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Forward

Itisagreathonorformetointroduce,onbehalfoftheResearch
InstituteforEconomicsandBusinessAdministration(RIEB)ofKobe
University,thisbookwhichisacollectionofthepapersandcomments
presentedataworkshopentitled�EconomicsofDiversity:Issuesand
Prospects.�ThisworkshopwasheldonMarch21,2008,inKobe,Japan.
ItwasorganizedjointlybyRIEBandtheGraduateSchoolofInterna-
tionalCooperationStudiesofKobeUniversity.
Theworkshopwasintendedtoinitiateourprojecttoestablish�The

CenterofEconomicsforGlobalDiversity(CEGD)�atKobeUniversity.
Thisprojectwasmotivatedbyourobservationthatwhiletheworldis
increasinglyintegratedintermsofinternationalmovementsofgoodsand
services,capitalandlabor,variousformsofconflictsamongethnicor
culturallydiversecommunities― suchasethnicclasheswithinand
acrossnationalbordersandeventerrorism―havebeenonarise.While
diversityofeconomicagentshasrecentlyattractedgreaterattentionin
theeconomicsliterature,attemptstoexplicitlyincorporateeconomicand
non-economicdiversitiesinananalysisofeconomicbehaviorhavebeen
relativelylimited.Wefelt,therefore,thatitwouldbeimportanttoestab-
lishafocalpoint,wherevariousdimensionsofdiversitywouldbeincor-
poratedinthemainbodyofeconomicscomprehensively.

TheCEGD wastofacilitateinternationalresearchinthefieldof
economicsofdiversity,inclosecollaborationwithJawaharlalNehru
University(JNU)andCairoUniversity.Inadditiontoresearch,the
CEGD wastoofferintensivetrainingfordoctoralandpost-doctoral
students.JNUandCairoweretheidealpartnersfortheCenter,notonly
becauseoftheiracademicexcellencebutalsotheirproximitytocomplex
issuesofdiversityintheMiddleEastandinIndia.KobeUniversityhad
concludedacollaborationagreementwithJNUandwithCairoUniver-
sity.Inaddition,researchcooperationagreementshadbeensignedsepa-
ratelywithYaleUniversity,GulfResearchCenter,andUniversityofSan
Paulo.
Unfortunately,wewereunabletobringtheCEGDprojecttofrui-

tion.ThiswasbecausetheMinistryofEducationandScienceofJapan
didnotapproveourproposaltofundtheCEGDunderitsGlobalCenter
ofExcellence(COE)Program.Nevertheless,wefeltthatitwasimpor-
tanttopublicizeitsaccomplishmentasacontributiontobroaderand
deeperunderstandingofeconomicsofdiversity.
Ibelievethatthepapersanddiscussionspresentedinthisbookare

excellent.Ihopethatyouwillenjoyreadingthem.
JunichiGoto

KobeUniversity
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Preface

JunichiGoto
Professor
ResearchInstituteforEconomics&BusinessAdministration
KobeUniversity

A workshopwasheldinMarch2008inKobe,Japan,tobegin
studyingsystematicallyvariousaspectsofeconomicsasitrelatesto
diversityofindividuals,firmsandnations.Thisbookisacollectionof
paperspresentedintheworkshopandthecommentsonthosepapers.

ChapterIisdevotedtotheoreticalexpositionoftherelationship
betweendiversityofeconomicagentsandtheoptimalityofmarket
economy.ChapterIIconsistsofcasestudiesondiversityoffirmsand
nations.ChapterIIIpresentsanexpositionofdiversityoffinancialmar-
ketsintheglobaleconomy.
Webelievethatthisbookoffersinterestingandrichinsightson

variousdimensionsofdiversitiesofaneconomyandtheirimplications
onitsproperties.Itisourhopethatthisbookwillserveasanintroduc-
tiontoEconomicsofDiversitytothosewhomaybeinterestedinpursu-
ingthissubjectmoredeeply.
WearegratefultoalltheparticipantsoftheKobeworkshopfor

theirvaluablecontributionsandtothosewhomadetheworkshoppossi-
ble.Inparticular,wethankHarumiWatanabeandTakakoKitanofor
theirexcellenteditorialandadministrativeassistance.
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IntroductionandSummary

HiroyukiHino
Professor
ResearchInstituteforEconomics&BusinessAdministration
KobeUniversity

1.Introduction

Overthelastfew decades,wehaveobservedariseinincome
disparityamongnationsaswellasininequalityamongdistinctcommu-
nitieswithinanation.Economiccrisisofacountryoragroupofcoun-
triesappearstohavebecomearegularoccurrenceintheworld.Wealso
witnessincreasedincidenceofeconomicorsocialinstability,asseen,for
example,in variousformsofconflictswithin and acrossnational
boundaries,includingclashesbetweendifferentethniccommunities.
Canweassumethatinvisibleforcesofmarketwouldnotgenerally

leadaneconomytoastableandoptimalequilibrium,ifagentsthatform
theeconomyarenothomogeneousascommonlyassumedinneoclassical
economics?Istheriseinincomedisparityanaturalconsequenceof
havingdiverseagentsorcommunitiesinamarketeconomy?Ifthe
answerstothethesequestionsare�yes�,whateconomicinstitutions
and/orgovernmentinterventionsareneededtobringaboutstabilityand
greaterequityinaneconomy?
Animportantadvancehasbeenmadeineconomictheory,experi-

mentaleconomics,anddevelopmenteconomicsinintroducingdiversity
andinbetterunderstandingitsimplicationsonthepropertiesofmarket
economyandthedesiredpolicies.Yetmoreconcertedeffortshavetobe
madetobringtogetherresearchondiversityinvariousfieldsofeco-
nomicsandothersocialsciences.Eventuallyitwouldbemostusefulto
incorporatediversityinacommonframeworkofeconomics,whichmay
becalled�EconomicsofDiversity.�
Thisbookpresentsasetofpapersandcommentsthatdiscuss

variousdimensionsofdiversityofaneconomyanditsimplicationson
stabilityandoptimalityofthateconomy.ChapterIisdevotedtoa
theoreticalexpositionoftherelationshipbetweendiversityofeconomic

1
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agentsandtheoptimalityofmarketeconomy.ChapterIIconsistsofcase
studiesondiversityoffirmsandnations.ChapterIIIpresentsanexposi-
tionofdiversityoffinancialmarketsintheglobaleconomy.

2.DiversityandStabilityofaMarketEconomy

ChapterIbeginswithapaperbyProfessorMukherjititled�Com-
petitiveMarketsandDiverseEconomicAgents.�Thispapercastsdoubt
onthepropositionthatcompetitivemarketcanbeexpectedtoyieldan
equilibrium whichisstable,efficientandoptimal.Itshowsthatthe
initialdistributionofendowmentamongeconomicagentsand/orother
initialconditionsmustbejust�right�ifmarketmechanism istohave
theabilitytobringaneconomytoanequilibrium.Similarly,unless
certainconditionsaremet,marketmechanismmayapportiongainsfrom
tradeasymmetrically.Iftheprobabilityofhavingthe�right�initial
conditionsisnothigh-whichmaywellbethecase-thenonecould
concludethatamarketeconomyislikelynottopossessthedesired
qualitiescommonlyassociatedwithneoclassicaleconomics.
Asregardsstability,Mukherjicitespreviousworkofothersthat

showthatthispropertyofmarketeconomyholdseveninthepresence
ofagentswithdiversepreferences,providedthattheirbehaviorcouldbe
aggregatedintoawell-behavedfunction.

Intherealworld,howeverthedistributionofpreferencesamong
individualsinaneconomymaynotbeso�smooth�toallowthedesired
aggregation.Forexample,youhavesomeethnicgroupsorsomeportion
ofthepopulationwhoactuallydonoteatanymeat,andsomeother
portionofthepopulationwhoeatalmostexclusivelymeat.Inthatcase,
theeconomywouldconsistoftwogroupsofindividuals,onegroup
beingclosetooneendoftheextremeandtheotherintheotherend.
ThesecondpaperinthisChapteris�MarketParadigmandDiver-

sityofValues�byProfessorSatishJain.Inthispaper,Jaintakesnote
ofthefactthatinanalyzingtheinstitutionofmarket,itisgenerally
assumedthatindividual�spreferencesandvaluesareindependentofthose
ofothersinthecommunity,aswellasthoseofthesociety.Inreality,
ofcourse,thisisnotthecase.

Jainsystematicallyintroducesinter-dependenceofindividualprefer-
encesandvalues,andfindsforexamplethateveniftheinstitutionof
marketadmitsanequilibrium ofindividualandsocialvalues,these
equilibriumvaluesmaynotbeconsistentwithasustainablesocialstruc-
ture.Healsoarguesthatifindividualpreferencesareinfluencedby
preferencesofotherindividualsorbysocialpreferences,thenitisnot
clearwhatsignificanceonecanattachtothePareto-criterion,thefunda-
mentalnotionofoptimalityofmarketeconomy.

Thethemeofeconomicstabilityanddiversityisfollowedinthe

HiroyukiHino2



firstpaperofChapterII,i.e.,�RegimeTypeandEconomicPerformance:
WhyDemocraciesJust�MuddleThrough�.�Thispaperinvestigatesthe
empiricalrelationshipbetweenthelevelofdemocracyandeconomic
performanceinacountry,whereeconomicperformanceisjudgedbya
combinationofgrowthandeconomicstability.Thepaper�sauthor,Pro-
fessorChandra,modelspolicyformationas�partisanmutualadjustment,�
inwhichpolicyformationisseenasanoutcomeofnegotiationsamong
partisanindividualsorgroupswithdifferentobjectives.Usingatech-
niqueoffinanceliteratureandcontrollingforallrelevantvariables,he
showsthatdemocracyenhanceseconomicstability,althoughitmaynot
helpachieveveryhigheconomicgrowth.Inotherwords,participationin
policyformulationofdiverseindividualandgroupsasseenindemoc-
racyincreaseseconomicstability.
Thediversityofvalues,thatProfessorJaindiscussesmayhelp

explainthisdemocracyversusvolatilitynexus.Ifinacountry,individual
valuesareverysimilar,thenindividualvaluesandsocialvalueswould
bepracticallyidentical.Inthatcase,autocracywouldgiveastableresult
becausetherewouldbenoconflictbetweensocialandindividualvalues
anyway.Forthatmatter,theremaybelittleneedfordemocracytosolve
conflictsbetweenindividualandsocialvalues.Inmanyofthecasesof
stablehighgrowtheconomyshowninProfessorChandra�spaperthereis
commonalityofvaluesinthesociety.ProfessorChandra�sanalysismay
wellbedealingwiththediversityofvaluesofindividualsinthesociety
andhowitinfluencestheformationofsocialorpoliticalconsensusin
apoliticalregime.
IfweapplyProfessorChandra�sanalyticalframeworktotheAfrican

context,wecouldtrytoexplainwhenandhowconflictsoccur.Conflict
isanextremecaseofthevolatilitythatChandradiscusses.Wecouldtry
toexplainhowconflictsoccurintheframeworkofinteractionofindi-
vidualvalues,orpossibleconflictbetweensocialandindividualvalues
inapoliticalregime.Aninterestingresearchprojectmaybetocombine
theworkofProfessorChandraandthatofProfessorJainSatish.This
wouldgiveusaframeworktoanalyzetriangularrelationshipsamong
diversityofindividualvaluesinasociety,conflictsandeconomicper-
formance.

3.DiversityofFirmsandNations:CaseStudies

ChapterIIoffersanin-depthstudyofdiversityofanationalecon-
omyandthatofafirmsystem.Inhispaper�DiversityofNationsand
Deviationsfrom MarketPrinciples:CaseofEgypt,�ProfessorGhoneim
offersexamplesinEgypttoarguethatpoliciesbasedonmarketecon-
omyandoutcomesofsuchpoliciesaffect,andareaffectedby,cultural
normsofthatcountry.Interactionsbetween�secondbestinstitutions,�
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suchascultureandmarketeconomyshould,therefore,beunderstood
morecomprehensively.

Onthisbasis,Ghoneim showsthatamajortaskofEconomicsof
Diversitywouldbetoprovideacomprehensiveframeworkthatiscapa-
bleofanalyzingandidentifyinggrowthanddevelopmentpathsofdiffer-
enteconomieswithdifferenthistoryandculture.Hethenprovidesrich
researchagendaforEconomicsofDiversityinthisregard.

ProfessorAldrighipresentsinhispaper�SomePeculiaritiesofthe
RecentEvolutionofBusinessGroupsinBrazil�apainstakingandthor-
oughstudyofownershipandothercharacteristicsoffirmsinBrazil.
Thispaperhighlightsdiversityofcorporatestructureintheglobalecon-
omy,drawingonBrazilasanexample.Itshowsthatmuchofbusiness
groupsarefamily-owned,andthatpyramidalownershipstructuresare
common,whichmaybeintendedtofacilitatetheexpropriationofminor-
ityshareholders.Thispapershowswhereandhowcorporatestructures
aredifferentfromthoseoftypicalWesternfirms.

4.DiversityofFinancialMarketandItsStability

ChapterIIIdealswiththediversityoffinancialsystemintheglobal
economy and globalfinancialstability.In hispaperentitled �The
GlobalizationofBankRegulatoryPolicyandDiversityofMarkets:Im-
plicationsforFinancialRiskManagement,�ProfessorEl-Shazlypresents
aconciseoverviewofriskmanagementpracticesofcommercialbanks
asregulatedunderBaselⅡ.HearguesthatBaselⅡ reallydoesnot
accountfordiversityoffinancialmarketsintheglobaleconomy,be-
causeitfavorsmeasuringrisksthatbanksarecarrying,byasophisti-
catedinternalmodelsapproachthatisnotreallyapplicableinmost
developingcountries.

BaselIIpresumesthatwithverysophisticatedinternalmodelsof
riskmanagementandmeasurement,bankscouldobtainaverygood
estimateofhowmuchriskitcouldcarryprudently.Therealityisthat
eventhemostsophisticatedinstitutioninSwitzerlanddidnotknowhow
muchriskitwascarrying.IntheU.S.too,majorbanksdidnotknow,
althoughtheyhadthemostsophisticatedriskmanagementsystem.Then,
howwouldoneexpectthecountrylikeEgypttohaveastablefinancial
systemwithbanksknowinghowmuchrisktheyarecarrying?Perhaps,
havingacommonbankregulatoryframeworkacrossthebordersor
havingoneglobalfinancialmarketdoesnotnecessarilyleadtoamore
stablesolution,eitherlocallyorglobally.
ThisleadstothesecondpaperofChapterIII,�Determinantsofthe

TypeofFinancialSystem;ASurvey.�Inthispaper,theauthor,Profes-
sorTeranishi,describeshowafinancialsystem inacountryisdeter-
mined,andhowsuchsystemdivergesamongnations.Hethendescribes

HiroyukiHino4



twoseeminglydistinctfinancialmarkets,andanalyzesthecharacteristics
ofeach.Onemarketismorestablethantheother.
Ifitisdesirabletohaveasortofdistinctfinancialmarkets,where

somedistanceswerekeptbetweenthem,thenitwouldbenecessaryto
introducecapitalcontrol.Otherwise,forcesofglobalizationwouldlead
nationalmarketstoconvergetooneintegratedmarket.Thequestionis
thereforewhetherthestabilityofnationalmarkets-andhencethatof
globalmarket-couldbebettersafeguardedbyreintroducingsomeform
ofcapitalcontrol.

Itwouldbemostusefultoconsiderwithoutprejudice-andtaking
fullaccountofdiversityofeconomies-amodelofglobalfinancial
systemthatwouldbesubstantiallymorestablethanthepresent.Thistoo
wouldbeaninterestingresearchprojectforthosewhomaybeinterested
inEconomicsofDiversity.
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Ⅰ DiversityofEconomicAgentsandthe
OptimalityofMarketEconomy
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1 Competitive Markets and Diverse
EconomicAgents1

AnjanMukherji
Professor
CentreforEconomicStudiesandPlanning
SchoolofSocialSciences
JawaharlalNehruUniversity

1.Introduction

Thisisareportonon-goingworkwhichlooksintothenatureand
propertiesofcompetitivemarkets.2 Currentlyintherealm ofpolicy
making,themajortheoreticalassumption,somemightsaytheonly
assumption,isthatmarketsshouldbecompetitive.Aregimeofpolicy
makingbasedonsuchafoundationhasbeenreferredtoastheSLP
regime(S:Stabilize,L:LiberalizeandP:Privatize):stabilizerefersto
theaspectthatgovernmentexpendituresshouldstabilizeatsomelow
acceptablelevels;liberalizereferstothefreeaccesstomarketsininter-
nationaltradebyloweringbarriers,andprivatizereferstoreductionof
theroleofthepublicsectorincarryingouteconomicactivities.Notice
thatallthreerefertotheloweringoftheroleofthegovernment.This
viewisofcourseopentocriticismsofvariouskinds.
Firstofall,whatabouttheprovisionofpublicgoods?Orthemore

pervasivematterofexternalities?Usuallysuchconcernsarebrushed
aside.Weshallbeconcernedwiththemorebasicmatterofthefaithin
competitivemarkets:thefactthatundersomeconditions,suchmarkets
attainoptimalstates.Itisforgottenthattheremaybemarketfailures;
evenhavingacceptedthatmarketfailuresareperhapsnotofimmediate
concern(aviewwhichIdonotshare)itisforgottenthatoptimalityof
marketsrestontwolegs:thatthecompetitiveequilibrium willbeat-

9

9

1.ThisisarevisedversionofapaperpresentedattheKobeCOEWorkshop,
EconomicsofDiversity:IssuesandProspects,atKobeUniversityonMarch21,
2008.Commentsreceived from participants,particularly those from J-M.
GrandmontandM.Hirotaaregratefullyacknowledged.Thanksarealsodueto
J.GotoandH.Hino,theorganizersoftheworkshopforprovidinganopportu-
nitytodiscussmaterialpresentedhere.
2.Mukherji(2008)and(2006).



tainedandoncereached,thedifferentagentswillhavetheincentiveto
carryoutthetradesrequiredofthem.Noticethatabreakdownoneither
countwillrenderthebasisofourfaithoncompetitivemarketstobe
non-existent.Weshallarguethatthesetwolegsortwoaspectsofopti-
malityofmarketsrestonageneralimplicitassumptionthatagentsare
nottoodiverse;further,weshallshowthatsoonasweconsiderthefact
thatagentsaregenerallydiverseinnature,thesetwoaspectsbecome
difficulttoestablish.Consequentlyinthefaceofdiversity,weneedto
rethinkcompletelythebasisofeconomicpolicies.
Thebasicanalyticalaspectsofournotewillbebasedonthestan-

dardexchangemodelwithNagents,eachwithautilityfunctionandan
endowmentwithenoughassumptionsallowingustodefineexcessde-
mandfunctions,whicharedefinedoverstrictlypositiveprices,and
satisfyWalraslawand homogeneityofdegreezerointheprices.We
shallshowthateveninsuchtextbookenvironments,ensuringthetwin
aspectsofoptimalityreferredtoabovemayrequiresomeagencyto
tackletheproblemscausedbythediversityineconomicagents.Conse-
quentlyweneedtobecarefulbeforeadoptingpoliciespurelybasedon
competitivemarketswithoutensuringthattheseconditionsaremet.
Theequationofmotion,whichdepictsthemovementofpricesin

dis-equilibrium isusuallyrepresentedasasystem ofdifferentialequa-
tionsofthetype:

p・・・・Z・p・・ (1)

wherep,Z・p・representpricesandexcessdemandrespectively,and
・・.・issomesign-preservingfunctionoftheexcessdemand.3 Thisap-
proachhasbeensubjectedtomanycriticisms.Firstofall,itwasdiffi-
culttosee,asKoopmans(1957)pointedout,whosebehaviorwasbeing
describedbytheseequationsandwhythatpersonordecisionmakerwas
behavinginsuchafashion.TheanswerthatthiswashowtheInvisible
Handworked,althoughacceptableduringthetimeofAdamSmith,did
notfindtoomanytakersinmorerecenttimes.Secondly,itisnotatall
clearwhethersuchasystem worksi.e.,beginningfrom somearbitrary
price,andadjustingpricesaccordingtotheaboveruleallowsthesystem
toapproachequilibrium.Andconsequentlysuchenquirieswerenot
supposedtobeofanysignificantinterest.

Fortunately,contributionsfrom CharlesPlottofCaltechandhis
associatesprovidesignificantsupporttoastudysuchasthepresentone:

�Experimentalistshavediscoveredthatclassicalmodels,whicharebased
onanassumptionoftatonnement,haveremarkableexplanatorypower
evenwhenappliedtothenon-tatonnement,continuous,doubleauction

AnjanMukherji10
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markets�.
4 Theclassicaltatonnementispreciselywhatwehavedefined

above.Consequently,giventheresultsoftheexperimentsconductedby
Plottandhisassociates,wemayaddressourselvestotheanalysisofthe
classicaltatonnement,eventhoughwearenotsurewhosebehavioris
beinganalyzed;thankstotheexperimentalresults,weknow thatthis
analysiswillbeagoodpredictorofwhattoexpect.
Thereishowever,inaddition,apassageinNegishi(1962)which

alsoprovidesanother justificationforaprocesssuchasthisoneand
whysomeonemaybeinterestedinfollowingsucharule.Negishi(1962)
p.639,says:�Sincewelfareeconomicsassuresusthatundercertain
assumptionsacompetitiveequilibrium canbeidentifiedwithaneco-
nomicoptimum....wemayconcludethatthecompetitiveprocesstowards
marketequilibriumisalsoacomputationaldeviceforsolvingtheprob-
lemofoptimalresourceallocation....�.
Accordingly,wemayconsidertheoptimalityproblem,whenaggre-

gateresourcesarefixed.Thustheso-called�exchangemodel�isconsid-
eredandtheset-upisidenticaltotheoneusedsoeffectivelybyNegishi
(1962).Wehavediscussedelsewhere5 thepropertiesofagradient
process6whichmaybeusedtocomputetheoptimum;itsinterestliesin
thefactthattheprocessisarevisionoftheLagrangianmultipliers,
whichmaybeinterpretedas�scarcityprices�;further,itwasshownthat
ifthesevalueswerereallymarketprices,andiftheaggregateresources
weredistributedinsomespecifiedmanner,thenthegradientprocess
wouldinfactbethesocalledclassicaltatonnement,wherepricemoves
inthedirectionoftheexcessdemand.Giventhestrongconvergence
propertiesofthemodifiedgradientprocess,thisanalysisprovidesanew
lookattheconditionforstabilityofcompetitiveequilibrium viz.,the
factthatdistributionoftheaggregateresourcesshouldbe�proper�,in
somesense.Thus,a�proper�distributionofendowmentswouldprovide
arationaleforthepriceadjustmentprocessasameansofarrivingat
someoptimum,whichisincidentallyalsoequilibrium.Noticethatthis
requirementarosemainlybecauseofdiversityamongtheagents.

