would
be operating in such a case: a ‘competition’ incentive and a ‘cooperation’
(regime building) incentive. The competition incentive derives from both the
policy arena and the market. A poor performing country in, say, improving
its employment policies would see its reputation weaken and, consequently,
its leverage in the design and implementation of EU policies at large would
diminish. This would be particularly worrying whenever the intergovern-
mental dimension was relevant. In addition, markets would punish a poor
performer to the extent that inefficient policies would make that country less
attractive for investment, while good performers would presumably enjoy
larger investment as their perceived profitability would be enhanced. This
aspect is increasingly relevant in a world of high capital mobility. In short,
institutional competition may well produce a healthy improvement in EU
economic performance as long as it takes the form of exchange of best prac-
tices and provides content to the principle of subsidiarity.

The cooperation incentive is relevant to the extent that poor performance
in any member of EMU weakens the performance and attractiveness of
Euroland as a whole vis-a-vis the rest of the world. In other words, poor
policy and economic performance in any one member of the club decreases
the quality of the club good, generating a negative externality on the other
club members. This will presumably lead to strengthened peer pressure on
the poor performer from the rest of the club members (and from the
Commission). In this case both the supranational and the intergovernmen-
tal dimensions would be relevant. To the extent that such an incentive struc-
ture strengthens, therefore, policy convergence could well be the result of
the interaction of intergovernamentalism and supranationality.

CONCLUSIONS

The ‘new economy’ is not simply an economy based on the exploitation of
the information and communication technologies. It requires changes in
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both labour and product markets. The Lisbon Strategy aims at making
Europe the ‘best knowledge based economy in the world by 2010’. To this
end the EU has identified a set of indicators to provide benchmarks and
suggest best practices for national policies in EU member states. As our
preliminary analysis suggests these indicators are, to some extent, based on
a widely accepted economic model that relates output growth to innovation
and employment growth. Our analysis also shows that not all EU countries
have, so far, experienced the same performance in this respect. Rather, they
can be grouped between strong, weak, and catching-up economies.

Economic convergence towards a strong structure for all countries is pos-
sible, yet it requires appropriate policy action by EU member states in
microeconomic and structural domains. As these policy domains are not
governed at the supranational level (as the common monetary policy is)
and as there are no binding obligations for countries to adopt specific pol-
icies (as was the case for the Maastricht convergence process), some form
of policy coordination is needed. This is the role of the open method of
coordination; that is, based on soft incentives, exchange of best practices,
benchmarking, and peer pressure. While such a policy regime is not as
strong as the one that has led to monetary union, it could provide sufficient
policy convergence through a combination of market and policy incentives.
The early experience of the employment policies (the Luxembourg Process)
allow some moderate optimism in this respect.

NOTES

We would like to thank the participants in the conference on Alliance Capitalism and the
editors of this volume for many helpful suggestions. The IMF is not responsible for the con-
tents of this chapter.
1. See for instance European Commission (2000).
2. In some areas, of course, national governments must fulfil obligations emanating from

Commission Directives such as those related to the prohibition of implementing state
aids.
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10. American alliance capitalism
Claude E. Barfield and Cordula Thum

INTRODUCTION

One of the particularly interesting features of the leading market econo-
mies of recent years has been the extent to which the hierarchical form of
governance of both private and public organizations has been comple-
mented with, and in some case replaced by, a variety of inter-organizational
cooperative agreements. This has caused scholars to suggest that the
present stage of capitalism may best be described as alliance capitalism.1

What is unique about the current stage of capitalism is the use of alliances
to undertake innovative activity, and doing so not just at a centralized loca-
tion but in international locations, often with international competitors. The
emergence of these corporate alliances is an indicator of the deep changes
currently transforming the world economy, as well as the domestic one.

Although alliances themselves are not a new phenomenon, compared
with the 1980s, the 1990s saw a significant growth in international strategic
alliances, paralleling the increase in cross-border mergers and acquisitions
(M&As).2 The number of international alliances grew more than five-fold
between 1989 and 1999. This prompted suggestions that economic activity
through inter-firm alliances is no longer an inferior option to the use of
hierarchies, and that in many cases is regarded as the first best option
(Ciborra, 1991). Alliances are being formed across a broad range of sectors,
including chemicals and pharmaceuticals, computers and electronic equip-
ment, and financial and business services. A greater number of partnerships
are for joint marketing and R&D rather than production; this partly
reflects the increasing role of service firms in international alliances. In
order to achieve global scale in operations, enterprises are choosing inter-
national alliances, along with M&As and greenfield investment.

Driving Forces of Alliance Activity

Driven by globalization, which has manifested itself through, inter alia,
faster technological change and intensified competition, firms have shown
a growing propensity to link up with other firms – often competitors – in
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order to survive in an increasingly global market place. Alliance activity has
become common in industrialized economies; it has an increasingly strate-
gic aspect and many alliances are made to protect or enhance corporate
technological assets; further, pressures due to technological developments
and globalization cause alliances to be contracted for increased competi-
tiveness and innovation-led growth. This activity exhibits several charac-
teristics:

1. First, alliance activity is no longer a phenomenon peculiar to certain coun-
tries such as Japan (see Gerlach, 1992), but typical of most advanced indus-
trialized economies.

2. Second, there is an increasingly strategic aspect to this activity, as alliances
are no longer simply undertaken as a means of avoiding transaction and
coordination costs of markets (a second-best, exit response), but rather as a
first-best ‘voice’ strategy to reduce market failure due inter alia, to barriers
to entry.3

3. Third, while agreements were primarily made to enhance or achieve market
entry or presence (i.e. asset-exploitation), an increasing number of alliances
is made to protect or enhance the technological assets of firms (i.e. asset-
creation or acquisition).

4. Fourth, inter-firm alliances are increasingly being undertaken, as a direct
response to pressures brought about by contemporary technological devel-
opments and globalization. Their growing significance as an inter-organiza-
tional form for participating firms to enhance competitiveness and to
generate innovation-led growth.

5. Fifth, an increasing number of alliances are being undertaken to protect or
enhance the created assets of the participating firms.

Structure

Accordingly this chapter will raise the following questions:

� What are the characteristics of alliance activity involving US firms?
At an international as well as domestic level? Are there differences
between European and Japanese on the one side and American alli-
ance activity on the other?

� How does the US government shape the formation and content of
alliances? What role does the US antitrust law play in domestic alli-
ance formation? Have US firms a disadvantage compared with
European or Japanese ones? Are there other structural issues that
influence alliance formation of US firms, e.g. the setting of technical
standards?

� How do the US trade and investment policies influence international
strategic alliances that involve US firms? What role do non-tariff bar-
riers play in the formation of international strategic alliances?
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Key Definitions and Distinctions

Several definitions and distinctions are useful in setting the stage for
answering our main questions. Since there remains considerable ambiguity
as to what constitutes an alliance (Narula and Sadowski, 1998), we start
with the definition of the term ‘alliances’. Recent work by Madhok (2000)3

has provided a basis to make a clear distinction, and thereby set the ground
for our ensuing discussion. The standard definition used for strategic alli-
ances is that they refer to modes of governance that result in some organ-
izational interdependence between the firms involved, such that there is a
strategic benefit that accrues to either partner as the result of shared
capital, technology or other resource. In other words, there must be some
expected long-term effects of the agreement on the product-market posi-
tioning of at least one of the partners (Hagedoorn, 1993). This definition,
however, remains imprecise, for the term ‘strategic’ is open to interpreta-
tion. Our view, following that of Dunning (1997) and Madhok (2000) is
that both transaction cost minimizing and value-enhancing reasons under-
lie most of the behaviour of firms.4

More than other forms of internationalization, international strategic
alliances provide firms with strategic flexibility, enabling them to respond
to changing market conditions and the emergence of new competitors.
They are prompted by a range of motives, including economizing on pro-
duction and research costs, strengthening market presence, and accessing
intangible assets such as managerial skills and knowledge of markets. In
high-technology sectors like pharmaceuticals, soaring research costs and
time lags to commercialization are driving partnerships. In telecommunica-
tions equipment and other wireless ‘network’ device manufacturing sectors,
alliances are directed to developing a New World product or systems stan-
dard. In automobiles and many manufacturing industries, achieving econ-
omies of scale in production on a global scale may be the prime motive.
And in service sectors such as airlines, alliances are aimed at sharing a
partner’s sales and distribution outlets. In all cases, international strategic
alliances are being driven by the economic demands of global markets, the
costs of keeping up with fast-changing technologies, and the opportunities
provided by government deregulation and liberalization initiatives.

AGGREGATE CONCENTRATION TRENDS:
MERGERS AND ALLIANCES

The political/social concerns about the economic, political, and social
power that might be a consequence of the presence and relative growth of
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mergers or alliances in the US economy have a long history. They extend
back at least to the populist movement of the late 19th century. One man-
ifestation of the populist concern about the economic power of large com-
panies was the US antitrust laws, notably the Sherman Act of 1890 and the
Clayton Act of 1914.

Mergers and Alliances in Telecommunication: Global Oligopolies?

The global mega-mergers and breakups of telecommunications companies
have captured the attention of businesses and governments. Many people
have expressed concern that mergers and alliances such as Global One and
Concert indicate the emergence of global oligopolies that will control
markets and impede competition. This view misses the essence of global
telecommunications and the positive impact this remaking of companies
can have on markets worldwide.

Understanding the drivers of global telecommunications is key to grasp-
ing its effects. Customers are driving telecommunications companies to
become global. Multinational customers, whose multiple voice and data
service needs require end-to-end service across multiple countries, have the
biggest impact. National customers, who need nationwide end-to-end ser-
vices, are also candidates for the global carriers’ advanced services. Local
customers, whose needs are primarily network access and use, were impor-
tant drivers in developing countries. Now these customers are primarily
beneficiaries of the domestic competition that global competition is creat-
ing. Multinational rivalry increases companies’ incentives to build local
infrastructure in multiple countries. Building this infrastructure lowers the
cost of entering markets to compete for local customers.

The large, developed economies are the primary markets that are driving
global telecommunications businesses. The five largest countries for tele-
communications – Japan, the US, Germany, the UK, and France – provide
69 per cent of the total world’s telecommunications revenues. Japan and the
US alone provide 48 per cent of the world’s telecommunications revenues.
These large economies are also the primary locations for multinational cus-
tomers. A recent study by the FCC staff showed that 72 per cent of all
multinational corporations’ headquarters are located in the US (30 per
cent), Japan (26 per cent), Germany (8 per cent), the UK (8 per cent), and
France (6 per cent). Other markets – primarily those of Latin America and
Asia – are growing in importance, and global companies often compete
aggressively for footholds when licenses become available.

With the exception of Japan and, to a lesser extent, the US, these coun-
tries’ incumbent telecommunications companies are the primary players in
the global markets. These countries are homes for 15 of the 20 largest tele-
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communications companies in the world. Global One, which is the largest in
terms of combined revenues of the partners, includes Deutsche Telekom,
France Telecom, and Sprint, and has almost 15 per cent of the world’s tele-
communications revenues. Concert, which now includes British Telecom and
AT&T, has over 12 per cent. With the defection of AT&T from World
Partners, this alliance may fold or be absorbed by Unisource. NTT and US
LECs (with the exception of Sprint) are conspicuous by their absence in
global M/As. NTT has been slow to enter because, until recently, Japan
restricted NTT from offering international services. Also, Japan has been
restructuring NTT. With 14 per cent of the world’s telecommunications rev-
enues, NTT by itself is on the scale of the global M/As. In the US, the BOC
interLATA restrictions keep them from forming global M/As. By themselves,
the BOCs are small in comparison to the global M/As. A combined Bell
Atlantic/GTE would have only 7.8 per cent of the world’s telecommunica-
tions revenues. A combined SBC/Ameritech would have only 5.8 per cent.

Developing global mergers and alliances has both pluses and minuses for
companies. In addition to addressing particular customers’ needs, compa-
nies benefit from expanding markets, positioning themselves for future
markets, increasing market presence, gaining greater control of industry
direction, and counterattacking entry into core markets. This counterattack-
ing is one way that global rivalry increases domestic rivalry. On the minus
side, the global mergers and alliances have been frail and costly. Concert has
suffered multiple defections and financial losses continue to trouble Global
One. There are two reasons for these problems. First, creating a global man-
agement system is difficult, especially when it involves former state-owned
enterprises. Also, global M/As tie together the futures of companies whose
interests and perspectives may be at odds at critical times.

Global mergers and alliances’ net effects on customers and markets are
positive because they increase domestic rivalry, give entrants stronger posi-
tions for negotiating interconnection, and are too frail to exert market
power. M/As increase domestic rivalry by improving the economics of
domestic market entry and through the cascading industry dynamic. When
a global merger or alliance enters a market, it has greater negotiating power
than a stand-alone entrant does because the incumbent often needs to
interconnect with the merger or alliance entrant. The constant churn in
Concert and World Partners demonstrates the difficulty a global merger or
alliance would have in exerting market power, assuming it had any.

Public policy has tended to discourage global mergers or alliances even
though they have positive effects on customers and markets. As FCC
Commissioner Furchtgott-Roth correctly observed, US markets are often
constrained by other nations’ policies and our own outdated paradigms.
Because of concerns over global industry consolidation, the US
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Department of Justice imposed restrictions on British Telecom’s early
investment in MCI and on France Telecom’s and Deutsche Telekom’s
investments in Sprint. Likewise, the European Union required divestiture
of Internet assets in WorldCom’s recent purchase of MCI.

THE ROLE OF US-FIRM ALLIANCES IN AN
INTERNATIONAL PERSPECTIVE

Most strategic alliances (both domestic and international) involve firms
from North America, Asia and Europe, as seen in Figure 10.1. North
American firms were involved in about 65 per cent of world strategic alli-
ances during 1990–99, while Asian and European firms were involved in 33
per cent and 28 per cent, respectively.

Strategic alliances increased rapidly in Asia in the first half of the 1990s
from 1034 in 1990 to 3654 in 1995, while they decreased to less than 2000
in 1999 (Table 10.1).

Table 10.2 describes regional relationships in strategic alliances in the
1990s. The majority of alliances involving North American firms took place
within North America, where North America–Asia alliances and North
America–Europe collaborations accounted for 20 per cent and 16 per cent,
respectively, of the total. A major portion of the gap between total alliances
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Table 10.1 Regional distribution of strategic alliances, 1990–995 (number
of deals)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 90–99

Asia 1034 1629 1688 2546 3538 3654 1562 1576 1279 1917 20423
Pacific 83 154 129 228 309 481 181 292 311 637 2805
Western 

Europe 1280 2018 1922 1926 2089 2357 1101 1286 1315 2008 17302
North 

America 2777 4271 4046 4289 5149 5388 2852 3604 3391 4355 40122
Eastern 

Europe 289 807 319 459 402 443 164 189 187 216 3475
Latin 

America 39 123 141 170 223 230 118 221 267 245 1777
Africa 51 103 135 226 218 313 115 197 178 197 1733

OECD 3360 5997 5766 6281 7465 8002 3962 4859 4647 6511 56850

World total 3729 6161 6041 6942 8382 9113 4339 5218 5000 7034 61959

Source: Thomson Financial Securities Data.

Table 10.2 Regional correlation: total alliances, 1990–99 (number of
deals)

Asia Pacific Western Northern Eeastern Latin Africa
Europe America Europe America

Asia 7569 673 3534 8216 379 126 326
Pacific 673 919 416 786 44 34 68
Western 

Europe 3534 416 5018 6437 1639 337 431
North 

America 8216 786 6437 22374 1088 1108 631
Eastern 

Europe 379 44 1639 1088 396 11 69
Latin 

America 126 34 337 1108 11 233 12
Africa 326 68 431 631 69 12 277

Total 20423 2805 17302 40121 3477 1777 1733

Source: Thomson Financial Securities Data



in North America (40 000), Asia (20 000) and Europe (17 000) is attribut-
able to significant differences in the number of intra-regional alliances in
each area. While intra-Asia and intra-Europe alliances are 7500 and 5000,
respectively, intra-North American collaborations are more than 22 000. As
for primary alliance partners, North American firms are the first choice for
both Asian and European enterprises, followed by intra-regional alliances.

Following this introduction about the share of alliances involving US
firms in the world economy, we will analyze the characteristics of US
domestic and international alliances.

CHARACTERISTICS OF ALLIANCES INVOLVING US
FIRMS

A review of the theoretical studies on alliances shows there are three fun-
damental issues and relations to be analyzed concerning US firm alliances.

1. There is a broad correlation between the number of domestic alliances
and the size of the national economy, what Narula and Hagedoorn
(1997) describe as the country-size effect.

2. Several contributions suggest that the domestic or international char-
acter of an alliance influences the particular organizational mode
being chosen.

3. There seems to be also a correlation between the technical sophistica-
tion of a sector and the particular organizational mode being chosen
(equity versus non-equity).

What constitutes the US context in this regard?

Country-size Effect: The Relevance of Domestic Alliances in the US Market

The extent of domestic or international strategic alliances varies
significantly from one country to another according to scale, scope and
structure. Small countries tend to have a higher involvement in interna-
tional investment and overseas production compared with large countries.
This is because local demand is often (as in the case of the US) sufficient to
achieve economies of scale in large countries (Narula, 1995). The reasons
for a large number of US domestic alliances include the significant national
market in terms of both size and competition,6 the broader technological
and research bases, and the existence of a large number of leading enter-
prises in various sectors with rich tangible and intangible assets. Therefore,
the US possesses comparative advantages in several industries, and is home
to agglomerate clusters in most of these.
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As shown in (Table 10.3), US alliances tend to be more domestic-
oriented than those of other countries.

The majority of US alliances (54 per cent) are domestic partnerships
including only US-based companies. Cross-border alliances involving
foreign partners represent 46 per cent of US total alliances (Figure 10.2).

International Joint Ventures and the Dominance of Non-equity Ventures

The dominance of non-equity agreements by US firms is not entirely unre-
lated to the fact that the US has the smallest percentage of international
alliances. Research by Gulati (1995) and Hagedoorn and Narula (1996)
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Figure 10.2 Strategic alliances in the United States, 1990–99

Table 10.3 Strategic alliances in OECD countries, 1990–99 (number of
deals)

Selected Cross-border alliances Domestic alliances A/(A+B) B/(A+B)
countries A B (%) (%)

Australia 2271 770 74.7 25.3
Canada 4064 1057 79.4 20.6
Germany 4062 501 89.0 11.0
Japan 9430 1306 87.8 12.2
United Kingdom 5966 917 86.7 13.3
United States 22293 19141 53.8 46.2
OECD total 38744 25005 60.8 39.2

Source: Thomson Financial Securities Data.



indicates that international alliances are more equity oriented, whereas a
disproportionate share of domestic alliances are of a contractual nature.

Enforcing a contract in an unfamiliar environment is rather difficult
compared with enforcing partial control through an alliance in which
equity-sharing gives a firm at least some degree of ownership advantage
(Dunning, 1993).

Narula and Hagedoorn (1997) note that US firms have a low propensity
to use equity for intra-US alliances and a higher level for international alli-
ances.7 The following graph (Figure 10.3) shows that about 43 per cent of
international alliances involving American firms during 1990–99 were joint
ventures.

TECHNOLOGY AND THE ROLE OF R&D INTENSIVE
SECTORS IN THE US

A number of studies reveal that the level of technological sophistication of
industrial sectors also affects the distribution of equity or non-equity
modes of strategic technology partnering. According to Harrigan (1985
and 1988) rapid technological change in sectors of industry induces the for-
mation of somewhat informal forms of cooperation such as non-equity
agreements, which are in some ways a ‘superior mechanism to undertake
technology development in high-tech sectors’ (Hagedoorn and Narula,
1996). As industries become mature, more formal modes of cooperation
such as joint ventures become the preferred form of collaboration. Osborn
and Baughn (1990) suggest that the technological instability of industrial
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sectors is a crucial factor in explaining different patterns for equity and
non-equity partnerships. R&D intensive sectors with short product-life
cycles and an innovative industrial climate are expected to demand more
organizational flexibility, leading to a general preference for contractual
agreements. In sectors with low degrees of R&D intensity and little inno-
vative turbulence where organizational flexibility is also less crucial, tech-
nology partnering agreements are expected to be dominated by joint
ventures (Yu and Tang, 1992; Hagedoorn and Narula, 1996). This line of
reasoning is as follows: high-tech industries, characterized by risk and
flexibility, favour strategic alliances to M&As, whereas M&As are expected
to be more popular in mature sectors.

In general, though, it would appear that the choice of particular mode
of cooperation varies with the technological characteristics of sectors of
industry. Equity agreements are preferred in relatively mature sectors, while
non-equity agreements are utilized in high-tech sectors (Hagedoorn and
Narula, 1996). In the biotechnology sector, the type of alliance depends
upon the relative sizes of the firms as well as the extent of appropriability
of the innovation. In respect to size, contractual agreements are more likely
to involve small companies, while equity agreements were more common
among alliances between large firms. In industries where appropriability of
innovation (whether through patenting or other means) is more effective,
and technologies are close to existing competencies and contractual agree-
ments are more feasible.

It seems that within strategic technology partnering (STP), a particular
kind of alliance, there has been a gradual shift away from equity-based
partnering to non-equity forms of agreements (Hagedoorn and Narula,
1996). This change in preference reflects the fact that equity agreements
tend to be much more complex to administer and control, and take longer
to establish and dissolve (Harrigan, 1988).

The growth of knowledge capitalism has led to an explosion of inter-firm
alliances. Data on mergers and acquisitions (M&As) and collaborative
non-equity coalitions suggest that, whether by FDI or by cross-border
licensing, or franchising or other agreements, alliances have been most pro-
nounced, and increased the most, in knowledge-intensive sectors
(UNCTAD, 2000).

US alliances tend to have a higher R&D orientation than other countries,
compared with a world average of 17 per cent of the total. These alliances
also have a different international orientation according to the purpose of
the alliance (Table 10.4).

As for marketing and R&D alliances, North American firms are active,
reflecting large markets and the broad technology and research bases in the
region (Tables 10.5 and 10.6).
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Table 10.5 Regional correlation: marketing alliances, 1990–99 (number of
deals)

Asia Pacific Western North Eastern Latin Africa
Europe America Europe America

Asia 1472 106 897 3235 66 21 46
Pacific 106 98 66 156 9 3 10
Western 

Europe 897 66 989 2190 300 64 80
North 

America 3235 156 2190 7710 237 233 185
Eastern 

Europe 66 9 300 237 55 3 3
Latin 

America 21 3 64 233 3 30 3
Africa 46 10 80 185 3 3 47

Total 5786 433 4511 13 871 651 348 364

Source: Thomson Financial Securities Data.