Thesecondpillarwhichlooksatwhathappensatacompetitive
equilibrium isconsiderednext.Anotheraspectofdiversityisrevealed.
Itispossiblethatevenatcompetitiveequilibrium,gainsfrom trades
maynotbeequitablydistributed.Inanycase,adheringtocompetitive
tradesrequirethatthesebeincentivecompatible.Weshow how this
maynotbeso.Thuswerequireregulatoryauthoritiestooverseeand
ensure,throughtheimpositionofpenalties,thatnoonedeviatesand
suchtradesarecarriedout.

CompetitiveMarketsandDiverseEconomicAgents11
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Webeginbyspecifyingthemodelandsettingoutwhat�gettingto
equilibrium�entails.Indoingso,wealsofocusontheproblemscreated
bythediversityamongagents;wealsoreportonsituationswhendiver-
sityofparticulartypesmayinfactbeofgreathelpinconcludingthat
equilibriummaybestable.

2.1.TheModel

WeshallassumeasinNegishi(1962)thatweareanalyzingthe
standardexchangemodelinvolvingmindividualsandngoodsandthat
thetotalamountsofthesegoodsaregivenbythecomponentsofthe

vectorW ・ R
n
・・;eachindividualihasareal-valuedutilityfunction

U
i
:R

n
・ ・ R,assumedtobestrictlyincreasing,strictlyconcaveand

continuouslydifferentiable.Sometimes,weshallspecifyadistributionof

W among the individuals,usually denoted by ・w
i
・ such that

・ w
i

i ・ W,w
i
・0;wecallsuchadistributionafeasibleallocation.

ThepricesarerepresentedbythevectorP・・p1,....pn・・ R
n
・・ or

bythevectorP・・p1,....,pn・1,1・・・p,1・・ R
n
・・ ;inthelattercase,

whengoodnischosentobethenumeraire,p・ R
n・1
・・ isthevectorof

relativepricesofthefirstn-1goods.Givenafeasibleallocation・w
i
・,

thebudgetsetofiisgivenbyB
i
・P,w

i
・・・x・ R

n
・:P

t
.x・ P

t
.w

i
・.

Thedemandx
i
・P・istheuniquemaximizerofUi(.)inthebudgetset

andthemarketdemandisgivenbyX・P・・・ x
i

i ・P・andexcess

demandisdefinedbyZ・P・・ X・P・・W.
Excessdemandfunctionsareexpectedtosatisfy:
・Z・P・isacontinuousfunctionandboundedbelowforallP・0;
・Homogeneityofdegreezerointhepricesi.e.,Z・・P・・ Z・P・

・・・0,P・0,・・ R.
・WalrasLaw7i.e.,P

t
.Z・P・・0・P・0;

Totheseweaddthefollowingassumptions:
・Z・P・iscontinuouslydifferentiablefunctionofpricesforallP・0.
・ForanysequenceP

s
・ R

n
・・,p

s
k・1,・s,if・P

s
・・・・ ass

・・・ thenZk・P
s
・・・・.(BoundaryCondition).8

Theaboveconditionsarestandardandallofthem excludingthe
last,infactappearedinNegishi(1962);theimportanceoftheroleof
assumptionssuchasthelast,(theBoundaryCondition),wasrealized
somewhatlater.9 Finally,theequilibrium fortheeconomy,witha
feasibleallocationofresources・w

i
・,isdefinedbyP・suchthat

Z・P・・・0.Undertheassumptionsmentionedabove,weknowthatan
equilibrium existsandthesetE・・P・ R

n
・・:Z・P・・0・isnon-
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.

9.SeeArrowandHahn(1971),p.293,Assumption1,forexample.



empty.
Beforepassingontoothermatter,wewouldliketopointoutan

importantrestrictiononexcessdemandfunctions:WeakAxiom ofRe-
vealedPreferenceintheaggregate(WARP)holdsifforanyP・inE
andP・ aP・,wehaveP・

t
.Z・P・・0.Itmayalsobenotedthat:

Remark1IncaseaggregatedemandX・P・isderivedfrom the
maximizationofasingleutilityfunctionU subjecttoanaggregate
budgetconstraint,WARPholds.ThisfollowssinceatP・,X・P・・・

W andsinceX・P・isthebestamonganaggregatebudgetset,itfol-

lowsthatU・X・P・・>U・W・andhenceP・
t
.・X・P・・W・・0as

claimed.

2.2TheTatonnementProcess

Considerafeasibleallocation・w
i
・;unlessotherwisestatedthis

allocationwillbeheldfixedinthissection.Thepriceadjustmentproc-
esswhichweshallstudyisthefollowing:

p・j・・jZj・P・・j・1,2...,n (2)

Thesymbols・j representpositiveconstants,andareinterpretedas
speedsofadjustmentinvariousmarkets.ThisiswhatNegishicalledthe

�non-normalized�system wheretheadjustmentoccursonallprices.A
relatedprocessstudiedinvolvesthechoiceofonegoodasthenumeraire
ortheunitofaccountsothatallpricesaremeasuredrelativetogood
n;thenthepricevectorisP・・p,1・:

p・j・・jZj・p,1・・j・ n,pn・1 (3)

Hereafter,insuchsituations,weshallwriteZ・p,1・asZ・p・.This
processiscalledthe�normalized�system.Weshallconsidermostlythe
latterandwenotethatthechoiceofthenumerairemayaffectstability
results(Mukherji(1973)).

Givenourassumptionsofthelastsection,foranyinitialprice
P

o
・・p

o
,1・,thereisasolutionto(3)denotedby,sayp・t,p

o
・or

p・t・inshort.TheequilibriumfortheprocessisP・・・p・,1・suchthat
Z・p・,1・・0andhencecoincidewiththeequilibriumfortheeconomy.
Giventhatthenumeraireremainsfixed,thereisnolossofgeneralityin
referringtop・astheequilibriumfortheeconomy.Weneedtoinvesti-
gatewhetherp・t・approachesp・ast・・:thequestionofstabilityof
competitiveequilibriumaddressesthisprecisequestion.

Weshallsaythattheequilibriump・isgloballystableunder(3),
ifthesolutionp・t,p

o
・・ p・ast・・ foranyinitialp

o
.Ifhowever
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convergenceisensuredonlyforp
o
insomeneighborhoodofp・,say,

N・p・・,thenweshallsaythatp・islocallystableunder(3).Onemay
introducetherelatednotionoflinearapproximationstabilityasfol-
lows:considerthelinearapproximationoftheprocess(3)aroundthe
equilibriump・:

q・・ J・p・・.q (4)

whereq・ p・p・andJ・p・・denotesthe(n・1)×(n・1)Jacobian
matrix:

A・
・Zi・p・・

・pj・ ・i,j・1,2,...,n・1

Thenp・issaidtobelinearapproximationstableifforanyinitial
configurationq

o
,thesolutionto(4)approacheszeroorifequivalently,

allcharacteristicrootsofAhaverealpartsnegative.Inthissituation
werefertoA asastablematrix.Mattershavebeensimplifiedby
choosingthepositiveconstantstobeunity.Itmaybepointedoutthat
linearapproximationstableisalmostthesameaslocalstabilityexcept
whenthematrixAissingular.Anecessaryconditionforlinearapproxi-
mationstabilityispresentedfirst,toindicatethenatureoftheproblem
weareabouttotackle.

Lemma110 LetB・
B0

01・ ・forany(n・1)×(n・1)matrixB.That

A isastablematriximpliesthereisapositivedefinitematrixBof

ordern・1suchthat・P・P・・
t
.BZ・P・・0forallP・・p,1・suchthat

p・ N・p・・,forsomeneighborhoodN・p・・.
IfthematrixB・ I,thentheaboveisalocalversionofWARP;

henceweshouldberequiringsomethinglikeWARPtoconcludethe
stabilityofequilibrium.Traditionallyseveralkindsofrestrictionshave
beenemployedtoattaintheconclusionthatequilibrium isstable,e.g.,
grosssubstitution,dominantnegativediagonalJacobian,WARPandso
on.Theseareallrestrictionsonthenatureofpreferencesandemanate
fromtheclassicalnotion(Hicks(1946),Samuelson(1947))thatincome
effectsarede-stabilizing.

HoweverWARP,givenRemark1andLemma1,indicatesanother
possiblesourceofinstability:thefactthattheremaybediversityamong
economicagents.Sincethelatteraspectconstitutesthefocusofthe
presentnote,weshallconfineattentiontothisaspect.Forthesakeof
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completeness,wefirstpresentawell-knownstabilitytheorem:
Proposition111:UnderWARP,theuniqueequilibrium P・isglobally
stableunder(3).
Weintroduce,next,thenotionofParetoOptimality:afeasible

allocation・w
i
・・isParetoOptimalifthereisnootherfeasiblealloca-

tion・w
i
・suchthatU

i
・w

i
・・ U

i
・w

i
・・・iwiththeinequalitystrict

forsomei.WepresentnextsomeconditionswhichimplyWARP.
Lemma212 Incasetheinitialdistributionofresources・w

i
・isPareto

Optimal,thenWARPholds.
Toindicatewhythisisso,noticethatwithsuchaninitialalloca-

tiontheonlypossibleequilibriumP・mustbethenotradeequilibrium
andhencex

i
・P・・・ w

i
・i;thusforanyP,whichisnotascalar

multipleofP・,P
t
.x

i
・P・・ P

t
.w

i
・ P・

t
.x

i
・P・・ P・

t
.w

i
・iwhichin

turn,onsummingoveralli,impliesWARP.
Lemma 3 If the �Law of Demand�

13 holds thatis ・P・・・
t
.

・X・P・・X・・・・・0foranyP,・・0,thenWARPholds.
Thislastclaimmaybeeasilyseenbychoosing・・ P・,anequi-

librium,andtheninvokingWalrasLaw.
Therearetwocontributions,whicharerelativelyrecentanddeserve

specialmention;theyarerelated,inthesense,thatbothadoptacom-
monapproachtoinvestigatewhetheraggregationoverindividualsleads
toniceresults.Theanswer,inbothcases,isintheaffirmative,provided
someconditionsaremet.

Inthefirst,Hildenbrand(1983)describestheagents�characteristics
byademandfunctionandincome(orexpenditure);thedemandfunction
isrestrictedbyimposingWARP.Whilethemarginaldistributionover
demandfunctionsisnotrestricted,eachconditionaldistributionofin-
comeforagivendemandfunctionisassumedtohaveacontinuous
non-increasingdensity.Itisthenshownthatthecompetitivemarket
demandhasanegativequasi-definiteJacobian14;whichinturnimplies
theLawofDemandandhenceWARP.Inthisdemonstration,incomeis
assumedtobeindependentofprices;fortheexchangecase,theresults
holdincasetheendowmentsarecollinear.

Ontheotherhand,inGrandmont(1992),agents�characteristicsare
intermofapair:preferenceandincome;atransformationofthecom-
modityspaceisthestartingpoint.Thatis,givenapreferencerelation
andincome,anewpairisgeneratedwiththesameincomeandanew
preferencerelationderivedfromtheformerpreference,bystretchingthe
axiscorrespondingtoeverygoodhbyafactore

・h
;thetransformation
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isindexedby・・・・1,....,・n・.Thisallowsthespecificationoftheagents�
characteristicsintermsofamarginaldistributionoverthespaceof
preferencesandincome,andforeachpreferenceandincome,acondi-
tionaldistributionoveralltransforms・.Itisshownthatwhenevery
commodityisdesiredintheaggregate,totalmarketdemandhasnice
properties,iftheconditionaldistributionoverthetransforms,givena
preferenceandincome,hasadensitywhichis�flatenough�;aflatter
densityisinterpretedtoimplyincreasedbehavioralheterogeneity.For
pureexchangeeconomiesthenicepropertiesconsistofthepropertyof
grosssubstitutiononasetofpriceswhosesizeisshowntodependon
thedegreeofbehavioralheterogeneity:moreheterogeneityimpliesa
largersetforwhichgrosssubstitutabilityholds.
Weshallseethatwhiletheabovetworesultsareofgreatinterest

andprovideconditionsunderwhichtheequilibriummaybestable,they
donotaddressthequestionofwhytherulesuchas(1)or(2)or(3)
maybefollowed.Nordotheyaddressthequestionofensuringcompeti-
tivetrades.WhiletheGrandmontcontributionmaybeconsideredtobe
arguinginfavorofincreasingheterogeneity,sincethatincreasesthe
chanceofsomestabilityconditionbeingmet,itmaybedifficultto
manipulatethedegreeofheterogeneityinamodel.Weshallshowthat
withreallocationofresourcesitmaybepossibletoattainWARPand
henceensurestability.Moreover,weshalltrytoshedlightonwhya
processsuchas(3)maybefollowed.

2.3.TheOptimum Problem

ConsidertheoptimumproblemA:

Max・・ii U
i
・x

i
・

subjectto・x
i

i ・ W,x
i
・0

Theplanner(thedecisionmakerwhoissolvingtheaboveproblemA)
wantstoattainaparticularParetoOptimum wheretheparticularopti-
mumreflectstheevaluationoftheimportancethattheplannerplaceson
therelativeimportanceofthedifferentindividuals;thisrelativeimpor-
tanceisestablishedthroughthechoiceoftheweights・i.Wehaveshow
n15 thatthereisauniqueconfiguration・・x

i
・・,P・・suchthat

L・・x
i
・,P・・・ L・・x

i
・・,P・・・ L・・x

i・
・,P・・x

i
・0,・P・0

WhereL・・x
i
・,P・・・i・iU

i
・x

i
・・P

t
・W・・ix

i
・;furtheritmaybe
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shownthattheconfiguration・・x
i
・・,P・・satisfies:

i.foreachi,x
i
・solvesMaxU

i
・x・subjecttoP・

t
.x・ P・

t
.x

i
・;

ii.P・
t
.・W・・ix

i
・・・0.

NowletC・ denoteacompactsubsetofR
mn
・ containingtheallocation

・x
i
・・whoseexistencewasassertedabove.Considertootheproblem,

foragivenP・0

Max L・xi・・ C・ ・・x
i
・,P・;

thesolutionexistsandisuniquelydeterminedandweshallrefertoit
byX・P・・・x

i
・P・・i.e.,L・・x

i
・,P・・ L・X・P・,P・・・x

i
・・ C・.One

mayshowthat

・P・P・・
t
.・W・・ix

i
・P・・・0providedP・ P・. (・)

Onemayconsiderthenthefollowinggradientprocess16 forsolvingthe
problemA:

P・j・
・j・・ix

i
j・P・・Wj・ifPj・0,

Max・0,・j.・・ix
i
j・P・・Wj・・otherwise

・ ・・j (5)

where・j・0forallj,areconstants.Wenotefirstofall,thereisa
solutiontotheaboveprocessforanyinitialconfigurationP

o
・0;let

usrefertothissolutionbyP・t,P
o
・・ P・t・.Theequilibrium forthe

process(P・・0)occursonlywhenP・t・・ P・.Andaswehaveshown
inMukherji(2008):

Proposition2:P・t,P
o
・・ P・andconsequently,x

i
・P・t・・・ x

i
・・i.

Thusthegradientprocessisabletosolvetheoptimalprogram;the
questioniswhether(5)canbethoughtofasatatonnementprocess,like
(3),forexample.ItmaybeshownthatifweinterpretPtobe�market
prices�andx

i
・P・tobedemand thenindeedthisidentificationiscom-

plete.
Firstofall,tostresstheobvious,thevariablesPareLagrangian

variablesandinthissense,reflectsomesortofscarcitypricesofthe
variousgoods:theindividualshowever,donotrespondtotheseprices
bymaximizingtheirutilityfunctionsandhencex

i
・P・t・・arenotde-

mands.Thereisthereforenoreasontoexpectthat(5)describesaprice
adjustmenttatonnement.However,undercertainconditions,thisdescrip-
tionmaybeaccurate.

CompetitiveMarketsandDiverseEconomicAgents17

16.AdiscreteversionoftheprocesswasanalyzedbyUzawa(1958).



Notefirstofall:

x
i
・P・t・・solvestheproblemMaxU

i
・x・subjecttoP・t・

t
.

x・ P・t・
t
.x

i
・P・t・・foralliandallt.

Thisobservationallowsustodemonstratethevalidityofthefol-
lowing:
Proposition3:Thereexistsachoiceofw

i
・t・foreachi,t>Tsuch

thatiftheresourceswitheachindividualattweretoberepresentedby
w

i
・t・,thenx

i
・P・t・・wouldbethedemandsatpricesP・t・:sothat

theprocess(5)maybeinterpretedasapricetatonnement.
Howeverthereisadifficultyinthatthereisnowaytoguarantee

thattheredistributions・w
i
・t・・arefeasible;thisissatisfiedinthelimit,

ofcourse.Noticethat(5)maybeinterpretedasapricetatonnement
whentheresourcesareappropriatelydistributed.Anotherinteresting
featureshouldbepointedout.Wheneverthisispossiblethecrucial
property(*),maybeseentobeWARP.Thusbyproperlyredistributing
resourceswemayachievethefollowing:thegradientprocess(5)which
alwaysgeneratessolutionstoachieveanoptimummaybeidentifiedto
betheclassicaltatonnement(3).Thisprovidesananswertonotonlythe
questionwhyuseatatonnementtypeprocessbutalsoprovidesaclueas
towhomightbeinterestedinfollowingsucharule.17

3.AttheCompetitiveEquilibrium

Inthelastsectionwewerediscussingthewaystoencounterwhat
problemsmaybethrownupbythediversityamongeconomicagents.
Thiscouldbecounteredbyredistributingresources,weargued.But
thereisanothersourceofdifferencesamongagentsandthatistocon-
siderhowthemarkettreatsthem.Thesourceofthisdifferencemayalso
bethepreferencesandinitialresourcebase,butthisthrowsupanother
dimensiontotheproblemofdiversity.Wearegoingtoarguethatthis
aspectmaygiverisetocompletelydifferentsetofdifficulties.
Considernextwhatmayhappenatacompetitiveequilibrium.For

example,letuslookatthecompetitiveequilibriumdefinedbythefol-
lowing:
・2goods(x,y),2individuals(A,B),exchangeproblemspecifiedby
thefollowing

・UA・ x・y,endowment(1,0)
・UB・2x・y,endowment(0,1)
Notethatforthisexchangeproblem thecompetitiveequilibrium
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p・・1;wherepisthepriceofxrelativetoy;Aconsumes(0,
1);Bconsumes(1,0).Tocheckthisconclusionnotethataggregate
demandXforgoodxisgivenby:

X・1・p・1ifp・1,X・・1,2・ifp・1,X・1・pif2・ p・1,
X・・0,1・2・ifp・2,X・0otherwise

ThusX・1ispossibleonlywhenp・1;noticethatthisisaunique
equilibriumwhichisgloballystableunderaprocesssuchas(1).Thus
theproblemsdiscussedinthelastsectionsimplydonotoccur.The
diagrambelowmaybeusefulinthisconnection.

Alternatively,considertheEdgeworthBoxassociatedwiththis
exchangesituation:Edenotetheendowmentpoint;thelineEOisthe
equilibrium budgetlineaswellastheindifferencecurvethroughA�s
endowment.Atthecompetitiveequilibrium,theagentsareatO.EC
depictstheindifferencecurvethroughB�sendowmentpoint.ThusB
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makesthemostgains(1)fromtradingwhileAmakesnogainsatall.
Thisthenindicatesanothersourceofdiversityamongagents.The

competitiveequilibrium transactionsdonotapportiongainssymmetri-
cally.ForwhileitisinB�sincentivetotradeatthecompetitiveequilib-
rium price(sincethisisthepricethatB wouldset,ifallowedto,
subjecttotheconditionthatA doesnotlosefrom trading),whileif
allowedto,A maycontemplatesettingadifferentprice.Thisisthe
tensionbetweenthetwowhichneedscarefulconsideration.

Atthecompetitiveequilibriumtrades,wouldBhaveanyincentive
toholdontosomestocksofgoody?SupposethatBweretosurrender
only・unitsofy,・・1.Now noticethatA isworseoffafterthe
trade;Bhowevergains2・・・1;thusifBcangetawaywithit,B
wouldundersupply;A wouldloseoutand,anticipatingthis,maynot
desiretotradeatallunlessthereissomeagencytoregulateB�sbehav-
ior.Inthefaceofsuchsituations,itshouldbenotedthatnotradeisa
betteralternativeinsuchsituations.Alternatively,Amaydecidetonot
letgoofhisentirestockofgoodx.ThiswouldallowAtogainfrom
tradesandhenceAhaseveryincentivetodoso.Thuseachagenthas
anincentivetogobackontheiragreementtobehavecompetitively
unlesstherearecostsassociatedwithsuchdeviation.
Itshouldbepointedoutthatwhenweanalyzecompetitiveequilib-

riumtrades,thebasicpresumptionisthatagentshaveagreedtobehave
competitively.Afewelementaryalgebraicmanipulationswouldconvince
peoplethatBwouldsetthepricedifferentlyifBwerenotconstrained
bybeingrequiredtoensurethatAisnotworseoffaftertrading.ForB
willbebetteroffbycheatingonthisandmaytrytoundersupplythe
goods(whichisthesamethingasraisingtheprice)ifthereisno
penaltyassociatedfordoingso.Consequently,wedoneedtoensurethat
adequatepenaltiesareimposedsothatthetradesconsistentwithacom-
petitiveequilibriumtakeplaceandoptimalityofthemarketsareensured.
Properregulationisthusoftheutmostimportanceinensuringthat
efficiencyoftradesatacompetitiveequilibriumtocounterthedifferent
incentivesthatmaybepresentattheequilibriumwhichmightencourage
agentstodeviatefromcompetitivetrades.

Theconclusionthatregulationisnecessaryhassomenecessary
implications.Notonlyareregulatorsnecessary,butweneedregulators
toregulatetheregulatorstoo;whatguaranteesdowehavethatap-
pointedregulatorswillhavetherightincentivestocarryouttheirtask?
Ahierarchyofregulatorsisofcourseaverydemandingrequirement.It
shouldalsobeclearthatthisisnotquitefeasible;anditisbecauseof
thisthatatsomestage,regulatorsmaynotcarryouttheirassignedtasks
orareprovidedwithincentivesto�looktheotherway�andtheseedsof
corruptionaresown.
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4.Conclusion

Noticethenthatthetwopillarsoraspectsofoptimalmarketsviz.,
theabilitytoreachacompetitiveequilibrium andtheincentivesof
agentstomakethetransactionsthere,dependontherebeingsomefairly
stringentrequirementstotackletheproblemsdiscussedabove:sofaras
thefirstisconcerned,itwouldhelpif,forexample,buyers�andsellers�
incomeeffectscancelout,orifthereisasingleindividualorifinitial
distributionisoptimaltobeginwith.Sofarasthesecondisconcerned,
itisexpectedthatbothagentsshouldbenefitfromsuchtradesandthat
theyshouldhavetheincentivetocarrythem out.Ouranalysisshows
thatthesepresumptionsarejustthatandwithouttoomuchofabasis;
consequently,thefacttheagentsmaybehavetosuittheirowngreed
requiresthatappropriateinstitutionsneedtobeinplacetochecksuch
behavior;onlyiftheseinstitutionsareeffectivecanweconsidercom-
petitivemarketstobeefficient.Thisrequirementisapartfromthecases
ofmarketfailuresthataremorecommonlystudied.
Totacklediversityweneedtohaveappropriatedistributionsof

purchasingpower(tomaketheprocessofpriceadjustmentmeaningful
andconvergent)andwealsoneedtohavepropersanctioningauthorities
inplacetohandleproblemsassociatedwithmarketssometimesappor-
tioninggainsfromtradeasymmetricallytherebycreatingdifferentincen-
tives.Ifthesearenotinplace,thetransactionswillnotleadto
optimality:ratherweshallbeseeingscamsandfraudsandvarioustypes
ofnon-competitivebehavior.Policymakingthusneedstobeawareof
suchissues;thisaspectneedstobeemphasizedsinceitisgenerally
believedthatanydistributionofresourcesisconsistentwithoptimality
ofcompetitivemarkets.Itisthiselementwhichismissedoutbythose
whoprescribeSLPregimesasthebasicpolicyparadigm.
Havingregulatorsinplacethough,whilenecessary,isnotsufficient

toensurethatagentscarryouttheircompetitivetrades.Itiseasytosee
thatifproperincentivesforregulatorstocarryouttheirassignedtaskdo
notexist,thencompetitivetradesmaynotoccurandwehavethefoun-
dationforscamsandfrauds.Aswehavepointedouttheneedfora
hierarchyofregulatorsmakesthisratherdifficulttomeet.Onewayto
tacklethisdemandingrequirementofhavingtoregulatetheactionsof
allconcernedagentsistoconsiderdeviant(from competitive,thatis)
behaviorasaproblem offailuretomeetcontractualobligations:after
all,theagentshavetoagreetoactcompetitivelyandwhenthisagree-
mentisbrokenitisafailuretokeepone�sword.Oneofthewaysof
ensuringthiswouldbetoensurethatagentsadheretoasystem of
valueswhereinitisunderstoodthatkeepingone�swordismandatory.
Onlythenmaywedispensewiththehierarchyofregulators.Onemay
howeverarguethatthisamountstomakinganassumptionthatagents
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nevergobackonwhathasbeenagreedupon.
Tosumup,weneedtohaveaproperdistributionofendowments

toensurethatthemethodofgettingtoequilibrium issuccessful.Sec-
ondlyweneedtohavearegulatorymechanisminplacewhichoversees
agents�behaviorandpenalizesanydeviantbehavior,foronlythenwould
thecompetitivetradesactuallybeincentivecompatible.Boththeseissues
arisebecauseofdiversityinagentsnotonlybecauseofpreferencesand
initialdistributionofresourcesbutalsoduetothetreatmentthatthe
competitivemechanismhandsouttothembecauseofthesedifferences.
Consequently,economicpolicieswhichdonottakeintoaccountthese
aspects,andrelysolelyontheefficacyofthemarketmechanism,are
boundtofail.
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2 Comment

MasayoshiHirota
FormerProfessor
SchoolofManagement
TokyoUniversityofScience

ProfessorMukherjigaveusagoodsurveyfrom ahistoricalpoint
ofview.IfIhadtime,Iwouldaddsomethingtohisreview.However,
becauseIamgivenonly10minutes,Iwilllimitmydiscussiontoone
point.Thatis,whathedealtwithisthedifferentialequationssystemfor
tatonnement.Wehaveanothersystem,non-tatonnement.Fishercalled
thisnon-tatonnement,atradingprocess.
ZIJ,Iwanttocallitanallocationfunction,shouldbedetermined

bysometrainingruleandprocess.ZIJisJ�individualexcessdemandex
past,i.e.,aftertrade.Thisismarketexcessdemand.Butthishastohave
samesignasmarketexcessdemandfunction.Wehavealotoffeasible
determinationfunctions,butweknowaverysimpleone.Thisisvery
traditionalonebutusuallytextbooktellsusthiskindofstory.
IsometimequestionwhenIlookatthisequation,however.What

istheP;whatistheX,excessdemandfunction?Thesewerecon-
structedwithsomekindofassumptionofWalrasiancentralmarketusing
publicprice.Whenwelookatamorerealisticmarket,welooktoa
decentralizedmarket,suchasdoubleauction,andsomebilateralex-
changedecentralizedeconomy.

Lastyear,HerbertGinteswroteaninterestingpaperinEconomic
Journal.Hetriednew thingsbyusingagent-basedsimulation,andhe
usedprivatepricesratherthanpublicprice,whichweusuallyuse.This
paperisveryinteresting.

RecentlyinCaltech,severalexperimentshavebeenperformed.We
usedScarftypeexchangemodel,andsometimesidentifiedstablecases
bytatonnementandalsootherunstablecases.Thenwetriedtoclarify
ameaningofthisfinding.Supposetherearethree-type�sofpersons,and
thereareseveralpersonsineachtype.Originally,theyhavesomekinds
ofinitialgood;onlyoneinitialgood.Imagineadoubleauctionmarket.
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Then,everybodytriestogetsomeprofits,byadouble-auctionroute,
witheachtransactionpriced.Astimeproceeds,weobservealotof
transactionprices.WehavestartedT1.Tequal1isthestartingperiod.
Then,inthistransaction,goodIistransactionprice.Wehavesomekind
ofdistributionlikethis.Thisdependsonprobability.Actually,ofcourse,
thetransactionisfinite,notinfinite.Wehavealotofactualtransaction
prices.Afterthisperiodends,again,theendowmentinthenextperiod
isrestoredtotheoriginalendowment.Everybodyhasanewendowment.
Butthesituationisdifferentfromthepreviousperiod.Thesituation

isdifferentinthisperiod,becausetheyknowseveralinformation.Based
onthisinformation,inthenextperiod,everybodytriestodosomething
subjecttothedouble-auctionroutes.Again,wehavesomekindof
distribution.Inseveralperiods,wehavemanydistributionfunctionsof
actualtransactions.Whatistherelationship?Thisdistribution,thetradi-
tionalWalrasianoneor,anotherkindofequation.Also,somekindof
gradientmethod,therearemanythings,butwetakeanaveragehere.
Thenwehavesomekindofaveragepricefortransactionsequences.
Andwecomparethesequencesofthis,andwithpartsofthis,wefind
somekindofinterestingthings,verysimilar,insomesense.Notcom-
pletelysimilar;butfairlysimilar.
ButstillIamnotsurewhetherthisfindingcanbetrueasageneral

tendency.Wehavetogetmorecertainresults.Wehavetodoalotof
experimentalworks,notonlyusinghumansubjectsbutalsosimulated
blockresults.Andnow wetrytomakeaprogram,whichrepresents
humanpsychologyandthehumanbehavior.Ifwecompletethisone,we
willdoseveralexperimentsveryquickly,thengraduallywewillcome
tounderstandbetter.

Pleaserememberthiskindofstudyisprobablyimportantinsome
setting.ThisstudytellsussomekindofameaningofWalrasianmarket.

Responsefrom ProfessorMukherji

IthinkProfessorHirotaistoomodest.Hedidnotrefertoone
importantresultwhichhasimmediatebearingonwhatIwastalking
about.Inthe80s,hehadapaperwhereheshowedthatifyoulookat
thepointsintheboxandifyouhadtheScarf-typeutilityfunctions,
thenalmost80% oftheendowmentdistributionsledtostableprice
tatonnement.Fortunatelyorunfortunately,Scarfchosefromtheremain-
ing20%,whichgavetheunstableresult.ThepointthatIwastryingto
makeisthatyoudoneedtotacklethisquestionofdistributionof
purchasingpowerbeforeyoucantalkabouttheconvergence.Andthe
needforthisistheexistenceofdiversityamongagents.
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3 MarketParadigmandDiversity
ofValues

SatishK.Jain
Professor
CentreforEconomicStudiesandPlanning
SchoolofSocialSciences
JawaharlalNehruUniversity

Underglobalization,amongotherthings,theinstitutionofmarketis
expandingattheexpenseofnon-marketinstitutions;manyimportant
non-marketinstitutionsaregettingtransformedoftenacquiringsome
market-likecharacteristics;andindividualpreferencesandvaluesare
beingimpacteduponbypowerfulmarketforces.Allofthese,itwould
beargued,haveratherproblematicimplicationsforthediversityof
individualandsocialvaluesandforthesignificancethatcanbeimputed
tothem.Thepurposeofthispaperistoconsidersomeoftheseprob-
lematicissues.
Thefirstsectionofthepaperisconcernedwithanalyzingtheinter-

relationshipsbetweenindividualandsocialvalueswithinaninstitutional
framework.Itispointedouttherethatingeneralonecanexpectindi-
vidualandsocialvaluestoimpactoneachother.Consequentlyinthe
contextofanyinstitutionalstructuretwoveryimportantquestionsarise:
(i)Doestheinstitutionalstructureadmitofanequilibriumofindividual
andsocialvalues;andaretheseequilibrium valuesconsistentwitha
sustainablesocialstructure?(ii)Ifthereisanequilibrium ofindividual
andsocialvaluesthenwhatistheextentofdivergencebetweenthe
realizedsocialvaluesunderitandthevaluesfortheattainmentofwhich
theinstitutionalstructureexistsinthefirstplace?
Theframeworkwithinwhichtheinstitutionofmarketisanalyzed

byeconomists,beinggeneralizable,canbeused,andisused,foranalyz-
ingnon-marketinstitutionsaswell.Theframeworkhassomedistinguish-
ingfeatures:(i)Individualsareassumedtoberationalinthesenseof
invariablytryingtoachieveashighapositionaspossibleintermsof
theirpreferences.(ii)Preferencesandvaluesofindividualsaretakenas
given.Inparticular,anindividual�spreferencesandvaluesareassumed
tobeindependentofpreferencesandvaluesofotherindividualsaswell
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asofsocialpreferencesandvalues.Inotherwords,individualsare
assumedtobeautonomous.(iii)Theevaluationofsocialoutcomesis
doneintermsofcriteriawhicharerelationsbetweenindividualprefer-
encesandsocialpreferencesoroutcomes.Pareto-criterion,forinstance,
issuchanevaluativecriterion.
Ineconomics,theresultantoutcomesarealmostinvariablyanalyzed

from theperspectiveofefficiency;andthereisanalmostexclusive
preoccupationwithefficientrulesandinstitutions.Itisnotgenerally
recognizedthatchoiceofanefficientruleorinstitutiondoesnotpre-
cludethepossibilityofimportantsocialvaluesbeingviolated.Section2
ofthepapercontainsananalysisshowingthatanexclusiverelianceon
themarketmechanism withorwithoutefficientcorrectivemechanism
fornegativeexternalitiescanconflictunderfairlyplausiblecircumstances
withbasichumanrights.
Section3ofthepaperlooksattheimplicationsofindividualration-

alityforthemethodofmajoritydecision.From theanalysisofthis
sectionthetentativeconclusionthatemergesisthatthestandardnotion
ofindividualrationalityisunlikelytobecompatiblewiththeobjective
ofattainingtherelevantsocialvaluesinthecontextofnon-market
institutions.Theconcludingsectioninadditiontosummarizingthemain
conclusionsofthepapercontainssomeremarksregardingtheimportance
oftheautonomyassumptionfornormativecriterialikethePareto-
efficiencytohavesignificance.

1.InstitutionsandValues

Institutions,asensemblesofrules,providetheframeworkwithin
whichindividualsinthesocietyact.Giventheinstitutionalframework,
actionsundertakenbyindividualswoulddependontheirpreferencesand
values.Thetotalityofindividualactionsdeterminesthesocialoutcome.
Thesocialoutcomeswhichresultasaconsequenceofindividualactions
canbeanalyzedfrom variousperspectives.Oneperspectiveisthatof
values;onecouldaskwhichsocialvaluesaresatisfiedbytheoutcomes
andwhicharenot.Onecouldalsolookattheoutcomesfromtheper-
spectiveoftheirresponsivenesstoindividualvaluesandpreferences.
Aninstitutioncouldgiverisetooutcomeswhichareresponsive

withoutnecessarilydoingsoinvariably.Thatistosay,forsomecon-
figurationsofindividualvaluesandpreferencesandundercertaincondi-
tionstheinstitutioninquestioncouldgiverisetoresponsiveoutcomes;
whileforsomeotherconfigurationsorforthesameconfigurationsbut
underdifferentconditionscouldgiverisetonon-responsiveoutcomes.
Theinstitutionofmarketishighlyresponsivetoindividualvaluesand
preferencesprovidedthepreferencesandvaluesarebackedbymoney.
Ifasetofpreferencesandvaluesarenotbackedbymoneytheywould
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havelittleornoimpactonthemarketoutcome.Market,likeanyother
institution,filtersinonlysomekindsofpreferencesandvaluesunder
certaincircumstancesandfiltersouttheremainder.Forinstance,ifleft
tomarket,few individualsundertakingactions,forwhateverreasons,
inimicaltobiodiversity,wouldhavegreaterdecisivenessontheeventual
outcomethanalargenumberofpeopleinterestedinensuringsurvivalof
speciesifresourcesatthecommandoftheformeraregreaterthanat
thecommandofthelatter.Thefollowingpointthereforeseemsclear.In
general,differentinstitutionsarerequiredforproperarticulationofdif-
ferentvaluesandpreferences.Oneinstitutionmightdoanexcellentjob
ofarticulatingonekindofpreferencesandvalues;asecondinstitution
foranotherkindofpreferencesandvalues.Evenforthesameprefer-
encesandvaluesdifferentinstitutionsmightbeoptimalunderdifferent
circumstances.Marketmayormaynotbethemostappropriateinstitu-
tionforarticulationofpreferencesandvaluesofeconomickind;but
therecanbelittledoubtthatitisinappropriateforarticulationofa
varietyofvaluesandpreferences.Valuesandpreferencesrelatingto
preservationofspeciesprovideanexample.

Asmentionedabove,socialvaluesbeingembodiedinsocialout-
comesdependonactionsundertakenbyindividualsconstitutingthe
society,whichinturndependontheirpreferencesandvaluesaswellas
theinstitutionalstructure.Forinstance,undercertainconditions,ifindi-
vidualpreferenceareselfishthentheinstitutionofmarketresultsin
Pareto-optimaloutcomes.Ontheotherhand,theoutcomesyieldedby
themarketmechanism whenindividualpreferencesdonotsatisfythe
requirementofselfishnessareingeneralnotPareto-efficient.Thus
whetherthesocialvalueofPareto-efficiencywouldberealizedunderthe
marketmechanismornotdepends,amongotherthings,onthenatureof
individualpreferences.Whileself-regardingpreferencesundertheinstitu-
tionofmarket,assumingidealconditionsprevail,giverisetoPareto-
efficientoutcomes;undertheprisoners�dilemmakindofrulesofthe
gametheydonot.Socialoutcomes,andconsequentlysocialvalues,
dependonboththeinstitutionalstructureandindividualvaluesand
preferences.Onecanspeakofsocialvalueswhichresultasaconse-
quenceofindividualactionsundertakenwithintheframeworkofthe
institutionalrulesasbeingembodiedintheinstitution.Thus,thenature
ofaninstitutionispartlydeterminedbythepreferencesandvaluesof
individualsactingwithinitsframework.Inotherwords,thecharacterof
aninstitutionisnotentirelydeterminatedonthebasisoftheformal
rulescharacterizingtheinstitution.

Oneimplicationoftheaboveisthattherecaneasilybeadiver-
gencebetweenthevalueswhichareembodiedinaninstitutionandthe
valuesfortherealizationofwhichtheinstitutionissupposedtoexist.
Giventhesocialvaluesforattainmentofwhichaparticularsocial
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institutionissupposedtoexist,whileingeneraltherewouldbea
nonemptysetofprofilesofindividualpreferencesandvalueswhich
wouldinduceindividualstoundertakeactionsthatwouldresultinthe
desiredsocialvalues,itisunlikelytobealargesubsetofalllogically
possibleprofilesofindividualpreferencesandvalues.Ifindividualpref-
erencesandvaluesarenotappropriatefrom theperspectiveofthede-
siredsocialvalues,thenadivergencebetweenthedesiredandrealized
socialvalueswouldbeinevitable.Inthiscontext,self-regardingrational
behaviourwhichturnsouttobesoappropriateinthecaseoftheinsti-
tutionofmarketcanbeanimportantsourceofdivergencebetweenthe
desiredandrealizedsocialvalues.Inthecontextofmostnon-market
societalinstitutions,whenindividualsactaccordingtotheirassigned
roles,theresultsarequitedifferentfromwhentheyactsolelyinpursuit
oftheirpreferences.Thevalueswhichwouldmaterializeifalljudges
gavejudgmentssolelyonthebasisoflawandevidenceareboundtobe
quitedifferentfromthosewhichwouldiftheygavejudgmentstofurther
theirownself-interest.Inthisconnectionaninterestingquestionarises,
namely:Whatdetermineswhetheranindividualwouldactinaccordance
withtheassignedroleornot?
Sofarwehavebeentakingindividualpreferencesandvaluesas

given;andhaveonlyconsideredhowtheyaffectsocialvaluesthrough
themediationoftheinstitutionalstructure.Needlesstosay,thisisonly
ananalyticalsimplification.Socialinstitutionshaveaprofoundinfluence
onindividualsinrelationtoformationofpreferencesandvalues.Ifa
socialinstitutionisofgreatimportanceinthesocialorder,thevalues
thattheinstitutionembodiesareboundtohavesignificanceforindivid-
ualvaluesandpreferences.Theinstitutionofmarketputscompletely
selfishbehaviouronahighpedestal.Itisofcourseperfectlypossible
forapersontobeselfishinonedomain;andaltruisticinanother.But
ifthesocietyissostructuredthatitspreeminentinstitutionsencourage
completelyself-regardingbehaviour,thenitisquitelikelythatmany
individuals,ifnotall,wouldinternalizethemottoofcompletelyselfish
behaviourtosuchanextentthateveninthecontextofinstitutions
wheretheiractinginaccordancewiththeirassignedrolesisessentialfor
therealizationofinstitutionalobjectives,theymaynotbeabletodoso.
Thusonepossibleanswertothequestionwhichwasposedattheend
ofthelastparagraphisthatwhetherindividualsbyandlargewouldact
inaccordancewiththeirassignedrolesornottoalargeextentdepends
onthenatureofthedominantinstitutionsofthesociety.Ifthedominant
institutionsofthesocietyaresuchthattheyencourageself-regarding
behaviour,thenonecanexpectthatindividualsonthewholewouldnot
actaccordingtotheassignedroles.Thedominanceofthemarketinthe
contemporarycontextthenhastheimplicationthatinthecontextof
non-marketinstitutionsaswellweshouldexpectfrommostindividuals
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self-regardingbehavioureventhoughthedesignoftheseinstitutions
mightbesuchthattheirsuccessfulfunctioningdependedonindividuals
performingtheirassignedroles,andnotactingintheirnarrow self-
interests.
Thusweseethatthereisasymbioticrelationshipbetweeninstitu-

tionsontheonehandandindividualvaluesandpreferencesonthe
other.Thenatureofaninstitutionispartlydeterminedbyindividual
preferencesandvalues.Institutionsontheotherhandimpactindividual
preferencesandvaluesintwodifferentways.Institutionsbyfilteringin
somepreferencesandvaluesandfilteringouttheothersdeterminewhich
preferencesandvalueswouldbearticulatedandwhichwouldnotbe.
Thepreferencesandvalueswhicharefilteredoutandconsequentlydo
notfindarticulationareboundtobecomeinsignificantsoonerorlater,
ifnotdisappearaltogether.Secondly,theformationofindividualvalues
andpreferencesthemselvesisprofoundlyaffectedbythevaluesembod-
iedintheinstitutions,particularlythosewhicharedominant.
Oncetheinterdependencebetweenindividualandsocialvaluesis

recognizeditisimmediatelyclearthatthereareseveralpossibilities.
Theremightbeauniqueequilibrium ofindividualandsocialvalues,
theremightbemultipleequilibriaortheremightbenoequilibrium.It
isalsopossiblethattheremightbeanequilibrium ofindividualand
socialvaluesbutwithoutpossessingthepropertyoflong-term societal
sustainability.Furthermore,evenifthereisanequilibriumofindividual
andsocialvalues,thereisnoreasonwhythesocialvaluesfiguringin
theequilibrium shouldcoincidewiththevaluesfortheattainmentof
whichtheinstitutionalstructureissupposedtoexistinthefirstplace.

2.DominanceofMarketParadigm:SomeImplications

Whenthedomainofaparticularinstitutionexpands,thedomainof
someotherinstitutionmustnecessarilycontract.Viewinginstitutionsas
instrumentsforrealizationofspecificsocialvalues,itfollowsthatex-
pansionofthedomainofaparticularinstitutionmustimplycontraction
inthedomainofsomevalues.Thuspurelyontheoreticalgroundsone
canconcludethattheexpansionofthedomainoftheinstitutionof
marketmustberesultinginthecontractionofthedomainofsome
valuesnotembodiedintheinstitutionofmarket.Itisnotgenerally
recognizedthattheexpansionofthedomainofmarketcouldbeatthe
expenseofsomeverybasicsocialvalues.Inwhatfollowsweshowthat
underfairlyplausiblecircumstancesdominanceofmarketparadigm
wouldhaveseriousandinimicalimplicationsforbasicrights.
Oneofthemaincharacteristicsofthecontemporaryeconomicproc-

essesisthatalmostinvariablytheyinvolvenegativeexternalities.Ifan
activityundertakenbyindividualA harmsindividualB theninthe
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absenceofcompensatorymeasures,undertakingoftheactivitywould
involveinjusticetoB.Itmayalsoinvolvemorethaninjustice.IfBis
livingasubsistenceexistence,thentheharm inflictedonhim might
endangerhisverysurvival.Thus,uncompensatednegativeexternalities
havethepotentialofbringingaboutviolationofthemostfundamental
ofallhumanrights,namelytherighttolife.Fromthisitwouldseem
tobethecasethatifonewantstoforeclosethepossibilityofnegative
externalitiesimpingingonbasicrightsthenthevictimsofnegative
externalitiesmustbefullycompensatedforharminflictedonthem.The
issueofcompensation,however,turnsouttoberathercomplex,partly
becauseofthenatureofnegativeexternalitiesofmoderneconomic
processesandpartlybecauseofconsiderationsinvolvingthemarket
paradigm.Inthesequelweconsidersomeofthesecomplications.
Marketunderidealconditionsallocatesresourcesefficiently.When

theseidealconditionsarenottherethelinkbetweenmarketandPareto-
optimalityisruptured.Inefficientallocationofresourcesunderthemar-
ketmechanismbecauseofnon-satisfactionofoneormoreoftheideal
conditionsunderwhichmarketnecessarilygivesrisetoefficientout-
comesisconstruedasamarketfailure.Theterm �marketfailure�is
reservedforfailureofmarkettoattainefficiency.Thereisnotermfor
failuresofmarketwithrespecttoanyothersocialvalueaseconomic
discourserelatingtomarkethasbeenalmostexclusivelyconcernedwith
thesinglenormativecriterionofefficiency.Becauseoftheconnection,
under idealconditions,between competitive markets and Pareto-
efficiency,thedominanceoftheinstitutionofmarkethasalsoresulted
intheemergenceofefficiencyasthepreeminentnormativecriterionin
economicdiscourses.Ineconomicsseveraldifferent,thoughclosely
related,notionsofefficiencyareused.1 Themostimportantnotionof
efficiencyisthatofPareto-optimality.Theefficiencycriterionbasedon
theKaldorcompensationprincipleisalsowidelyused.Thegeneral
understandingwhichhasemergedasaconsequenceofthepreeminence
ofthenormativecriterionofefficiencycanbesummarizedasfollows:
(i)Inthecontextofmarketfailures,itisdesirabletocorrectformarket
failuressoastobringaboutefficientallocationofresources.(ii)Inthe
contextofnon-marketinstitutions,totheextentpossibleoneshouldgo
inforefficientratherthaninefficientinstitutions.