Table 10.6 Regional correlation: R&D alliances, 1990–99 (number of
deals)

Asia Pacific Western North Eastern Latin Africa
Europe America Europe America

Asia 584 24 335 1542 26 4 13
Pacific 24 50 31 80 1 1 4
Western 

Europe 335 31 473 1489 58 10 17
North 

America 1542 80 1489 5822 101 41 87
Eastern 

Europe 26 1 58 101 10 1 2
Latin 

America 4 1 10 41 1 2 0
Africa 13 4 17 87 2 0 15

Total 2473 179 2349 9096 187 55 133

Source: Thomson Financial Securities Data.



These alliances are especially driven by market entry and technology
transfer motives. Interestingly, the share of Asian firms in each type of
cooperation is decreasing (from 34 per cent in total manufacturing alli-
ances, 22 per cent in marketing and 17 per cent in R&D) while the share of
North American firms indicates an opposite pattern (32 per cent in manu-
facturing, 53 per cent in marketing and 62 per cent in R&D alliances). For
European firms, the share in manufacturing alliances (22 per cent) is
slightly larger than that in marketing (18 per cent) and R&D alliances (16
per cent).

Marketing alliances accounted for 37 per cent of US international alli-
ances in the 1990s, while manufacturing and R&D alliances represented 25
per cent and 20 per cent, respectively (Figure 10.4).

REGIONAL PREFERENCES AND INTERNATIONAL
MANUFACTURING ALLIANCES

As for regional preferences, US alliances with Asian and European firms
accounted for almost 75 per cent of their total international partnerships
(Table 10.7).

The top American firm choice for partners is companies from Japan, the
United Kingdom, Canada, Germany and China, which together account
for about 60 per cent of US cross-border alliances (Table 10.8).

Moreover, there are also differences in the purpose of alliances by
region.7 In the case of manufacturing alliances, the share of alliances
involving Asian firms tends to increase significantly for all major regional
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Table 10.7 Regional distribution of US international alliance partners
(number of deals)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 90–99

Asia 623 872 823 921 1219 1135 526 555 455 631 7760
Pacific 21 52 36 46 70 110 38 78 70 142 663
Western 

Europe 589 708 597 631 641 737 398 495 488 639 5923
North 

America 89 176 178 208 238 242 148 196 207 234 1916
Eastern 

Europe 116 205 94 121 125 108 52 65 46 48 980
Latin 

America 19 66 88 98 124 136 68 121 137 96 953
Africa 20 40 47 73 63 91 40 68 60 54 556

US total 1428 2051 1822 2029 2399 2473 1231 1523 1408 1787 18151

Source: Thomson Financial Securities Data.

Table 10.8 Top ten countries of US international alliance partners
(number of deals)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 90–99

Japan 503 703 638 584 665 447 224 231 211 254 4460
United 

Kingdom 198 210 193 188 215 257 163 178 197 236 2035
Canada 88 171 173 197 227 234 143 183 197 222 1835
Germany 101 127 108 121 121 135 67 95 76 96 1047
China 19 38 51 131 218 192 103 87 83 84 1006
France 91 115 82 105 96 101 50 72 51 74 837
Australia 17 43 28 42 65 95 36 69 61 125 581
Netherlands 57 55 46 62 49 47 23 34 37 48 458
Korea 48 38 32 30 58 52 41 46 36 74 455
Italy 41 63 43 53 49 50 18 24 19 39 399

OECD 1247 1718 1519 1531 1716 1603 856 1049 102 1343 12684

Source: Thomson Financial Securities Data.



blocks (Table 10.9). This pattern partly reflects the role of Asia as a world
manufacturing centre.

For manufacturing alliances, US firms prefer foreign partners to domes-
tic firms; however, they tend to prefer domestic partners for marketing alli-
ances and, in particular, for R&D alliances. National technological levels
are major influences on the development of strategic technological partner-
ships, and domestic sectoral structures are important determinants of the
scope for such partnerships. Large firms, which dominate US industries, are
more active in R&D, and are more likely to initiate strategic technology-
based partnerships. Narula and Hagedoorn (1997) note:

First, the level of technological sophistication of the country plays a key factor in
the propensity of its firms to undertake strategic technological partnerships
(STP), both in terms of undertaking high levels in R&D activity, as well as being
involved in high-tech (and therefore high R&D intensity) sectors. Second, the
structure of the domestic sector plays an important role in determining the ability
to undertake STP (firm size: sales and employees). The US, e.g., tend to have larger
firms dominating the industrial landscape. This is important since large firms tend
to undertake more R&D activity, and thus are more likely to undertake STP.

Alliances involving American manufacturing firms accounted for about 48
per cent of the total US alliances during 1990–99, while services and primary
sectors represented 43 per cent and 5 per cent, respectively (Figure 10.5).

In the manufacturing sector, strategic alliances were concentrated within
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Table 10.9 Regional correlation: manufacturing alliances, 1990–99
(number of deals)

Asia Pacific Western North Eastern Latin Africa
Europe America Europe America

Asia 3241 200 1718 2522 173 54 134
Pacific 200 77 76 92 14 7 10
Western 

Europe 1718 76 1161 1274 761 124 148
North 

America 2522 92 1274 2852 374 271 161
Eastern 

Europe 173 14 761 374 150 3 26
Latin 

America 54 7 124 271 3 65 1
Africa 134 10 148 161 28 1 63

Total 7942 460 5141 7431 1465 503 527

Source: Thomson Financial Securities Data.



relatively few industries such as pharmaceuticals, electronics and electric
equipment, chemicals, pre-packaged software, communications equipment
and computer equipment, which together accounted for more than 70 per
cent of manufacturing alliances (Table 10.10).

These industries characteristically display substantial operating risks,
high entry costs and rapidly changing technology. However, more and more
alliances are taking place in service industries. The share of manufacturing
firms in US cross-border alliances continued to decrease, from 63 per cent
in 1990 to 27 per cent in 1999, while that of service firms increased from 18
per cent to 67 per cent during the same period. The increase in service
industry alliances in the United States can be traced primarily to surges in
alliance activity within the business services, trade and financial services
industries.

INTERCORPORATE INTERACTIONS: STRUCTURAL
ISSUES

Governments shape the formation of domestic and international strategic
alliances in a number of ways:

1. Governments can alter the parameters of alliances by influencing
firms’ partnering decisions.

2. A second area where government regulatory policies influence interna-
tional corporate alliance formation is in the setting and adoption of
technical standards.
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Figure 10.5 Sectoral distribution of US international alliances, 1990–99
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3. Differences in trade, industrial, and regulatory policies have created a
market for the exchange of strategic assets among multinational firms.
To compete internationally, US firms are using international strategic
alliances to transform and alter their portfolios of strategic competen-
cies and assets.

Strategic Alliances under US Antitrust Laws

Generally, US law treats horizontal agreements, as distinguished from ver-
tical restraints which refers to agreements and practices that may affect
relationships between businesses and their supplier, customers or distrib-
utors, more strictly than it does agreements among non-competitors.8 In
this context, many analysts argued that because US antitrust laws are far
tougher than those in Europe or Japan, US multinational enterprises are at
a comparative disadvantage domestically, and were thus more likely to
form strategic alliances with foreign companies (see, further, Laurence
White, 1999).

Joint ventures among competitors are illegal per se if their purpose is
illegal – for example, steel companies cannot establish a joint venture to
set steel prices. Exceptions may be cited, notably the treatment of R&D
alliances.

The interest of US policy makers in industrial collaboration in R&D
arose from a concern over the shrinkage of the technological gap between
the US and the rest of the world and the gradual loss of global market share
by American firms in technology intensive industries. It was widely held in
the early 1980s that, in addition to outmoded managerial attitudes,
American firms suffered from an overly regulated domestic environment.
Many proposed that the long recognized market failure in allocating
resources for technological innovation is accentuated by the overly restric-
tive antitrust system.

The response to this disadvantage, particularly as a result of US semi-
conductor industry, led to the enactment of the National Cooperative
Research Act (NCRA), 1984, on the basis that domestic alliances in pre-
competitive research would improve US international competitiveness in
high-technology industries. The rationale for allowing collaboration in the
‘earlier’ stages of R&D relied on traditional arguments emphasizing the
insufficient incentives of individual firms to undertake basic and pre-
competitive research at socially optimal levels. However, this view was sub-
sequently challenged as being too restrictive (United State Senate, 1991).
Jorde and Teece (1990) dismissed the existence of any clear division
between pre-competitive research, development research and production
activities in terms of when each activity occurs and how information flows.
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Over the past decade antitrust enforcement has had to respond to an inter-
nationalization of R&D activity.9

The NCRA was amended in 1993 by the NCRPA, which also included
production. The prerequisites for collaboration in production were that the
joint venture participants cooperated in research as well, and that they
would not exclude independent activities in the same field. As with the orig-
inal NCRA, the NCRPA maintained a rule-of-reason approach in evaluat-
ing each research joint venture and kept the potential liability of parties to
actual damages instead of the usual treble damages under US antitrust
law.10

Despite the NCRA’s passage, various US corporations have maintained
that the threat of US antitrust action still imposes a chilling effect on
domestic alliance formation. Citing the antitrust suit filed against
Microsoft11 and Intel, many US computer firm managers say it is simpler
and less risky to team up with foreign partners. Incoming investment, take-
overs, and joint ventures in the United States have always been subject to
antitrust review, but as a rule, only horizontal combinations (for example,
between two stainless steel producers) were subject to challenge (Cowhey
and Aronson, 1991).

The legislative amendments introduced in 1993 with NCRPA have had
an effect on the ‘propensity to collaborate’ of American industry. As noted
in Vonortas (1996, p. 593), the numbers of newly registering research joint
ventures (RJV), which had been increasing steadily between 1986 and 1993,
dropped for the first time in 1994 and staged an unprecedented recovery in
1995. Another area where US antitrust and regulatory policies have played
an indisputable role in strategic alliance formation is the dramatic restruc-
turing of the US telecommunications industry during the late 1970s and
early 1980s. Deregulation of the US telecommunications equipment and
services markets – the world’s largest – and the 1984 divestiture of AT&T,
arising from US antitrust litigation, stimulated numerous international
strategic alliances.

The Setting of Technical Standards and US Firm Alliance Formation

A second area where government regulatory policies influence interna-
tional corporate alliance formation is in the setting and adoption of tech-
nical standards. An example of the importance of standard setting for
strategic alliances is the international race to develop and commercialize
high-definition television technology (HDTV). The US Federal
Communications Commission’s 1991 decision to adopt a digital standard
shifted various memberships in rival strategic alliances.
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Trade and Investment Policies: Incentives for US Firm Alliances

Government control over market access, via trade and investment policies,
has greatly encouraged international strategic alliances. First, governmen-
tal moves to non-tariff barriers have created strong incentives for interna-
tional corporate alliances. One scholar argues that tariffs tend to encourage
FDI and joint production arrangements as a means of market penetration,
‘nontariff barriers favour the use of collaborative ventures that incorporate
product research, development, as well as manufacture’ (Mowery, 1989, p.
24). Non-tariff import and export restrictions, such as those permeating the
automotive and semiconductor industries, have led to increased collabora-
tion between US and foreign firms for reciprocal market access. One prom-
inent analyst links the escalation in strategic alliances in the 1980s between
US and Japanese automakers to Japanese concern over future US trade
barriers (Reich and Mankin, 1986, p. 83).

Second, continued Japanese and, to a lesser extent, European govern-
ment restrictions on FDI – especially in high technology – encouraged
firms to enter into strategic alliances. US–Japanese alliance activity in key
strategic sectors, such as aircraft and telecommunications, are obvious
cases. Finally, because government procurement practices often restrict
domestic market access, they encourage international strategic alliances. In
Europe and Japan, especially, the prominent and continued role of govern-
ment ministries as both purchasers and regulators of their telecommunica-
tions industries means that US firms must establish alliances with foreign
partners, who can then provide them with a national ‘cloak’ in order to gain
market access.

NOTES

1. Sometimes referred to as ‘relational’, ‘collective’, ‘collaborative and associational’ and
‘stakeholder’ capitalism. For a review of these and similar concepts, see Dunning (1997)
and Cooke and Morgan (1998).

2. Indeed, there is a strong link between M&A and strategic alliances, so that firms often
establish a strategic alliance with a prospective M&A target.

3. Alliances are defined here as an organizational mechanism to govern an incomplete con-
tract between two separate firms without giving either firm complete control over deci-
sion making (Gomes-Casseres, 1996).

4. Decisions to vertically integrate through collaboration or to acquire with suppliers may
tend to be primarily cost economizing, but also have a strategic element to them, in that
by collaborating with the supplier firm you have pre-empted a similar move by a com-
petitor. This may be defined as a network, which will not be the main focus of this
chapter.

5. Figures in these tables include both domestic and international alliances unless other-
wise indicated.

6. Countries with outward-oriented economies strongly based on external trade relative to
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their size tend to seek more alliance partners outside their own countries. For example,
the Netherlands, Italy, Switzerland and Korea are more international in their choice of
alliances.

7. Among other things, (a) EU firms have a higher propensity to engage in alliances in
sectors in which they lack a comparative advantage relative to US and Japanese firms,
(b) strong EU and Japanese firms seek weak partners, so looking for markets and tech-
nology while controlling potential competition. See Hagedoorn and Narula (1997).

8. For more details about antitrust in the US, EU and Japan, see Morici (2000, pp. 21–106).
9. On the international dimensions of antitrust enforcement, see Evenett, Lehmann and

Steil (2000).
10. Both original research joint venture notifications and subsequent notifications of any

changes should be filed with the US Attorney General and the Federal Trade
Commission. Both kinds of filings are being posted in the Federal Register.

11. See Richard J. Gilbert and Michael L. Katz (2001).
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11. Japan’s network capitalism in
evolution
Terutomo Ozawa

INTRODUCTION

Japan once formulated and maintained a highly effective brand of capi-
talism and corporate management in the post-World War II period – up
until the late 1980s. Gerlach (1992) identified it as ‘alliance capitalism’
(along with the subtitle of ‘the social organization of Japanese business’).
That particular brand was created out of the tattered economic regime at
war’s end to reconstruct and build up domestic industries, especially the
heavy and chemical industries that Japan had already established in the
prewar days but that had become dilapidated during the war. Dunning
(1997a, b) adopted the term alliance capitalism when he explored in more
general terms the implications of this mode of capitalist pursuit of busi-
ness goals by modern corporations across national borders.

The themes of this chapter are (i) that Gerlach-type alliance capitalism
– or, for that matter, any other type in Japan – has proved to be merely a
transitory regime that was suitable and instrumental only for a particular
stage of Japan’s structural upgrading, (ii) that networking is the underly-
ing principle of social organization in Japan, (iii) that G.B. Richardson’s
(1972) trichotomy model of how economic activity is coordinated (by
market, hierarchy, and network) needs to be modified to explain the evolu-
tion of Japanese-style industrial organization, (iv) that Japan is presently
groping for ways to transform its business model once again into some-
thing new, something closer to the American model of ‘open-systems inte-
gration’, and (v) this sequence of institutional transformation is
fundamentally a function of the stages of economic growth and structural
upgrading.
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EVOLUTIONARY TRANSFORMATION

Trichotomy of Economic Coordination

As illustrated in Figure 11.1, it was Adam Smith (1776) who first saw
inefficiency in government involvement (that is, ‘government failure’) in
economic affairs and advocated market-driven coordination as a way of
maximizing the wealth of nations because ‘the Government of Smith’s day
was corrupt and incompetent; it often peddled monopoly privilege’
(Letiche, 1960: 68). Put in modern parlance, Smith was clearly making a
distinction between ‘market’ and ‘organization/hierarchy’ (i.e. government
in his day) in coordinating economic activities. And the modern economics
embedded in the market mechanism thus originated with Smith’s work. His
notion of the ‘invisible hand’ epitomizes the market, a system of arm’s
length exchanges based on ‘higgling and haggling’ in primitive society but
on contractual relations in modern society. In other words, a modern
market economy is built on a system of jurisprudence (but with its possible
downside effect of developing into a high litigation society).

One hundred and sixty one years later, however, Ronald Coase (1937) the-
orized exactly the opposite situation; that is, why markets might be replaced
by organization/hierarchy because of high transaction costs associated with
the former (that is, ‘market failure’). Market transactions came to be no
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longer perceived as costless; in fact they are often prohibitively costly when
the market fails. And transaction cost economics came into existence, as
elaborated most extensively by Oliver Williamson (1975, 1985).

This dichotomy between markets and hierarchies then became popular
in the economics of industrial organization. But it was not long before
another coordination mechanism (which had actually been known in other
sciences) was brought to economists’ attention for the first time by G.B.
Richardson (1972):

I was once in the habit of telling pupils that firms might be envisaged as islands of
planned co-ordination in a sea of market relations. This now seems to me a highly
misleading account of the way in which industry is in fact organised. (p. 883)

He then introduced the concept of networking as the third modality of
economic coordination by pointing out ‘the dense network of cooperation
and affiliation by which firms are inter-related’ (1972: 883). Consequently,
the trichotomy of market (the ‘invisible hand’), hierarchy (the ‘visible
hand’), and network (the ‘linked hand’) has come to be widely accepted.1

These three modalities of economic coordination are driven by different
enforcers of order and stability in economic activities and relations. The
market is basically driven by ‘enlightened self-interest’ (non-opportunistic
and responsible pursuit of self-interest), the hierarchy by ‘command and
control’, and the network by ‘reciprocity, trust, and obligations’ a la Polanyi
(1944).

It should be noted in passing that while Richardson stressed the notion
of inter-firm networking at the firm level, Karl Marx (1867) had much
earlier stressed the notion of inter-operative/agent networking at the indi-
vidual level in terms of the synergy of collective action among ‘social
animals’ (Marx, 1867).

Gerlach-type Alliance Capitalism

Using data covering the period from the late 1960s and comparing these
with data available for US industry, Gerlach (1992) depicted the Japanese
structure specific to that period in the following way:

Japanese business networks are shown to be strongly organized by keiretsu
across three types of ties (dispatched directors, equity shareholding, and bank
borrowing) and more weakly organized in a fourth (intermediate product trade).
In all cases but product trade . . . the proportion of transactions taking place
with firms in the same group is over ten times higher than the average with firms
in other groups, indicating an extremely strong pattern of preferential trading
that clearly has important implications for how we understand the nature of
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Japanese markets . . . Although a variety of alliance forms are discussed in the
study, it is the diversified groupings linking major banks and industrial enterprise
that receive special attention. The large corporation occupies a central position
in industrialized economies, especially in strategic sectors such as finance, basic
manufacturing, and international trade. Even in Japan, where the medium-and-
small-firm sector constitutes a substantial percentage of total employment, it is
the large firm sector that has been the primary source of Japan’s financial capital,
its imports and exports, and its major technological and organization innova-
tions. (Gerlach, 1992: 246–7, emphasis added)

What Gerlach was describing is basically the keiretsu-dominated structure
funded by main banks and dominated by large corporations, a system that
existed from the late 1960s into the 1980s, exactly the same period on which
his empirical study was focused. It was, however, a transitory (though rela-
tively long) period for Japan’s structural transformation (as will be made
clear below).

As to the effectiveness of the keiretsu-controlled structure, he raises the
issue:

Rationalized markets have long been considered efficiency-generating institu-
tions, yet the Japanese economy has out-performed any other major industrial
economy for much of the postwar period. If . . . Japan’s alliance structures of
industrial organization represent clear deviations from textbook models of
market organization, the question becomes whether the Japanese economy has
performed as well as it has despite these deviations or because of them. (Gerlach,
1992: 247, emphasis added)

He then characterizes the Japanese system as ‘a balancing of benefits and
costs’, in which the benefits far exceed the costs for the economy as a whole,
whereas the reverse is true for the rest of the world. Gerlach, however, did
not define the benefits and costs involved, nor did he explain theoretically
how the net benefit accrues to the economy. This question will be explored
later in the ‘knowledge creation’ vs. ‘knowledge diversion’ section.

Although Gerlach’s analysis cites and draws on Richardson’s principle
of networking, he describes Japanese-style alliance capitalism as sui generis
– that is, not totally explainable by such a principle alone. Those who accept
the Richardson’s trichotomy are probably perplexed by the thick
confluence/fusion of hierarchy (keiretsu) and network (alliance) in what is
presented by Gerlach as the unique Japanese industrial organization. But
this puzzle is solved by the work of Kumon (1992) and Imai (1992) below.

Networking as the Underlying Principle of Social Organization

Kumon (1992) treats networking as a form of information/knowledge man-
agement at the corporate level and expounds a theory of networking
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(abstracted from the Japanese experience as distinct from – and without any
reference – to Richardson’s conceptualization):

. . . a network as a generic social system is one in which, no matter whether
it is a complex actor or a societal system, the major type of mutual acts is
consensus/inducement-oriented [as opposed to threat/coercion-oriented or
exchange/exploitation-oriented]. Networks are organized under the premise that
information rights are legitimately established in some form or other and at the
same time partially restricted within themselves. The main reasons for individ-
ual actors to join in a network are to share useful information/knowledge with
other members, to achieve better mutual understanding, and to develop a firm
base for mutual trust that may eventually lead to collaboration to achieve
actors’ individual as well as collective goals. (Kumon, 1992: 109–41, emphasis
added)

For Kumon, the market is thus perceived as ‘exchange/exploitation-ori-
ented’, the hierarchy as ‘threat/coercion-oriented’, and the network (here
only of the Japanese genre) as ‘consensus/inducement-oriented’. To stress
and explain the Japanese genre, he then presents two classifications: ‘(1)
those that are simultaneously organizations [or hierarchies], and (2) those
that are not organizations – namely, those that are societal systems’, the
former being called ‘network organizations’ and the latter ‘societal net-
works’. In Kumon’s conceptualization, then, there is no clear-cut
Richardsonian trichotomy of markets, hierarchies, and networks. The
three modalities are intricately and functionally combined as comple-
ments – not as substitutes or alternatives. And his principle of network-
ing applies to both markets and organizations, as well as to inter-firm/
organization relations and higher-order societal systems at large.
Everything is rolled into one integrative whole, and networking is the
basic organizational glue everywhere: ‘Japanese society can be character-
ized as a society in which such networks are ubiquitous, not only infor-
mally but also in a formally institutionalized form’ (Kumon, 1992:
109–141). In short, networking permeates Japan’s society at its core as a
major governing principle.