Externalitiescreateadivergencebetweenprivateandsocialcosts.If
afactoryemitspollutantsandharmsthoselivingintheneighbourhood,
and the coststhatthe factory imposeson the residentsin the
neighbourhoodarenotacosttothefactorythentherewouldbea
divergencebetweencoststhatthefactorybearsandthecostsfrom the
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perspectiveofthesociety.Supposethefactoryisoperatingundercom-
petitiveconditions,sothatthepriceofthegoodwhichisbeingpro-
ducedbythefactoryisequaltoitsmarginalcost.Ifthefactoryreduces
itsoutputbyoneunit,thenetprivatelosstothefactoryownerwould
beapproximatelyzero.Whatwouldbelostbecauseofdecreasein
revenuewouldbealmostexactlymatchedbythegainbecauseofreduc-
tionincosts.However,thenetgaintothesocietywouldbepositiveas
theharmduetothemarginalunitwouldbeeliminated.Itisbecauseof
thisdivergencethatsociallyinappropriatedecisionswouldbetaken.The
sociallyoptimalamountofgoodisthatlevelatwhichpriceisequalto
thesumofmarginalharmandprivatemarginalcost.Ontheotherhand
theactualamountwhichwouldbeproducedwouldbethatlevelof
outputatwhichthepricewouldbeequaltotheprivatemarginalcost.
Thus,fromasocialpointofviewtherewouldbeoverproductionofthe
goodmanufacturingofwhichispollution-generating.
Thusinthepresenceofexternalitiesmarketisnotabletoallocate

resourcesefficiently.2 Whatisrequiredforefficientallocationofre-
sourcesisthatthedivergencebetweenprivatecostsandsocialcostsbe
eliminated.Onewaytobringaboutalignmentofprivateandsocialcosts
istousePigoviantaxestocorrectproblemsofnegativeexternalities.If
thefactoryownerismadetopaytaxesequaltotheharminflictedon
thepeoplelivingintheneighbourhood,thenwhiledecidingonhow
muchoutputtoproducethefactoryownerwillbetakingintoconsidera-
tionnotonlythecostsofproducingthegoodbutalsotheharmwhich
willtakeplaceashewillhavetopaytaxesequaltotheharm.Thus
whiledecidingontheamounttobeproducedhewouldbetakinginto
considerationthefullsocialcostsofhisdecisionandthereforewould
arriveatthesociallyappropriatedecision.Pigoviantaxesthereforecon-
stituteonemethodofsolvingtheexternalityproblem.Anothermethod
tosolvetheexternalityproblemistomakethefactoryownerliableto
thevictims.Ifthefactoryownerhastopaytothevictimsfortheharm
thenonceagainthefactoryownerwouldbeincurringthefullsocial
costsofhisactivity.WhilebothimposingPigoviantaxontheinjurer
andmakinghimstrictlyliablefortheharmworkequallywellasfaras
efficiencyisconsidered;thetwosolutionstotheexternalityproblem
differfrom theperspectiveofbasicrights.Asunderthesystem of
Pigoviantaxes,thevictimisnotcompensatedthepossibilityofviolation
ofbasicrightsasaconsequenceofnegativeexternalitiescannotberuled
out.Iftheinjurerisliabletopaytothevictimforalltheharmthathis
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activitycausesthenthepossibilityofviolationofbasicrightsbecauseof
externalitiesisforeclosed.Thusinthecontextoftheexampleunder
considerationitispossibletoensureefficiencyaswellasprecludethe
possibilityofviolationofbasicrightsonaccountofexternalitiesby
makingtheinjurerstrictlyliabletothevictimfortheentireharm.
Theruleofstrictliability,however,doesnotingeneralguarantee

efficiency.Ifoneconsidersaninteractioninwhichfromasocialpoint
ofviewitisoptimalforbothparties,injurerandvictim,totakepositive
amountsofcarethenstrictliabilitywouldnotleadtosociallyoptimal
results.Considerforinstanceaninteractionsuchthattakingcareby
eitherpartycosts1;ifneitherpartytakescarelosswouldbe10;ifone
ofthetwopartiestakescarethenlosswouldbe8;andifbothparties
takecarethenlosswouldbe0.Itisimmediatethattakingcarebyboth
partiesissociallyoptimalasitminimizessocialcosts,sumofcostsof
careandloss.Understrictliability,thevictimhasnoincentivetotake
careashewouldbefullycompensatedfortheloss,whateveritmaybe.
Knowingthatthevictimwouldnottakecare,theinjurerhastheoption
ofnottakingcareandpaying10tothevictimortakingcareatacost
of1andpaying8tothevictim.Clearlyhewouldchoosethelatter
option.Thusunderthestrictliabilitythesocialoutcomewhichwould
resultwouldinvolvetotalsocialcostsof9,whiletheminimumofsocial
costsis2.Itisofcoursepossible,ashasalreadybeenseen,toconstruct
exampleswheretheruleofstrictliabilitywouldgiverisetosocially
efficientoutcomes.Whatthisexampleshowsisthatitispossiblefor
outcomesundertheregimeofstrictliabilitytobeinefficient.Ifthe
choiceofrulesforsolvingtheexternalityproblemisgoingtobecon-
finedtofromamongefficientrules,onlythentheruleofstrictliability
goesoutofreckoning.

Strictliabilityisonlyoneofaninfinitenumberofrules,called
liabilityrules,whichapportionaccidentlossbetweentheinjurerandthe
victim.Oneofthemostimportantofliabilityrulesistheruleofnegli-
gence.Unliketheruleofstrictliability,undertheruleofnegligence
injurerisliableifheisnegligentandnotliableifheisnonnegligent.
Injurerisdefinedtobenegligentifhislevelofcareislessthanthe
legallyspecifiedduecarelevel;andnonnegligentotherwise.Now we
considerthenegligenceruleinthecontextofourexample.Supposethe
legallyspecifiedcarelevelfortheinjurerisfixedatthelevelwhich
costs1.Iftheinjurerdoesnottakecarethenhewouldbeliablefor8
or10dependingonwhetherthevictimisorisnottakingcare.Onthe
otherhand,iftheinjurertakescarehisonlycostwouldbe1,thecost
oftakingcare,ashewouldnotbeliableforthevictim�sloss.Clearly
theinjurerwouldchoosetotakecare.Giventhattheinjureristaking
care,ifthevictimtakescarethenhislosswouldbe0andifhedoes
nottakecarethenhislosswouldbe8.Thushiscostswouldbe1when
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hetakescare,and8whenhedoesnottakecare.Thusarationalvictim
wouldtakecare.Thusunderthenegligenceruletheoutcomewhich
resultsasaconsequenceofstrategiesadoptedbyrationalindividualsis
suchthatthesocialcostsareminimized.

Ontherelationshipbetweenliabilityrulesandeconomicefficiency
thefollowinggeneralresultholds3:Aliabilityruleinvariablygivesrise
tosociallyefficientoutcomesifandonlyifitsstructureissuchthat:(i)
whenevertheinjurerisnonnegligentandthevictim isnegligent,the
entirelossincaseofaccidentisbornebythevictim,and(ii)whenever
thevictimisnonnegligentandtheinjurerisnegligent,theentirelossin
caseofanaccidentisbornebytheinjurer.Anindividualiscalled
nonnegligentifandonlyifthelevelofcaretakenbyhim orheris
greaterthanorequaltothelegallyspecifiedlevel;otherwiseheorshe
iscallednegligent.Itisassumedthatthelegallyspecifiedduecare
levelsaresetatlevelswhicharetotalsocialcostsminimizing.4

From thegeneralresultitisclearthateconomicefficiencyatthe
veryleastrequiresfrom thevictimssociallyefficientlevelsofcare.If
thevictimsinquestionarelivingaprecariousexistence,thentheeffi-
ciencyrequirementswouldconflictwithbasicrightsinanessentialway.

Inthecontextofnegativeexternalities,thereisanotheraspectof
theinstitutionalstructurewhichdeservesspecialattention.Iftheinstitu-
tionalstructureprohibitsinflictingharm withoutcompensation,thevic-
timswouldnothavetoundertakemeasures,includinglegalones,for
obtainingthecompensationduetothem.Ontheotherhand,ifthe
institutionalstructureissuchthatitisthevictimswhowouldhaveto
sueortakeothermeasuresforrecoveringcompensationfortheharm
inflictedonthem,asindeedisthecasewiththecontemporarysocial
andeconomicorganization,thenthevictimswouldbeforcedtoexpend
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nottaken.Thatistosay,apartyisconsideredtobenegligentifandonlyifit
canbeshownthatthepartycouldhaveavertedsomeharmbytakingcarewhich
wouldhavecostlessthanthelossduetoharm.Ifnegligenceisdeterminedon
thebasisofexistenceofacost-justifieduntakenprecautionthentheresultson
theefficiencyofliabilityruleschangeradically.Itcanbeshownthatwith
negligencedefinedasexistenceofacost-justifieduntakenprecaution,thereisno
liabilityrulewhichisefficient[Jain(2006)].Thisimpossibilitytheorem,how-
ever,hasnobearingontheargumentofthetext.



resourcesintheundertakingoftherequiredrecoverymeasures.This
meansthateveniftheliabilityruleisthatofstrictliability,theactual
compensationwouldbelessthantheharm,unlesstherecoverycosts
includinglegalcostsareaddedtothejudgmentandtherearenopossi-
bilitiesoferrorsinjudgments,i.e.,theprobabilityofobtainingacorrect
courtorderawardingfullcompensationandallrecoverycostsisone.

Thus,itisclearthatitisinherentinthenatureofcontemporary
organizationofthesocietydominatedbythemarketparadigmthatviola-
tionofbasicrightswouldtakeplaceforthosewhoarelivingasubsis-
tenceexistenceandareexposedtothenegativeexternalitiesofpowerful
economicprocesses,unlessthestatetakescountervailingmeasures.In
viewofthediffusedandalmostall-encompassingnatureofthenegative
externalitiesofthecontemporaryeconomicprocesses,thesecountervail-
ingmeasuresfortheprotectionofbasicrights,attheveryleast,must
consistofallthatawelfarestatewouldprovideforthegeneralwelfare
ofthepopulace.Inotherwords,fortheprotectionofbasicrightsthe
domainofthemarketmustnotbeallowedtoexpandattheexpenseof
thedomainofthewelfarestatetosuchanextentsoastoimperilthe
basicrights.

3.MarketParadigmaticNotionofIndividualRationalityandNon-
MarketInstitutions:SomeFundamentalDifficulties

Inthecontemporaryorganizationofsocietiesmajorityruleisalmost
asimportantinthepoliticaldomainasmarketisintheeconomicdo-
main.Majorityrulecanbeviewedinseveraldifferentways;inwhat
followsweconsidertwoimportantwaysoflookingatit.Oneviewpoint
thatonecanadoptregardingmajorityruleissocialchoice-theoretic.
Majorityrulecanbeviewedasanaggregationrulewhichdetermines
socialpreferencesasafunctionofindividualpreferences.Oncesocial
preferencesaredeterminedbythemethodofmajoritydecision,the
socialchoicecanbemadeontheirbasis.Majorityrulecanbecharacter-
izedintermsofasetofvalue-judgments.Itcanbeshownthatan
aggregationrulewhichforeverylogicallypossibleprofileofindividual
orderingsspecifiesauniquereflexiveandconnectedsocialbinaryweak
preferencerelationisthemethodofmajoritydecisionifitsatisfiesthe
conditionsofindependenceofirrelevantalternatives,neutrality,anonym-
ityandstrictmonotonicity.5Thusfromasocialchoicetheoreticperspec-
tive,acceptanceofmajorityruleislogicallyequivalenttoacceptingthe
value-judgmentsmentionedabove.Buttheinstitutionofmajorityruleby
itselfdoesnotguaranteethatthesevalue-judgmentswouldberealized.
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Ifeveryindividualvotesinaccordancewithhispreferencesthenthe
value-judgmentscharacterizingthemethodofmajoritydecisionmen-
tionedabovewouldindeedberealized.Butifeveryindividualisra-
tionalinthesenseofalwaystryingtoattainashighalevelaspossible
intermsofhispreferenceordering,thenthevalue-judgmentscharacteriz-
ingthemajorityrulecannotberealizedundertheinstitutionofmajority
rule.Insomesituationsindividualswouldfindthattheycanbenefitby
misrepresentingtheirpreferences.Astherevealedpreferenceswouldnot
bethesameastruepreferencesinthesesituations,theoutcomeswhich
wouldresultunderthemethodofmajoritydecisionwouldnotbethe
oneswhichwouldhaveresultedifeveryonehadrevealedhisorhertrue
preferences.Consequentlytherealizedsocialvalueswouldbedifferent
from theoneswhichcharacterizethemethodofmajoritydecisionac-
cordingtoMay�stheorem.

Theonlywaythatmajorityruleasanaggregationprocedurecan
workproperlyisifeveryindividualplayshisroleasdemandedbythe
majorityrule,namelytorevealone�struepreferences.Itisnotthecase,
however,thatitisimpossibleforanindividualtopreferanalternative
xtoanotheralternativeyforpurelyself-regardingreasons;andatthe
sametimerevealhistruepreferenceorderingwhichwouldresultinthe
socialoutcomebeingy,ratherthanmisrepresenthispreferencesand
obtainx,withoutbeingirrational.Ifonehasinternalizedtheappropriate
values,onecanpreferxoveryforself-regardingreasonsandatthe
sametimeforegotheopportunityofobtainingxratherthanybecause
itwouldinvolveacourseofactioninconsistentwiththeinternalized
values.If,however,oneassumespreferencestobeself-regardingandthe
notionofrationalitytobeasitisconceptualizedineconomics,thenit
isnotpossibleforanindividualtorevealhistruepreferencesifby
misrepresentingthemhecanbenefit,ifheistoberational.

Thereisanotherconceptionofthemethodofmajoritydecision
whichisquitedifferentfromthesocialchoicetheoreticconceptionofits
beinganaggregativerule.Ifasetofindividualsisdeliberatingon
whichofthetwocoursesofactionthesocietyshouldchooseandif
everyoneisthinkingaboutthematteronlyfrom theperspectiveofthe
societyasawholethenitispossibletoarguethatthecourseofaction
whichthemajoritywouldoptforwillhavethegreaterlikelihoodof
beingthecorrectcourseofaction.Thus,inasocietywhereeveryoneis
abletotranscendone�sowninterestsandisabletothinkaboutsocial
alternativesfromtheperspectiveofthecollective,noindividual,regard-
lessoftheopinionsofothers,wouldhaveanyincentivetomisrepresent
hispreferences.Inthisconception,majorityruleismerelyadevicefor
findingoutthe�socialwill�.Aseveryindividualisevaluatingthingsonly
from societalperspective,itisclearthateveryindividualcanbeex-
pectedtoplayhisroleinidentifyingtheappropriatecourseofaction.
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Whenasetofjudgesaresolelymotivatedbyjustice,onecanexpect
majorityjudgmenttoreflect,moreoftenthannot,thecollectivenotion
ofjustice.Itisofcourseimmediatethatformajorityruletosucceedas
locatorof�socialwill�theindividualsmustnotberationalinthesense
ofmarketparadigm.Indeed,theymusthavethecapacitytotranscend
theirself-regardingpreferencesforthisconceptionofmajorityruleto
work.
Theabovediscussionhasshownthatifindividualshaveself-

regardingpreferencesandarerationalinthestandardsensethenmajority
rulewillnotworkeitherasanaggregatoroftrueindividualpreferences
orasalocatorofcollectivewill.Inotherwords,thenotionofindivid-
ualrationalityasconceptualizedinthemarketparadigm isanimpedi-
menttoproperfunctioningofmajorityrule.Whatistrueofmajority
rulealsoholdsforalmostallnon-marketinstitutions.Thedifficultyin
theproperfunctioningofmajorityruleonaccountofmarketparadig-
maticnotionofindividualrationalitydiscussedhereismerelyanin-
stanceofamuchwiderphenomenonafflictingalmostallnon-market
institutions.

4.ConcludingRemarks

Themainpointwhichhasbeenarguedinthispaperisthatthe
dominanceofthemarketparadigmisnotconducivetothediversityof
socialvalues.Inthiscontexttwofacetsofthemarketparadigm were
discussed:preeminenceofthenormativecriterionofefficiencyanda
notionofindividualrationalityinwhichtheself-regardingaspectof
individualpreferencesisofcentralimportance.Exclusivepreoccupation
withhavingefficientrulesandinstitutions,itwasargued,canhave
problematicimplicationsforothervalues.Asaninstance,aconsideration
ofvariouswaysofsolvingtheproblemofnegativeexternalitiesshowed
thatnoneofthemissuchastoprecludethepossibilityofviolationof
basicrightsonaccountofnegativeexternalities.
Forthesuccessfulfunctioningofanyinstitutionitisessentialthat

individualsconstitutingthesocietyperform theirrequiredrolesinthe
contextofthatinstitution.Theremarkablethingaboutthemarket
mechanism isthattheonlythingthatisrequiredofindividualsisthat
theydothebestforthemselves;withoutbotheringaboutotherindividu-
alsoraboutthesocietyasawhole.Thiskindofrole-playing,needless
tosay,isunlikelytoposeanydifficulties.Thus,intheabsenceof
externalitiesandothercomplications,onecanbereasonablysurethat
therewillbenoproblemsintheproperfunctioningofthemarketson
accountofsomeindividualsnotplayingtheirrolesappropriately.The
same,however,cannotbesaidregardingnon-marketinstitutions.Inthe
contextofnon-marketinstitutions,there would in generalbe a
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divergencebetweenwhatisrequiredofindividualsfortheproperfunc-
tioningoftheinstitutionconcernedandwhatcanbeexpectedofindi-
vidualsfromtheperspectiveoftheirself-interest.Inthecaseofmajority
rulewesawthatwhetheritisviewedasanaggregationruleorasa
procedureforattemptingtodeterminethesocialwill,whatwouldbe
requiredforitsproperfunctioningwouldnotbeforthcomingifindividu-
alsarerationalinthemarketparadigmaticsense.Whathasbeenargued
aboutthemethodofmajoritydecisioncanbesaidaboutalmostany
non-marketinstitutioninwhichindividualpreferencesplayadirector
indirectroleindeterminingsocialoutcomes.

Insection1itwasarguedthatingeneraloneshouldexpectindi-
vidualandsocialvaluestoimpactoneachother.Ifsuchindeedisthe
casethenvalueswhicharerelationsbetweenindividualandsocialpref-
erenceslosemuchoftheirmeaningandsignificance.Considerforin-
stancethePareto-criterion,themostimportantofallvaluesinthe
economicdiscourse.Ifindividualpreferencesareautonomousthenthe
appealofthePareto-criterionisimmediate.But,ifindividualpreferences
areinfluencedbypreferencesofotherindividualsorbysocialprefer-
encesthenitisnotclearwhatsignificanceonecanattachtoacondition
likethePareto-criterion.Thepointcanbeillustratedbyconsidering
someextremeexamples.Ifeveryindividualisaconformistinthesense
ofalwayswantingtohavethesamepreferencesassocialpreferences
thennomatterwhichequilibriumofindividualandsocialpreferencesis
consideredallindividualpreferenceswouldbeidenticaltosocialprefer-
encesandthePareto-criterionwouldbesatisfied.Ifeveryindividualis
anonconformistinthesenseofalwayswantingtohavetheoppositeof
socialpreferencesthennomatterwhichequilibrium ofindividualand
socialpreferencesisconsideredallindividualpreferenceswouldbe
identicalandoppositeofsocialpreferencesandconsequentlyPareto-
criterionwouldbeviolated.Itisobviousthatinthesetwopolarcases
nosignificancecanbeattachedeithertosatisfactionorviolationofthe
Pareto-criterion.Onceoneaccordsrecognitiontothefactthatindividual
preferencesform inasocialcontext,itwouldbedifficulttomaintain
theassumptionofautonomyofindividualpreferencesandconsequently
toimputemuchsignificancetothenormativecriterionofefficiency.
Inanysocietythereisboundtobeamultiplicityofindependent

valueswhicharedesiredtoberealized.Itisalsoreasonabletoexpect
thatallvalues,oratleastmostvalues,willhavetheirdomainsofpre-
eminence.Thesedomainsmaydifferacrossculturesorhistoricalepochs.
Oncethedesirabilityofamultiplicityofindependentvaluesisrecog-
nized,itisreasonabletosupposethatamultiplicityofinstitutionswould
berequiredfortheirrealization.From thisperspective,theappropriate
domainofthemarketpartlydependsontheculturalandhistoricalfac-
torsastheyinfluencethedesiredcomplexofvaluesforthesociety.
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4 Comment

LexZhao
Professor
ResearchInstituteforEconomics&BusinessAdministration
KobeUniversity

ProfessorJain�spaperisbasicallyabouttheinterrelationshipbe-
tweenindividualvaluesandsocialvalues.Individualshaverational
preferencesandvalues,andinstitutionshaveprofoundinfluenceson
individualstomakeindividualsactaccordingtoassignedrolesorsimply
topursuetheirownself-interests.
Institutionscaneitherfilterinorfilteroutsomepreferencesand

values.From theinteractionbetweenindividualsandinstitutions,a
uniqueequilibriumormultipleequilibriacouldarise,oneofwhichmay
notposseslong-term societalsustainability.Thereisthistradeoffbe-
tweenefficiencyandfairness,andhow theymayconflictwitheach
other.Aggregativecriterionisnotenough.Whilewelfaremayincrease
intheaggregate,winnersandlosersmaybeborn,leadingtoconflicts.
Somebasicrights,probablyhumanrights,maynotbesurrenderedto
maketradeoffs.Simplewelfaregainsandeventransfersmaynotbe
enough.Legallawsandpoliciesmusttaketheaboveintoaccount.

Thepapersummarizesverywellthebasicissuesintherelationship
betweenindividualsandinstitutions.Somestylizedfactsandreal-life
casesratherthannumericalexampleswouldbewelcome.
Commentnumberone.Standardeconomicsassumesindividualpref-

erencesandvaluesaregiven.Myquestionis,�Isitreallyso?�Iwould
thinkyoungpeopleandseniorpeoplehaveverydifferenttastes.Actually
Iski.Ifyougotoaskiresort,thedomainisskiofcourse,anditis
almostimpossibletofindanysnowboarderabove40.Iam almostthe
onlyone.Butbelow40therearelikemillions.Soitislikeoneagainst
millions.Thereisaverybigdifferencebetweenyoungpeopleandold
peopleinpreferences.Ofcourse,tastesbetweenrichandpoorarevery
differenttoo.Somepeoplehaveapersonaljetandtheyarestillnot
satisfied,whileIwouldbeperfectlysatisfiedwithafour-wheeldrive
sportsutilityoff-roadvehicle.

Jain�spapertalkedaboutinstitutionsandlegalsystem.Theseareof
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courseimportant.HoweverIwouldthinkthatseveralelementsthatlie
behindtheinstitutionsandsystemsarealsoimportant,suchasculture
andreligion,whichwouldplayimportantrolesindeterminingindividual
preferencesandvalues.

Commentnumber2.Areindividualsreallyrational?Ofcoursewe
alwaysassumethem tobe.Butiftheyarerational,whydocountries,
groupsorevenfamiliesgotowarsooften;whyaretheresomanyholy
wars?Actually,Ionceaskedafamouseconomistwhythereareso
manyholywars.Hetoldmethatbehindeveryholywaritisabout
money,aboutpower.Whyisthereterrorism?Idonotknow.
IstheParetocriterionreallyagoodcriterion?Wecannotexplain

jealousy.JealousysaysthatIfeelworseifyouarebetteroffeven
thoughIam notworseoff.ThissatisfiesParetocriterion.Sinceindi-
vidualsaredifferent,youcannotaggregate,youcannottakecareofthis
externality.Iguessthatsocialchoicetheorycannotexplainthistypeof
externality.

Responsefrom ProfessorJain

Youarequiterightinsayingthatifthereisjealousy,etcetera,then,
Paretocriteriondoesnotsoundveryappealing.ThisiswhatIwas
saying;thattheappealofParetocriterionandindeedallsuchcriteriais
dependentontheautonomyofindividualpreferences.Itmakesalotof
sensetosaythatXissociallybetterthanYwhensomepeoplelikeX
betterthanY,andnoonelikesYbetterthanX,providedeveryone�s
preferencesareautonomous.Butoncetheyareinterdependent,itisnot
veryclearthatthecriterionmakessense.

LexZhao42



Ⅱ DiversityofFirmsandNations-Case
Studies
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5 RegimeTypeandEconomicPerform-
ance:WhyDemocraciesJust�Muddle
Through�

SiddharthChandra
AssociateProfessor
GraduateSchoolofPublicandInternationalAffairs
UniversityofPittsburgh

WhatIamgoingtotalkabouttodayisfairlycloselyrelatedtothe
conceptofdiversityanddiversification,andweadoptanempiricaland
theoreticalmachinerythatwasdevelopedoriginallyinfinancetostudy
thediversificationofportfolios.

Thisworkisco-authoredwithacolleague,ProfessorNitaRudra,a
politicalscientistattheGraduateSchoolofPublicandInternational
AffairsattheUniversityofPittsburgh.Whatwearelookingatisthe
relationshipbetweenregimetypeandeconomicperformance,andspecifi-
cally,wearegoingtolookatthequestionofwhydemocraciesjust

�muddlethrough�basedonsomeempiricalfindings.
Soverybriefly,tointroducethequestion,wearelookingatthe

relationshipbetweendemocracyorlevelofdemocracyatthenational
levelandeconomicperformance.BeforeIstartanythingelse,weare
goingtodefineeconomicperformancenotonlyastherateofeconomic
growthashasbeenthetraditionineconomics,butasacompositeof
economicgrowthandeconomicstability,whichisthevariabilityof
economicgrowthpatterns.
Thereisaverylivelydebatethatstartedinthelate1990sonthis

issueoflookingateconomicperformanceasmorethanjusteconomic
growth,economicstabilityincluded,andtherehavebeenmanycontrast-
ingresults.
Youlookatsomeauthoritarianregimes,theyhavehadveryhigh

growthatdifferentpointsintheirhistory.Otherauthoritarianregimes
havehadlowornegativeratesofeconomicgrowth.Yetotherauthori-
tarianregimeshavebeensomewhereinbetweenthese.
Onethingthatwehavenoticedintheliteratureisfairlyconsis-

tentlythatdemocracieshavetendedtoshow,relativetoauthoritarian
regimes,economicstability.Sothequestionis:howdowetheorizethis
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andhowdowethinkaboutalloftheseissues.Thisisthegoalofthis
presentation.
Bywayofaliteraturereview,andthisisunfortunatelyonlythetip

oftheiceberg,thereisahugeliteratureontherelationshipbetween
democracyandgrowth.Therearemanydifferentconclusions.Thereis
asetofpapersthatsaythatdemocracyharmseconomicperformancefor
awholevarietyofreasons.TheworkbyMancurOlsonisonesuch
work.A few ofusmentionedRodrik�sname.Hecollaboratedwith
AlbertoAlesinatoproduceapaperthatbroughtupsomeofthesere-
sults.AcemogluandRobinsonandotherfamouspaperslikeTavaresand
Wacziarg,whomayhavebeenstudentsofsomeoftheseotherpeople,
alsoproducedresultslikethis.So,thatisonelineoffindings.
A secondlineoffindingsisthatdemocracyencouragesgrowth

whichistheoppositeofthefirstone.Athirdlineisthatdemocracy
andgrowthexhibitsomekindofinverseU-shapedrelationship.Afourth
oneisthattherelationshipbetweendemocracyandgrowthisnotrobust.
Sowegetkindofahodgepodgeofresultswhenwetrytostudythis
relationship.
Ofcourseoneofthefirstquestionsis,�Whatdothedatasuggest?�

ShortlyaftermyPh.D.,in1998,Istartedlookingatdataongrowthand
instability.Ifoundthatveryfewdemocraciesshowextremelyhighor
lowratesofgrowth.Mostdemocraciestendtobeclusteredinanarea
ofmoderateratesofgrowth.Thisissomethingthatsubsequentlywas
alsodemonstratedinpapersbyQuinnandWoolley,andRodrik.
Ifwelookattwo-decadelongepisodesofgrowthandinstability,

andwelookathowdemocraticthesecountriesare,andthemeasureI
am usingisafairlywidelyusedmeasureoflevelofdemocracy(the
PolityIV datasets),whatyoufindisthatamongthecountrieswith
highestaverageratesofgrowthovertwo-decadeepisodes,onlyone
country,Botswana,between1981and2000,hasademocraticscorethat
isreasonablyhigh.Alloftheothercountriestendtohaverelativelylow
democraticscores.Theytendtobemoreauthoritarianregimes.
Ifyoulookatthelowestratesofgrowthamongafairlylarge

sampleofcountries,again,thereisonlyonedemocracy.Wehaveone
democracyintheTop10performers.Wehaveonedemocracyinthe
Bottom10performers.Thenifyoulookatgrowthepisodesover40-year
timeperiods,youagainfindtherelativeabsenceofdemocracies.You
havetwoofthemintheTop10andyouhavenoneintheBottom10.
Sobyandlargedemocraciesdonottendtobeamongtheextreme
performers,eitherinapositivesenseoranegativesenseintermsof
growthoutcomes.Sothatisoneobservation.
Ofcourse,peoplehavestudiedthisandthereareanumberof

studiesthathaveactuallytiedtheinstitutionalmilieuwithinwhich
growthenhancingorgrowthreducingpoliciesareimplemented,andof
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coursethereistheQuinnandWoolleypaperwhichImentionedearlier.
Theyessentiallytalkaboutrisk-takingbehaviourofelites.Iam not
goingtogointotoomuchdetail.

Butoneoftheflawsinthatpaperisthatnotallelitesarerisk
takers.Itturnsoutthatyouhaveelitesthattendtobefairlyrisk-averse
becausetheyarescaredoftheconsequencesthatrisk-takingbehaviour
mayimposeuponthem.
TheRodrikstudy,whichlooksattherelationshipbetweengrowth

andeconomicperformance,emphasizesthatyoutendtoseemorecoop-
erativebehaviourindemocracies.So,indemocraticsituations,thereare
differentinterestgroupsandtheyareinteractingtotryandputthrough
policiesthatservetheirownintereststhatmaximizetheobjectivefunc-
tionstheymayhave.Buttheyallagreebyandlargeonplayingbythe
rulesofthedemocraticgame.Whatthatmeansisthatattheendofthe
day,wearegoingtoaccepttheoutcome,so,wearegoingtocooperate
withintherulesofthesysteminordertobringaboutanoutcomethat
ideallybenefitsusthemost.Butifnot,wewillcompromisealittlebit.
Oneoftheproblemswiththisstudyisthatthemodelactually

admitsradicalshiftsinpolicyeveninacooperativeregime.So,even
thoughyoumayhaveacooperativeregime,thereisnothinginthis
modelthatsaysthatbecausetodayyourpolicypositionisgoingtobe
inoneplace,tomorrowitisgoingtobeinasimilarlocation.Tomor-
row,yourpolicypositioncouldjumpofftoawholedifferentsetof
policiesthathavewholedifferentsetofconsequencesforgrowthand
stability.
Inhisseminalworkfrom the1960sonpolicyformation,Charles

Lindblom developedaconceptof�partisanmutualadjustment.�Basi-
cally,itisabouttheinteractionofpartisans.Apartisanbydefinitionis
anindividualoranentity,aninterestgroup,thathasaparticularposi-
tiononsomekindofpolicy.
Sopartisanswantaparticularthingtohappeninthepolicyarena.

Ofcourse,ifyouhaveadiversityofthesepartisans,thenoneofthe
interestingquestionsthatcomesoutofthis,ishowyoureachequilib-
rium andwhatsomeoftheproblemsarewithreachingequilibrium.
Partisanmutualadjustmentisessentiallyabouttheadjustmentofparti-
sansastheytrytonegotiatepoliciesinadirectionthatmaximizestheir
objectives.
Sothesepartisansaredecision-makersinsociety.Theycanbe

individuals.Theycanbeinstitutions.Theycanbethepress.Theycan
bethejudiciary.Theycanbejustanindividualwhowantsmoremoney
asaresultofsomekindoftaxcut.
Whatweargueisthatpartisanmutualadjustmentactuallyendsup

limitingthesetofpoliciesthatcanbeimplemented.Themorepartisans
youhavethathaveavoiceandthathavesomepowerwithinthe
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system,whichyoutendtoseetoagreaterdegreeindemocraticre-
gimes,themorelimitedisthesetofoutcomesthatyoucangetatthe
endoftheday.Ihopeitisnotaverycontroversialthingbutifitis,
Iwouldbegladtoargueitout.

So,letuslookatwhatdemocraticregimeswouldlooklikeunder
thismodel.Indemocracies,whatyouhave,iscompetitiveness.Youhave
competitivenessinpoliticalparticipation;youhavemanyparticipants
whoarevyingforpower.Youhaveopennessofexecutiverecruitment.
Usuallytheprocessisrelativelyopen.Youhaveconstraintsonthe
actionsofthechiefexecutive.Sothechiefexecutive�sactionsarecon-
strainedbyallthecompetinginterestsinsocietythatcouldultimately
costhisorherpower,ortheirpoweriftheyareagroup,iftheydonot
actinsomekindofoptimalmanner.
Theemphasisintheregimeisagreementbynon-coercivepersua-

sion.Sowearegoingtotryandbargain.Wecannotkilleachotherin
ademocraticregime,becausetherearelaws,andtherearechecksand
balancesandsoon.Sooneofthethingsthatwearegoingtohaveto
doistotryandnegotiateasolution.Thisisakeyfeatureofdemocracy
andthisissomethingthatLindblom spendsalotoftimeoninhis
work.
Theconsequenceofthisisaconstrainedpolicyagenda,andwhat

youusuallyseecomingoutoftheseprocessesisfamiliareconomic
policieswithpredictableconsequences.Theprocessitselfisdecentral-
ized.Itisdiversified.Therearemany,manydifferentparticipantsinthe
process,partisansthatparticipate.ThisprocessiswhatLindblom calls
partisanmutualadjustment.Sotheoutcomeofallofthis,amongother
things,ispoliciesthatencouragestablegrowth.
Bycontrast,ifyoulookatnon-democraticregimes,youhavelim-

itedcompetitivenessinthepoliticalarenainthesensethatImentioned
inthedemocraticdescription.So,youhavelimitedcompetitivenessin
termsofpoliticalparticipation,intermsofopennessofexecutiverecruit-
ment(veryoftenitiscompletelyclosed),intermsofconstraintsonthe
chiefexecutive.Veryofteninauthoritarianregimes,infactthatisone
ofthedefinitionsofanauthoritarianregime,youdonothaveconstraints
ormanyconstraintsontheactionsoftheexecutive.Youhaveagree-
ment,butithappensveryoftenviacoercivepersuasion.Ifyoudonot
dothis,Iwillthrowyouintojailfortherestofyourlife,killyou,or
dosomethinglikethat.
Asaconsequence,thepolicyagendatendstobelessconstrained.

Inthissituation,ofcourseyoucanhavefamiliarpolicies.Thereis
nothingthatstopsanauthoritarianregimefrom implementingfamiliar
policies.Butoneofthedifferencesbetweentheauthoritariananddemo-
craticregimeisthatyoucanhaveunfamiliareconomicpolicies.The
consequencesofthiscanbepredictableortheycanbeunpredictable.
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Thisisoneofthethingsthatdifferentiatesauthoritarianfromdemo-
craticregimes.Thepolicymakingprocesstendstobemorecentralized
andlessdiversified.Theprocessusuallyinvolvesfiatoramorelimited
formofpartisanmutualadjustment.

Theoutcomeofthiscanbepoliciesthatcanencourageextremely
rapidorslow growth,andpoliciesthatcanbemuchlessstablethan
theymightbeinthedemocraticregime.

OneofthemajorpointsinLindblom�swork,hisreallyfamous
book,wasactuallytitled,�TheIntelligenceofDemocracy.�Hisargument
wasthatindemocraticregimespolicyoutcomestendtobemoreintelli-
gentbecausethepolicyformationprocessinvolvesmanymorevoices.
Therefore,anyproblemistackledinademocraticregimefromamuch
largervarietyofangles.Youseealltheprosandconsofthepolicy
beforesocietyreachessomelevelofconsensus.

Thisisanotherveryinterestinganglethatwecanlookatwhenwe
talkabouttheeconomicsofdiversity.A system thatadmitsalarger
diversityofvoices,atleastbyLindblom�sargument,wouldlikelytend
tohavemoreintelligentoutcomes.

Sowhatisourmodel.Ourmodelisoneofpartisanmutualadjust-
ment.Youhavemanypartisans.Theprocessresultsinsomekindof
meanpolicypositionandspecificfunctionalforms,andallthatobvi-
ouslywillaffecthow themodelcomesout.Weprovideonethatis
fairlyrestrictiveandmakessomefairlystrongassumptions.Butitis
probablygeneralizableinsomewaydependingonhowyoudevelopthe
notionofconvergencetosomekindofmeanposition.

Thereisadiversificationeffect.Inotherwords,partisansactas
buffersagainstoneanother.Ifaparticularpartisanwantsapolicythat
isveryextremeinsomedirectionortheother,chancesarethereare
goingtobeotherpartisansthatbufferthatinfluence.
Asyouhavemoreandmorepartisaninvolvement,youaregoingto

havemorediversityandmoreofthisbuffering.WhenIsaybuffering,
Iamsayingitinthesenseoffinance.Ifyouhaveworkedonportfolio
theory,thatisthekindofbufferingwearetalkingabout.Wearetalking
aboutdiversification.

Sothepredictionofthiswholemodelisthatpolicyoutcomes
shouldshowportfolio-likecharacteristics.Theyshouldshowdiversified
portfolio-likecharacteristicsindemocracies,andundiversifiedportfolio-
likecharacteristicsinauthoritarianregimes.
Now wemakeabigjump.Thisisajumpthatweareactually

workingtoaddressinafollow-uppaper.Wearegoingtouseeconomic
growthandinstabilityasanoutcomevariable.Now,clearlygrowthis
determinedbymanyfactors.Oneofthethingswetriedtodoempiri-
callyistoputincontrolsforotherthingsthatmightdrivepatternsin
growth.ButIthinkabetterwaytostudythisquestionwouldbetolook
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atvariablesthataremorecloselylinkedtopolicy.Currentlyweare
lookingatvariableslikeexpenditureonsocialwelfare,whichisvery
directlydeterminedbypolicy.Weareaskingsimilarquestionsabout
whetherweseeportfolio-likepatternsinthatvariable.

Butwhataretheempiricalpredictions?Ourempiricalpredictions
arebasedonMarkowitz�sportfoliotheory,hisclassicbookof1959,

�ModernPortfolioTheory.�Itwasbasedonaseriesofpapersthat
precededitintheearly1950s.Someofthemaretechnical.Onecame
outintheNavalResearchLogisticsQuarterly.Butbasicallywhathe
demonstratedisthatforanyunderlyinguniverseofassets,allcombina-
tionsofriskandreturnwhereriskisdefinedasthevariabilityofthe
returnmustliewithinaconvexfrontier.

Whatwepredictisthattotheextentthatgrowthistheoutcomeof
thesekindsofportfoliophenomena,thenthemeanrateofgrowthwhich
istheanalogueofreturninthefinanceliteratureandthevariabilityof
therateofgrowthwhichistheanalogueofthestandarddeviationofthe
returnonanassetportfolio,shouldshowaspecificrelationship.Combi-
nationsofgrowthandinstabilityshouldhavepropertiesthataresimilar
tocombinationsofreturnandriskthatyouseewithassetportfolios.

Furthermore,infinance,themorediversifiedtheportfoliois,the
morestableisgoingtobetherateofreturnonthatportfolio.Inorder
words,diversifiedportfolioswilltendtoclumpontheleftsideofthe
diagram,representinglow risk,butalsoalimitedrangeofreturns.
Undiversifiedportfolioswilltendtohaveamuchhigherlevelofrisk,
higherinstability,butpotentially,moreextremeoutcomes,extremely
highreturns,extremelylowreturnsandeverythinginbetweenalso,so
therangeislarger.
Thisdiagramrepresentstenyearepisodesofgrowthandinstability

forawholeseriesofcountries.ThiswasbasedonWorldBankdata.
Thereare417observationswhichiswhatwewereabletodigoutof
theWorldBankdataset.Theseareonedecadeobservationsofgrowth
andinstabilityforawholesetofeconomies.
Dependingonhowyouinterpretthis,thereissomesensethatthese

extremeoutcomesbendingdownwardoverhereandbendingbackward
overthere.Somaybethereissomesortofvisualevidence(forwhatit
isworth)thatthereissomekindofconvexfrontierhere.
Intermsoftheempiricalinvestigationofthisproposition,thefirst

andmostimportantquestionis:Isthereaconvexfrontier?Weuse
growthdatafromtheWorldBank.Weusethreecomplementarymeth-
odsbecauseitturnsoutthatwhenyouareempiricallytryingtolookfor
aconvexfrontier,bydefinition,anysetofpointsisgoingtohavea
frontier,andiscontainedwithinaconvexhalf.Thisisawell-known
theorem.

Soofcourse,ifyoutryhardenough,youaregoingtofinda
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convexfrontieronanyscatterplot.Sowhatwedoistousethree
differentmethodstolookforevidencethatthereisafrontierandthat
thisfrontierisconvex.Iwillnotgointotoomuchdetailaboutthis.But
whatwefindbyandlargeisthateachoneofthesemethodstellsus
somethingslightlydifferentaboutwhetherthereisevidenceforaconvex
frontier.Thefindingsfromallthreeareconsistentwithaconvexfrontier
thatenclosesgrowthandinstabilitycombinations.

Oneofthemethodsisleastusefulintermsoftryingtotesthy-
pothesisaboutwhetherthereisafrontier.Butintermsoftryingto
estimatetheshapeofthefrontier,itisthemostuseful.Itiscalleddata
envelopmentanalysis.Itusescomputationalgeometry.Whatitessentially
doesistosaythatthereareactuallygeometricwaysbywhichyoucan
taketheoutermostobservationsofascatterplot.Then,youcantakethe
nextsetofoutermostobservationsandthenthenextone.Wedidthat
repeatedlyandthesearethehullsthatwemanagedtopeeloffour
dataset.Weusethistoestimatetheshapeoftheconvexfrontier
Now,youarealwaysgoingtofindaconvexfrontier.So,wedid

notusethistotestanyhypothesisaboutconvexity;weusedthetwo
othermethodstotestthat.Thisismoreeffectivejustforlookingatthe
shapeofthisfrontier.

Thenextquestionis:Isdemocracyadeterminantorisitatleast
associatedwithincreasedstability?Inotherwords,ifyoulookata
figure,dowetendtoseethemoredemocraticregimesclusteredtothe
leftsideofthisdiagram?Dowetendtoseethelessdemocraticregimes
ontheothersideofthediagram?

Again,therearemanydifferentwaysinwhichyoucantestthis.
Weactuallyhaveanumberofvariablesthathavebeenusedinthe
politicalscienceliteratureasproxiesforlevelofdemocracy.Wepresent
twoofthem,andathirdonethatweuseaswell.Oneofthem isa
measureofpoliticalcompetitioninsocietyandanotheristhedegreeto
whichtheexecutiveisconstrained.Soweusetheseasmeasuresof
democracy.

Weusevariousmeasuresofstability.Onemeasureofstability,the
mostcommonlyusedonethatyouseeintheQuinnandWoolleypaper,
andtheRodrikpaperisthestandarddeviationoftherateofeconomic
growth.Thatisacommonone.

Butthestandarddeviationoftherateofgrowthrelativetothe
minimumpossiblestandarddeviationoftherateofeconomicgrowthis
conditionedontheactualrateofeconomicgrowththatthecountryhas.
Soanotherwaytothinkabouthow wellacountryisdoingorhow
stableitisrelativetowhatitcouldbe,isnotjustthestandarddevia-
tion,buthowmuchmoreunstablethegrowthisthanitcouldbegiven
therateofeconomicgrowth.Wecallthisthehorizontaldistancefrom
thefrontier.
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Weusethisasanothermeasureofinstability,namelyhowunstable
areyourelativetothebeststabilitysituationthatyoucouldbeat.We
runafewmodels,andweuseawholesetofstandardcontrolvariables
whichareinatableinthepaper,totryandflushoutotherpossible
confoundingeffects.