Adopting the same notion of Japanese-style networking, Imai (1992)
argues that Japan first organized zaibatsu in the pre-World War II days and
then, after the war, ‘business groups’, and most recently ‘network indus-
trial organizations’. By business groups he specifically means keiretsu,
which Gerlach called alliances. The combined arguments advanced by
Kumon and Iami are schematically illustrated in Figure 11.2. Basically,
Japanese society is extremely intensive and thick in networking, to facili-
tate exchanges of information and knowledge. The ubiquitous principle of
networks underlies the evolution of Japan’s industrial organization.
Zaibatsu (hierarchy) first emerged as a manifestation of Japan’s network-
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woven society in that particular organizational form because of market
failures – that is, simply because no well-functioning market existed in an
underdeveloped Japanese economy. It was not a matter of rational choice,
zaibatsu had to fill the lacuna of the market:

. . . the zaibatsu as a large-scale, family-owned conglomerate represents the insti-
tutionalization of an organizational mechanism to compensate for the incom-
pleteness of the market in developing economies. In addition, the role of zaibatsu
can be interpreted as providing organizational innovation to retain internally the
profits from mutually supporting and cooperative activities in an immature
market. (Imai, 1992: 203, emphasis added)

The zaibatsu were, in Imai’s words, both ‘coordinating mechanisms’ and
‘market-like organizers’ of economic activities. And additionally, they were
effective in capturing and internalizing the synergistic benefits of collective
activities. The ‘market-like organizers’ are also called ‘quasi-markets’ by
Imai – and ‘paramarkets’ by Kumon. Zaibatsu were at the same time,
‘control networks’ where their holding companies (family-owned) exercised
direct control over a diversified range of industries.

Then, shortly after World War II came the ‘business groups’ or keiretsu.
Imai emphasized that this new organization was characterized by:

1. the use of ‘presidents’ clubs’ as the core place for periodic exchanges of
information
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2. intercorporate holding of stock to prevent hostile takeover bids by out-
siders

3. the main bank system under which a large city bank served as the key
lender and overseer of each group’s activities

4. a general trading company at the center of each group’s trading, facil-
itating information gathering and dissemination about market condi-
tions, especially overseas.

According to Imai, furthermore, a crisis was the major trigger mecha-
nism to induce a decisive transformation from one dominant form of
industrial organization to another:

the worldwide industrial reorganization that followed the recession of the 1880s
contributed to the formation of the zaibatsu, while the dissolution of the zai-
batsu [after WWII], which was generally regarded as a crisis, produced the com-
petitive postwar reorganization. Similarly, the oil crisis created a new industrial
organization. (Imai, 1992: 218)

The oil crisis of 1974 was a blessing in disguise in compelling Japanese
industry, especially in the then rapidly emergent electronics and other
assembly-based manufacturing, to mold a new form of business organiza-
tion, which Imai calls ‘network industrial organization’:

In this type of work-force specialization [in the wake of rapid technological
progress and dissemination] . . . units retain autonomy and yet remain closely
interdependent. Unlike the hierarchical division of labour typical in automobile
manufacturing, this type of specialization is characterized by self-organizing . . .
This specialization of the work force has been noted by M.J. Piore and C.F. Sabel
of [MIT], who refer to it as ‘flexible specialization.’ . . . a more highly specialized
work force necessarily creates spontaneous linkages among firms engaged in
related types of specialized work. This is because when individual enterprises
perform highly specialized work in the age of system technology, they cannot
reach their full potential unless mutual progress is made as a network. This
requires a sharing of information among related firms that is beyond the simple
information exchange in the market. Hence, network activity, or activity with con-
sideration for one’s ‘position’ in the network and ‘distance’ from others, is the
mode of action (Imai, 1992: 218–19, emphasis added)

Given the argument that networks are the warp and weft of the fabric of
Japanese society, so to speak, Imai’s use of the nomenclature ‘industrial
network organization’ (that is, network-cum-organization/hierarchy struc-
ture) is somewhat confusing to those who are accustomed to Richardson’s
clear-cut trichotomy. Kumon instead calls this combined structure ‘a more
genuinely network-oriented form’ (Kumon, 1992: 109–41). What they are
really arguing is that the prewar zaibatus and the postwar keiretsu or busi-
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ness groups should be regarded merely as the manifestations (derivatives)
of network Japanese society.

In short, Japan’s business structure has gone through metamorphoses,
each of which has been triggered by a certain crisis (as posited in Imai’s
‘crisis-triggered metamorphosis’ theory). And in Imai’s view, the path of
metamorphosis has so far traced out a three-stage sequence of zaibatsu →
‘business groups’ (or keiretsu) → ‘network industrial organizations’ with
the principle of networking as their underlying organizational mechanism.
(As will be seen later, however, this sequence will be further elaborated on
and extended to the postwar five stages of ‘make-shift structure’ →
’keiretsu, Mark I’ → ‘keiretsu, Mark II’ → ‘systems integration, Mark I’ →
‘systems integration, Mark II’).

WHY NETWORKS HAVE BEEN SO UBIQUITOUS

Legacies of Feudalism2

One naturally wonders why the principle of networking has been so
pervasive in Japanese society. This has a lot to do with how Japan came
out of 200 years’ seclusion under feudalism and then plunged into mod-
ernity in the mid-19th century – largely under pressure exerted from
outside.

According to Veblen (1934), feudalistic traditions or experience play a
positive role in economic transformation. This line of reasoning is in full
agreement with a widely recognized view that feudalism contributed to the
development of democracy, capitalism, and modern civilization in the
western societies, for it introduced an orderly social system based on
contractually specified relationships. Some even regard feudalism as a pre-
requisite to civilization. Early on, indeed, feudalism in England gave rise
to the practice of covenanting or contracting by specifying and formaliz-
ing a system of governance by the rule of law (Prawer and Eisenstadt,
1968). And, in the end, contractual relations, the central mode of govern-
ing interpersonal commercial relations and transactions between indepen-
dent operative units in modern times, have come into existence as a legacy
from the evolution of feudalism. The practice of contracts (formal
specifications of rights and duties among transacting parties) liberated
individuals from the shackles of arbitrariness and exploitation by the
powerful lords who bound their vassals in informal and often charismatic
relations.

In sharp contrast, the Japanese brand of feudalism had different evolu-
tionary traits that have survived:
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Japan’s feudalism differed from the European pattern in several important
respects: (1) the continuous importance of the imperial center in spite of its loss
of political function; (2) the weakness, perhaps even total absence, of contrac-
tual elements in the relations between lords and vassals; (3) the full, personal,
familistic expression of these relations; and (4) the lack of any representative
institutions. (Prawer and Eisenstadt, 1968: 400)

For our analysis, the second and third features, ‘the weakness, perhaps
even total absence, of contractual elements in the relations between lords
and vassals’ and ‘full, personal, familistic expression of these relations’, are
crucial in understanding the social system in Japan’s post-feudal period and
why trust-based networking has permeated Japanese society. The econo-
mies in both the West and Japan are derived from their respective brands
of feudalism, but with different ways of coordinating economic transac-
tions and interlinking relations. In the former the behaviours of micro-
agents are contractually specified and explicitly rule-governed, while in
Japan they are less legally particularized and bound but are more generally
governed by personal ties or connections that distinctly characterize
Japanese society. The Japanese operate largely on the basis of unwritten,
noncontractual relations. In this respect, the Japanese modality of organiz-
ing economic transactions has some affinity with what Polanyi (1944)
describes as a system of ‘reciprocity’ as opposed to a system of ‘exchange’.
In the former system, goods and services are circulated ‘on the basis of
familial or political obligation, reinforced by ritualistic or religious princi-
ples’ – in contrast with ‘the two-way transfer of equivalent values motivated
by self-interested calculation that is characteristic of market exchange’
(Stanfield, 1986: 20).

In the western market economies, legal contracting and litigation are the
major governing mechanisms that enforce transaction promises between
economic agents. By comparison, economic transactions in Japan more
strongly involve personal commitments, trust, duties, and obligations – in
other words, they are treated more often as social exchanges rather than as
pure economic exchanges. The Japanese are eager to build long-term rela-
tionships. Consequently, an atmosphere of patronage and reciprocity a la
Polayni rather than that of suspicion and threat pervades the exchanges.

In this respect, as pointed out in Kay (1991), Casson’s (1987) emphasis
on trust and goodwill and Buckley’s (1988) on forbearance and coopera-
tion are more appropriate for Japanese-style transactions than
Williamson’s (1985) on opportunism, though opportunistic behaviour is
certainly not non-existent in Japanese society.

What is more, another important legacy of many centuries of secluded
feudalism in Japan is manifested in cultural attributes stemming from
paddy rice cultivation. This type of farming, particularly in Japan’s natural
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disaster-prone climate (such as frequent typhoons and flooding), necessi-
tated collective control over, coordinated use of, and mutual help in irriga-
tion among the village farmers. Aoki (1988), for example, stresses this point:

There is no doubt that through centuries of agrarian experience up to as recently
as a generation ago, the Japanese developed the customs of mutual help, collec-
tive coordination, risk sharing, ad hoc and flexible adaptation to continual and
incremental environmental changes, diligent work habits, and penetration of
communal life into the private spheres, which are now viewed as characteristics
of modern Japanese factory life. (p. 307)

In short, the unique evolution of Japan’s feudalism, along with its heavy
dependence on wetland farming as the major economic base, left indelible
marks on how the Japanese interact with each other not only in economic
affairs but also in all other types of activity. The Japanese principle of net-
working thus derives from deep cultural roots.

SYSTEMS INTEGRATION

An important question still remains unanswered: Is the Japanese-style of
networking, based on intra-group trust and cohesiveness, really equally as
information/knowledge-enhancing, hence economic efficiency-increasing as is
its American counterpart?

Open vs. Closed

Analyzing the resurgence of Route 128 and the recent information and
communications technology (ITC) revolution in the United States, Best
(2000) introduces the new concept of ‘open-systems integration’ as
opposed to what may be called ‘closed-systems integration’:

System integration is a static concept with respect to component design rules; it
does not imply openness to innovation or technological change. In fact, the chal-
lenge of system integration exerts pressure to freeze technological change.
Kaizen, or continuous improvement management, pursues experimentation and
technological improvement but holds basic technology design rules constant . . .
The process of integrating subsystems have dynamic feedback effects . . . Intel
built a business model based on the concept of design modularization. Leading
Japanese companies have substantial systems-integration capabilities. They, like
Intel, integrate new product development with process reorganization. But the
Japanese leading electronics companies have not redesigned their business system
to capture the innovation potential offered by the principle of systems integration.
To do so would mean moving from a closed to an open-systems model of supplier
relations and industrial organization. (Best, 2000: 470–1, emphasis added)
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For Best, Japanese incremental technical improvement, kaizen, is a rather
static approach which cannot alter the basic technological paradigm. And
the Japanese are still operating under closed-systems integration, unlike
their American counterparts who benefit more substantially from open-
systems integration. In other words, what Imai identified above as ‘network
industrial organization’ is basically closed-systems integration. In order to
stress the importance of transition from the closed type to the open type,
we will call the former ‘systems integration, Mark I’, and the latter ‘systems
integration, Mark II’.

‘Knowledge Creation’ vs. ‘Knowledge Diversion’

The benefits and costs of open- vs. closed-systems integration can be the-
orized on a comparative basis in terms of two opposing effects: ‘knowledge
creation’ and ‘knowledge diversion’. These effects are analogous to Viner’s
(1960) distinction between ‘trade creation’ vs. ‘trade diversion’. Knowledge
creation occurs within a closely knit network, as information flows unhin-
dered and smoothly in such a group, leading to a successful synthesis and
synergy in idea generation. This benefit is, as seen earlier, stressed in both
Imai (1992) and Kumon (1992). Simultaneously, however, knowledge
diversion may result from the introversive focus of the group, neglecting
and slighting ideas and practices outside the group. Kumon (1992) also
touches on this undesirable aspect of the closed type of networking:

. . . in networks, success tends to lead to complacency in and closedness of the
system, with members becoming more introverted. Of course, they will show
some interest in the outside world insofar as it continues to be the source of some
useful information, or other goods and services, but they will have little genuine
interest in, or sympathy for, the outside world as such. (p. 109–41)

So long as the knowledge creation (positive) effect outweighs the knowl-
edge diversion (negative) effect, the group as a whole benefits. Ironically,
however, the greater the knowledge creation effect, the more introverted
and hubristic the group may become; the upshot then is a greater knowl-
edge diversion effect, which eventually ossifies network relations. As will be
discussed below, in the early stages of Japan’s catch-up growth, the keiretsu
groups were able to maximize the positive effect, but eventually they were
overwhelmed by the negative effect as the nature of industrial technology
became more sophisticated and the scope of business operations was
increasingly globalized.

This conceptualization of two opposing effects is thus useful in interpret-
ing in theoretical terms what is meant by Gerlach’s ‘balancing of benefits
and costs’ as mentioned earlier.
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From Comparative to Competitive Advantage

To explain the nature of Japan’s network society, the theory of compara-
tive advantage can also be used when we interpret it as the principle of
intra-unit specialization and inter-unit division of labour, whether the unit
happens to be a country, a network group or an individual. The trade doc-
trine of comparative cost advantage originally expounded by David
Ricardo (1817) looks at an individual country (entire economy) as a unit of
analysis. Trade takes place because of a difference in comparative costs,
inducing an expansion of comparatively advantaged (relatively higher
labor productivity) industries and a contraction of comparatively disad-
vantaged (relatively lower labor productivity) industries. This causes a
better reallocation of resources, a phenomenon called ‘allocative
efficiency’, resulting in higher outputs and higher living (consumption)
standards in trade-participating countries. According to this doctrine, even
a weak (non-competitive) country, a country that has no absolute advan-
tage in any single industry, can still participate in and gain from trade. In
other words, it is clearly a theory of inclusion and coexistence, not exclusion
and rivalrous elimination.

In this perspective, each keiretsu group can be interpreted as an organ-
ization which is built on the doctrine of comparative advantage – in the
sense that each group comprises several leader companies and a large
number of their respective follower/affiliated companies, especially in ver-
tical supply (input procurement and output distribution) chains. This
characteristic is popularly called ‘gosoh sendan [convoy formation]’ in
which a group of affiliated companies/banks, large and small, advance
together in mutual protection and cooperation. Strong major companies
are supposed to assist and foster their closely affiliated weaker companies.
In other words, each keretsu’s intra-group transactions are based on the
doctrine of comparative advantage or the principle of inclusiveness and
mutual existence – and not on the doctrine of absolute advantage or the
principle of exclusion and rivalrous elimination. For example, a major
company in one keiretsu may find supplies cheaper if it purchases from a
company in another keiretsu, but the former refrains from doing so (and
the latter may refuse to deal with such an out-of-group customer). Instead,
the major company continues to procure whatever it needs from its own
affiliated suppliers, while providing any necessary assistance (technical
and financial) to make the affiliate more productive and equally competi-
tive. In short, the idea of comparative advantage-based specialization is
applicable to, and useful in, delineating the strength of intra-keiretsu
cooperation.
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CATCH-UP IN STRUCTURAL UPGRADING AND
BUSINESS ORGANIZATION

The postwar progression of Japan’s network-based industrial organization
can be juxtaposed with its sequential stages of structural upgrading, since
the former has occurred pari passu with the evolutionary changes in Japan’s
industrial composition punctuated by the growth of a certain leading
sector in each stage (as shown in Figure 11.3).

The industrial progression is the sequence of ‘make-shift structure’ →
‘keiretsu, Mark I’ → ‘keiretsu, Mark II’ → ‘systems integration, Mark I’ →
‘systems integration, Mark II’, as suggested earlier. Each type of industrial
organization will be explained below. As introduced elsewhere (Ozawa,
1993, 2001a), the stages of structural upgrading to be used here consist of

1. the ‘Heckscher-Ohlin’ factor-driven stage (labour-intensive goods –
‘factor goods’ – such as textiles, apparel, toys, and sundries produced
and exported mostly by small- and medium-sized enterprises) through-
out the 1950s,

2. the ‘non-differentiated ‘Smithian’ scale-driven stage (capital-intensive
goods – ‘scale goods’ – such as steel, basic chemicals, heavy machinery,
and ships) from the mid-1950s through the 1960s,

3. the ‘differentiated ‘Smithian’assembly-driven stage (parts/components-
intensive goods – ‘assembly goods’ – such as automobiles and first-gen-
eration electronics – TV sets and pocket calculators) throughout the
1970s,

4. the ‘Schumpeterian’ R&D-driven stage (knowledge-based goods –
‘R&D goods’ – such as micro-chips, computers, telecommunication
equipment, and bioengineering) in the 1980s, and

5. the ‘McLuhan’ information-driven stage (Internet-based goods –
‘information goods’ – such as e-mail, websites, and e-commerce) from
the mid-1990s onward.

Since these five tiers of main sector-led upgrading have appeared in suc-
cessive waves, a pattern similar to a flying formation of wild geese, their
tandem growth is thus in the tradition of the so-called ‘flying-geese’ theory
of economic development (Kojima 2000; Kojima and Ozawa, 1985; Ozawa,
2001b). The transition from one stage to another, however, is certainly not
clear-cut but rather overlapping as the dominant sector in one stage grad-
ually phases out, while a new sector rises to prominence in the subsequent
stage. This developmental stages model is basically a ‘leading growth
sector’ model a la Schumpeter (1934), in which a sequence of growth is
punctuated by stages in each of which a certain industrial sector can be
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identified as the main engine of structural transformation, and through
which one leading sector is rendered ‘obsolete’ (macro-structurally incon-
gruous) and replaced by a new one in a process of ‘creative destruction’.

The upgrading effectiveness of each type of industrial organization is
schematically illustrated in terms of how successfully Japan has performed
vis-a-vis Europe and the United States (used as reference points) during the
different decades since war’s end, starting with the 1950s. In the early
postwar period (the 1950s and 1960s), Japan was clearly way behind the
West. In the 1970s, Japanese industry quickly succeeded in initiating con-
sumer electronics as its leading growth industry (as best exemplified by the
successful innovation of pocket-size transistor radios3). Thanks also
largely to the oil crises of 1974 and 1979, Japanese-made small subcompact
cars became popular because of fuel economy, providing Japan’s automo-
bile industry with a foothold in the western markets. And by the end of the
1980s, Japan on the whole had caught up with both Europe and the United
States in overall industrial and technological levels. In fact, the phrase ‘the
Triad’ that came into vogue in the 1980s mirrored Japan’s newly acquired
status as an equal economic power in the global economy.

Yet, following the burst of the asset bubble of 1987–90, Japan plunged
into stagnation, mainly because of its political inability to solve the
banking crisis. Japan today is incapacitated because it is unable to decisively
force the banks to cut off their ‘zombie’ borrowers, especially in the ‘pork-
barrel’ industries such as construction and distribution (Ozawa, 2001b). In
the meantime, the United States quickly regained its leadership and forged
ahead with the information and communications technology (ICT) revolu-
tion.

These outcomes of Japan’s catch-up growth at the different stages have
been brought about by the efficacy of industrial organization specific to
each stage. In the immediate postwar period when economic disruption and
chaos initially prevailed, a ‘make-shift’ structure of industrial organization
(whatever way they were able to organize corporate activities) was impro-
vised. And it sufficed for the Heckscher-Ohlin stage of labour-driven eco-
nomic recovery and reconstruction. Zaibatsu was dissolved by the order of
the Occupation authorities, and keiretsu formation was still inchoate. In
order to earn precious foreign exchange, Japan exported whatever manu-
factures it was capable of producing with an abundance of relatively well
trained, disciplined, and low-cost labour in the aftermath of wartime
destruction and defeat. Japan’s famous ‘life-time employment’ was still
inchoate, and so was the ‘main bank’ system of corporate finance and
governance.

The 1960s began to witness the birth and rapid growth of the six main
bank-based groups (Mitsui, Mitsubishi, Sumitomo, Fuyo, Sanwa, and
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DBK), a form of industrial organization that may be identified as ‘keiretsu,
Mark I’. They were horizontally conglomerated and diversified in industrial
activity under the so-called ‘one-set’ principle which compelled each kei-
retsu group to vie vigorously with each other in establishing an almost iden-
tical set of key industries, such as steel, heavy machinery, shipbuilding,
petrochemicals, and trading (in the form of sogo shosha [general trading
companies]) – all in an oligopolistic fashion. Keiretsu, Mark I proved
effective for the non-differentiated Smithian stage of scale-driven heavy and
chemical industrialization.

These groups were also financially governed by their respective main
banks, which were in turn controlled by the Bank of Japan – that is, by the
Ministry of Finance because of the lack of independence of Japan’s central
bank. But keiretsu, Mark I soon began to evolve into ‘keiretsu, Mark II’, as
assembly-based industries such as consumer electronics and automobiles
emerged as the leading growth sector in the 1970s. They grew more verti-
cally conglomerated through the supply chains of parts, components, and
accessories. Keiretsu, Mark II was thus specific to the differentiated
Smithian stage of assembly-based manufacturing.

As electronics became increasingly more sophisticated with rapid
product/process innovations, however, systems integration emerged as a
new form of industrial organization. Computers began to be applied to on-
line order placement and procurement and ‘just-in-time’ delivery. But this
new form of industrial organization, ‘systems integration, Mark I’, was
carried out within the closed system of the keiretsu tradition – and was,
therefore, accompanied by the negative effect of knowledge diversion (as
discussed above).

In the past few years, however, the landscape of Japanese industry has
begun to change dramatically. The keiretsu has started to break down in its
original formation. First of all, the six main banks, which used to lead and
jealously guard their respective keiretsu groups, have merged with each
other into mixed-up entities. Sumitomo Bank (the flagship bank of the
Sumitomo group) merged with Sakura Bank (the Mitsui group) to create
Sumitomo Mitsui Banking Corp., and Fuji Bank (the Fuyo group) joined
forces with Dai-Ichi Kangyo Bank (the DKB group), along with Industrial
Bank of Japan and Yasuda Trust, to form Mizuho Holdings, the world’s
largest bank in assets.

Left in the lurch, group companies themselves began to engage in inter-
keiretsu tie-ups. For example, Sumitomo Chemical merged with Mitsui
Chemical. Strategic alliances have been forged between Kawasaki Steel (the
DKB group) and NKK (the Fuyo group), and between two of Japan’s
largest sogo-shosha, Marubeni Corporation (the Fuyo group) and Itochu
(the DKB group), in steel trading. Although the keiretsu firms are still not
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yet as uninhibited and as flexible as American firms, they are becoming
more profit-conscious than loyalty-bound. Their networking is now prag-
matically extending beyond and across their group affiliations.