Whatwefindrepeatedlyforallthedifferentmeasuresofdemoc-
racy,andwealsofoundthisforavarietyofcombinationsofthese
controlvariables,isthatdemocracyisinfactassociatedwithstability.
Thehigheristhelevelofdemocracy,themorestablethecountrytends
tobe.ThisiscontrollingforvariableslikepercapitaGDP,because
democraticregimestendtohavehigherpercapitaincomecountriesand
soon.
Sowhataretheconclusions?Ourconclusionisthatregimetype

doesmatterbuttherelationshipisanon-monotonicrelationshipandit
isnotaone-to-onerelationship.Wearetalkingaboutafrontierrelation-
ship.Fortheseoutcomesofgrowthandinstability,itisnotlikeyou
havegotalinethatsayshighergrowth,higherinstability;orhigher
democracy,higherinstability;oranyofthat.Weareactuallytalking
aboutrangesofoutcomesandlevelsofinstabilityinrelationtothe
underlyinginstitutionalstructure.Thisisnotyourtraditionalnotionofa
relationshipbetweendemocracyandgrowthpatterns.

Sowhatareourconclusions?Inauthoritarianregimes,youhave
lowlevelsofpartisanmutualadjustment,youtendtohavelessnegotia-
tion,thereisagreaterlikelihoodthatuninformedanduntriedpolicies
willarise.Theyarepossible.Youaremorelikelytohaveextremely
positiveornegativeoutcomes.Youcanhaveintermediateoutcomesas
well.Butinauthoritarianregimesyouaremorelikelytoseeextreme
outcomesaswell.
Indemocraciesyoutendtohaveahigherdegreeofpartisanmutual

adjustment.Youtendtohaveamoreextensive,protractedsometimes
negotiationprocess.Theretendstobeanimplicitcautionofpolicy
makers.Youtendtohavemoreinformedandtriedeconomicpolicies,a
laLindblom�s�IntelligenceofDemocracy.�Youtendtohavestable
outcomesthattendtobelessextremethanyouseeinauthoritarian
regimes.
Asabroadercontributionofthestudy,wereviveandexpandupon

CharlesLindblom�swork.Oneofthecritiqueswehavereceivedwas
thatLindblom didhisworkinthe1960s.Thereforebyimplication,
somehowitisworthless.Weactuallyfeelverystronglyintheopposite
direction.Itprovidesnewinsights,wethink,intothedemocraticprocess,
anditalsoprovidesanexplanationabouthow andwhyregimetype
drivesdifferentpolicyoutcomes.

Weuseaformalportfoliotheoreticmodelfromfinanceandweare
continuingtoworkonthisfromsomeunderlyingnotionsabouthowthe
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negotiationhappens.Theformalportfoliotheoreticmodeldrawsan
analogybetweendemocraticregimesandwell-diversifiedfinancialport-
folios.Oneoftheotherfindingsisthatthereareactuallyupperand
lowerboundariesfortherateofeconomicgrowth,whichisapointthat
isnotexplicitlymadeinmostoftheworkongrowththeory.
Wecanactuallycharacterizetheuniverseofpossibilitiesintermsof

growthandinstabilityusingthisMarkowitz-typeoffrontier.Thenfi-
nally,diversity,andthisistocomebacktothepointofthisconference,
atleastinthismodel,diversityisbeneficialforstability.
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6 Comment

AkbarNoman
AdjunctProfessor
SchoolofInternationalandPublicAffairs
ColumbiaUniversity

IthinkthisisaveryinterestingpaperandIenjoyedreadingit.The
paperverynicelydoesbotha)defineoroutlinesthefrontierofthe
literatureandb)alsopushesoutthefrontierofthisliteratureonregime
type-inthesenseofdemocracyornot-andeconomicperformance.
Therehasbeenquiteamushroomingofthisliteratureinthelast10-15
years.Itgoesbackmuchfurtherthough,especiallyintheworkof
modernizationtheoristsofthe1950sandearly1960swhopositeda
profoundtensionbetweendemocracyanddevelopment,andarguedthat
whatdevelopmentneededwasamanonhorsebacklikeGeneralParkof
KoreaorFieldMarshallAyubofPakistanandsoon,whichwasused
tojustifymanymilitarycoupsandsupportforallmannerofmilitary
regimesbyavoweddemocracies.

Thebottom lineofthisliteratureasthepapernotesisfirstthat
democracyisaninsuranceagainsteconomiccollapses.Thestronger
claimthat,democracyisnotnecessarilyinimicaltogrowthisalsofairly
widelyaccepted.ButasChandraandRudrapointoutquiterightly,this
isaverycomplicatedrelationshipwhereindeedifyouwanttoget
growthbeyondacertainpoint,youmayneedtomoveawayfrom de-
mocracy,itlimitsyourpossibility,itmaywellbenecessarynottobe
ademocracytobeatthe�growthfrontier�.Therearelotsofproblems
withthiseconometricliteratureasisusualwithcrosscountryregression
exercises:theresultsarehighlysensitivetospecifications,timeperiods,
countrycoverage,oftenleadingtoalotofnoiseandconfusion.For
example,onemajorproblem withsomeofthesekindsofeconometric
studieswasthattheresultsdependedonwhetherdevelopedcountries
wereincludedornot.SimilarlytheresultsdependedonwhetherAfrica
wasincludedornot.Ifmymemoryservesmeright,Ithinkthevery
firststudyofthiskinddoneattheWorldBankwasabackgroundpaper
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foraWorldDevelopmentReportsome15orsoyearsago(Ithink
SurjitBhallawastheauthor).Myrecollectionisthatpapershoweda
strongpositiverelationshipbetweendemocracyandgrowthbutifyou
tookoutAfrica,nothingwasleftoftherelationship.ChandraandRudra
arewellawareofsuchandotherpitfallsofthisliteratureandtakecare
toavoidorminimizethem.Theirsisahighlysophisticatedexercise
whichcontrolsforallmannerofcontingenciesandstillfindsthatthe
basicresultshold:democracyisindeedaprettygoodinsuranceagainst
economiccatastrophesandnotinimicaltoreasonablyrapidgrowth.
Moreover,ChandraandRudragobehindtheveilofeconometricsto
revealtheunderlyingpoliticaleconomythatcouldexplaintheresults.
Inotherwords,thepaperisatthefrontier,indeedpushesthe

frontier.Thatisobviouslygoodnewsbutthereisalsobadnewsinthat
Icannotseeitbeingpushedmuchfurtherwiththiskindofanalysisof
regimetypeandgrowthandhencethereturnstofurtherresearchalong
theselinesarelikelytobemodestanddiminishveryrapidly.
HencethequestionsthatarisesandtheonesIwouldliketospend

abitoftimeonarewhatkindofregimetypes,whattypologiesshould
webefocusingon,whatissalientfromthepointofviewofthisproject
oneconomicsofdiversity.Ithinkthereisaveryrichmenuofwhatto
bedoneinthisregardonthisproject.TheChanadraandRudrapaper
servesthevaluablefunctionofstimulatingthinkingonwhatthenext
frontiershouldbeinstudyingthediversityofnations.

Onetypeofdiversityamongstcountriesthatishighlyrelevantto
policyisthatofregimetypeintermsofwhetherandtowhatextenta
stateisdevelopmental.Futureresearchonthenotionofadevelopmental
state,howdevelopmentalastateis,theparsingofthenotionandthe
conceptofaquasi-developmentalstatewhichisnotquiteliketheEast
Asiandevelopmentalstate-whichinanycaseissomewhatidealized
andexaggerated-JapanandKorea,forexampleweremoremessyin
there�developmentalist�phasethantheidealizedEastAsianstate.The
democracy-growthliteraturespeaksofacontinuum ofregimetypesin
termsofdemocracy,authoritarianandquasi-democracies,similarlycanwe
distinguishdevelopmental,quasi-developmentalandnon-developmental
regimes,howmightwedefinethem,whatmightbethecriteria?
ThisrelatestoaveryimportantpointthatProfessorHinomade

earlieraboutthedangerofabandoningtheWashingtonConsensuswith-
outreplacingitwithanythingwhichIwanttocometoinaminute.
First,Iwouldliketonotethattheissueofthe�developmentalism�of
statesiscloselyrelatedtothegovernanceagendawhichhasbecomeso
prominentinrecentyears.Howandwheredoyouputcountriesonthe
governancespectrum.Nowthiswholegovernanceagendarequiresalot
morework,thereisalotofpieintheskyinthis,allmannerofgood
thingsareoftencombinedintoanagendathatrunstheriskofmaking
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thepursuitofthebesttheenemyofthegood.Nobodyisforcorruption,
howcanyoubeforcorruption,itislikebeingagainstmotherhood.But
theagendarequiresalotmoreparsingandalotmoreidentificationof
whatconstitutesappropriategovernance.Whatistherelevantdimension
ofgovernanceinanyparticularcontext?Thereisnosuchthingaszero
corruption;itisnotpossible.Ithasneverbeenachievedanditcannot
beachieved.Alsoifabsenceofcorruptionisnecessaryfordevelopment
therewouldbenodevelopedcountriestoday.Infactinasense,none
oftherichcountriesoftodaydevelopedasdemocracieseither,noneof
themweredemocraciesduringtheir�developing�phase:womendidnot
havetherighttovoteuntilaverylatestage,andthereweremanyother
restrictionsonthefranchise;basicallywhitemalepropertyownerswere
forlongperiodsthesolebeneficiariesofdemocraticrightsinmost
developedcountries.

Similarlythewholequestionofcorruption,isaverycomplexone.
Fromtheperspectiveofdevelopmentorintegrationintotheglobalecon-
omytheissueisoneofhowrentsareallocatedinasociety.Thereare
alwaysrentsinaneconomy,sinceaperfectlycompetitiveeconomy
cannotexist.
Theissueiswhatkindofactivitiesattractrentsandhow those

rentsareused,whataretheincentivesforinvesting,dorentsendupin
capitalflightashappenedinRussiawithacombinationofanopen
capitalaccount,weakpropertyrightsandaprivatizationprocesswhich
amountedtotheft,ordoyouhavesystemswhichweremoretypicalin
EastAsiainwhichtherentswereusedtoencourageinvestment,andto
directinvestmenttomanufacturing.

SoIthinktheissueofregimetypesordiversityinhowrentsare
generated,whataretheincentivesforhowtheyareutilizedcouldbea
veryimportantwaytotrytoparsethegovernanceagenda.Thereare
corruptgovernmentswhichdeliverdevelopment;indeedthemostrapidly
growingeconomiesintheworldtoday,China,Vietnam,India,arebyno
means,freeofcorruption.Butthenthereisalsokleptocraticcorruption
whichcorrodesorevendevastatesaneconomy.

AllthishasabearingonthepointthatProfessorHinoraised.Does
anythinggoifyoudismisstheWashingtonConsensus?Thisisavery
goodquestionandarealriskunlesswecomeupwithananalysis
matchingcountrydiversitywiththediversityofappropriatepolicies.
Clearlytherearemanyaspectstothediversityofcountrycontexts.In
additiontotheonenotedaboveconcerningdevelopmentalismandgov-
ernance,thereisthediversityinsuchdimensionsasthestageofdevel-
opment,the size ofthe economy,the institutionaland physical
infrastructure:alltheseareveryimportantfordeterminingwhatkindof
policies,whatkindofinterventionsarelikelytobeeffectiveornotin
particularcontext.
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Forexample,apoorinfrastructurecouldmeanthatthesupply
responsetotradeliberalizationisweakornon-existent,andthatimplies
thattradeliberalizationmustbeaccompaniedbyaid-for-tradetypeof
policies.SoIthinkthediversityofcountrycharacteristicsintermsof
size,geography,indeed,stageofdevelopment,areallalsorelevantfor
learninglessonsforpolicyfromsaytheexperienceofEastAsia.China�s
experience,forexample,cannotbeofmuchrelevanceformanycoun-
triessimplybecauseitsverysizeallowsittopursuecertainpolicies
whicharenotpossibleforsmallcountriestoadopt.
Whenoneseekstodrawpolicylessons,includingnotablyinterms

ofhowtointegratesuccessfullyintotheglobaleconomytominimize
thelossesandtomaximizethegainsfromglobalization,muchdepends
oncountrycharacteristics.

SoIthinkthatthisnotionofdiversityofcountrycontextsisvital
foraddressingmanyissuesthatariseindesigningeconomicpolicies.
Thebasicandoverarchingquestionoftherightbalancebetweenthe
marketandthestateisacontextualmatter,itdependsonthetypeof
economy.Inthatveryimportantsense,ananalysisofeconomicdiversity
offersaveryrichandrewardingagendaforfutureresearch.

AkbarNoman58



7 DiversityofNationsandDeviations
fromMarketPrinciples:CaseofEgypt

AhmedFaroukGhoneim1

AssociateProfessor
DepartmentofEconomics
FacultyofEconomicsandPoliticalScience
CairoUniversity

1.Introduction

Theworldeconomyhasbeeninastateoffluxforthelastfifty
years,experiencingseveralchangesatanacceleratedpace.Marketecon-
omydoesnotseemtobesolvingtheillsofgrowthanddevelopmentas
hasbeenadvocatedbyinternationalorganizations.Severalmeasureson
theeconomic,political,andinstitutionallevelsneedtobepresentto
ensureapositiveoutcomeofmarketeconomypolicies.Traditionaltools
identifiedbyclassicaleconomistsandadoptedbyinternationalinstitu-
tions(includingWorldBank,InternationalMonetaryFund,andWorld
TradeOrganization)donotseem tobeaccommodatingsuchchanges.
Therecentfoodcrisisaswellasthefinancialcrisiswhicharestill
unfoldingrevealedthattraditionalmeansofdealingwitheconomiccrisis
arenotanymorerelevantindealingwitheconomicchanges.Ifone
followsthehistoricaldevelopmentpathsofdifferentcountries,he/she
findsdiversityinthemeansadoptedfordevelopmentandgrowthis
ratherthenorm thanadoptingaonesingleformulaapproachrecom-
mendedbyinternationalorganizations.

AsidentifiedbytheCommissiononGrowthandDevelopment
(2008)eachcountryhasitsownspecificcharacteristicsandhistorical
experienceswhichmustbereflectedinitsgrowthstrategy.Chang(2002)
challenged theconventionalfreemarketpoliciesencouraged to be
adoptedbyinternationalorganizations.Heidentifiedthatcountriesthat
arenow developedhaveadoptedseveralprotectionistmeasuresduring
theirearlydaysofdevelopment,whichdifferedinnature,time,and
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extentofgovernment�sintervention.Moreover,Rodrik(2007)hasem-
phasizedthattherearemanyalternativestogrowthwhichhasbeen
reflectedinhismainthemeofhislatestbookOneEconomicsMany
Recipes:Globalization,Institutions,and Economic Growth.Rodrik
(2007)pinpointedtheimportanceofwhathecalledlocalknowledgein
shapingtheinstitutionsnecessaryforeconomicgrowth.
Thisshortpaperstartsfromtheassumptionthatthereisaneedfor

establishinganewdiscipline�EconomicsofDiversity�.Itdiscussesthe
aspectsneededtobetakenintoconsiderationinthisnewdisciplineto
provideacomprehensiveframeworkcapableofanalyzingandinvestigat-
ing thegrowth and developmentprocessesofdifferenteconomies.
Moreover,itidentifiestheissuesthat�EconomicsofDiversity�should
focusuponinitsresearchagenda.ThestudythenfocusesonEgyptas
acasestudywhichpointsoutthemainelementsofdiversityindifferent
economicphenomenaintheEgyptiancontext.Finally,thestudyprovides
asuggestedresearchagendaforEconomicsofDiversitybasedonthe
anecdotalevidenceoftheEgyptianeconomy.

2.IssuesWhichEconomicsofDiversityCanFocuson

Inthissectionweidentifyanumberofissuesthatwebelievea
newdiscipline,�EconomicsofDiversity,�shouldtackleinitsresearch
agenda.Itisimportanttonotethatsuchissuesdonotconstitutean
exhaustivelist,burrathertheyrepresentoneresearcher�spointofview.

a)Factorsthataffecthowmarketeconomyperforms:
Amongthesetofvariablesthathavenotbeentestedtounderstand

whyfreemarketpoliciesleadtodifferentoutcomesindifferentcountries
arethosethataffecteconomicgrowth.Inotherwords,thevariablesused
intheeconomicgrowthliterature,suchasdemocracy,humancapital,
ruleoflaw,inflation,costsofmarketinformation,organizationalchanges
thatcausemarketimperfections(seeforexampleBarro,1997;Northand
Thomas,1973),arelikelytohaveanimpactonthefunctioningofthe
marketeconomywhetherintheirownmeritsorcollectively.

Ithasnotbeentestedifthesevariablecouldhelpunderstandwhy
freemarketpoliciesperformdifferentlyindifferentcountriesandsetups.
Forexample,doeshumancapitalhaveaneffectonthefunctioningof
marketpolicies?Andinwhatway?Theproblemthatariseshereishow
tomeasuretheperformanceofmarketeconomyandjudgewhetheritis
performingefficientlyornot.Hence,variablesthateconomistsincluded
intheirregressionstoexplainthemainfactorsaffectingeconomic
growtharelikelytohaveanimpactaswellonfunctioningofmarket
economy.Theoutcomeofmarketeconomypoliciesmightdiffersubstan-
tiallyfromoneeconomytoanotherdependingonthequalityofhuman
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capitalorthedegreeofruleoflaworanyoftheaforementionedvari-
ables.Suchaspectsofeconomicresearchshouldrepresentoneofthe
mainpillarsof�EconomicsofDiversity�.

b)Institutionalaspects:
Theremightbeahugedivergencebetweenprivateandsocialre-

turnsduetoweakpropertyrights(asexplainedbyNorthandThomas,
1973).Thiscouldbeduetolackoftechniquesthatovercomethefree
riderproblem orbecausebenefitsofenforcingpropertyrightscould
exceedthosetoanygrouporindividual.

Rodrik(2008)identifiedthatthereisaneedtorevisitourunder-
standingofinstitutions.Chang(2002)pointedoutthatthereisaneedto
revisittheinstitutionspromotedbyinternationalorganizationssuchas
ruleoflaw,protectionofpropertyrights,corporategovernance,etc.
Usinganecdotalexamples,Rodrik(2008)explainedthattheobjectiveof
desirableinstitutionsmightbeclear(includingsecurityofproperty
rights,enforcingofcontracts,stimulatingentrepreneurship,supplying
socialsafetynets,etc.),buttheissuethatremainsnotanswerediswhat
kindofinstitutionsshouldbeadoptedtoachievesuchaims.And
whethersuchinstitutionswillmakemarketeconomyperform better,or
itwillcreateanalternativemechanism formarketeconomy.Thefunc-
tioningofmarketeconomyisverymuchlikelytobeaffectedbyinsti-
tutions,includingtheirnature,design,costsofimplementation,andthe
extentoftheiradaptabilitytothesociety�sneeds.

Inaddition,institutionsthemselvesmightbeanoutcomeofeco-
nomicdevelopmentandnotaconditionforit.Theabilitytoenforce
institutionsisacrucialelementthatneedstobeconsidered.Suchaspects
relatedtoinstitutionsshouldconstituteanothermainelementforstudy
withinthecontextof�EconomicsofDiversity�.

c)Secondbestinstitutions(e.g.culture):
Buildingonthedivergenceofinstitutionalandculturalsetupsin

countries,aswellasthediversityofeconomicobjectivesandconstraints,
Rodrik(2008)reachedtheconclusionthattheinstitutionspromotedby
theinternationalorganizationsmightnotbethebestinservingthe
interestsofdevelopingcountries.Hecoinedtheterm�secondbestinsti-
tutions�.Itisthosesecondbestinstitutionsthat�EconomicsofDiver-
sity�shouldfocusontounderstandhowcountriescanreachorfailto
reachcertaingoals,andyetachieveacertainstableeconomicandsocial
equilibrium status.Wedonotarguethatculturalaspectsaffectgrowth
anddevelopment,asthishasbeenanissuehighlysubjecttodebate
withoutconclusiveresults.Ratherwearguethatmarketeconomypoli-
ciesandoutcomesareaffectedby,andaffectculturalnormsasan
exampleofsecondbestinstitutions.Theinteractionbetweensecondbest
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institutionsandmarketeconomyneedstobebetterresearched.

d)IssuesthathavebeenneglectedbyOrthodoxmainstreameconomists:
EconomicsofDiversityshouldfocusonissuesthataredebatableon

themacrolevelaswell.Forexample,tillnowthereislackofconsensus
onwhattypeofexchangeregimeshouldasmalldevelopingcountry
adopt,orwhetheritshouldhaveanopencapitalaccountornot,orwhat
kindofprudentialregulationsshouldbeadoptedbydevelopingcountries�
financialsystems.Whatkindofindustrialandtechnologicalpolicies
shouldbeadoptedbydevelopingcountriesisanotherquestionthatre-
quirestobetackled.Towhatextentshouldtradeliberalizationgo?This
isanotherimportantexample,whichhasbeenchallengedseriouslyby
Chang(2002).
RecentcrisisintheworldreaffirmedthatBretonWoodsInstitutions

mighthavegottheWashingtonConsensuswrong,especiallyaswe
experiencetheunfoldingofthefinancialcrisis.Finally,asarguedby
lateEconomistMancurOlson(1965;1982)theroleoflobbiesand
interestgroups,especiallywhencomplementedbysocialconditions,play
aroleinaffectingmarketperformanceandeconomicgrowth.Whatrole
can�EconomicsofDiversity�playinthisregardtoexplainthedifferent
outcomesofdifferentcountries?Itisnecessarytotakeintoconsideration
severaleconomicandnon-economicvariablestobeabletolearnsome
fruitfullessons.Thestudiesthathavetackledthisissuesofarhave
focusedontheeconomicreasons,andmainlymacroeconomicfactors,
andthatiswhyithasbeendifficulttodraw lessons.�Economicsof
Diversity�should fillthisvoid and addresssuch issuesin non-
conventionalmanner.

3.AnecdotalExamplesfrom Egypt:

a)Socialsafety-nets
Egyptsuffersfromtheabsenceofformalefficientsocialsafetynets

thatareabletohandleeconomicreforms(e.g.weaksocialsecurity
system,inefficienthealthinsurancesystem,andabsenceofunemploy-
mentbenefits).Asaresult,informalinstitutionsintheform offamily
andreligioustiesappearedtoovercomethiseconomicinstitutionalfail-
ure.Suchinformalinstitutionshadtheirprosandconsfrom social,
economicandpoliticalpointofviews.
Amongthepositiveeffectsoftheinformalinstitutionswastoen-

hancetheabilityoftheGovernmentofEgypt(GOE)toundertakemajor
economicreformswhichboostedinflationandunemploymentwithout
havingtocauseriotsfromthepopulation.However,thesustainabilityof
suchsecondbestinstitutionsissubjecttoquestion,anissuethatRodrik
(2008)didnottackle.Heretheanswerisdifficultasitdepends(as
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economistsliketoassume)onvariouspolitical-economyfactorswhich
increasethedegreeofuncertainty.Moreover,theboundariesofsuch
secondbestinstitutionsarefragile.Forexample,itmightbethecase
thatsecondbestinstitutionscanservetheinterestsofsomeEgyptians,
butitisunlikelytocontinuelikethisforallsegmentsofthesociety.It
mightbethecasethatsuchinstitutionsservedtheeconomicinterestsof
thegovernmentatacertainperiodoftime,butitcanbackfireasitcan
havenegativepoliticaland/orsocialconsequencesthatcaneliminateany
economicbenefits(e.g.thehegemonyofreligiousfundamentalistgroups
onsuchsocialsafetynets,andtheinabilityofthegovernmenttoreach
thesegmentswhichneedstobesubsidizedincasethereisaliftingof
prevailingindirectsubsidies).