Some may regard this new business restructuring merely as a regrouping
of keiretsu, but it is more appropriate to view it as a move toward the new
and more flexible form of ‘systems integration’ pioneered by the electron-
ics industry where rapid technological progress is crucial for business sur-
vival and where the forces of globalization and competition are relentlessly
compelling the producers to restructure through strategic alliances. They
can no longer operate under the principle of comparative advantage (inclu-
siveness and coexistence) but must perform on the basis of competitive
advantages. Yet, they have not yet quite graduated from closed-systems
integration, ‘systems integration, Mark I’. With deregulation and trade lib-
eralization, Japanese industry is clearly in search of a new business model,
‘systems integration, Mark II’, which is closer to, if not identical with,
American-style, market-driven, open-systems integration. The ‘McLuhan’
information-driven stage of growth requires a flexible and open business
model in order to survive in ever-intensifying global competition in this age
of the information and communications technological revolution (Ozawa,
2001a).

SUMMING UP

Japan’s network capitalism has evolved, and is still evolving, taking
different transitory shapes in industrial organization. Gerlach’s description
of keiretsu as alliance capitalism fits only one form of evolutionary mani-
festation of the Japanese principle of networking, a form that prevailed
mostly during the Smithian (both non differentiated and differentiated)
stages of scale- and assembly-driven industrialization (mid-1950s through
1970s), involving the ‘metal-bashing’ type of production of steel, basic
chemicals, heavy machinery, and early-generation automobiles.

The Schumpeterian R&D-driven stage was initially accommodated by
‘systems integration, Mark I’, especially in electronics and other high-tech
industries where technological progress is pronounced and the product
cycle is increasingly shortened. Yet the advent of the ITC revolution and its
accompanying ‘McLuhan’ stage calls for a more open and flexible organiza-
tional structure, ‘systems integration, Mark II’. Japan is clearly in the throes
of transition to this new phase. The principle of networking is, nevertheless,
the governing doctrine of Japanese society in all walks of life, and the
different business models have been reflective of the structural requirements
of their respective corresponding stages of industrial transformation.
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The notions of ‘knowledge creation vs. knowledge diversion’ and ‘inclu-
siveness vs. exclusiveness’ were introduced as the analytical frameworks
within which to evaluate the benefits and costs of Japanese-style network-
ing based on intra-group trust and cohesiveness.

NOTES

1. The phrase, ‘visible hand’, is adopted from Chandler (1977).
2. This section draws in part on Ozawa and Phillips (1994).
3. OECD (1970) recognized that small transistor radios were Japan’s first significant inno-

vation after WWII.
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12. Alliance capitalism, FDI and
developing countries
Stephen Young and Neil Hood

The objective of this chapter is to assess the dimensions of and future pros-
pects for alliance capitalism in developing countries. The subject is tackled
through the lens of an alliance-based approach to foreign direct investment
(FDI), mainly involving multinational enterprises (MNEs) and govern-
ments. It focuses on three main questions:

� What evidence exists of alliance capitalism in developing countries?
� What would be required of firms and governments to achieve or

extend alliance capitalism in developing countries?
� What would be the benefits of promoting alliance capitalism in devel-

oping countries?

The definition of alliance capitalism used here follows Dunning (1997a)
and Cohen and Boyd (2000) in requiring deep structural interdependence
between all stakeholders; and the notion of Berglof and von Thadden
(2000) that the stakeholder concept of corporate governance should be
generalized to a model of multilateral negotiations. Within the narrower
perspective of the present chapter, the analysis of alliance capitalism con-
cerns collaborative relationships between firms, and governments and
multilateral organizations. In a 1994 paper, Stopford had emphasized the
growing interdependencies between MNEs and governments; and ques-
tioned whether MNEs should take a more active and positive role as dip-
lomats and partners in relations with governments, which had traditionally
focused upon bargaining.1

The interest in this chapter is in the less developed countries (LDCs); that
is, countries other than the newly industrialized economies (NIEs) of East
Asia and South America and the transition economies of Central and
Eastern Europe. Some commentary on the latter is inevitable, however,
because of the previous emphasis in research: it should be noted that
Dunning and Hamdani (1997) and other authors have suggested that the
impact of globalization and alliance capitalism is likely to be marginal in
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the LDCs. Many LDCs do not have the communitarian cultures and
degrees of institutional development that have made possible the develop-
ment of alliance capitalism in the NIEs (see Hobday, 1995, on the lessons
of the East Asian experience).

Finally, the analysis focuses on international strategic alliances, princi-
pally in their equity joint venture form, which is still a major form of
arrangement in developing countries. This is consistent with Dunning
(1997a), Inkpen and Beamish (1997) and Inkpen (2001). Here equity joint
ventures (JVs) are viewed as a hierarchical type of alliance with a high
degree of interorganizational interaction, within a spectrum which extends
to technical training and industry consortia as the lowest forms of commit-
ment and interaction. In the LDCs, many of these equity JVs will still
involve partnerships between MNEs and governments.

STRATEGIC ALLIANCES IN DEVELOPING
COUNTRIES

The literature on strategic alliances, principally in their equity joint venture
form, is extensive. A collection of significant contributions is contained in
Beamish (1998), and a concise summary of the literature in Inkpen (2001).
Much of the literature on JVs in developing countries per se stems from the
work of Beamish and his colleagues at the University of Western Ontario.

Joint Venture Characteristics and Performance

In early work (Beamish, 1988) comparing joint venture characteristics in
developed and developing countries, significant differences were identified
in the reasons for joint venture creation – one partner’s needs for the other
partner’s skills in developed country JVs; and government persuasion or
legislation in developing country JVs. (For more recent work on the partner
selection process see Saxton, 1997, and Hitt et al., 2000.) Other character-
istics of joint ventures in developing countries included a smaller equity
stake; a higher association with government partners; a higher instability
rate; and greater managerial dissatisfaction with performance.

Analysing high-performing developing country joint ventures
specifically, the emphasis was on long-term relations, with local partners
providing management (general and functional), knowledge of local busi-
ness and of the local economy, politics and customs (Beamish, 1988). By
contrast in low-performing joint ventures, partners’ contributions were
regarded as primarily short term, concerning meeting government require-
ments and avoiding political intervention. Commitment emerged as a
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major factor in the successful management of JVs, and was reflected in the
adaptation of products to local market needs; the increased employment of
nationals; and regular visits and the supply of special skills where needed.
Committed companies also favoured a sharing of decision-making and
greater contributions from their partners.

Some more recent studies have continued to emphasize the problem
areas in establishing and managing JVs in developing countries. For
example, work by Miller et al. (1997) focused on the fragility of the ven-
tures, and on the difficulties both in negotiating agreements and in subse-
quently holding the ventures together. In respect of negotiations,
particularly important and difficult issues concerned the equity structure,
and the conditions for technology transfer. Once JVs were operational,
difficulties identified related to multinationality (export rights, tax issues,
dividend and investment policies); ownership and control; or to disputes
over product or technology issues; and cultural problems. The overall con-
clusions were that even committed partners could expect conflicts; that
agreements needed to contain detailed provisions but also to be considered
as ‘living’ documents; and that resolution of technology transfer difficulties
needed goodwill and understanding.

Despite these findings, Hyder’s (1999) small-scale investigation found
important differences between developed and developing country joint
ventures. In the latter, there was more complementarity of motives, less dis-
agreement, the ownership level was less significant for control, and relation-
ships were more informal. The review of 19 studies by Beamish and Delios
(1997) indicates a moderate increase in the performance of international
joint ventures in developing countries over time; and a higher level of per-
formance for JVs in developing as compared with developed countries. In
a similar vein, Tatoglu and Glaister (1998) found that while Turkish partner
firms and western partner firms evaluated the performance of their inter-
national joint venture operations equally favourably, the Turkish partners
were more satisfied with JV performance compared with host country com-
petitors and home country firms.

Culture and Joint Venture Performance

Studies have shown that differences in the cultural backgrounds of the
parents have generally been perceived as a threat to the survival of interna-
tional joint ventures (for example, Harrigan, 1988; Shenkar and Zeira,
1992). Consistent with this view, Barkema et al. (1996, 1997) and Li and
Guisinger (1991) found that the chances of survival of JVs are lower when
the cultural distance between the home country of the expanding firm and
that of the host country is large. Greater cultural distance increased the
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incidence of JVs (relative to wholly owned subsidiaries). Recent work by
Barkema and Vermeulen (1997) in a study of Dutch MNEs indicated that
uncertainty avoidance and long-term orientation were the main cultural
problem areas. Interestingly, the effects of cultural distance had not
decreased over the three decades to the mid-1990s. Li et al. (2001) investi-
gated the influence of parent culture on JVs in China. They found that
oriental collectivist culture was valuable for East Asian firms in terms of
efficiency and rapid market entry; but such firms failed to achieve better
performance than companies from individualistic cultures.2

Patterns of Strategic Alliances in Developing Countries

Vonortas and Safioleas (1997) analysed inter-firm alliances (defined to
include mergers and acquisitions (M&As) in information technology (IT),
in which one partner was from a developing country (i.e. a non-OECD
country), for the period 1984–94. NIEs and transitional economies domi-
nated alliance activity among developing countries, with telecommunica-
tions and computers as the most important sectors. The countries of the
former Soviet Union registered more alliances than any other nation, fol-
lowed by China and then Hong Kong and Korea. Telecommunications was
the most important sector in a range of countries. For Hong Kong firms,
telecommunications alliances represented a way to capitalize on their exist-
ing capabilities and diversify; while, elsewhere, the main role of such alli-
ances was to upgrade their telecommunications infrastructure to widen
access, improve service delivery and cost, and facilitate the attraction of
FDI. A small number of companies from the NIEs dominated alliance
activity: thus six Korean firms participated in 232 alliances – about two-
thirds of all alliances involving developing country enterprises.

The Vonortas and Safioleas (1997) work indicated that the share of alli-
ances involving at least one participant from a non-OECD country
increased from 6 per cent in 1988 to nearly 13 per cent in 1994. By compar-
ison, Narula and Sadowski (1998), in their investigation of strategic tech-
nology partnering, indicated a much smaller increase in the share of
agreements in developing countries between the periods 1980–87 (5.5 per
cent) and 1987–94 (6.9 per cent). But their definition excluded M&As, and
their data base was biased towards new and emerging technologies. Their
conclusion in terms of patterns within developing nations was, however,
similar. Thus there was a dominance of Eastern European nations and the
East Asian NIEs; and the percentage of alliances in Africa and the non-
NIE countries of Asia and Latin America declined between the two
periods. Differences between these two groups of countries were also
evident in the nature of agreements, with equity modes still overwhelmingly
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dominant outside the NIEs. Explanations for the patterns in the LDCs
were suggested to relate to low levels of economic development, a focus on
low technology sectors, and indigenous companies that possess few com-
petitive advantages.

Other Evidence3

An investigation of studies available at the country level indicates consid-
erable variety in the nature of FDI and modes of market servicing in the
LDCs. By and large the data tend to suggest conventional (hierarchical)
relationships between MNEs and LDC partners, with privatization as an
important influence on FDI inflows in the recent past. However, even in
Africa, there are signals emerging and case-specific evidence which are
indicative of changing attitudes, relationships and behaviour patterns.
Examples include:

� The evolution of affiliates of developed country MNEs from a
domestic market to a regional market orientation, with product spe-
cialization programmes among affiliates and the introduction of
regional product mandates.

� The establishment of collaborative joint ventures between MNEs
and indigenous enterprises to permit the latter to upgrade technolo-
gies and facilitate expansion domestically and internationally.

� The network-based regional expansion of indigenous MNEs.
Illustrations include the involvement of Mauritian-based MNEs as,
for example, participants in privatizations in host countries, and
through linkages with the Mauritian diaspora. Similarly there are
examples of regional expansions of Egyptian construction compa-
nies in power and other projects.

� Multiple nationality foreign investment projects in infrastructure
(power generation, telecommunications, etc.), and the exploration
and exploitation of natural resources in association with host
governments.

� More generally, the wide variety of forms of foreign participation in
infrastructure projects (performance contracts, management con-
tracts, service concessions, BOT, lease) means that host governments
and domestic enterprises are having to learn different ways of
working with and relating to multinational enterprises.

Aside from these, admittedly limited, indicators of alliance activities,
external institutions also are playing a significant role in supporting and
encouraging collaboration. Thus the International Finance Corporation
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(IFC) is an important player in the co-financing of major FDI projects.
IFC involvement provides security to foreign investors, and encourages col-
laborative relations between foreign and indigenous partners and govern-
ments. Some companies play a similar role, an interesting illustration being
the UK-based CDC Group: with a long history in Africa, this enterprise
now operates as a foreign venture capital investor and plays a major facili-
tating function in a diverse range of projects – from agriculture and food
to minerals, oil and gas, and financial services and ICT.

It is also true that some MNEs, because of sector-specific characteristics
as well as company policies, are more closely aligned to an alliance capital-
ism model. Examples include Coca-Cola and Pepsi International through
their extensive franchise networks; and hotel chains, where the Accor
Group of France is prominent in encouraging collaboration with and active
investment from the private sector in host countries.

Synthesis

The literature review suggests an improving picture with respect to JV per-
formance in developing countries. Long-term relations and commitment
were important for success, both being factors which would be indicative of
an alliance-based approach (Lane and Beamish, 1990). With some notable
exceptions, however, arrangements in LDCs were largely similar to the tra-
ditional JVs of earlier periods, with similar management challenges, posed
inter alia by cultural differences. Even so, as the following section will show,
liberalization has encouraged a more welcoming attitude to FDI which
could be the beginnings of alliance capitalism. In that sense, at least, the
ventures of the last 15 years are different to those of the 1960s and 1970s.

PUBLIC POLICY AND ALLIANCE CAPITALISM

National Government Approaches

A policy emphasis on open markets and trade and investment liberaliza-
tion has been a dominant trend in the global economy in recent times.
Although the process is far from complete in the LDCs in particular, many
countries have abandoned their former state-led, inward-oriented develop-
ment strategies.

FDI attraction and privatization
In the new environment, the attraction of FDI became in effect the princi-
pal mechanism by which countries attempted to capitalize on liberaliza-
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tion. FDI attraction was either direct or indirect, the latter linked to privat-
ization, which became a widespread policy prescription in the 1980s and
1990s; and the process is continuing in Africa, for example, into the 2000s.
Aside from differing timescales, the extent, objectives and methods of pri-
vatization have differed between countries, as has the importance of foreign
investment (OECD, 1998). Objectives have included improving efficiency,
encouraging private sector development, attracting FDI, raising revenue to
reduce debt levels, and redistributing wealth. In Africa, the objective has
been primarily the reform of state-owned enterprises (SOEs); and liquida-
tion or closure has occurred commonly since obsolete facilities, poor
quality, and low productivity have meant that the enterprises were not
attractive to private domestic or foreign investors.4

The gains from privatization are assumed to derive principally from com-
petition, lower prices, improved availability and quality of public services,
and higher productivity. There is evidence of some of these benefits occur-
ring, although it would not be difficult to show improvements compared
with the pre-privatization situation. Overall, there have been positive
impacts in respect of increased capital investments, and inflows of technol-
ogy and managerial expertise; as well as additional revenue generation and
deficit reduction. Moreover, the multiplier effects of FDI associated with
privatization have been significant. FIAS (1997) estimated that $1 brought
in through privatization attracted another $0.88 in additional FDI inflows.
For infrastructure privatizations, the equivalent figures were $1 and $2.4.

Privatization has posed certain important issues, especially with respect
to regulatory measures required for privatized monopolies (such as tele-
communications and other services, or in basic industries such as steel or
petrochemicals), consequent on increased fees and charges, and absorption
of surplus labour. This suggests that pricing of products and services will
need to be regulated, and programmes for retraining and employment of
redundant labour instituted.

For many developing countries there are still huge challenges concerning
privatization and investment in infrastructure. One study indicated that
power cuts cost the Indian economy between 1 and 3.5 per cent of GDP
(Sanghvi, 1991). The demands are also enormous, with the World Bank
(1997) estimating that infrastructure development in East Asia would cost
$1.5 trillion by 2004, with half of this in China alone. Foreign investors are
being sought again to provide the necessary capital and technology,
although other possible sources of finance exist, including bond issues,
bank lending and equity flotations.

From the perspective of the investor, infrastructure projects involve high
risks. These include potential future expropriation, and also commercial
risk from high fixed or sunk costs, long investment timescales and possible
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price controls and other regulations (OECD, 1998). In addition infrastruc-
ture projects have been beset by problems, including delays in programme
start-ups, contract cancellations and legal disputes (Seder, 2000).

Policy reform
Empirical evidence confirms the benefits from liberalized trade and invest-
ment, although there is continuing debate over the effects of growth and
FDI on poverty reduction (OECD, 1999).5 Nevertheless, the experiences of
individual developing countries are quite diverse. The majority of LDCs
have begun to make efforts in the direction of trade and investment liber-
alization (even if they have not always taken ‘ownership’ of development
strategies and programmes). In some ways these efforts could be viewed as
moves in the direction of alliance capitalism since they are indicative of
greater cooperation and positive relationships with foreign investors.
However, among the least developed countries certainly, there is disap-
pointment and frustration that market reform and liberalization have not
been reflected in substantially increased FDI inflows. A continued FDI lib-
eralization momentum requires that there are identifiable gains from
market reforms at country level within a reasonable timescale. Developing
countries perceive that they have implemented the economic and market
reforms required of them by the multilateral institutions and the developed
world, accepting the high costs associated with these reforms in respect of
rationalization of former state-owned enterprises. But they have still to see
the compensating benefits in terms, for example, of substantially higher
FDI inflows.

In truth, liberalization and privatization per se are inadequate, and need
to be part of a holistic and coherent set of policies and reforms (OECD,
1999).6 Included within these are policies to ensure macroeconomic stabil-
ity; strong financial systems; sound public and corporate governance; and
environmental management. Moreover, there needs to be support for both
multilateralism and regionalism. The former is necessary to aid the contin-
ued development of the global economy, and to provide security for inves-
tors and a barrier against protectionist pressures. Support for regional
integration is also critical given that many LDC markets are too small to
attract domestic-oriented FDI.

A second level of required policy intervention concerns industrial poli-
cies. In most developing countries, there are major market failures which
act as constraints on the improvement of competitiveness and the sustained
development of the market economy (UNIDO, 1995). These involve areas
of industrial strategy, including technological capabilities (adaptation,
upgrading and innovation); human resource development; network or
cluster support (UNIDO, 2000); entrepreneurship and small- and medium-

256 Alliance capitalism and corporate management



sized enterprise development; and rural industrial development. Allied to
these are the necessary institutional support facilities, including financial
institutions; training facilities for local entrepreneurs, etc.; facilities for the
development of quality standards; institutions for investment promotion
and technology inflow, absorption and adaptation; and institutions for
information and research. The importance of the institutional framework
is confirmed in the work of Brunetti et al. (1997; see also Pain, 2001) who
found that security of property rights, reliability of the judiciary, and the
extent of corruption and political stability, were positive determinants of
the level of FDI inflows in a study of 20 transition economies in the 1990s.

These problem areas are mostly known – or at least external advice from
donors has highlighted the issues – but they are not really seen in either a
holistic or a collaborative way. And developing country governments and
bureaucrats are at once antagonistic (because of the effects on their power
bases and corruption income), bemused and lacking in both resources and
capabilities to be able to respond.7

Governance
In the context of alliance capitalism, problems of public and corporate
governance loom large, with institutional reform as an essential constitu-
ent of a wider process of transformation (Cohen and Boyd, 2000; Menard,
2000). Such governance challenges result inter alia in corruption, which is
endemic in many developing and transition economies (in respect of the
latter, see EBRD, 1999). For example, Habib and Zurawicki (2001)
confirmed a negative relationship between corruption and FDI flows in a
wide-ranging country study; although the degree of international openness
and the political stability of the host market moderates the influence of cor-
ruption. Perspectives on corruption in the literature focus, on the one hand,
on corrupt bureaucrats operating within a system where public sector sal-
aries are low; and, on the other, on corruption as a consequence of the
political system and crony capitalism which leads to patronage and extor-
tion (Charap and Harm, 2000). Others (Hellman and Kaufman, 2001)
question whether corruption (termed ‘state capture’) is a symptom of weak
institutions or of powerful politicians and bureaucrats who have an inter-
est in maintaining these weak institutions. By the latter perspective, crony
capitalism and the creation of monopolistic firms is a rational strategy for
maximizing expected income (Tanzi, 1998). Furthermore, changing legisla-
tion alone may be insufficient when powerful business families can
influence both the content of the legislation and its implementation; such
families may be directly involved in politics.

China represents a particularly challenging case in the context of the
reform of its state-owned enterprises (SOEs) and their participation in joint
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ventures with Japanese and western companies. Accepting that the reform
experiments have been genuinely creative, Broadman (2001) highlights
major problems including asset stripping, tax evasion, decapitalization,
wage manipulation, privatization of assets but socialization of liabilities,
and corruption. Corporate governance incentives are conflicting since the
state is both ultimate owner and regulator. Effective corporate governance
is difficult to exercise when the financial information available is neither
timely, accurate nor useful. In addition, SOE governance is still hampered
by barriers to entry for new firms and a lack of competition.

In the context of FDI in Africa, corruption emanates from both politi-
cal structures and tribalism as well as dishonest bureaucrats, and the system
is characterized by weak or non-existent institutions. Moreover, opposition
to reform within the executive branch means that corruption is not simply
financial in nature but is also reflected in delays and obstructiveness. In the
case of FDI specifically, there is, in addition, opposition to MNEs as neo-
colonialists (including concerns about FDI by specific ethnic groups such
as Asians and white South Africans in East and Central Africa).

Emery and Spence (1999) assessed the obstacles to FDI that derive from
persistent ‘second-tier administrative barriers’, which lead to duplicative,
complex, and non-transparent procedures and lengthy delays in investment
approvals. The barriers also hinder trade in both its export and import
forms through the effects on competitiveness of high transaction costs.
These ‘red tape’ barriers derive from outdated procedures, inappropriate
policies, poor implementation and a lack of institutional capacity in
government agencies.

Foreign investors have a crucial role to play in the process of improving
corporate governance through the restructuring of the state-owned sector as
part of privatization. And MNEs can play a part in acting as lobbyists, acti-
vists and advisers to government. A number of LDCs have now established
investment steering committees (chaired by the head of state) to deal with
transactional barriers; and private sector development committees designed
to promote private sector development and entrepreneurship. In both cases
foreign investors may be represented on the committees concerned.

From the developing country side, better regulation in respect of taxa-
tion; land planning and allocation; labour laws; business licensing and reg-
istration; and import–export procedures, as well as commercial dispute
resolution, is essential. An important prerequisite for stronger corporate
governance is also stronger regulation of monopolistic private sector util-
ities (often foreign-owned). Many LDCs have competition policies, at least
in name, but implementation is weak. The necessary establishment of clear
and independent regulatory authorities for privatized industries such as
telecommunications is problematic for LDCs too. Having been exhorted to
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liberalize, the notion of regulation (and the fact that the market is not a free
good) is not well understood. This is particularly the case when regulation
is designed both to protect customers (e.g. monitoring price levels), and to
provide incentives to private investors to undertake major capital expan-
sions. In addition, the capacities and capabilities in government to handle
complex regulatory issues are lacking.