Thereisaneedinthisregardtoevaluatetheroleofsuchsecond
bestinstitutionsinachievingdifferenteconomicgoalstogetherwiththeir
sustainability,andtheirsocialandpoliticaleffects.Moreover,thereisa
needtoinvestigatewhycertaininstitutionsareadoptedbycertainsocie-
tiesatdifferenttimes,andwhytheadoptionofsimilarinstitutionsleads
todifferentresultsindifferentcountries.

b)Doesculturematter?
InthecaseofEgypt,aswellasothercountries,itdoes,especially

whenformalinstitutionsareweakorabsent.Forexample,itislikelyto
bethecasethatculturemattersmoreincountrieswhereruleoflawis
weak.Max Webberand afterwardseconomistssuch asBenjamin
Friedman(2005)andDavidLandesarguedthatitdoes.Thatisthe
reasontheProtestantswereabletosucceed.Itendtodisagreewiththis
argument,atleastinthecaseofEgyptbecausethequestionthatremains
unanswerediswhichtypesofattitudes,norms,andbehaviorsaremore
conducivetoeconomicgrowth.Thisquestionisdifficulttoanswer.
InEgypt,culturemattersA LOTanditismoreimportantthan

formalinstitutions.However,itworksbothways.Itactsasanengine
forsuccesswhenproperlyutilized,andactsasskyrocketofdestruction
whenimproperlyused.Examplesincludefosteringinvestments.Large
playersinthemarketwiththeirwellconnectedpoliticalties(atthehigh
levelaswellastheimplementationlevel)canreducetremendouslytheir
transactioncosts(somethingfavorable)andovercomeanybureaucracy.
However,thesamepeoplecandeternewentrantsbuildingonsuchties,
regardlessofthelawsenacted(whichnegativelyaffecteconomicgrowth
andfunctioningofthemarket).Inotherwords,secondbestinstitutions
canworkbothways.Thedeterminingeffectis,liketheeconomichisto-
riansusedtosay,whenyouhaveadictator,hecanbeadestructorand
canbebenevolent.Inthiscaseculturecanactbothways,anditisitself
largelydeterminedbythedegreeofdevelopmentofthecountry.
Egyptisnotamultiethniccountry.Itisratherahomogenous
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countrywhereminoritiesprevailinminorsegments.Someconsider
Christiansasaminority(10% ofthemajorityMoslempopulation),and
lessthan1% areconsideredBedouins.Economicpoliciesdonotaffect
negativelyorpositivelysuchminorities.Therearesuccessstoriesfor
Christians(infacttherichestmaninEgyptisChristian),butitcannot
beconsideredasaphenomenoninEgyptthatChristians(asaminority),
arebehavingbetterintermsofhavinghigherentrepreneurialskills.
Anotherexampleofhowculturecanaffectmarketpoliciesisre-

latedtohowtheGOEbroketheviciouscircleoflackofconfidencein
theexchangerateregimethathadbeenadopted.Egyptusedtoadopta
fixedexchangerateregime,howeversince1997therewasaneedfor
devaluation,whichthepoliticalleadershiprefused.In2001,thesituation
wasrelativelybadandforeignexchangereserveshaddeclinedsignifi-
cantly.Aseriesofdevaluationswerecarriedout,howevertherewasa
lackofconfidenceamongthepopulation.Theresultwasalwaysthe
blackmarketoutpacingtheannouncementofdevaluation.Tobreakthis
circle,thePrimeMinister(nottheCentralBankGovernor)announcedin
2003theflotationoftheEgyptianpound.Inpractice,thishasnotbeen
thecaseasEgyptstilladoptsamanagedfloatingregime.Buttherewas
aneedtoannouncesomethingdifferentfrom devaluation(althoughin
factitwasadevaluation)toconvincepeopleoftheseriousnessofthe
government�saction.Ofcoursethiswascomplementedbyothermeas-
urestostoptheblackmarket.Butfinallyitworked.Thisisanexample
wheretransparencyandadoptionofreallyfreemarketpoliciesmightnot
worktoreachaneconomicaim.Italldependsonwhatcanbecalled

�theEconomicsoftheSituation�.

c)Doformalinstitutionsmatter?
InEgypt,theliberalizationandreformeffortsundertakensince2004

havenotbroughttangiblepositiveresultssofarforthepopulation.In
fact,peoplearguethattheydonotfeelthereformsundertaken.Inother
words,thefocusanddebaterevolvearoundthetricklingdowneffectof
economicgrowth.Whyisthishappening?Itcanbeduetothelackof
formalinstitutions.Thecaptureofbusinessandpoliticalinterestsforthe
weaklyfunctioninginstitutionsandofcoursethespreadofsecondbest
institutions(asculture)meantthatthereisaneedtoreform formal
institutions.Inacountrywherethecompetitionlawhasonlybeenen-
actedin2005,andhasonlyraisedonecasetocourtandwhereimpris-
onmentisabsent,whatdoyouexpectforanticompetitivebehaviorto
looklike?Certainlysuchbehaviorwillspread,implyingthatfreemarket
policiesandorthodoxprescriptionsarenotlikelytoyieldpositivere-
sults.WhatEgyptlacksismainly�qualityofgrowth�althoughgrowth
ratesarehigh(whichreachedtheneighbourhoodof8% lately).
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d)Gettingincentivesright:
Anotherexampleisthelow productivityofEgyptianworkers.

Thoughtherearemanyeconomicargumentsbehindsuchlowproductiv-
ity,itiscrystalclearthatthereisaninefficientsystemofincentivesor
ratherawrongculturaladaptationtoincentives.Thecarrotandthestick
systemdoesnotapplytogovernmentalofficials,toanextentthatincen-
tivesdonotworkintherightway.Carrotsandsticksdonothaveany
effect.Partofthestickproblem isthatpeoplethinkitisnotmorally
righttopunishpeoplewhodonotperform.Theendresultisthatafree
marketpolicyasincentivesisnotwellbehavinginEgyptespecially
whenadoptedbythepublicsector.Buttheproblem isnotthewrong
policy,butratherthatinstitutions(includingsystemofhiringandfiring,
feelingpityforthepeoplewhobehavewrong)endedupinsucha
wrongoutcomeofthepolicy.

Bottomline:InEgyptwhenmarketpoliciesarenotfunctioningproperly
itiseitherbecausetheinstitutionalsetupisnotadaptabletothemarket
policiesorbecausethereisaninstitutionalfailure(whichcouldbea
resultofculturalattitudeamongotherreasons).

4.TheFutureResearchAgenda

ItseemsthatEconomicsofDiversity,atleastintheEgyptian
context,isabranchofpoliticaleconomyandinstitutionaleconomics.
However,thereisalackofresearchonsuchtopicsinEgyptaswellas
paucityofstudiesthataddressculturalissuesandtheirpotentialimpact
ontheeconomy.Thereareafewstudiesthataddressedtheinstitutional
setupsofthebusinesssocietyontheeconomicsystem(e.g.theconfigu-
rationofthebusinessclass)andhowtheyusetheirpoliticalconnections
(Zaki,1999).Therearealsoafew studiesthataddressedissuesof
politicaleconomyoftradepolicy(explainingtheinteractionbetweenthe
governmentandtheexportingcommunity)(Ghoneim andEl-Mikawy,
2003).However,studiesofhowmarketpoliciesperforminthelightof
theinstitutionalsetupandculturalbeliefsareratherabsent.
Thereisaneedforcollaborationbetweeneconomists,sociologists,

andanthropologistsinthisfield.Thereisaneedtogointoareasthat
Levenett(2005)inFreakonmoicspointedoutwhichcouldexplainwhy
certainmarketpoliciesperforminacertainmanner.Thereisaneedalso
togointoareasthatcouldallowustounderstandwhythecrimerate
hasgoneupordowninEgyptandwhetherithasarelationshipwith
thehighpopulationgrowthinpoorsegmentsofthesociety.Whatrole
docultureandbeliefshavetoplayhereasaconnectionbetweenthe
twovariables?Whatarethedependantandtheindependentvariables,
etc.Suchtypeofresearchisrathermissing,thoughextremelyimportant
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forourbetterunderstandingofwhymarketpoliciesworksometimesand
whynotaswellasforpolicymakingdecisions.

Theissuethatisverydifficultforeconomiststodealwithiscul-
ture.DouglasNorthtouchedupontherelationshipbetweencultureand
institutionsrepeatedly.Economistsremainuncomfortablewithculture,
particularlysinceitpresentsdefinitionalproblems,isdifficulttoquan-
tify,andoperatesinahighlycomplexcontextwithpsychological,insti-
tutional,political,geographic,ad otherfactors.Cultureisnotan
independentvariable,itisinfluencedbynumerousfactorsincluding
geography,climate,politics,andhistory.

EconomicsofDiversitywhichtacklesGlocalization(acombination
ofglobalizationandlocalization)shouldcomplementandchallengewhat
theorthodoxthinkingfocusedupon,namelyhavingmacroeconomic
foundationsright.Itshouldfocusonmicroeconomicfoundationsofan
economyandtrytoexplainthesuccessandfailureofeconomiesby
digginginthemicrodetailsofasociety(andnotaneconomy).Rodrik
(2006;2008)andWorldBank(2005)canactasstartingpoints.Thatis
takingintoconsiderationawholesetupofissuesrangingfrom macro
andmicroeconomicpoliciestopoliticalsystem,geography,institutions,
anthropology,etc.However,theproblemthatwillalwaysremainishow
todefineitsboundariesanditsframework.Thatisthemostdifficult
task.
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8 Comment

NobuakiHamaguchi
Professor
ResearchInstituteforEconomics&BusinessAdministration
KobeUniversity

ProfessorGhoneim broughtusgreatcontributionstodevelopour
thinkingonwhateconomicsofdiversityisallabout.Tomyunderstand-
ing,hisfundamentalquestioniswhytheoutcomesofmarketeconomy
canbesodifferentunderdifferentconditions.Andtherelatedquestion
iswhatkindofinstitutionswillmakemarketeconomyperform better.
RememberhisexampleoftheEgyptianeconomy,thattheinformal
institutionsandsocialsafetynethelpedreformsinEgypttoperform
verywellwithoutcausinganyrioting.Thiskindofthinkingisvery
important.
IfIamcorrect,thetraditionalistviewofeconomicstellsusthatif

marketeconomydoesnotgiveexpectedresults,itisbecauseitssetup
isnotright.Sogettingthefundamentalsetuprightiswhatthegovern-
mentcandoandmaybewhatthegovernmentshoulddo.Thencountries
shouldadoptthebestpracticemodelofinstitutions,whichiscorrect
maybeasfarasweassumethatpeoplereacttoincentivesinthesame
way.
Iunderstandthattheeconomicsofdiversityaimsatdepartingfrom

thisassumptionsomehow.Thebottom line,asProfessorGhoneim cor-
rectlyclaimed,isthattheculture,whichisspecifictoacountry,society,
aregionorevengroupofpeople,doesmatter.Itgovernsthebehavior
ofpeopleandchangestheoutcomesofthemarketeconomy.
Peoplemightbehavedifferentlytosomeextent,althoughIbelieve

thatpeoplearoundtheworldsharethesameaspirationforeconomic
progress,whichistoachievethemaximumwell-beingwithleasteffort,
risk,andcost.Andasaneconomydevelops,suchdifferencestendto
converge.So,Ithinkprobablywearetalkingaboutthetransitional
stagesofdevelopmentwherealltheinstitutionsarenotsoadequate.

Evenatalowerstageofeconomicdevelopment,opportunitiesof
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economicprogressisbiggerwhenthesizeofthemarketisgreater,so
theglobalizationsoundsgoodtoeverybody.Heretheusualquestions
mayarise.Giventheheterogeneityofpeopleandsocietiesintheworld,
canallthestakeholdersintheglobalmarketgainfrom globalization?
Somemaygainandotherswilllose,maybe.Shouldtheglobalmarket
economyworkproperlywhenparticipantsaresodiverse?Somere-
searchersconsiderthatinstitutionalarrangementscanplayanimportant
roletoconnecttheheterogeneousindividualsocietywiththeglobal
market.Suchinstitutionalarrangementsshouldbeallowedtobedifferent
dependingonaspecificcontextofeachcountryasfarassuchcountry
specificityispoliticallyagreeableforitssociety.

Tosaytheleast,thebestpracticemodelcannotapplyuniversally.
AfamousHarvardeconomistDaniRodrikhaspointedoutthisargument
formanyyearsandProfessorGhoneimpresentedusaverysimilarview.
Ialsonowliketoexpressmysympathytothiskindofthinking.
Onedifficultquestionishowasocietycanfinditsownappropriate

institutionalarrangements.Whenwesayinstitution,therearemany
aspectsobviously.First,itencompassesmacroeconomicpolicy,monetary
andfiscalpolicy,exchangerateregimeandtradepolicy.Somerulesin
themarketshouldbeconsidered,likethecorporategovernanceissue,
financialmarketsupervision,labormarketregulation,andcompetition
policy.Eventhesafetynetissuescanbeincludedinthisruleofthe
market.Andsomeotherissuesinthemarketsystem suchasthelegal
systemandapoliticalsystembasedonfreeelectionshouldbeincluded.
Also someinter-institutionalrelationship likeabusiness-government
relationship,acentralgovernment-localgovernmentrelation.Andfinally,
Icancomeupwithsomesocialplanningissueslikeincomedistribution,
education,andhealth.

Thesethingsshouldbeconvergedtosomeextentundertheglobali-
zation,butweshouldatthesametimeconsiderthelocalspecificityand
theharmoniousinterfaceofthem.Buthow canonecountryfindthe
mostappropriateinstitutiontofacetheglobalmarket?Thatisthere-
mainingissue.
ProfessorRodrikoncecommentedthatisakindofself-searching

processandthatademocraticsocietywouldbeabletofinditout
somehow.Maybeso.Butthatanswerseemstomeratheroptimistic.It
alsohastodowiththecapacityofpolicymakersofeachsociety.The
searchneedsthegeneralguidelines.Ourquestfortheprinciplesof
economicsofdiversitycanmakesomemeaningfulcontributiontothat
issue.
Ifullyagreethateconomicsofdiversityshouldtacklethecultural

diversityandassociateddiversityoftheinstitutionsinthecontextofthe
politicaleconomyanalysis.IfounditextremelyimportantthatProfessor
Ghoneim pointedoutthatwhilecultureaffectsthemarketeconomy,it
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isnotanindependentvariableifwetakeintoconsiderationthefeedback
from themarketeconomytotheculture.Inaddition,thecultureisa
difficultconcepttodefine,tomeasure,andtosetaboundary.Therefore
economicsofdiversityisrelatedtothecomplexinteractionbetween
culture,idiosyncrasyofinstitutionsandthegeneralityinvolvedinthe
marketintegration.
ProfessorGhoneimcorrectlypointedoutthatsecond-bestinstitution

isthatitmayseem goodinthebeginningbutitcanbackfirelater.I
thinkJapan�sexperienceofindustrialpolicyinthepastmaytellyouthe
samestory.Itmayhavehelpedestablishcertainindustriesinthebegin-
ningoftheindustrializationprocess,butlatertoomuchintervention
becomescostly.Weneedtoaddressnotonlywhatkindofinstitutional
arrangementsareappropriatebutalsohow institutionalarrangements
shouldbetransformedinthisdynamicprocess.

Toconclude,IappreciateProfessorGhoneim�sintroductiontosome
fundamentalquestionsregardingthesetupofeconomicdiversity.Obvi-
ously,wedonothaveanswerstoallthesequestions,butweshould
digestthemwhilemakingconcreteprogramsofresearch.

CommentofMr.Adams

Ithinkitisincumbentontheprofessiontogetabitmoredisci-
plinedintermsofhowwearemeasuring,whatwearemeasuring,and
doingsomeoftheworkthathastobedone.Infact,ifwelookatthese
issuestodayfrom theperspectiveofAfricainfactthestoryisalot
morepositiveonthegrowthsidethanpeoplehavebeentalkingabout
overthelasttenyears.Weexpectedthat,becauseAfricaisoneofthe
placesofgreatskepticismwithrespecttothis.

IcouldnotstandupfortheWashingtonConsensuspolicy.ButI
thinkthatinasense,WashingtonConsensusisabitofamis-nomer.
TherehasbeenasetofpolicyrecommendationsthatIprefertocall

�neoliberalpolicies.�Intheserecommendations,itistruethatthereare
asetofpoliciesandalotofpolicyprescriptionswhichwenttoofarin
termsthattheyleftittothemarket,forgettingconsequences,focusing
toomuchongovernmentfailureandneglectingmarketreality.Thatis
whatwerecognizenow.
Ithinkthattherewasacrude,vulgarform of,ifyoulike,

neoliberalism,whichalsobecameidentifiedwithTheWashingtonCon-
sensus.TherewerecountriesinwhichtheBrettonWoodsInstitutions
didbuythisneoliberalagendaandbrief,whichIthinkisnowrecog-
nizedwidelybyeverybodyincludingatleastin�thethinkingelement----
theinstitution.�Therewasakindofexcessivefaithandbeliefinmarket
andexcessiveneglectoffailure,conflictsininstitutionsandsoon.I
thinkthatthisisnowverywidelyrecognized.
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Ifyouremember,�culture�wasinvolvedtoexplaineverything.
Sometimeago,itwasarguedthatChinawasunderdevelopedbecause
theChinesewerelazyopiumeaters.NowwhenChinabecomesagreat
success,confuciusculturebecomesasecret.Wenowtalkabout�India�s
Hindurateofgrowth.�Sowhatpeoplesaychangesdependingon
whetheryouaredoingwellorbadly.Nothingislikefailure.Whenyou
aredoingbadly,everythingiscondemned--yourculture,yourbusiness
culture,etc.Whenyousucceed,everythingisfine.
Butthebasicpointofargumentisthatpeoplerespondtoincen-

tives,andwhatincentivesmeanisculture-specific.Inthesamecultural
environment,certaintypesofincentivesareimpossible,orcertaintypes
ofincentivesdonotworkinthewaytheyshouldworkinothercon-
texts.
LiketheclassicstoryinJapan,whenyouwantedtofiresomebody,

whattodoistogivethemaverybig,prominentdeskinalargeroom
andnowork.Youneedtolookatparticularincentiveschemesinpar-
ticularculturalcontext.Beyondthat,Iremainsomewhatunclearinhow
fareconomistscando.

CommentsofProf.Hino

Wecanagreethatmarketeconomyandmarketprinciplesdonot
alwaysproducebestresults.Themoredifficultquestionisifyoudonot
havethemarketprinciple,whatprincipleyouwouldworkwith.Would
yousay�anythinggoes�?Thatisnothelpful.ItseemstomethatThe
WashingtonConsensusprovidesastartingpointtoconsiderhowpolicies
shouldbe.Fromthere,wewouldlookcarefullyattheconditionsinthe
economytoseeifpoliciesbasedonmarketprinciplewouldwork.If
not,thenwewouldconsiderhowandwhereonecandeviate.Thisway,
youwouldhaveaframeworktoconsiderandformulatepolicies.
ItisnotquitehelpfultocompletelydiscardtheWashingtonCon-

sensusbecauseinmyviewitprovidesaframeworkforthinkingthrough
policies.Onecannotrelytotallyonit,obviously.Butstill,itisthe
framework.Atthistime,wedonothaveanyotherframeworkthat
provideastartingpointtoexaminewhatpoliciesareright,andfrom
theretoadjusttofindpoliciesthatwouldworkbestunderthespecific
circumstancesyouhaveinhand.
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9 SomePeculiaritiesoftheRecentEvo-
lutionofBusinessGroupsinBrazil

DanteMendesAldrighi
Professor
SchoolofEconomy,AdministrationandAccounting
UniversityofS・oPaulo
andFernandoA.S.Postali
Professor
SchoolofEconomy,AdministrationandAccounting
UniversityofS・oPaulo

1.Introduction

Sincethe1980s,thecorporatescenehasbeenrapidlyandhugely
modifiedaroundtheworld.Competitionhasbecomeincreasinglyruthless
asaresultofderegulation,privatization,globalization,andpressures
from financialmarkets.Thisprocesstriggeredasurgeofcorporate
restructuringworldwide,embracingcross-borderaswellasdomestic
mergersandacquisitions,disposalofnon-corebusinesses,andstrategic
alliances.Theharshcontestamongfinancialinstitutionshaspromoted
thecontinuousintegrationoffinancialmarkets,bothwithinandacross
nationalfrontiers.Moreoverasaconsequenceofthebroadrecognition
thatthepublicpensionsystem wasunsustainableonapay-as-you-go
basis,fundedpensionschemeshaveexpandedatafastpaceinalarge
numberofcountries,fostering,inturn,capitalmarketsandnon-bank
financialintermediariessupplyingthistypeofcontractualsavings.Simul-
taneously,individualandinstitutionalinvestorshavebeenincreasingly
awareof,aswellassensitiveto,thereturnsfrom thewide-ranging
alternativeinvestmentinstruments-madeavailablebythederegulationof
financialmarketstogetherwiththereductionoftransactioncostresulting
frominformationtechnologyinnovation.

Althoughthesegeneraltrendsseem tofitmostofthecountries
aroundtheworld,theirmanifestationhasvariedwheninteractingwith
path-dependent,nationalidiosyncrasies,suchaslegalandeconomic
institutions,culture,andpolitics.Turningspecificallytobusinessgroups,
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awidespreadtypeoffirmorganizationindevelopingcountries,aswell
asinternationaldivergenceacrossmultipledimensions(e.g.theirmotiva-
tion,structure,strategies,andperformance),hasprevailed.

Arecentsurvey,conductedbyKhannaandYafeh(2007),stressed
theneedforfurtherresearchtoclarifythepuzzleoftheinternational
diversityofbusinessgroups.Whyhavebusinessgroupsinsomecoun-
triescontributedtoenhanceeconomicwelfare,bycopingwithmarket
failures(financialconstraints,contractimperfections,andtransaction
costs),whilstinotherstheirdeleterioussocialeffects(suchasrent
seeking,corruption,andmarketpower)havebeendominating?Inthe
samevein,whydotheextentandqualityofgovernmentsupportfor
businessgroupsvarysignificantlyacrosscountries?Orstill,whyin
someeconomiesistheexpropriationofminorityshareholdersbybusi-
nessgroups�controllingshareholdersmoreunrestricted?