Overall, governments in LDCs face major challenges in undertaking the
next level of deep reforms necessary to maintain the momentum of private
sector reform, as well as providing a business climate which is attractive to
MNEs in a highly competitive global environment. As yet there are ques-
tions as to whether the understanding, the capability or the will exists to
undertake these reforms. Along with the host countries themselves, both
MNEs and multilateral organizations have a role to play in facilitating what
is, in effect, alliance capitalism. Unemployment and poverty associated, for
example, with privatization and civil service reform, are a major challenge
for all stakeholders.8

The Multilateral Policy Challenge

The unprecedented rise in living standards in the period since the end of
World War II, associated with the freeing of international trade and pay-
ments and more recently FDI (along with improvements in science and
technology) is well documented. Policy liberalization at all levels (national,
regional and multilateral) has played its part; but the multilateral institu-
tions have been particularly significant in providing a global framework for
the expansion of trade, investment and payments. The importance of the
World Trade Organization (WTO) per se is shown in the large expansion of
membership to incorporate most developing as well as other nations, and
its emergence as a global rulemaker on trade and investment-related issues.
Its ongoing agenda which includes, for example, services liberalization and
Chinese (and probably Russian) membership provides some momentum
for continued liberalization. However, the 1990s may yet turn out to have
been the high point of multilateralism (Brewer and Young, 2000).

The challenge to the multilaterals
Debates concerning rising inequality within and between countries, the
potential exclusion of the poorest nations and peoples from increasing
worldwide prosperity, and environmental degradation have been brought
to the forefront of public attention by the non-governmental organizations
(NGOs). In addition, the failure of the Multilateral Agreement on
Investment (MAI) in 1998 and of the Seattle Ministerial Conference of the
WTO a year later, revealed deep fault lines in the multilateral system.
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Systemic problems of multilateral institutional governance are widely
acknowledged. One major issue relates to the so-called ‘Washington
Consensus’ (Williamson, 1994) which was regarded as the received wisdom
on the achievement of stabilization and growth and on dealing with struc-
tural issues. The negative outcomes, especially in terms of unemployment
and poverty, were heavily criticized by host countries on the receiving end
of such structural adjustment policies. In the latter half of the 1990s,
however, a new agenda was introduced focusing strongly on the require-
ments for institution building and the quality of government, as well as on
wider policy objectives including equitable income distribution, environ-
mental protection and the provision of public goods (Kolodko, 2000,
Chapter 5; Stiglitz, 2000). Even so, this new thinking is still to work through
into the practice of reform, especially in Africa. Hence the claims that
organizations such as the WTO have done little to tackle the problems of
poverty and global inequality.

Other criticisms of the multilateral institutions include anti-democratic
behaviour, lack of transparency, and failure to address regulatory coordi-
nation. In respect of the WTO, many of such difficulties are deemed to stem
from its governance structure. Authors such as May (2001) and Ostry
(2001) see the resolution of the ‘democratic deficit’ problem in weighted
voting (related to the volume of trade and number and population size of
members) and to the establishment of a smaller executive committee with
rotating country membership; and to other innovations such as creating an
outside body to review the work of the organization on a regular basis, and
holding hearings on important issues, thereby opening up the WTO system
to outsiders such as the NGOs.9

Developing country perspectives
The previous section highlighted the multifaceted challenges facing the
LDCs, in particular, in their efforts at market reform, and the implementa-
tion of outward-oriented development strategies. Many of these are inter-
nal problems, concerned both with public and corporate governance, as
well as with macroeconomic and industrial policies which are necessary to
improve the business climate and competitiveness.

However, as the OECD (1999) has highlighted, there are, in addition, a
number of external factors which help explain the disappointing perfor-
mance of the least developed countries (LDCs). These include the high
concentration of exports in commodities, which are characterized by a
declining share of world trade; weak prices related to unstable or declining
terms of trade; tariff and non-tariff barriers facing LDC exports in areas of
potential advantage, such as agriculture and textiles; and weak supply
capabilities. An underlying concern which is widely held in developing
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countries is that they face pressures to liberalize imports (under IMF-
World Bank conditionality and WTO rules), while being unable to benefit
from increased exports.10

Broadening the discussion and looking forward to future negotiations
within the WTO, a wide range of potential agenda issues have been dis-
cussed by the developing countries. These include the following
(UNCTAD, 2000a):11

� The need to improve market access for the agricultural exports of
developing countries: the tariffs of many agriculture items of inter-
est to developing countries are prohibitively high, while domestic
subsidies in OECD countries have risen. Agricultural negotiations
need to be linked to agricultural productivity and competitiveness,
while meeting non-trade concerns such as poverty reduction.

� In textiles, only a few items which developing countries export have
been removed from the quota list, which throws doubts on the
achievement of a quota-free textile system by the target date of 2005.

� The provisions of the TRIMs (Trade-related Investment Measures)
agreement (Article 5.3), recognizing the trade, development, and
financial needs of developing countries, need to be reaffirmed.
Specifically it is being argued that developing countries should be
given another opportunity to notify existing TRIMs; the transition
period should be extended; and a number of measures should be
exempted from TRIMs because of their significance in achieving
development goals. Specifically, the latter include currently banned
measures such as local content and foreign exchange balancing rules.

� The need for a review of the transitional periods in a number of
agreements, particularly TRIPS (Trade-related Intellectual Property
Rights) and TRIMs, since many countries were facing difficulties in
adapting their national laws and regulations and in improving their
institutions to meet their WTO obligations.

� Reviews of the Agreement on Subsidies and Countervailing
Measures (Annex VII), and of the TRIPS agreement (Articles 7, 8
and 66.2 relating to technology transfer) were necessary to take
account of the development needs of developing countries. There
was also a need to maintain and develop technical and capacity
building assistance activities through the Integrated Framework.

� There should be confirmation that no provision of the TRIPS agree-
ment prohibits members from formulating laws to provide access to
medicines at affordable prices and to promote public health and
nutrition.

� The implementation of developed countries’ obligations had not
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been effective, in respect, for example, of special and differential
(S&D) measures for developing countries.

Developing countries have not been able to reach a consensus on the pro-
posals to establish rules on the so-called ‘new issues’, namely, investment,
competition policy, trade facilitation, transparency in government procure-
ment, environment and e-commerce. However, they are opposed to the
inclusion of social and environmental standards in the WTO, because of
fears that they will be used as a form of protectionism.

In the present context, the investment-related issues are particularly
important. The developing country viewpoint is that the inclusion of invest-
ment on the WTO agenda is not aimed at enhancing inward FDI flows, but
rather is designed to further protect the rights of foreign investors (although
it was clear from the earlier discussion that investors still need protection,
for example, in respect of FDI in huge infrastructure projects). Among the
issues of potential concern to developing nations are the freedom of foreign
investors to enter countries without conditions; the granting of national
treatment and MFN (most favoured nation) status; and the prohibition of
performance requirements and of restrictions on movements of funds.
They are also opposed to strict standards of protection for investors’ rights,
in relation to expropriation of property. Underlying some of these concerns
is the fact that many LDCs that provide for free entry and operation of
investment have benefited little in terms of higher investment inflows.12

After the failure of the WTO Ministerial Meeting in Seattle, USA, in
1999 to reach agreement on a new round of trade negotiations, the dead-
lock was finally broken in November 2001 at the Ministerial Meeting in
Doha, Qatar. Events post-1999 have made it clear that the multilateral
institutions, developed countries and multinationals have to address a
wider agenda, which includes greater recognition of the external problems
of the LDCs. In theory at least, it appeared from the Doha meeting that
many of the concerns of developing countries were taken into considera-
tion in setting the negotiating agenda (Financial Times, 2001). The reality
will, however, be apparent by 1 January 2005, when negotiations are due to
be completed.

A NEW APPROACH TO THE CHALLENGE OF
ALLIANCE CAPITALISM: BARGAINING POWER
VERSUS ALLIANCE COMPACT MODELS

Bargaining models were initially proposed for understanding relations
between MNEs and developing country governments in the era of the
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1960s and 1970s when confrontation characterized relationships. Despite
this, recent work still focuses on bargaining models, even if the process is
now seen as two-tier, multi-party bargaining (Ramamurti, 2001).
Traditional bargaining models assumed that MNEs’ entry into developing
nations involved direct, case-by-case negotiations, with the actual entry
terms depending on the respective power of the parties. The two-tier model,
by contrast, incorporates the possibility of host developing countries bar-
gaining bilaterally with industrialized countries and/or with multilateral
institutions on FDI-related matters. According to Ramamurti (2001), the
collective impact has been to strengthen the bargaining power of MNEs
and weaken that of developing nations. Multinationals have acquired more
scope for leverage and for independent location choices as they have
expanded their international production systems; and, with international
concentration trends, the more successful MNEs are further advantaged in
dealing with developing country partners and host governments (see
Hobday, 1995; Brewer and Young, 2000; a different perspective is in
Brothers and Bamossy, 1997).

The continuing emphasis on ‘bargaining’ is contradictory to the notion
of JVs as strategic alliances. Inkpen and Beamish (1997) have suggested
that at the time of formation, partners need to cooperate to ensure access
to critical inputs and resources. Over time, however, the bargaining power
of one partner may be enhanced as dependencies alter. This is in line with
Hamel’s (1991) notion that alliances represent a ‘race to learn’, with the
partner learning fastest dominating the relationship, and win–lose out-
comes emerging. (For an alternative cooperative view of MNE–host
government relations, see Luo, 2001.)

Madhok (2000, p. 295) provides a helpful perspective by characterizing
alliance collaboration as a ‘mixed-motive game’ involving both collabora-
tion (for creation of the pie) and competition (for distribution of the pie).
It is argued that: ‘Some conflict is probably healthy since it leads to com-
mitment of the partners. Successful resolution of differences not only
further strengthens the relationship but . . . brings diverse capabilities
together constructively.’ This recognizes that even if fundamentally coop-
erative, relations between partners may involve elements of competition or
bargaining.

The evidence of this chapter is that businesses and multilateral institu-
tions need dialogue with developing countries and the vociferous and pow-
erful global civil society. Indeed the continuance of a liberal trading and
investment system depends on constructive alliances involving diverse
groups and interests in all parts of the world. From the multinational and
multilateral side, a number of initiatives have been instituted, including the
following:
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Multilateral level

� UN-sponsored Global Compact. Signed in July 2000 by 50 of the
world’s largest MNEs, this commits the companies to adhere to nine
principles in the areas of human rights, labour and the environment.

� The Organisation for Economic Co-operation and Development’s
(OECD), Guidelines for Multinational Enterprises were first pub-
lished in 1976 and have been regularly updated since then. The latest
set of rules were agreed in June 2000, with strengthened sections on
the environment, labour relations and business policies, and attempt
to address more effectively the issue of implementation. Like the UN
Global Compact, the Guidelines are non-binding and represent rec-
ommendations on responsible business conduct addressed by OECD
governments to MNEs. A full review of measures addressing the
‘social responsibility’ of multinationals in international investment
agreements is contained in UNCTAD (2001c).

Corporate level

� Corporate codes of conduct. There is evidence to indicate that the
majority of large MNEs now have their own codes of business
conduct (see, for example, Financial Times, 2000).13 In respect of
coverage, emphasis is on three issues; namely, fair business practices,
environmental stewardship and fair employment.

Responses to these initiatives have not been encouraging. The UN and
OECD proposals have been criticized by the NGOs because of their non-
binding nature. In a survey by Kolk et al. (1999), relating to corporate
codes, furthermore, it was shown that almost one-third of firms did not
monitor compliance, while a further 58 per cent undertook the monitoring
themselves. The NGOs have been equally sceptical of corporate codes, and
are still seeking binding mechanisms to enforce corporate social respon-
sibility; this is despite recent programmes to promote independent
verification of codes of conduct (Brewer and Young, 2000, p. 284). The
OECD Guidelines, moreover, have been discredited following the demise of
the MAI within which they were to be incorporated.

In any event, these initiatives do not promote the reciprocity among
players which alliance capitalism requires. There are a range of areas
where MNEs and host governments do interact constructively. Examples
include joint programmes to develop supplier linkages (see recent propo-
sals in UNCTAD, 2001a);14 sectoral training initiatives involving a
number of MNEs and the host government; and MNE participation in
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private sector interest and advocacy groups. Many other illustrations
could be presented, such as after-care programmes, where host govern-
ments may on occasions assist MNE affiliates in taking a case to the parent
company for additional investment, new product mandates, etc. Similarly,
MNE affiliates will often assist the Investment Promotion Agency when
potential investors are visiting the country. However, these are not system-
atic or integrated.

As an alternative to the ‘bargaining power’ model, the ‘alliance compact’
model is presented in Figure 12.1. Its overall objective is to promote an alli-
ance approach (involving MNEs and other stakeholders) to the develop-
ment of a liberalized market economy and improvements in the business
environment for private investors (foreign and indigenous); and to assist in
poverty alleviation. It is designed to promote collaboration and mutual
understanding and thereby secure win–win outcomes.

Focusing on MNEs per se, there has, of course, to be a reason for corpo-
rate involvement in the alliance compact. Since many MNEs now operate
codes of conduct (albeit with limited or only internal monitoring), the alli-
ance compact could be regarded as a mechanism for implementation,
although the issue coverage may be different. In a general sense, the encour-
agement of the market economy and of liberalized trade and investment is
both directly and indirectly beneficial to multinationals. Directly, improve-
ments in the functioning of markets assist MNEs as, for instance, import-
ers or exporters; similarly better public governance should reduce risks
associated with corruption, administrative barriers, etc. Longer term, there
will be gains in respect of higher economic growth and larger markets. In
addition there should be benefits in respect of poverty reduction, within
which extremism and associated violence can breed. This big picture per-
spective needs top executive commitment and support, since affiliate man-
agers are, inevitably, bottom-line driven.

Securing MNE cooperation is undoubtedly the critical issue. Culpepper
(2000) provides a helpful analysis of how governments can help private
actors overcome public goods problems in the context of the labour market
in France. The key challenge is how to get firms to cooperate despite the
temptation to free-ride. Emphasis is placed on the requirement for an incre-
mental approach to allow actors to build confidence in the cooperative
behaviour of others. In this way, the company gradually gains information
which permits it to improve its estimate of the returns from cooperation.
Some association of MNEs would be required to facilitate implementation
and perhaps to establish sanctioning mechanisms.

What would such a compact comprise? What is envisaged is a non-
binding, semi-formal agreement between parties, updated annually. The
MNE affiliate–host agreement would be prepared on an individual
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company basis as an evolving partnership. At least in the first instance, this
could only be operated with a group of the largest MNEs. The potential
MNE contributions (without the direct business activities of the company)
are highlighted in Table 12.1, distinguishing between areas where MNE
managers may be able to offer comment or advice or direct participation.
Large MNEs, experienced in operating in developing countries, are already
involved in a number of these activities on an informal basis. The advan-
tage of the semi-formal arrangement proposed is that the contributions
would be recorded. In partnership discussions with host governments,
agreement would be reached on the nature and extent of MNE participa-
tion within the policy areas listed; but the emphasis should be on focus and
action-orientation.

Table 12.1 Potential issues for inclusion in alliance compact and MNE
affiliate involvement

Policy area MNE affiliates in 
host country

Macroeconomic policy
Monetary, fiscal, exchange rates, demand ✔ (C)
Regionalization and globalization ✔ (A)

Macro-organization policy
Market reform and privatization ✔ (C)
Trade and FDI (liberalization and removal of barriers) ✔ (A)
Transport and communications (infrastructure improvements) ✔ (A)
Competition and regulation (privatized monopolies) ✔ (C)
Education and training (school, vocational, university, firm & 

sector) ✔ (P)
Environmental management ✔ (C/A)
Regional policy ✔ (C)

Microeconomic policies and measures
Investment promotion and after-care (including support for 

Investment Promotion Agency) ✔ (A/P)
Trade promotion and facilitation ✔ (A)
Entrepreneurship and SME development ✔ (A/P)
Innovation and technological development ✔ (A/P)
Supplier linkages and clusters ✔ (P)
Regulatory reform (removal of administrative barriers;

institutional reform) ✔ (A)
Stakeholder participation (internal marketing, e.g. promoting 

benefits of FDI and of privatization; private sector advocacy) ✔ (A)

Note: C = comment; A = advice; P = participation.
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The host nation side of the compact needs to be viewed within the frame-
work of government goals for the particular year. For the compact with
MNEs, emphasis will clearly be on macro-organizational and microeco-
nomic issues, which pertain to FDI either directly (e.g. removal of trade
barriers) or indirectly (e.g. market reforms). Depending on institutional
structures, the most appropriate organization to handle coordination from
the government side would probably be the planning authority in associa-
tion with the investment promotion agency. Most of the commitments
from the government side would be common to all compacts with MNEs,
although there may be specific elements e.g. supplier initiatives (where the
link with after-care programmes has to be clarified).

With respect to the compact with the multilateral and other donor insti-
tutions, coordination of initiatives and programmes – currently a frag-
mented patchwork at best in most host countries – is absolutely crucial.
Similarly, the hierarchical donor–recipient nature of most aid programmes
has to be replaced by collaborative relationships with government; this, in
turn, requires a planning framework for prioritizing and directing donor
resource allocations. Underlying everything, there has to be an effort by the
multilateral institutions, in particular, to reach broad agreement on their
own philosophy and goals, without which efforts at coordination are point-
less. Finally, actions have to be taken to ensure that excessive demands are
not placed on already over-stretched government bureaucracies.

CONCLUSIONS: A NEW BEGINNING

The purpose of this chapter has been to contribute to the debate on alliance
capitalism in developing nations, with particular reference to the role of
multinational enterprises. Even before the terrorist outrages of September
2001, the multilateral trade and investment system was facing major chal-
lenges, highlighting the urgent need for debate on cooperation across fron-
tiers and among stakeholders, with particular reference to the needs of poor
countries (Edwards, 1999). Since September 2001, there have been major
negative effects on the drivers of globalization through tighter border con-
trols; intensified surveillance of electronic communications; increased
security measures at airports and in aircraft; and a slowdown in both busi-
ness and tourism traffic internationally. Generally the costs and complexity
for the international movement of people, goods, services and capital have
increased, which at the very least represents a tax on international business.
However, the costs of non-cooperation among peoples and societies have
also risen sharply since late 2001. Tackling these will be the real benefit from
promoting alliance capitalism in LDCs and other developing economies.
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NOTES

Sincere thanks are due to Taffere Tesfachew for his assistance in a personal capacity during
the research phase of this chapter, and to the editors for their helpful comments on the draft
chapter.

1. Stopford also cites Julius (1993, p. 7) who has argued for long-term commitment by both
sides:

Companies must commit . . . to develop distant markets. Governments must commit
to continuing the politically difficult process of economic liberalisation . . . If such
commitments can be made and kept, then together we can reap the growth potential
from building an increasingly integrated world community.

2. Joint ventures in China. A significant body of literature has emerged on the subject of JVS
in China. Issues studied include the choice of mode and of ownership stake (Pan, 1996;
Pan and Tse, 2000); joint venture performance (Luo et al., 2001); multiple foreign partner
factors (Pan and Tse, 1996); and future prospects (Child and Tse, 2001; Pan and Li, 1998).

3. This section draws on a number of the Investment Policy Reviews undertaken by
UNCTAD, including those in which the author has been involved (see UNCTAD, 1999,
2000b, c, 2001b).

4. Successful privatization thus requires prior investment in rehabilitation or moderniza-
tion, sale at nominal prices, and other policy measures. See Megyery and Sader (1997),
and Haveylyshyn and McGettigan (1999).

5. Summarizing the evidence, the OECD (1999) concludes that open economies have grown
significantly faster than closed economies over sustained periods of time; growth has
also been associated with poverty reduction; the income levels of ‘open’ developing
countries have been converging towards those of developed countries; there has been a
positive association between sustained liberalization and improvements in core labour
standards; and open economies have been able to take much greater advantage of skilled
workforces than closed economies (given the association between outward-oriented pol-
icies and high literacy rates).

6. According to the OECD (1999), policy challenges identified as being necessary for devel-
oping countries to benefit from open trade and development are as follows:

� Macroeconomic stability. Stable and sustainable macroeconomic policy is a pre-
condition for taking advantage of the opportunities by globalization, as well as
for successful structural reform.

� Governance. Quality of governance and the level of trust among networks of
economic actors are key. Main elements of governance are (i) an institutional and
legal framework that supports the emergence of an enterprise-based economy
and an efficient public sector; (ii) rising levels of participation in economic and
political life as a basis for broadly based growth, social cohesion, and effective
democratic institutions; (iii) development of a competitive environment that
enhances the efficient functioning of markets; (iv) a good corporate governance
framework providing for transparency of corporate structures and operations
and the accountability of management; and (v) action to fight corruption and
organized crime. There has been a general recognition that real economic benefits
flow from improving the institutional and policy environment.

� Financial and corporate sector strengthening. (i) This requires modernizing and
strengthening financial systems and upgrading regulatory and supervisory frame-
works to encourage rigorous risk assessment and market discipline through
increased disclosure and transparency; and ensuring that regulators have the
resources and support to do their job effectively; (ii) it also requires reforming
systems of corporate governance, competition policy and taxation, and counter-
ing bribery.

Alliance capitalism, FDI and developing countries 269



� Human resource development.
� Managing adjustment. A system of social protection is a central ingredient of

public action.

7. There are many other problems in the LDCs, specifically, for example, political instabil-
ity; low levels of education and health; and poor infrastructure (including commercial
and transport infrastructure capable of linking with global markets) – export competi-
tiveness is undermined by high transport costs in regulated shipping and airline indus-
tries as well as, of course, by corruption.

8. A valuable overview of the challenges facing Africa is contained in the December 2001
issue of Finance and Development on the theme of ‘Globalization and Africa’ (see IMF,
2001).

9. The multilateral organizations are now trying direct dialogue with the non-governmen-
tal organizations. For an illustration relating to the WTO, see Finance and Development,
March 2001, including Larsen (2001).

10. According to IMF (1999) estimates, although the developing countries have been liber-
alizing their trade and investment policies, their trade policies remain more restrictive
than the rest of the world.

11. See also Khor (2001); and UNECA & OAU (2001).
12. For some authors (Roffe and Tesfachew, 2001, p. 402), there is still a vision of complet-

ing ‘the unfinished agenda of the 1970s’, although the mechanisms for doing this are quite
different to those envisaged three decades ago.

13. Corporate codes are only one indication of company attempts to engage with the NGOs
and developing countries. There is, for example, an extensive literature on corporate cit-
izenship. See the special issue of Business and Society Review (2000) on the subject,
including a paper by Mirvis (2000) on ‘Transformation at Shell: ‘Commerce and
Citizenship’. The Royal Dutch/Shell group, of course, was a major target of protesters
in its operations in different parts of the world in the late 1990s.

14. UNCTAD (2001a) suggest measures that may be taken by both MNEs and host govern-
ments to create and deepen linkages. Although a collaborative approach was not pro-
posed per se, measures suggested for foreign affiliates concerned finding new local
suppliers; transferring technology; providing training; sharing information; and provid-
ing financial support. For governments, proposals related to information and match-
making; technology upgrading; training; and finance. Ways could be devised of
developing an alliance approach model for promoting linkages by bringing the two sides
together.
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13. Alliance capitalism and collective
management
Gavin Boyd

As deepening integration continues in the world economy, with increases in
foreign direct investment, and trade in goods and services, structural inter-
dependencies between industrialized and industrializing states become
more complex, and set more and more demanding requirements for wide
ranging cooperation between governments, and between the firms whose
international operations are linking production and marketing processes
across borders. At the same time imperatives for collaboration between
governments and firms become stronger. Many enterprises, however,
manage their activities more and more independently as they extend their
international operations in competition for world market shares, and this
competition intensifies despite the evolution of forms of strategic cooper-
ation. Major overall effects include continuities in global concentration
trends.

The structural linking and market linking can be viewed with expecta-
tions of efficiencies, driven by competition, that enhance the productivity
of successful enterprises, and that may enhance the structural competitive-
ness of individual countries. Domestically, competitive performance may
be considered to require what has been perversely called a ‘natural’ level of
unemployment, for inflation control and advances in productivity: in this
perspective there are no concerns with social justice. Meanwhile, because
of the efficiencies attributed to competition, gains from international com-
merce by one state may be considered to be losses for its trading partners.1

The maintenance of an appropriate level of unemployment, however, has
been viewed as a government function in a relatively closed economy, to be
performed through monetary management: it has not been regarded as a
market function, and as a supposed government responsibility it presumably
cannot be discharged without some mechanism that can be dominated by
business interests. Discussion of this topic, however, now has to take into
account the weakening of monetary policy that has resulted from the inter-
nationalization of financial markets. It has also been necessary to recognize
that inflation can be held down through openness to low cost imports from
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developing countries, but also that inflation can be driven up by international
firms that price to market while gaining prominence in global concentration
trends.2 Further, it has become important to understand that productivity in
given sectors can decline as production processes are moved to foreign areas
offering superior location advantages, and that, while unemployment will
increase with the deindustrialization, inflation may also increase with inflows
of portfolio investment attracted by speculative stock increases. Finally, in
all the discussions of economic policy issues it has became imperative to
understand that gains from international commerce are increasingly appro-
priated by transnational enterprises, and that estimates of national accounts
have to be sensitive to major uncertainties because of very high volume trade
in extremely risky opaque financial assets.3

At national policy levels, then, there are clear requirements for prudent
macromanagement, to cope with what must be recognized as the interna-
tionalization of market efficiencies and failures that results from deepening
integration, and in particular from concentration trends and from external-
ities associated with those trends. The weakening of monetary policy capa-
bilities, however, due to cross-border financial flows, has been part of a
larger weakening of economic sovereignty, and this has made corporate
cooperation all the more important for the macromanagement tasks of
governments. At the same time technocratic services to facilitate coopera-
tion between firms have also become more important; that is, for productive
achievements that would not otherwise be possible.

Prudent macromanagement, because of the rising levels and increasing
complexities of structural interdependencies, has to be attempted with the
cooperation of other governments, as well as firms: there are imperatives to
develop systems of collective management, in regional contexts, as is being
striven for in the European Union, and at the global level. There are chal-
lenges to undertake highly constructive and high principled initiatives, with
emphasis on reducing the costs and increasing the benefits of deepening
integration, and on expressing a new doctrine of broadly collaborative cap-
italism. Rivalries between states for shares in the gains from world com-
merce motivate efforts to increase structural competitiveness, as well as to
exert leverage over questions of market access, but structural competitive-
ness changes with the expansion of complex structural interdependencies.
Corporate competitiveness becomes, more and more, a cross-border
process, while the firms gaining such competitiveness in different markets
tend to lose their national identities and loyalties. Transnational enterprises
increasing their international market strengths and assuming prominence
in global concentration trends, moreover, can bargain more and more
effectively with diverse host governments and with their original home
administrations.4
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The macromanagement activities of governments are becoming, of
necessity, interdependent, although with continuing differences in perfor-
mance and capacities to control market access and to enlist cooperation
from firms that are still domestic and from transnational enterprises. This
macromanagement interdependence is developing principally between the
USA and the European Union, as Japan’s economic difficulties remain very
serious. Order and growth in the world economy depend very much on the
closely linked American and European macromanagement processes, and
on the ways in which these can provide leadership for, and contribute to,
collaborative macromanagement in the rest of the world.

Corporate operations, combining various degrees of cooperation and
competition, tend to become increasingly interdependent, subject to the
effects of ongoing concentration trends, because of the multiplication of
advanced technologies. The potential for individual entrepreneurial ven-
tures, moreover, has to be identified with extensive information about the
capabilities and orientations of numerous firms active in world markets.
Prospects for coordination have to be explored on a vast scale, but there are
practical requirements for close intensive managerial exchanges of tacit as
well as codified knowledge.5 Such exchanges are facilitated by industrial
clustering but, especially with the proliferation of cross-border corporate
linkages, the exploration of opportunities for complementary entrepren-
eurship can benefit from technocratic advice and information services.

Influential streams of economic advice, and the dynamics of policymak-
ing, tend to activate strongly competitive macromanagement in major
industrialized states. This tendency becomes stronger during phases of
stress in the world economy. Interdependent growth with minimal strains,
however, has to be made possible through integrative approaches to prob-
lems of corporate cooperation and policy level coordination. The necessary
collaboration has to become relational (building trust and goodwill) rather
than instrumental, with opportunist motivations and low trust. With the
increasing internationalization of market efficiencies and failures, the logic
of relational cooperation between firms and governments, and between
governments, becomes stronger, in the common interest, to promote order
and equity in all the asymmetries of globalization.

COMPETITION, COOPERATION, AND
MACROMANAGEMENT

National patterns of corporate activity, while being penetrated increasingly
by the operations of transnational enterprises, exhibit differing blends of
competition and cooperation, with contrasts in motivations deriving from
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established cultures, and from the influence of technological factors and
market trends. In a strongly individualistic culture, competition is more
common than cooperation, and collaboration between firms tends to be
managed with low levels of trust and goodwill, with limited sharing of
knowledge, and with opportunism that can involve emphasis on precise
agreements and on the exploration of opportunities for mergers and acqui-
sitions. The dynamics of intercorporate interactions that are more compet-
itive than cooperative tend to be associated with agency (market based)
systems of corporate governance, in which managements are under pres-
sure to serve the interests of portfolio switching shareholders by producing
high short-term profits.6 Technological advances obligate recognition of
interdependencies in the development of production capabilities, and the
large numbers of firms active in the integrating world markets necessitate
collaborative solutions to information problems, but striving for competi-
tive advantage tends to be the dominant motivation. Perceptions of the
potential benefits of increased cooperation, moreover, tend to be influenced
by awareness of general corporate instability, due to the frequencies of
acquisitions.

Relational cooperation between firms, typically developing in communi-
tarian cultures, is managed on the basis of diffuse, enduring informal obli-
gations, with trust, and active sharing of knowledge and risks, and with
spontaneous tendencies to widen the areas of collaboration while respect-
ing each partner’s autonomy. Stable corporate identities facilitate this coop-
eration, and it is also sustained by the operational logic of stakeholder
systems of corporate governance. It can be argued, with reference to
Germany, that relational intercorporate ties are conducive to incremental
rather than rapid and radical innovations, but this line of reasoning is less
persuasive with respect to the Japanese record, despite the problems that
have developed in its financial sector.7

The potential for continuity in relational cooperation can be altered as
firms extend their operations outside their home political economies, and
macromanagement processes in those political economies can change with
incoming direct investment by firms based in countries with individualistic
cultures. The absence of shared values can result in less relational cooper-
ation in the host political economies and at home. Meanwhile incentives to
engage in technology based cooperation with diminished or nonexistent
relational ties can become stronger, as has been evident in the strategies of
Japanese firms operating in the USA.8

In deepening integration the dilution of a communitarian culture, then,
is to be expected, because of the effects of nonaffinitive foreign environ-
ments on national firms moving into international operations, and because
of the penetration of culturally different foreign enterprises. Meanwhile
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macromanagement can be affected by the dilution of the culture, as this
reduces corporate cooperation with the policy level, and intercorporate col-
laboration. The fragmenting effects, however, can be reduced by vigorous
solidarity-building leadership, although this possibility may seem remote
because of the continuing dilution of the culture and the politically divisive
effects of the costs of globalization – the employment losses and sectoral
dislocations associated with deepening integration.

The contrasts with individualistic national political economies tend to be
gradually less significant, notably when Germany is compared with the
USA, but there are numerous complexities, the overall consequences of
which draw attention to the costs of deepening integration when pervasive
emphasis on individual autonomy hinders institutional development and
consensus formation. Where firms relate distantly and distrustfully to their
national administration, problems of governance which affect its perfor-
mance can add to their motivations to advance their interests through inter-
national operations. In the financial sector, meanwhile, much energy and
resources can be directed into speculation that raises stock prices to unsus-
tainable levels, thus precipitating sharp declines. The real economy is then
affected by losses of confidence, contractions of productive investment,
and greater corporate emphasis on foreign production in quests for world
market shares; this can entail increased deindustrialization in the home
economy, with shifts in popular attitudes that aggravate problems of
governance. Altogether, the costs of globalization can thus be greater, and
more unequally shared, than in a communitarian political economy advan-
taged by relational cooperation between its firms, and between those firms
and its administration.

The comparisons, however, have to be made with awareness of
differences in national attributes that have further significance. A very large
integrated internal market provides opportunities for growth enhancing
specializations, thus attracting investment and entrepreneurial energies
from countries whose growth potentials are limited by smaller size and rel-
atively restricted access to external markets. The smaller countries may have
communitarian cultures, but their collective potential may not be
sufficiently functional because of political cleavages, collusive practices,
and virtual limitations on the scope for entrepreneurship. Welfare burdens
in these states moreover may be higher because of slow growth and popu-
lation decline. These general observations relate especially to the contrasts
between the USA and Germany, and those are undergoing further change
as Germany becomes more immersed in and penetrated by the enlarging
European Union.9

The principal macromanagement task, in deepening integration, is to
promote balanced interdependent growth. This task, it must be reiterated,
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can be approached with hopes of securing superior gains from involvement
in world commerce, but there are moral obligations to consider the inter-
national common good, and these obligations become more significant as
structural linking through investment and trade continues. A basic concern
has to be the provision of high quality infrastructure and administrative
services, at reasonable cost, in a stable business environment, so that indus-
trial clustering will result and exert strong attractions, drawing national and
foreign investment. In the industrial clusters there can be rapid diffusions
of advanced technology, with much information sharing that is conducive
to entrepreneurial collaboration.10 Location with these advantages,
however, increases corporate capabilities to develop international produc-
tion systems.

For US policymakers the appropriate calculations in the structural
policy area have become highly complex, and this is all the more significant
for the world economy because of the decline of Japan and the persistence
of slow growth in Europe. There are urgent imperatives to work for balance
in the current account by increasing the service of foreign markets through
exports rather than international production, and increasing domestic
output to meet internal demand. There are even more urgent imperatives
to reduce, drastically, the dangerous speculation in financial assets, which
overshadows the structural policy area, especially by making the home
business environment less attractive, while drawing investment away from
productive use.

The severe effects of the US post-bubble recession have altered perspec-
tives on macromanagement processes in Europe, in effect giving more
prominence to imperatives for financial sector stability in the service of real
economies, and for reduced vulnerability to destabilization through invest-
ment and trade linkages with the USA. The need for broadly collaborative
macromanagement has become greater in the European Union, but has
become more difficult to meet, because the challenges of slower and less
secure interdependent growth have tended to obligate greater reliance by
member governments on their own structural policies: consensus for a
common structural policy has become less attainable. In principle the
Union is committed to a growth strategy relying on the anticipated
efficiency effects of increased intraregional competition that is expected to
result in the emergence of strong Union firms through intrazonal mergers
and acquisitions, but the commitments of member governments to this are
tacitly qualified by concerns with the structural competitiveness of their
own economies.11

Macromanagement problems in the USA, because of its central
significance in world production and finance, have to be of special concern
in the European Union, not only because of its vulnerabilities in the
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Atlantic system of interdependencies, but also because the Union is the
only significant potential source of external policy advice, and relates to the
USA in a context of mutual informal accountability. Europe, however, does
not have a unified voice for the provision of knowledge intensive inputs into
US decision processes, and in Atlantic interactions the USA’s informal
accountability is limited because the Union’s internal cleavages and rival-
ries provide scope for divisive US diplomacy. Moreover the USA’s tradition
of independent management of its external relations limits openness to any
European advice, and it must be stressed that Europe’s status in the rela-
tionship is adversely affected by its prolonged economic stagnation as well
as its problems of governance.12

CHANGING SYSTEMS

Capacities for interdependent macromanagement are changing in the USA
and Europe, mainly because of strains over growth and distributional
issues associated with deepening integration. These strains affect the per-
formance of political institutions coping with demands for increased pros-
perity and security, in the context of diverse class and ideological cleavages.
In Europe, economic policy orientations have reflected general emphasis on
the efficiency effects of market forces, and therefore on reducing welfare
costs and the costs of unionized labour, but popular pressures for the main-
tenance of welfare systems and the preservation of union roles have tended
to increase, due to the persistence of slow growth and to the perceived neg-
ative effect of globalization. In the USA, policy emphasis on market driven
efficiencies is greater, at elite levels, partly because of awareness of
inefficiencies in governmental economic involvement in Europe, but
popular concerns with the costs of globalization appear to be stronger, to
the advantage of the Democratic Party’s distributional image.

Structurally, the USA is more extensively linked with the rest of the
world economy, and US structural links with Europe are more active than
those of European economies with the USA, while financial flows from
Europe to the USA are relatively passive compared with the entrepreneu-
rial thrust of portfolio investment in Europe from the USA. As global trade
in financial assets tends to be concentrated in the USA, providing very high
volume credit for speculation that becomes destabilizing, moreover, change
in the US political economy has vital international significance. Problems
of advanced political development in the USA have become all the more
serious because of propensities to tolerate the very high volume financial
sector rent seeking, the wealth effects of which go mainly into consumption
rather than productive investment.13 In prospect are further booms, and
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declines in which recovery will be difficult because monetary loosening will
provide financial enterprises with opportunities to make available low cost
funds for higher yield speculative operations, exploiting volatility in equity
and currency markets, rather than funding productive firms.

The balance between competitive and cooperative corporate activities in
the USA is thus tilted in a way that entails an acute and complex form of
market failure that is politically difficult to remedy through official inter-
vention. The financial sector directs funds into rent seeking on a very dan-
gerous scale, while subjecting productive enterprises to pressures for high
short-term returns, at the expense of long-term investments in new technol-
ogy and human capital – and with adverse consequences for intercorporate
stability.14 Further, capital flight from slower growing areas of the world is
attracted, especially by the prospective rent seeking opportunities. An issue
of advanced political development, then, is financial sector reform, in the
interests of comprehensive funding for growth in the real economy, without
the attraction of investment needed elsewhere.

For financial sector reform, and more generally for substantial increases
in intercorporate trust and goodwill, profound changes are needed at fun-
damental levels of belief and motivation, especially to reverse a closely
observed decline in US civic virtues, and a related decline in wellbeing
which has also been evident in other industrialized states.15 With dimin-
ished civic virtue, interests tend to be asserted more aggressively, generat-
ing sharper conflicts and thus further weakening political institutions, while
necessitating the trading of favours on a wide scale to ensure the perfor-
mance of executive and legislative functions. Hence, for the administration,
pressing political exchange concerns tend to dominate the functional
requirements of macromanagement.

The increasing costs of globalization – employment losses and sectoral
disruptions – and the costs of the post-bubble recession, are tending to
make the USA’s problems of governance more serious. Imperatives to
promote more production at home for export, for a more appropriate ratio
to foreign production, and imperatives to reform the financial sector, are
becoming more difficult to meet. The problems of governance are acute
because of the evolution of a political culture of permanent campaigning,
in which policymaking is oriented toward continuous contests for office,
with an emphasis on competition with superficial value-free media framing
and treatment of sensational issues, in sequences that change frequently
because of public appetites for news.16 Administration as an agency task on
behalf of aggregated interests has become randomly subjected to the shift-
ing dynamics of media interactions, on a short-term basis. Public under-
standing of substantive questions of economic policy is confused, and
there is a lack of confidence in the integrity and competence of legislators
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and the administration. Numerous social groups and enterprises are
affected by the combined costs of globalization and recession, but there is
no representative structure with a capacity to promote concerted entrepren-
eurship for restoration of balance in the current account, and reduction of
the risky speculative propensities in the financial sector. The representation
of business interests remains fragmented, and the intense individualism of
the campaigning political culture prevents institutional development in the
major political parties.17

The USA’s macromanagement problems are challenges for the European
Union: its system of collective management has to become much more
functional, especially to increase internally based growth and reduce
capital flight to the USA, as well as to manage Atlantic structural interde-
pendencies more productively. The European Union’s enlargement, with
the admission of East European members, increases functional imperatives
for deepening integration, but threatens to intensify the difficulties of plu-
ralistic decision making in a system in which developmental issues set
requirements for further institutional development. Resolution of these
issues, and institutional progress, depend very much on the evolution of
Germany’s role as the central, most highly industrialized, and most inte-
grated political economy in the Union.

The German political economy is a form of alliance capitalism, distin-
guished by relational corporate cooperation, a stakeholder type of corpo-
rate governance, and a consensual policy style, guided by independent
research intensive advice. There are disruptive pressures, however, as expo-
sure to intensifying competition in the world economy tends to make indus-
trial relations conflicted, in a context in which organized labour and bank
financing have been considered responsible for technological lags, through
restraints on entrepreneurship.18 Germany is the principal European
exporter of manufactures to the USA and, while coping with the trade
effects of that country’s downturn, it has been obliged to respond to the
expansion of the highly competitive US corporate presence in Europe.
Strong attachments to the distinctive communitarian culture of the
national political economy have restrained corporate interest in production
at foreign locations, but this interest has tended to increase, because of cost
factors, particularly in Eastern Europe. Within the Union the integrated
intercorporate system resists penetration through mergers and acquisitions,
but is being extended, apparently with some gradual weakening, through
direct investment in other member states. Because of cultural differences,
these states are not open to absorption of the German system of integrated
capitalism, but their business systems do not generate comparable
efficiencies.

Germany’s involvement in European collective management necessitates
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emphasis on cooperation with France, the terms of which are gradually
changing as the central German role in the Union is strengthened through
relatively superior structural competitiveness. The strongly individualistic
French culture, in which there are deep ideological cleavages, does not
sustain a system of alliance capitalism, and its pattern of industrial rela-
tions is quite conflicted.19 Italy tends to be aligned with Germany, and this
German advantage is being strengthened by the development of German
direct investment and trade links with East European states in line for mem-
bership of the Union. Britain, with its status as a reluctant supporter of
European integration, has been on the periphery of the Union system of
collective management and its system of capitalism has affinities with that
in the USA.

The European mix of political economies is evolving, it must be stressed,
with internal structural policy rivalries that have divisive effects. These
prevent both the formation of a consensus for a common structural policy
and the rationalization of corporate capabilities through competitive pres-
sures to which member governments are committed in principle. The func-
tional logic of alliance capitalism is expressed mainly in the German
system, and is not spreading in the Union. The complexities of Union deci-
sion processes, moreover, which are forms of conflicted rather than integra-
tive bargaining, tend to absorb political energies and attention, thus
perpetuating parochial and inward looking orientations. These are
reflected in the multiplicity of political groups represented in the European
Parliament, which remain distinctly national, despite conventions based on
ideological affinities that can facilitate cross-border collaboration between
such groups.20 Issue-based coalitions can form between the affinitive
groups, but their domestic ties are tending to become stronger as differences
between member governments increase over problems of adjustment to
deepening integration and enlargement, in conditions of slow growth and
high unemployment.

Resolution of the problems of advanced political development affecting
the European system of collective management, and the integration of its
economies, is becoming more and more necessary for the evolution of
comprehensive Atlantic cooperation. Reciprocal policy learning and
accountability, sustained politically and structurally by wide ranging inter-
corporate collaboration, will have to be promoted in Atlantic relations
through European and American initiatives. This has become imperative
to cope with the internationalization of problems of market failure and
government failure in the world economy’s main area of deepening inte-
gration. It has also become imperative for growth, order, and equity in the
global pattern of production and finance, in which a key requirement has
become the restoration of a dynamic economy in Japan.
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INSTITUTIONALIZING COMPREHENSIVE
ATLANTIC COOPERATION

Comprehensive Atlantic cooperation, especially to overcome the costs of
insufficiently coordinated deepening integration – the results of market and
government failures – will have to be based on full development of the logic
of alliance capitalism as an international public good. Market failures are
basically failures in entrepreneurial cooperation – cooperation that is
insufficiently integrative for the common interest, specifically with respect
to the restraint of competition to prevent abuses of oligopoly power, the
disruption of sectoral interdependencies through relocations of produc-
tion, and the neglect of opportunities for productive complementary spe-
cializations. Entrepreneurial cooperation to achieve efficiencies compatible
with social justice has to develop with high principled spontaneity, but with
encouragement from the policy levels, where for the common good author-
ity has to be exercised as well through regulatory functions. Government
failures that assume cross-border dimensions, contributing to and tolerat-
ing the internationalization of market failures, evidence the effects of dys-
functional inputs into policy, including assertions of interests by groups
profiting from market failures.

A philosophy of macromanagement in deepening integration, engaging
constructively with issues of policy interdependence and structural interde-
pendence, while relating to firms operating in numerous jurisdictions, has
to be given expression in a process of advanced international political
development. In Europe, at the Union level, a fundamental problem is that
functional advances in elite driven integration are insufficiently supported
by progress in regional community formation: civic loyalties and virtues
based on beliefs of European identities are weak. Political processes in
member states tend to perpetuate national attachments and loyalties, and
the economies of these states are seen to be in competition, within a
regional setting in which collective management has a liberal orientation,
focused on the efficiency effects of strong corporate rivalries. This is not
tending to build a regional solidarity system, because of general awareness
of sharp contrasts between the rival states and between the competing
enterprises.21 Firm public commitments by member governments to a doc-
trine of entrepreneurial collaboration across the Union, and the practical
implementation of such a doctrine by numerous major firms, could have
the strong integrating effects that would be needed for community forma-
tion. For such a major advance in the development of the regional politi-
cal economy, very intense policy learning by European political elites
would clearly be required. A very demanding challenge, then, can be seen
for European policy research institutes.
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The European context is distinguished by a large highly competitive
American corporate presence. This contributes to general awareness of
ongoing struggles for shares of the integrating single market, and of resul-
tant imbalances in gains, within and between member countries. A doctrine
of entrepreneurial collaboration accordingly would have to promise
effective participation by US enterprises on terms of equal partnership in
the development of a solidarity based system of regional capitalism. The
credibility of the partnering, and the dynamic results that could be antici-
pated, would depend on the change to a system of collegial capitalism in
the USA. Such a change has become necessary, it must be stressed, because
of the negative effects of the strong orientation toward competitive rather
than cooperative activity in US corporations.

In the USA the systemic requirement for transformation into a system of
collegial capitalism is urgent for stability, and for more functional involve-
ment in deepening integration. The problem of destabilizing speculation
has to be overcome, and deindustrialization has to be avoided while trans-
national production becomes more extensive. High volume speculative
trading in shares exerts pressures on managements to demonstrate short-
term profitability at levels that will appreciate stock values, and this
happens selectively because of the manipulative strategies of institutional
investors – with consequences for overall productivity and stability that
indicate serious deficiencies in capital markets. Changes to stakeholder
systems of corporate governance, and to substantial reliance on bank
financing, especially of a kind that becomes significantly relational, could
promise greater and more continuous efficiencies in the implementation of
long-term plans.22 The potential for developing complementary entrepre-
neurial ventures would then be enhanced, while motivation to initiate such
ventures would be encouraged by recognition of their benefits and, hope-
fully, by a spirit of collegiality. That at could draw inspiration from
Aristotelian concepts of civic friendship as a basis for collaborative produc-
tion – concepts that have been enriched in theological writings on the social
aspects of freedom for economic initiative and, implicitly, in the functional
analysis of linkages between issues of social justice and economic efficiency.

Deindustrialization, as one of the major costs of globalization, is a chal-
lenge for managerial reorientation toward collegial ventures in transna-
tional production, with active concerns for human capital development and
the promotion of harmonious intersectoral and intrasectoral interdepen-
dencies in the home economy, and in host economies. The incentives for US
firms to move aggressively into foreign production projects individually
and in instrumental alliances, managed with opportunism, are strong, as
has been evidenced by the size of outward direct investment flows. The
higher profitability, the spreading of risks, the lower tax exposure, and the
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weaker competitiveness of European and Japanese rivals assume greater
prominence in managerial calculations than the externalities to be reckoned
with by communities and other industries in the USA. Civic virtues, then,
clearly have to become more active.23

The promotion of solidarity based capitalism in Europe and the USA
would help to make possible comprehensive relational Atlantic coopera-
tion, at governmental and corporate levels. This would replace a conflicted
and increasingly imbalanced pattern of structural and policy interdepen-
dencies that is vulnerable to destabilization. Imperatives for wide ranging
integrative coordination in the management of those interdependencies are
becoming more urgent, and there is a clear danger that in a crisis individ-
ual corporate and government responses will be severely dysfunctional.

The necessary Atlantic relational cooperation, if promoted through vig-
orous advocacy, will have to be institutionalized. The commitments of
managements and policymakers will have to be given repeated affirmation
in structured arrangements, designed for the development of entrepreneu-
rial complementarities through consultations aided by American and
European technocratic services, based on assessments of emerging trends
in frontier technology and in structural interdependencies. The consulta-
tions could be hosted by an independent Atlantic commission of experts in
international management and applied technology.

Widening exploration of interdependencies in evolving corporate pro-
duction capabilities, in the light of progress in advanced research, would
provide the basis for the entrepreneurial consultations.24 These, it would
have to be recognized, could be exploited for oligopolistic collusion, but that
would have to be dealt with by US and European competition authorities.
The spirit of collegial cooperation that would be generated in the consulta-
tions, especially through technocratic contributions guided by concerns
with public goods, would be a restraint on oligopolistic collusion, but sur-
veillance by competition authorities would remain necessary. International
corporate alliances and networks are evolving in contexts that are being
changed by global concentration trends which challenge US and European
competition authorities,25 and these authorities would have to have some
involvement in the work of the independent Atlantic commission of experts.

The development of the commission’s functions could be aided by con-
tributions to its assessments and forecasts by the European Commission,
the US Department of Commerce, and the International Monetary Fund.
With such involvement the managements taking part in the consultations
would benefit from a wider knowledge intensive environment, in which they
would experience more extensive informal accountability. The US and
European technocrats in the commission would also be informally chal-
lenged to demonstrate objectivity and impartiality in the common interest,

Alliance capitalism and collective management 287



while learning in the area of comparative entrepreneurship through inter-
actions with managements.

A transregional pattern of dynamic corporate linkages could be in pros-
pect. The likely alternative future is conflicted policy level exchanges, espe-
cially over issues of market access, in which the objectives are hard and
precise agreements suited for future litigation. From a European perspec-
tive the USA could assume the image of a relentlessly competitive form of
capitalism, increasing the costs of globalization at home and in the rest of
the world, while drawing global investment during booms and then export-
ing recessions in which its own firms will be advantaged relative to weaker
competitors. From a US perspective Europe could be seen only as a region
of slow growth under poor governance that can benefit from American
direct investment and exports if opportunities for these are increased
through leverage.

PACIFIC COOPERATION

Solidarity based Atlantic economic cooperation could inspire and support
Pacific collaboration to overcome the severe effects of East Asia’s financial
crises. Comparative perspectives on these crises have had to be expanded to
bring into view speculative trends leading to recession in the USA, as its
experience of destabilizing asset appreciation has had same similarity with
Japan’s. The most important theme in constructive Pacific engagement that
can be proposed for US and European decision makers, however, is that a
doctrine of relational entrepreneurial cooperation has to be spread trans-
nationally and at the policy levels. This would acknowledge the highly func-
tional effects of the Japanese system of alliance capitalism before these
were disrupted by dangerous speculation.26

The Atlantic system’s most substantial and most dynamic external link-
ages are with Japan, the centre of what has been an integrated East Asian
production pattern. The disruption of financial sectors in that pattern has
made Japan more heavily dependent on service of the US and European
markets through exports and transnational production. Structural and
policy interdependencies in these relationships have to be managed with
weakened bargaining strength, and with the disadvantages of relative polit-
ical isolation, due principally to unique cultural factors. In the immediate
environment difficult choices have to be made about economic links with
the Chinese communist regime, which, because of the size of its market, can
bargain advantageously with the USA and the European Union on trade
and investment issues.

Alliance capitalism in Japan has had an intensely nationalist quality,
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based on a communitarian culture and on awareness of acute resource
deficiencies. The collegial capitalism which can be advocated for the USA,
and for Atlantic structural partnering, would have a highly significant func-
tional logic for the building of Atlantic relational cooperation with Japan.
This, moreover, would have a vital security dimension, related especially to
Japanese and US defence interests.

Atlantic solidarity capitalism could become active in East Asia through
the sponsorship of conferences on the potential for entrepreneurial comple-
mentarities. There could be marked asymmetries in the interactions because
US and European representatives could be relating to Japanese manage-
ments that are linked in cohesive industry groups and have their own systems
of information sharing and entrepreneurial collaboration.27 The industry
group bonds, however, could be expected to become gradually more open,
while relational ties between US firms and between European enterprises, as
well as in the Atlantic pattern, would be tending to increase. Evolution of
the conferencing would depend on numerous managerial and official con-
tributions to the development of trust and goodwill, and on the results of
efforts to institutionalize the exploration of prospective complementarities.

A Euro-Pacific commission, sponsored by the USA, the European
Union, and Japan, could be set up to host the conferences on Pacific entre-
preneurship. This commission would stand apart from the Asia Pacific
Economic Cooperation (APEC) forum, which is likely to remain a loose
association working mainly for the reduction of regional trade barriers,
under constraints resulting especially from failures in community forma-
tion within the Association of Southeast Asian Nations (ASEAN). The
primary objectives of the conferencing would be the promotion of alliances
and networks for complementary ventures by US, European and Japanese
enterprises. As in the proposed Atlantic commission, this activity could be
aided by the International Monetary Fund. Association with the main
complementary ventures would have to be made possible for South
Korean, Taiwanese, Hong Kong and Malaysian firms, through participa-
tion in the conferences as industrializing open economies. Participation by
mainland Chinese firms would become feasible as the transition of their
economy to a system under informal central control continues.

The development of solidarity based Euro-Pacific capitalism could have
very beneficial effects on economic growth in East Asia, and in particular
on economic and political change in mainland China. Thus far that
regime’s elites have had opportunities for interaction with mainly compet-
itive rather than cooperative forms of capitalism, and have had to recognize
the dangers of financial liberalization that would open the way for large
movements of funds in speculative operations. They have been made well
aware that they have to be able to defend their currency against speculative
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attacks by predatory western financial institutions, that capital flight to
foreign bubble economies has to be prevented, and that informal controls
of their financial sector, supplementing firm explicit regulations, have
become all the more important as their economy becomes more open.28

Japan’s failures in financial sector regulation and surveillance, which
have had very severe effects, and have hindered economic recovery by facil-
itating capital flight, mainly to the USA, could be gradually overcome
through the growth made possible in an expanding pattern of Euro-Pacific
solidarity based capitalism. Low interest rates in Japan, intended to assist
recovery, have facilitated borrowing for investment in higher yield foreign
markets, notably during the boom phase of the US business cycle. This
capital flight restrained the currency appreciation that tends to result from
large trade surpluses, but at the cost of reduced funding for domestically
based growth, and increased financial sector reliance on returns from
foreign investment. Solidarity has been weakening in Japan’s prolonged
crisis, but reversal of this trend, with the support of regional alliance capi-
talism, would provide a comprehensive solution.

Relational development of complementary production specializations in
the proposed Euro-Pacific pattern would ensure the restoration of high and
more stable growth in industrializing East Asian states that have had very
active trade and investment links with Japan. Those links, moreover, would
be able to develop with more balance and diversification, due partly to US
and European corporate involvement. Meanwhile the Chinese regime’s
participation in the regional pattern, and acceptance of its spirit of solidar-
ity, would add to its dynamism. Regional trade and investment liberaliza-
tion, in line with objectives endorsed by the APEC forum, would become
more feasible, in a way that could facilitate the development of an East Asia
economic community. Such a community could became the basic compo-
nent of a Pacific Monetary System that would work in cooperation with the
European Monetary Union and the USA for global monetary cooperation,
and the reform of world financial markets.29

COOPERATION IN THE AMERICAS

The prospect of a Free Trade Area of the Americas has strong attraction
for Latin American countries, especially because of the failures of several
regional cooperation projects in their area, the opportunities for increased
access to the US market and, it seems, tacit expectations that US involve-
ment in the Free Trade Area would contribute to reductions of rivalries and
conflicts that have hindered commerce within and between regional groups,
including Mercosur. There are widely shared concerns about the possible
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costs of penetration by highly competitive US enterprises, and about the
difficulties of securing wider entry to the US economy, but there is some
basis for hope that increased collaboration between Latin American
governments would make possible more equal bargaining with the USA.
There are also grounds for optimism that the growth prospects of regional
trade liberalization would draw more European investment.

The development of collegial capitalism in the USA, especially if in a
larger context of collaborative Euro-Pacific capitalism, would offer Latin
America possibilities for higher and more equal growth through expanding
forms of complementary entrepreneurship. The spreading transnational
commercial linkages, moreover, expressing a new culture of trust, goodwill,
and cooperative innovation, would assist the development of cross-border
aggregations of interests to which national administrations would tend to
became more responsive. Such responsiveness is needed to overcome fail-
ures in fiscal, monetary, and structural policies that have contributed to
crises and severe downturns in Mexico, Brazil, Argentina, and neighbour-
ing states over the past decade.30

The record of instability in Latin America indicates that a regional struc-
ture with responsibilities for fiscal and monetary discipline, and effective reg-
ulation of the financial sectors, will have to be established. Negotiations for
the formation of a Free Trade Area of the Americas, if sufficiently related
to fundamentals critical for regional development, could be managed in
ways that would make evident the imperative for such a structure, and the
advantages of basing it on a broadly inclusive stability pact. Recognition of
this requirement by Latin American elites would be aided by the forms of
entrepreneurial cooperation that would spread with the expansion of colle-
gial capitalism from the USA. Under the regional macroeconomic disci-
pline, meanwhile, member governments would be challenged to focus on the
structural tasks of facilitating the development of complementary corpo-
rate specializations, at home and across the region. Increased scope would
thus be provided for the formation of cross-border aggregations of interests,
to sustain the operations of the regional macroeconomic structure.

Without the development of collegial capitalism in its own political
economy the USA would be at a disadvantage if endeavouring to build
support for the formation of a Latin American macroeconomic authority.
This problem would have a to be foreseen because the history of US
involvement in Latin America has bred fears of US economic penetration.
These persist despite the prospective benefits of closer economic associa-
tion with the USA. As part of a Euro-Pacific pattern of alliance capitalism
the relational cooperation promoted in the USA would have a status that
could be especially helpful for constructive engagement in Latin America.
If European alliance capitalism was also active in the sponsorship of
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entrepreneurial collaboration in Latin America, the establishment of the
regional macroeconomic authority could become more feasible. European
advocacy, based on the European Union’s experience in deepening integra-
tion, could be especially effective.

A US–Latin American commission to sponsor conferences on corporate
cooperation, could be formed after appropriate initiatives by US,
European, and Latin American authorities and industry associations. This
would have to stand apart from the regional macroeconomic authority, so
as to function in an atmosphere of complete freedom for information
sharing and the exploration of potentials for parallel production ventures.
The development of a regional culture of integrative managerial coopera-
tion would have to be a clear objective, kept in view through continual
affirmations of collegiality.

In negotiations for a Free Trade Area of the Americas the Latin
American participants may well have to reckon with US efforts to secure
hard and precise agreements, in line with precedents set by the interactions
that led to the Uruguay Agreement.31 The bargaining is likely to be difficult,
because of pressures on the US administration from farming and textiles
lobbies to maintain restraints on imports from Latin America, and the
efforts of US negotiators to secure increased access to Latin American
markets for manufactured products. Perceived inequalities in bargaining
leverage, and selective uses of that leverage, could make the interactions
lengthy and bitter.

Initiatives to promote parallel entrepreneurial ventures in a spirit of alli-
ance capitalism could provide a more favourable environment for the trade
negotiations. It could then be possible to give the bargaining an integrative
orientation, with adequate recognition of Latin American interests in
expanding exports of agricultural products and low technology manufac-
tures in order to finance industrialization up to levels required for relative
equality in structural interdependence with the USA. For Latin American
negotiators the desirable shifts in bargaining orientations could be made
more feasible if there were concurrent exchanges with the European Union
for separate trade liberalization arrangements. Such exchanges could also
benefit from an atmosphere of goodwill generated through progress toward
the development of solidarity based capitalism in Europe, and European
association with such a trend in the USA.

PRIORITIES IN COLLECTIVE MANAGEMENT

The spirit of alliance capitalism could alter priorities in foreign economic
policies, through effects on corporate inputs into governmental decision
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making, and through corporate reshaping of the structural interdependen-
cies that such policies are intended to manage. The established priorities in
the USA, Europe, and Japan are the maintenance of restrictions on
imports to meet the demands of politically prominent domestic producers,
and the use of market opening leverage against major trading partners.
Foreign trade management is the most politicized area of economic policy
in the large industrialized states, and pressures from domestic producers
have tended to counter governmental efforts to enhance growth through
reciprocal reductions of trade barriers: policy level understandings of the
overall benefits of liberalization have had to recognize the political strength
of protectionist groups, which has generally been more significant than that
of producers seeking wider access to foreign markets.

During recessions the protectionist and market opening demands of
domestic producers increase, especially if there are much publicized trade
deficits, as in the USA, and favourable policy level responses can seem all
the more appropriate because of public concerns about the general effects
of globalization. The credibility of official declarations about the growth
effects of international trade declines, especially because of failures in the
market for policy relevant information, due to sensationalism in the media.

The priorities accorded to trade policy in the USA, Europe, and Japan
are made evident in competitive and even adversarial contexts, and tend to
reinforce understandings that agreements for liberalization have to be
negotiated aggressively. Advocacy of solidarity building through the spon-
sorship of alliance capitalism can thus seem utopian. There is little public
awareness in the industrialized states of the degrees to which technology
advances are increasing interdependencies in the development of corporate
production capabilities, and of the extent to which overall growth can be
enhanced through complementary entrepreneurial specializations that
have to develop with sustained integrative collaboration. The USA is the
most active promoter of international trade liberalization, and its legisla-
tors and members of its administration are especially responsive to constit-
uency interests affected by foreign penetration of the domestic market, as
well as by European and Japanese trade barriers.32 The European Union’s
trade policy, managed through interactions between the member govern-
ments and the European Commission, has reflected increasing assertive-
ness by the former, under pressure from domestic groups.33 Japanese trade
policy, advantaged by pervasive informal protection of the internal market,
is expressed in relatively soft market opening diplomacy, sensitive to irrita-
tions, notably in the USA, caused by large trade surpluses.

Policy literature on world trade tends to focus on the dynamics of bar-
gaining between the USA and the European Union, because of their dom-
inance of the world trading system, and rather neglects discussions of
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fundamentals. Issues concerning the structural foundations of interna-
tional commerce can thus receive little attention. These foundations,
however, are being changed continually as transnational enterprises expand
their international production systems through direct investment, while
drawing home and foreign enterprises into alliances and networks, and dis-
placing rivals, including companies that have been mainly producing at
home for export. An overall effect is that trade barriers – duties, quotas, and
standards – become less and less significant for the transnational enter-
prises, compared with firms producing at home for export, while the
volumes of transnational production become very much larger than those
of arm’s length trade. Increasing proportions of the commerce associated
with the transnational production are intrafirm, intranetwork, or intra-alli-
ance shipments at different stages of processing which can be rerouted to
take advantage of changes in trade and foreign direct investment policies.

Managements of transnational enterprises operate with diminishing
country attachments and loyalties, and with generally increasing capacities
to deal instrumentally rather than relationally with governments.
Incentives to engage in complementary entrepreneurial endeavours, more-
over, change in the course of global concentration trends as well as with
shifts in interactions with governments. Altogether, the structural founda-
tions of international commerce are being altered through transnational
production in ways that tend to diminish the significance of trade barriers,
while the cross-border linking of production processes results in an increas-
ing internationalization of market efficiencies and failures.

A spirit of alliance capitalism, especially if developing in the USA, as the
principal base of multinational operations, could moderate trade policy
conflicts and introduce more equity and order into the expanding pattern
of transnational production: the internationalized market efficiencies
would increase. This might not seem probable in view of the widening scope
for independent operations that transnational enterprises acquire with
prominence in global concentration trends, but a culture of relational
entrepreneurial cooperation could be cultivated through intensive confer-
encing under technocratic sponsorship. Associated with that sponsorship,
moreover, there could be collaborative structural policy initiatives, princi-
pally in Atlantic relations, in conjunction with competition policy meas-
ures, to increase the sensitivities of multinational managements to
internationalized public goods problems, and other issues in globalizing
markets. Multinational freedoms for entrepreneurship, becoming more
socially responsible, and more respectful of the interests of other firms,
would thus take more profoundly innovative orientations, avoiding preda-
tory and rent seeking ventures.

Expanding international production operations, and resultant increases
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in global market shares, enable transnational enterprises to explore oppor-
tunities for complementary entrepreneurship more extensively, with firms
of similar or inferior status, but also to acquire or compete more actively
against such firms. Calculations of long-term benefits may be seen to justify
collaborative choices – recognizing the potential for innovation in the other
firms – but shareholder pressures for higher profits can have strong effects
on managerial motivations; institutional investors, moreover, can mobilize
shareholder support for changes in management. Managerial vulnerabil-
ities to shareholder pressures can be reduced by accumulating internal
resources for expansion, buying back shares, increasing reliance on bank
financing, and opening up opportunities to secure private or official
funding abroad. Yet the increased range of managerial discretion may be
used with greater emphasis on acquisitions.34

Fundamentals, therefore, make the promotion of a spirit of alliance cap-
italism – oriented toward real cooperation for complementary ventures –
all the more important in the business cultures of the industrialized states.
This has to be asserted in a public goods perspective focused on trade policy
conflicts – the perspective in which such conflicts assume prominence in
economic policymaking. The rationale for promoting alliance capitalism,
however, has wider application: there are macroeconomic imperatives.

Fiscal policy tasks, the financing of regulatory functions, infrastructure
development, and distributional activities, phased to smooth business
cycles, can be made extremely difficult by failures in entrepreneurial coor-
dination as deepening integration continues: the internationalization of
market failures, skewing the effects of internationalized market efficiencies,
can seriously hinder fiscal management. The costs of promoting adjust-
ment, moreover, can increase with rises in unemployment and sectoral dis-
locations, while revenue may decline with the outward movement of
production operations.

A culture of alliance capitalism, inspiring relational intercorporate col-
laboration in complementary ventures, and relational corporate coopera-
tion with structural authorities, could assist fiscal management. The
growth effects of the complementarities would reduce the distributional
demands and costs of adjustment associated with increases in foreign pro-
duction. At the same time the relational cooperation would be a source of
diffuse restraints on political competition that could lead to fiscal expan-
sion, with accumulations of governmental burdens that would slow growth
and perpetuate high taxes. This may be doubted, in the light of Japan’s
very serious failures to achieve fiscal discipline in the 1990s: Japanese alli-
ance capitalism had little effect on the growth of large budget deficits. The
recent history of German fiscal discipline, however, despite the high costs
of rehabilitating the formerly communist Eastern area, has illustrated that
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relational intercorporate cooperation can certainly restrain government
spending – in a communitarian system that allows more scope than Japan
for strong leadership, and that sustains a policy style open to independent
research intensive advice.35

In the USA, promotion of a spirit of alliance capitalism could generate
pervasive restraints on federal spending, and could make these restraints
more functional by contributing to the development of strong peak eco-
nomic associations. The longstanding fragmentation of business associa-
tions, due to intense individualism, would then no longer leave the way
open for the unrestrained competition between constituency interests that
has driven federal debt to high levels. Over the past two decades failures to
maintain fiscal discipline in the public interest have contributed to the
growth of internal demand in excess of output, while there has been sub-
stantial expansion of production abroad; moreover internal demand has
also been increased by very high speculative valuations of stocks, financing
mainly consumption rather than productive investment.36

Monetary policy functions in industrialized states would also benefit from
cultures of alliance capitalism. Monetary management for price stability
and exchange rate stability has been made very difficult for US, European,
and Japanese authorities because of vast increases in the international
trading of financial assets. The availability of financing from these markets
limits the degrees to which any monetary tightening can reduce inflation,
and shifts in the strategies of major institutional investors can have desta-
bilizing effects on prices, production, and exchange rates. Monetary loos-
ening, to increase consumption and production during economic declines,
can instead facilitate low cost borrowing for investment in higher yield
speculative operations in global financial markets. The erosion of monetary
sovereignty through high volume growth in those markets has became a
very challenging problem for the USA: its economy has attracted large
investment flows from Europe and Japan, but with considerable volumes
being directed by US financial enterprises into global speculative activities,
while nevertheless contributing to dollar appreciation and generating pres-
sures for stock appreciations.37

During the USA’s speculative boom in the 1990s, stock appreciations,
although clearly unsustainable, were ignored in official estimates of
inflation, which were low because of imports of cheap consumer items that
held down basic living costs. The wealth effects of the stock appreciations,
however, it must be stressed, were evident mainly in rising consumption.
When recognition of the need to dampen the speculative stock apprecia-
tions was increasing, at policy levels, due partly to warnings from the
International Monetary Fund (during the 2000 election campaign), large
losses of investor confidence were already evident. Monetary loosening to
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promote economic recovery during 2001 did not significantly increase pro-
duction and consumption but was followed by large increases in the inter-
national speculative trading of financial assets by US institutional
investors.38

To orient financial sectors toward productive service of the real econo-
mies while increasing monetary sovereignty, in the context of deepening
integration, a spirit of alliance capitalism could be a potent force for
reform. The urgent public goods requirement is to reduce the very high
volume investment in rent seeking manipulation of international markets
for financial assets which draws vast sums away from productive use, par-
ticularly toward areas where stock and property appreciations are pushed
to extraordinary levels by collusive speculation. Internationalized failures
in financial markets, invalidating claims that these markets move funds to
most productive use, are extremely difficult to overcome through regula-
tory measures. The solution, in the public interest, has to be the develop-
ment of relational financing for genuinely productive purposes. Investment
in trade in financial assets offers higher and faster returns than investment
in manufacturing, with less tax exposure. Taxation of the trade in financial
assets is generally considered to be impractical, due to the complexities of
the investors’ craft, and the opaque character of its instruments. High risk
speculation by financial enterprises, moreover, can threaten severe disrup-
tions, as was evident in the failure of the New York firm Long Term
Capital Management, which virtually obligated a rescue by the Federal
Reserve.39

For monetary management tasks, financial market reform is even more
urgent than it is for the public interest tasks of fiscal policies. The require-
ments for wide ranging and highly constructive policy level and corporate
cooperation are very demanding. The danger of a deep and prolonged
global recession has become very serious since the sharp declines in US
stock prices in 2001, and it must be stressed that monetary loosening to
increase the funding of production and consumption, and to revive general
confidence, has diminishing significance because of the opportunities it
provides for low cost financing of speculation in world financial markets,
including operations taking advantage of the low credit ratings of dis-
tressed firms. Such speculation can be seen to offer higher returns than
those to be anticipated from the funding of productive ventures in a reces-
sion. The potential benefits of relational funding of numerous forms of
complementary entrepreneurship, to enhance growth in real economies,
become more evident in economic declines which persist while diversions
of investment into rent seeking continue.
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PROMOTING POLICY LEVEL AND CORPORATE
COOPERATION

The USA and the European Union have the most substantial capacities to
overcome internationalized market failures and to work for greater
efficiencies and greater social justice in the world economy. There are ade-
quate American and European research capabilities to support Atlantic
policy learning focused on the management of fundamentals in deepening
integration, and especially on imperatives to promote extensive intercorpo-
rate cooperation for entrepreneurial complementarities. Motivations to
activate more intensive learning at policy levels and in corporate manage-
ments can draw inspiration from western theological literature that has
built on Aristotelian concepts of civic friendship and related them to prob-
lems of coordination in industrialized states. Study of this literature is
being challenged to undergo further development in response to the
extraordinary dimensions of potentially destabilizing rent seeking by
major international investors operating with high degrees of independence
from governmental authorities.

Intensive learning in US and European policy communities will have to
be promoted through frequent consultative exchanges. These could develop
under the auspices of an Atlantic Council of Economic Advisers,
appointed for fixed terms by the US administration and the Council of the
European Union. The Advisers would sponsor macroeconomic and micro-
econamic policy conferences aimed at forming an Atlantic pattern of
macromanagement, with reciprocal restraints on fiscal expansion, con-
certed efforts to orient financial markets toward stable and comprehensive
service of the real economies, and prudent use of the monetary sovereignty
that would increase with reform of the international financial system. Key
figures at the macroeconomic conferences would be high ranking represen-
tatives from the US Federal Reserve and the European Central Bank, and
it would be advisable to have in attendance a delegation of staff members
from the International Monetary Fund. The microeconomic policy confer-
ences, dealing especially with trade, foreign direct investment, and compe-
tition issues, could draw representation from the European Commission,
the US Department of Commerce, and US antitrust authorities.

The Atlantic Council of Economic Advisers could provide leadership for
the establishment of the independent Atlantic Commission of technocrats
and international management experts which has been suggested as the
institution to sponsor corporate exchanges on opportunities for comple-
mentary entrepreneurship. Under Council surveillance the Commission
would provide technology and market forecasts while facilitating intercor-
porate exchanges of information as well as technocratic briefings on public

298 Alliance capitalism and corporate management



goods problems and other developmental issues in Atlantic structural
interdependencies. The Commission’s work, benefiting from increases in
expertise through continuous interactions with corporate managements,
would enable it to make critical contributions to the activities of the
Atlantic Council of Economic Advisers, and indeed could help to make
their surveillance more functional.

The conferences for policy communities sponsored by the Council of
Economic Advisers would activate challenging accountabilities as well as
learning experiences for officials who would otherwise remain absorbed in
relations with domestic interests. This is not to deny that there could be
trading of favours in the conferences, but detection and criticism of these
would be a Council responsibility; it would also be, in practice, a
Commission function, in so far as much relevant information would inevi-
tably reach members of the Commission. It could be argued that the spon-
sorship of conferences for policy communities by the Council would lack
democratic accountability, since the discussions would have to be
confidential for the intended policy learning, but it would have to be made
clear that the Council’s prime tasks would be exercises of dedicated exper-
tise, and would not be defined on the basis of agency type principles of
government.

In the activities of the Atlantic Commission the technocratic contribu-
tions and the exchanges between corporate representatives would have to
develop with autonomy undisturbed by outside observers and the media,
although with the involvement of reputable consulting firms.This would be
desirable for maintenance of an atmosphere of trust and confidentiality
suited for intensive interactive learning. It would also be helpful, directly,
for the development of an Atlantic business culture in which the spirit of
alliance capitalism would reorient financial sectors more toward the
funding of growth in real economies. Problems in investor psychology and
the use of risk calculation methods that are conducive to unwarranted opti-
mism could be gradually overcome through the influence of managements
focused on productive activity and attentive to the benefits of relational
financing.40

A charter document from the Atlantic Council of Economic Advisers
could set out the rationale for the Commission’s conferences by emphasiz-
ing the significance of information asymmetries that affect entrepreneurial
potential. Information asymmetries have been studied thus far mainly in
market contexts, where they are especially significant because of their
effects on gains from trade. Entrepreneurial potential however is affected
by failure to exchange mainly tacit knowledge that develops as it is shared
in the exploration of possibilities for complementary specialization.41 This
failure, and failure to recognize complementarities between existing and
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evolving corporate capabilities, account for the information asymmetries
that the Commission’s conferences would be intended to overcome.

A fundamental purpose of deliberations within the Atlantic Council of
Economic Advisers would be the development of its own self-sustaining
culture of dedicated counselling on the management of Atlantic structural
and policy interdependencies. This would be more than the sponsorship of
transfers of economic knowledge detached from governmental and corpo-
rate responsibilities in the context of cross-border market failures as well as
efficiencies. A professional culture averse to engagement with policy issues
would have to be excluded. For highly constructive judgemental advising
directed at European and American policymakers, moreover, the ambigu-
ities of considerable volumes of economic analysis would have to be
avoided. These ambiguities typically result from awareness of uncertainties
about the rationality of corporate managements and policymakers in sce-
narios projected from observable trends.42 Such uncertainties cannot be
eliminated, but the Council’s mission would be to reduce them through
diffusion of a pervasive spirit of relational cooperation, at governmental
and corporate levels: rationality in the service of public goods would be
increased.

The expansion of Atlantic alliance capitalism into the Pacific and into
Latin America would be possible through demonstration effects and
affirmations of the moral and functional imperatives for multilevel and
multinational integrative cooperation. The demonstration effects could in
particular offer guidance for a recovery of alliance capitalism on a sound
basis in Japan, with a transformation of its financial sector. The Chinese
endeavour to build a dynamic solidarity system under strong administra-
tive control could be reoriented, with more respect for individual freedoms.
In Latin America collectively more self-reliant and more substantial
growth, with more equal hemispheric structural interdependencies, would
become feasible.

ALLIANCE CAPITALISM AND THE WORLD
ECONOMY

The logic of building relational intercorporate cooperation, and relational
systems of interdependent macromanagement, if given substantial expres-
sion in the Atlantic context, and then extending it into the Pacific and Latin
America, would have highly significant consequences for governance of the
world economy. The industrialized states dominating the International
Monetary Fund would be challenged to extend their collaboration for a
major institutional advance: the Fund would be given enhanced capabil-
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ities and greater authority for the task which has demanded its attention
since the formation of the European Monetary Union. World growth and
stability now depend very much on Atlantic monetary cooperation under
Fund surveillance. The contributions of an Atlantic pattern of alliance
capitalism to such cooperation will have to be supplemented by an institu-
tionally more developed Fund. This involvement, to be comprehensively
constructive, would have to be accompanied by Fund initiatives in support
of Atlantic efforts to promote reform in international financial markets.

There is a well recognized danger that Atlantic monetary relations will
not be managed with the enlightened cooperation that is demanded by the
magnitude of the structural interdependencies which they vitally affect.
Inward looking policy processes on each side may allow destabilizing
swings in exchange rates that will be all the more serious because of manip-
ulation in financial markets that are still inadequately regulated. The inter-
ests of international investors in euro holdings will be influenced by trends
in the US current account, fiscal management, and business cycle, as well
as related phases of monetary loosening or tightening.43 Atlantic monetary
policy interdependence will tend to force mutual responsiveness, but with
sufficient pressure only in crises. An institutionally stronger IMF, therefore,
has become necessary, but will be difficult to establish if severe volatility has
already developed in euro–dollar exchange rates.

The urgent international public goods requirement is an IMF that can be
a potent source of pressure for firm regulation of international financial
markets through the imposition of realistic capital adequacy standards, the
taxing of trade in financial assets, the encouragement of shifts to stake-
holder systems of corporate governance, and the use of tax measures to
increase industrial use of bank financing. All this would complement
efforts at national levels to introduce the spirit of alliance capitalism into
financial sectors. Vigorous European support would be especially helpful
for a strengthening of the IMF that would enable it to take on the neces-
sary financial market reform functions. European motivations could
develop with more acute awareness that European growth is adversely
affected by large scale capital flight to the USA, and that US institutional
investors are better placed than those in Europe to exploit volatility in
Atlantic exchange rates, with consequences that can increase the funding of
US corporate expansion in Europe. The European interest, it must be
stressed, is in the development of more balanced Atlantic structural inter-
dependencies.

Initiatives by a strengthened IMF for financial market reform would assist
its necessarily more results oriented surveillance of Atlantic macroeconomic
interactions. This surveillance could support forceful advocacy of an
Atlantic Stability Pact, in which the fiscal discipline of the European
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Monetary Union would in effect be extended, in conjunction with its
inflation targets. Political will for this very active cooperation with a more
potent IMF role could be sustained through the interlinking effects of
increasingly relational European and American intercorporate cooperation.

Japanese collaboration for the formation of a greater IMF role in
governance of the world economy could be encouraged by the prospect of
Atlantic monetary stability and international financial market reform.
Japan is more exposed than the European Union to the adverse effects of
business cycle changes in the USA and volatility in euro–dollar exchange
rates, and also has to cope with capital flight to the USA. While the IMF
could be a stronger forge for financial sector stabilization in Japan,
Japanese motivations to support the development of a more effective global
governance role for the IMF could be activated by an understanding that
such a rode would enable the Fund to assist the development of an East
Asian monetary system in which Japan would be a key member.

A further extension of the Fund’s greater role would be to advise and
support the strengthening of Latin American financial sectors, supplement-
ing the work of a regional governance authority that might be established
with the spread of a culture of alliance capitalism. Drains on the Fund’s
resources to cope with Latin American financial crises could thus be sub-
stantially reduced. Unified representation for the European Monetary
Union in the IMF would help the development of increased accountability
in Latin American relations with the Fund, which thus far have been over-
shadowed by the USA’s very strong influence in Fund decisions. US deci-
sion makers could welcome the European Monetary Union as an equal
partner in the Fund not only because of its potential for constructive
involvement in the Atlantic context, but also because its more active pres-
ence in Latin America would be beneficial for hemispheric growth.

All the enhanced collaboration for institutional development of the
IMF, together with the wider spread of the logic of alliance capitalism,
would help to prepare international assent to principles for institutional
development of the World Trade Organization. US and European domi-
nance, based on market size, has tended to perpetuate this institution’s
status as a bargaining forum, while tacitly preventing its acquisition of sub-
stantial independent research and surveillance capabilities: it is a member
driven structure without a significantly representative system of decision
making, and has little capacity to assume responsibilities in international
competition policy enforcement. A culture of adversarial bargaining has
evolved, with emphasis on the negotiation of hard and precise agreements,
bargained unequally because of great disparities in capacities for leverage.44

Many developing countries, having to contend with marked asymmetries in
interactions with industrialized states, have been alienated by the persistent
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efforts of the latter to exclude them from an inner circle that has sought to
function in a steering capacity for the preparation and conduct of multilat-
eral negotiations.45

The European Union’s enlargement, and the expansion of its preferen-
tial trade agreements with nearby countries, together with the prospective
formation of a Free Trade Area of the Americas, are altering the
significance of the World Trade Organization as a forum for multilateral
trade liberalization. European and US interest in the institution may
decline while large volumes of commerce increase within and between the
major regional systems, and while authorities in these systems see ways of
negotiating favourably unequal trade arrangements with diverse develop-
ing countries that are not members of viable coalitions or trade groups. The
international public goods function that could be served by an institution-
ally developed World Trade Organization, however, demands general rec-
ognition. For this, diffusion of a spirit of alliance capitalism can be seen to
be imperative: there is a clear social justice requirement that should not be
obscured by rhetoric about the developmental benefits of free trade on
terms that are known to be asymmetric.

There is a long history of discrimination by industrialized states against
the exports of Third World countries, particularly their low technology
manufactures. This discrimination has contributed to the dependence of
developing states on foreign private investment and assistance from indus-
trialized nations as well as the World Bank, mainly for infrastructure devel-
opment. The foreign investment has exploited investment rivalries between
host governments and has been managed with limitations on technology
transfers. The official assistance, while significant, has generally not been
sufficient to support domestically based growth that would offset the prob-
lems of trade discrimination by advanced countries. Considerable propor-
tions of this assistance, moreover, have been diverted from public use by
corrupt officials.46 Private sector groups that would become larger through
expanded exports to industrialized states could exert pressures for reform
of their corrupt bureaucracies.

The generally inferior production capabilities of Third World firms limit
their potential for developing complementarities with enterprises based in
the industrialized states, but a culture of relational cooperation could gen-
erate much dynamism in parallel ventures. At the same time this culture,
spreading from the Third World firms absorbing it, could evoke the devel-
opment of technocratic capabilities in reforming national administrations:
conferences for the sponsorship of entrepreneurial complementarities
could then be very productive. Structural policy activism of this kind,
emphasizing interactive consultative learning, has received little attention
in literature on Third World development.
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Concentration on infrastructure development in its client states would
become more feasible and more productive for the World Bank if the inte-
grative spirit of complementary entrepreneurship could become pervasive
in advanced country firms active in Third World areas, and in the national
enterprises of those areas. This can be asserted with reference to the larger
context of recurring financial crises in industrializing countries that have
necessitated adjustment assistance by the IMF. Research on these crises has
identified serious problems in financial sectors, but these have been assessed
mostly without regard for the importance of widely concerted entrepren-
eurship for recovery, and for the prevention of further crises.47

PROSPECTS

The concept of alliance capitalism has come into literature that has been
oriented toward study of the efficiency effects of competition – between
firms, between economic groups seeking to influence or control policy, and
between governments acting as rivals to attract productive ventures and
financial enterprises. Yet some of the lessons of recent history are that
financial sector competition, driving speculative booms, can be severely
destabilizing; that competition generates market failures as well as
efficiencies, in sequences through which concentration trends increase; and
that the disruption of real economies by financial crises can make govern-
ance more conflicted and less functional. All these lessons have to be put
into the context of deepening integration, in which market efficiencies and
failures assume increasing cross-border dimensions, in conjunction with
government efficiencies and failures – the latter tending to become more
serious when strains in the linked economies intensify. Complex coordina-
tion tasks can thus be seen, and attention can focus on the functional
significance of differences in the quality of coordinating ventures.

The main contemporary trend in deepening integration is intensifying
corporate competition for world market shares – competition between
firms that are acting very independently in quests for such shares, while
driving weaker enterprises into decline, but are also entering into alliances
with rivals, suppliers, and distributors. Shareholder pressures on manage-
ments tend to drive the competition in ways that, overall, increase concen-
tration in the world economy. International competition policy issues are
thus likely to continue to assume more prominence, notably in Atlantic
relations, and particularly because of European concerns about increases
in mergers and acquisitions in the USA that have regional and global impli-
cations. European interest in giving the World Trade Organization a com-
petition policy responsibility must be expected to remain active, but for the

304 Alliance capitalism and corporate management



USA this represents an endeavour to seek allies in competition policy dis-
putes that have resulted from European Commission objections to pro-
jected concentrations of the market strengths of US firms.

A further trend in deepening integration is more active rivalry between
governments to enhance the structural competitiveness of their economies,
while seeking greater access to external markets for their national firms.
This trend is more evident in Europe than in the USA, and, driven by con-
cerns about lagging competitiveness, is likely to continue, with further
strains in Atlantic relations because of US opposition to European indus-
trial subsidies. While the European Union enlarges it will undoubtedly have
more scope than the USA to extend its system of preferential trade agree-
ments: domestic opposition has become a serious constraint on the nego-
tiation of such agreements by the USA.

Promotion of a culture of intercorporate cooperation, however, will be
feasible in Atlantic relations if efforts are made to build on the occasional
consultations between European and American enterprises in the
Transatlantic Business Dialogue. Such consultations could be expanded
and given more scope to moderate frictions over trade and competition
policy issues: there are opportunities for highly constructive political entre-
preneurship aimed at the development of complementarities. These oppor-
tunities are far more significant than those for the promotion of a spirit of
cooperation for international financial market reform. That will remain
very difficult because of the scale of international financial market integra-
tion and the independence with which major investment firms can under-
take very high volume speculative operations without effective regulation:
national policymakers compete to provide favourable environments for this
activity.

Capacities to take initiatives for the promotion of entrepreneurial com-
plementarities will probably be more significant at policy levels in Atlantic
relations than in business associations and corporate networks. The frag-
mentation of business associations and the strength of the individualistic
business culture in the USA tend to hinder spontaneous development of
collaborative endeavours – in conjunction with the restraints of antitrust
policy. Administrative sponsorship of a collaborative revival of the US
semiconductor industry, however, has been successful, and has contributed
to the development of international consortia in this sector. In Europe, and
especially in Germany, management orientations are more open to ratio-
nales for intercorporate cooperation and for corporate–government collab-
oration, but because of the mix of national cultures the capacity of the
European Commission to draw regional corporate cooperation has special
significance.

Policy level initiatives, with corporate support, could be given serious
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consideration in the European Union high level meetings on deepening
regional integration as the European Monetary Union becomes estab-
lished. The logic of deepening regional integration has become stronger
since the onset of the 2001 recession in the USA: higher regionally based
growth, with reduced vulnerability to adverse trends in the US economy,
has become all the more necessary, while imperatives for harmonious man-
agement of structural interdependencies with the USA have become more
compelling. Building consensus in Europe for deepening integration,
however, is likely to remain difficult, especially because the pattern of
national political parties is fragmented, offering few possibilities for trans-
national coalition building and for the emergence of Union level leadership
roles.

The USA’s differing policy level capabilities and orientations offer greater
potential for leadership, depending on executive personality factors, but in
a context dominated by a tradition of government aloofness from industry
– a tradition that continues to limit the scope for structural policy endea-
vours, despite the success in the semiconductor sector. Potentials for policy
level perseverance with any structural policy project, moreover, seem to be
weaker than in Europe, where there is substantial continuity in the institu-
tionalized functions of the European Commission.

Consideration of structural policy options in the USA and Europe must
be expected to be influenced by political and security perspectives. These
have had mixed effects on each side of the Atlantic, motivating European
efforts to assert more independence and show less deference to the USA as
a global power, but increasing unilateral tendencies in US external policy,
especially in response to European decisional problems. Affirmations of the
differing perspectives in national and Atlantic policy communities are
affected by what may be called the political counterpart of the bounded
rationality discussed in literature on economic behaviour. Bounded politi-
cal rationality, affecting economic policy choices influenced by personal
and group interests, limits possibilities for the recognition of public goods,
and the development of commitments to work for such goods. If a spirit of
alliance capitalism can spread in European and American corporations,
through new thinking on the social responsibilities and complementary
potentials of managements, there may well be scope for reciprocal learning
between the private sectors and the policy levels. A public goods respon-
sibility of great significance can be seen for all the institutions of learning
that shape political and corporate cultures through communicating beliefs
and values. The context of primary concern is Atlantic, but as deepening
integration becomes more global, alliance capitalism will have to become
more multicultural, yet with more dynamic fundamentals, demonstrated
humanistically, and with magnanimity.
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