Withrespecttotherationaleofbusinessgroups,Schneider(2007)
proposesathree-prongedtypology.�Organicgroups�arethosewhose
growthreliesoneconomiesofscopeand/orverticalintegration,exploit-
inggroup-specificassets-generalreputationorknowledge-basedassets
embodiedashumancapital,technological,organizational,ormanagerial
expertise.1�Portfoliogroups�areprimarilymotivatedbyrisk-returntradeoff
optimization,takingtheirfirmsasfundamentallyfinancialassetsthat
shouldbetradeddependingonmarketcircumstances.Thattypeofbusi-
nessgrouptendstobehighlydiversified,withitssubsidiaries�managers
beingmoreautonomous.Finally,�policy-inducedgroups�havetheirorigins
andevolutioncloselyassociatedwithincentivesgrantedbygovernments.
Anextensivebranchoftheliteraturehasemphasizedexpropriation

asthemainmotivationlyingbehindbusinessgroups.Itisarguedthat
kindoffirm organizationallowscontrollingshareholderstoexpropriate
minorityshareholdersbymeansofself-dealingtransactionsrelatedto
assetdiversionandtransferpricingamongaffiliatedfirms.�Tunneling�,as
Johnsonetal.(2000)dubbedthissortofself-dealing,takesplacenota-
blyinbusinessgroupsorganizedintopyramidalownershipstructures.
Someanalystshaveunderlinedtheroleofinvestors�weaklegalprotec-
tioninmagnifyingagencycostsbyfacilitatingtheleverageofvoting
poweroverownership.Ontopofpyramidalarrangementsofownership,
themostusualdevicesforachievingtheseparationofvotingrightsfrom
cash-flow rightsaredual-classshares,cross-shareholdings,andvoting
agreements.Notwithstandingthebenefitofmitigatingthetradeoffbe-
tweenmonitoringandliquidity,thedivergencefromthe�one-share-one-
vote�rulebroughtaboutbythesemechanismshasthedrawbackof
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intensifyingcontrollingshareholder�sincentiveandpowerforexpropriat-
ingminorityshareholders.2

Concerningspecificallypyramidalschemes,AlmeidaandWolfenzon
(2006)conteststheexpropriationview,arguingthattheyoperateprimar-
ilyasameanstoensurefinancingtonewenterprises.Theypresenttwo
reasonstoupholdtheclaim thatwheninvestorprotectionispoorand
hencethelatitudefordiversionofcashflowsisample,thechoiceofthe
groupstructureisbiasedinfavorofpyramidalarrangements.Thefirst
isthe�payoffadvantage�,allowingprivatebenefitsofcontroltobe
reapedbythecontrollingfamilyattheexpenseofminorityshareholders.
Theotheristhe�financingadvantage�whichisderivedfrom thefact
that,giventhattheexpectationsofcash-flowdiversionarereflectedin
theharshconditionsunderwhichoutsideinvestorsarewillingtosupply
capital,thecontrollingfamilycantaptheretainedprofitsoffirmsit
alreadycontrolstofinancethesetupofnewenterprises.Besides,firms
withhighinvestmentrequirementsand/orlow profitabilitywouldbe
morepronetopyramidalownershiparrangementsbecausetheyface
strongerfinancialconstraintsand,consequently,benefitmostfromintra-
grouptransferofresources.Thus,theemergenceofpyramidsmight
representanefficientresponsetoovercomefinancialmarketfailures,
notablyincountrieswithundevelopedcapitalmarketsandwherethe
investorprotectionispoor.3

EndeavoringtobegintobridgethegapspointedoutbyKhannaand
Yafehaswellastheliteraturebrieflyreviewedabove,thispaperfocuses
onthepeculiaritiescharacterizingBrazilianbusinessgroups.Itisshown
thatstate-controlledfirmsandbanks(suchasPetrobras,thegiantoiland
gasgroup,thedevelopmentbankBNDES,andtheuniversalbankBanco
doBrasil)togetherwithpensionfundsofemployeesofcurrentlyor
formerlystate-controlledfirmshaveplayedanoutstandingroleonthe
corporatelandscape.AlsohighlightedisthewidespreadusebyBrazilian
businessgroupsofpyramidalarrangementsofownershipaswellas
non-votingshares,entailingawidewedgebetweencontrolrightsand
capitalownershipforthecontrollingshareholders,whopredominantly
arefamilies.Anotherfindingisthevarietyofstrategiesfollowedby
businessgroupsregardingtherangeofbusinessactivities.Concerning
theoverallpatternofspecializationinproduction,trade,andinvestment,
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Brazilianbusinessgroupsappeartoconfirm predictionsbasedoncom-
parativeadvantages,withmostofthem operatinginnatural-resource
intensiveindustriesandjustafew exportinghuman-capitalintensive
goodsandservices.

Thispaperisstructuredasfollows.Thefirstsectionprovidesa
briefaccountofthemainchangesthattheBrazilianeconomyhasunder-
goneoverthelast30yearsandthatshapedthebackgroundofincentives
andconstraintsagainstwhichbusinessgroupshavebeenoperated.Sec-
tion2focusesonBraziliangroups�structureandstrategies,specifically
ontheirownershipandcontrolstructures,thelevelofdiversificationof
theirbusinesses,andtheextentofinternationalizationoftheiractivities
viatradeandforeigndirectinvestment.Followingamoreaggregate
approachbasedonalargesampleofpubliccompaniesoperatingin
Brazil,thesubsequentsectionpresentssomedescriptivestatisticsabout
theirgovernancecharacteristics,suchastheircontrollingshareholders�
identities,thedivergencebetweentheirvotingrightsandcash-flow
rights,andtheexistenceofpyramidalarrangements.Finally,thelast
sectionconcludes.

2.AnOverviewoftheSweepingChangesintheBrazilianEconomy
overtheLastThreeDecades

Untilthe1970s,theindustrialdevelopmentinBrazilwasstrongly
influencedbyactiveimportsubstitutionpolicies,encompassingtrade
protection,below-marketinterestrateloans,taxexemptions,andother
incentives(Fishlow,1972).Pursuingthedeliberategoalofstrengthening
thedomesticindustry,thosepoliciescertainlycontributedtothedevelop-
mentofBrazilianbusinessgroups,particularlyovertheperiod1950-
1979.The�PlanodeMetas�(TargetsPlan)andthe�IIPlanoNacional
deDesenvolvimento�(SecondNationalDevelopmentPlan)-coveringthe
periodsof,respectively,1956-1961and1975-1979-areremarkablein-
stancesofhowthosegroupsblossomedundertheaegisofactiveindus-
trialpolicies.
The�TargetsPlan�aimedto,anddid,boostinvestmentininfra-

structureandsomesegmentsoftheintermediateandcapitalgoodindus-
tries,suchaselectricalenergy,oilproduction,highways,steel,and
cement,ontopofcarmaking.Eventhoughstate-ownedenterprisesand
foreignfirmswereatthefrontofthis�bigpush�,someindustrieswere
lefttoBrazilianprivatebusinessgroups,whichalsobenefitedfrom
demandspilloversderivedfromtheleadingfirms.

TheSecondNationalDevelopmentPlan,anambitiousplanstub-
bornlyimplementedbyGeneralGeiseladministrationinatimeofworld
economicslowdown,intendedtoovercomethestructuralandexternal
constraints obstructing Brazilian economic growth. It targeted
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infrastructure(railwaysandtelecommunications),energy(petrol,ethanol,
andelectricity),andthosesegmentsintheproducergoodssector(both
capitalandintermediategoods,likesteel,heavychemicals,non-ferrous
metals,andnon-metalminerals)neededtocompletethenationalindus-
trialmatrix(seeHerman,2005).Strongincentiveswereprovidedto
Brazilianbusinessgroupswithaviewtoinducingthem toembarkon
thisgovernment-ledcatch-up,rangingfrom abundant,subsidizedcredit,
totax-exemptinvestmentsintargetedindustries,protectionfromforeign
competition, and even capital grants. Banco Nacional de
DesenvolvimentoEcon�mico,theFederal-Government-owneddevelop-
mentbank,waspivotalindirectingprivateinvestmentdecisiontowards
thepolicy-targetedsectors.

Thesuccessiveexternalshockshittingthehighlyindebteddevelop-
ingeconomiesfrom1979to1983culminatedinthedebtcrisis,bringing
toanendthestate-leddevelopmentstrategyfollowedsofarbymostof
thoseeconomies.InBrazil,oneofthemaininternalculpritforthat
crisis�emergenceandseverity,theIIPND,inasmuchasitsfinancing
hadinflatedboththepublicandprivateexternaldebts,alsoturnedout
tobeatellingvehiclebywhichthedramaticdollarshortagewasattenu-
atedafter1983(SeedeCastroedeSouza,1985).Indeed,pressureson
thebalanceofpaymentsweresignificantlyloweredbyvirtueofeither
increasingexportsordecreasingimportsofintermediateandcapital
goodsasfarasIIPND�slarge-scaleprojectsbegantomature.However,
Brazil�variouslevelsofgovernmentwereentangledindirefiscalstraits.
Thiswaspartlyduetothe�nationalization�oftheprivate-sectorexternal
debtcombinedwiththesharpcurrencydevaluations(in1979and1983),
forcingtheBrazilianstatetobearmostoftheexternaldebtservice
burdenthroughoutthe1980sand1990sandtorelinquishtheirleadership
indomesticinvestments.
Thefiscalcrisistranslatedintohighandunstableinflationand

interestrates,whichinturnspurredmostfirmstoadoptdefensivestrate-
gies:toolittleinvestment(generallyinplantenlargementratherthanin
innovation)andtheuseoffinancialsurplustopurchaseinflation-indexed
governmentbonds,whichaffordedliquidity,safety,andhighearnings.
Theoutcomeismeaningfullyepitomizedas�thelostdecade�,during
whichstagnationandhighinflationprevailed(artificiallystoppedfor
onlyephemeralspellsbysuccessiveunorthodoxstabilizationplans),large
banksgrewlarger(cashinginontheinflationarytax),productivitylevels
widenedtheirgapvis-�-visdevelopedcountries�,andthefiscalcrisis
worsened.

Onthepoliticalfront,Brazilbeganin1984itsreturntodemocracy,
leavingbehind21yearsofmilitarydictatorship.In1988anewConsti-
tution,stillprevailingtoday,wasenacted.Forsome,itspopulistbias
added to some equivocalsubsequentlegislative and jurisdictional
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measuresthatdeterioratedthequalityofthegeneraleconomicregulation
framework,aggravatingcontractualuncertainties(seeBachaandBonelli,
2005,pp.179-180).
Thelong-standinghighinflationwasfinallydefeatedin1994by

�PlanoReal�,whichmanagedtocutdowntheannualinflationratefrom
2,708percentin1993tojust14.8percentin1995.Pricestabilization
wasindisputablyaturningpointinBrazil�srecenteconomichistory,
reducingvolatilityanduncertaintyandthusimprovingthebusinessenvi-
ronment.Furthermore,itputpressureonfirmstoheightenproductivity,
sinceinefficienciescouldnolongerbeconcealedastheywereduring
theinflationarytimes.Thecurrencystabilizationplanhadthepegged
exchangerateasitsnominalanchor,butatthesametime,thatBrazilian
inflationratecontinuedtoexceedtheirchieftradepartners�.Theresult-
ingovervaluedrealexchangeratefurthercompelledfirmsandbusiness
groupstorevisetheirstrategies.Alsobankswereimpactedbythedra-
maticplungeininflationarytaxrevenues,whichbroughttolightineffi-
ciencies,mismanagement,andwrongdoingpervadingsomeofthem,
includinglargeones,suchasBancoNacional,Bamerindus,andBanco
Econ�mico.
Anotherwatershedinthecorporatelandscapewasprivatization.

Beginninginthemiddleofthe1980s,itgatheredmomentum mainly
duringFernandoHenriqueCardoso�sadministration.The�PlanoNacional
deDesestatiza��o�,aformalprivatizationpolicyplan,waslaunchedin
1990.Inthefollowingfouryears,68companiesweresold,primarily
fromthesteel,fertilizerandpetrochemicalsectors,generatingUS$11.8
billionworthofrevenuesanddebttransfers.Sofarasforeigninvestors
are concerned,theirparticipation was then trifling,inasmuch as
macroeconomicinstability(notablyuncertaintiesaboutthevalueofthe
currencyandtheexchangerate)togetherwiththeabsenceofaneat
regulatoryframeworkthrew acloudofgloom overexpectedratesof
return.DuringCardoso�stwoadministrationterms(1995-2002),thepri-
vatizationprocesswasspeededupanditsscopeenlargedbyfurther
includingimportantinfrastructureareas.4Thisadvancewaspromptedby
importantinstitutionalchangesthatremovedlong-standingstatemonopo-
liesinkeysectors(e.g.energy,mining,oilandgasupstream,andtele-
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4.Intermsofvalue,mostofthedeals(88.2percent)occurredbetween1995
and2002,notablyin1997(26.3percent)andin1998(35.6percent).With
respecttothetypeofinvestor,thealmostUS$78.6billionworthprivatization
revenueraisedunderFernandoHenriqueCardoso�sadministrationcamepredomi-
nantlyfrom foreigninvestors(53percent),followedbydomesticfirms(26
percent),domesticfinancialinstitutions(7percent),individualinvestors(8per-
cent),andpensionfunds(6percent).Thegreatmajorityoftheprivatization
revenuescollectedfrom 1995to2002resultedfrom dealsinthesectorsof
infrastructureandservices(85percent).



communications).5Atthesametime,alegalframeworkwassetupwith
aview toregulatingthosesectors,includingthecreationofseveral
specificregulatoryagencies.LandmarksintheBrazilianprivatization
processoccurredinthatperiod,suchasthesellingofCompanhiaVale
doRioDoce(CVRD)in1997,Telebrasin1998,andBanespain2000.

TheFederalGovernmentundertookahugeandconcertedeffortto
achieveitsutmostgoalofmaximizingprivatizationproceeds,combining
adhocchangesinthelegalandregulatoryrules(suchastheremoval
ofthetagalongclausesofarcomprisedinthecorporatelaw),mobiliza-
tionoftheBNDEStorendersomebidsfinanciallyfeasible,andpressure
forstate-controlledfirms�pensionfundstojoinsomeconsortiaofbid-
ders.6Indeed,cashpaymentsanddebttransfersarisingfromprivatization
overtheperiod1995-2002achievedUS$93.4billion(BNDES,2002).7

Tradeliberalizationhasalsohadextraordinaryeffectsonmarket
structuresaswellasonfirmsandbusinessgroups�structuresandstrate-
gies.Beginningin1988withsomeshymeasurestoreducetariffand
non-tariffbarriers,tradeopennessdeepenedduringColloradministration
(1990-1992).Atariffcutschedulewasfollowedandmostofdiscretion-
aryimportcontrolsandnon-tariffbarriersweredismantled(seeAzevedo
andPortugal,1998).Theaveragenominaltarifffellfrom41percentin
1988to12.6percentin1995.Moreover,Mercosur,theallegedlycus-
tomsunionformedin1991amongBrazil,Argentina,Uruguay,and
Paraguay,hasexpandedintra-bloctradeflowsandintra-andacross-bloc
directinvestmentflows(seeBonelli,1998).Exceptforafewsetbacks

SomePeculiaritiesoftheRecentEvolutionofBusinessGroupsinBrazil79

5.In1995,aconstitutionalamendmentreleasedoilandgasupstream to
privateandforeignfirms.However,theFederalGovernmentkeepsitscontrolling
stakeinPetrobras,thegiantpetrolfirm,sellingin2000itssharesexceedingthe
minimumtoretaincontrol.
6.AminorBrazilianbanker,DanielDantas,achievedagreatascendancyover

Brazilianpensionfundsinthecoalitionsbuilttoparticipateintheprivatization
auctionsand,insomecases,inthecontrolofthefirmsafterbeingprivatized.
In1997,inassociationwiththeCitibank,hesetupaninvestmentfund,CVC-
OpportunityEquityPartnersFMIA-CL,dedicatedtotakepartintheBrazilian
privatizationprocess,managingtoraisearoundUS$1billionfromBNDESPAR
and pension fundsofstate-owned companies�employees,such asPREVI,
TELOS,SISTEL,FUNCEF,FACHESF,COPEL,CELOS,CENTRUS.Itisstill
unclearwhether,andifsotowhatextent,theFederalGovernmentfacilitatedand
supportedhisinitiatives.
7.Thedramaticshiftincorporateownershipattheendofthe1990scanbe

graspedbycomparingthefractionstate-controlledfirmsaccountedforinall
Bovespa-listedfirms�marketcapitalizationvaluejustbeforeandtenyearsafter
thegreatprivatizationwave:itpeakedat61.2percentinJune1997andin
March2007itwas22.3percent.Thecolossalrevenuescollectedfromprivatiza-
tionfailedhowevertopreventtheratioofnetpublicdebttoGDPfromescalat-
ing26percentagepointsovertheperiod1994-2002(from 30percentto56
percent),eventhoughtherateofgrosstaxtoGDPjumpedfrom 27.9percent
to34.9percentinthesameperiod(SeeDelfimNeto,2005).



inducedbyovervaluedexchangerate,tradedeficitandcurrencycrises,
Braziliantradeliberalizationhasbeenpreserved.

Asaresultoftradeandfinancialliberalization,privatization,and
fierceglobalcompetition,awaveofmergersandacquisitionstookplace
inthe1990s,triggeringamajorrestructuringinvarioussectorsand
firms.Food,beverage,andtobaccoweretheleadingsectorsinsuch
dealsovertheperiod1996-2000(184),followedbyfinancialinstitutions
(129),8 telecommunications(123,mostlyafterTelebras�privatization),
and,notablyin1999and2000,informationtechnology.Asawhole,
about2,300suchdealsoccurredfrom1994to2000,61percentofthem
involvingforeignresources.

Emphasisshouldalsobelaidonsomematerialshiftsintheinstitu-
tionalsettingthatshapedcorporategovernanceinBrazilsincetheend
ofthe1990s.First,theFederalGovernmentmanagedtoputthroughin
1997alawabolishingminorityshareholders�tagalongrightsinthecase
ofcontroltransfers,whichhadbeenguaranteedbythe1976Corporate
Law.Therationalelayclearlyinmaximizingtherevenuestobecol-
lectedfrom theimminentprivatizationofsomeofthejewelsinthe
crownofstate-ownedenterprises.Second,theapprovalofthenewCor-
porateLawin2001andthelaw(n.10411)in2002reformingthe1976
lawthathadcreatedanddisciplinedthe�Comiss�odeValoresMobili-

�rios�(CVM),theBraziliancapitalmarketregulator.Overall,thenew
CorporateLaw seemstohavetakensomestepsinstrengtheningnon-
controllingshareholders�rightsvis-�-vistheformerlaw,althoughitis
stillfarfrom providingthem withlegalprotectionagainstcontrolling
shareholders�expropriation.

9

Third,theS�oPauloStockExchange(Bovespa)launched,inDe-
cember2000,newlistingsegmentsinwhichfirmscanjoinvoluntarily
asfarastheycommitthemselves,bycontract,tohighergovernance
requirements.Attheendofthe1990s,theBrazilianstockexchange
stuckinappallingconditions:manypubliccompaniesweregoingpri-
vate,asmallnumberofIPO�s,lowissuesofnewsharesbylistedcom-
panies,ashrinkingvolumeoftradingattheBovespa,alow stock
marketcapitalizationvalueofthecompanies(beitinabsolutetermsor
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8.Thebankingsectorwasobjectofadeliberaterestructuringpolicy(PROER)
aimingatcopingwithsomebanks�financialdistress,mismanagement,outright
fraud,andinsolvency,unveiledbythesharpfallinfloatrevenuesresultingfrom
monetarystabilization.
9.Amongotherenhancementstoprotectminorityshareholders,thenewCor-

porateLawreestablishedtagalongrightstominorityshareholdersowningcom-
monshares(guaranteeingatleast80percentofthevaluepaidtotheformer
controllingshareholder),allowedminorityshareholdersandholdersofpreferred
sharestonominateatleastonememberoftheboardofdirectorsandfiscal
committee,andreducedtheupperlimitfractionofnon-votingsharesthatfirms
canissue(bindingonlyfornewissues).



asapercentageoftheGDP),andBrazilianmajorcompaniesissuing
ADR�sattheNYSE.Probablyacknowledgingtheinsurmountable�politi-
caleconomyhurdles�totheadoptionoflegislationeffectivelyprotecting
minorityshareholders�rights,Bovespa�sdirectorscreatedthenewlisting
segmentsdifferentiatedbylevelsofcorporategovernance.Thatmecha-
nism ofgovernancecertification,whichallowsfirms�self-selectionre-
gardingtheirrespectivegovernancequality,mettherisingdemandfor
bettergovernancefrom domesticandforeigninstitutionalinvestors,fa-
cilitatingBrazilianfirms�accesstoglobalcapitalmarkets,eitheras
issuerofsecuritiesoracquirersofforeignfirmsorassets.
ListingonBovespa�sLevel1requires,forexample,demanding

disclosureascomparedwiththatlegallymandated(relative,forexample,
tofinancialinformation,amountandtypesofsecuritiesissuedbythe
firmthatareownedbyinsiders,andthetermsofcontractwithrelated
parties).TobelistedonLevel2,firmsshould,inaddition,complywith
equaltreatmentforholdersofcommonstockswhenthecontrolling
shareholdersselltheirshares,financialreportinginaccordancewiththe
U.S.GAAPortheIFRS,andboardsofdirectorscomposedofatleast
20percentofindependentdirectors.Finally,NovoMercado,ontopof
Level2�sobligations,precludesfirmsfromissuingnon-votingshares.

ItshouldbenotedthattheleadingBrazilianbusinessgroupstypi-
callyhavetheirmainfirmslistedontheLevel1-suchasCVRD,
Votorantim,Gerdau,Suzano,Sadia,Odebrecht,CamargoCorr�a,Ultrapar,
BrasilTelecom,P�odeA��car,Usiminas,Eletrobr�s,andthelargest
banks(Ita�,Bradesco,andUnibanco).Thiscanbepartlyaccountedfor
byeithertheirdeliberateavoidancetomigratetothehighergovernance
standardsorspecificregulationorlegislation.Thus,Level1-listedfirms
show anaveragemarketvaluewellabovethatofanyotherlisting
segments-R$17.5billionagainstR$2.80billionforthetraditionalseg-
ment,R$3.76billionfortheNewMarket,andR$3.41billionforLevel
2(dataasofAugust2008).Consideringthe50largestBrazilianbusi-
nessgroupsin2006,45ofsuchcompanieshadatleastonepublicly-
tradedcompany,totaling77companies.34werelistedontheBovespa�s
oldersegment;25onLevel1;fiveonLevel2;and13ontheNovo
Mercado.Theonlymajorbusinessgroupswithcompanieslistedonthe
NovoMercadoareCPFL,Perdig�o,Embraer,CamargoCorr�a,Light,
andthestate-controlledBancodoBrasil(FederalGovernment)and
NossaCaixa(StateofS�oPaulo).
Thisprivate-ledinstitutionalinnovationiscertainlyconnectedtothe

highnumberofinitialpublicofferingsandnewshareissuestakingplace
inBrazilfrom2004to2007.10Mostoffirmsgoingpublicrecentlyhave
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10.Between2004and2007,therewere106IPO�s:7in2004,9in2005,26in
2006,and64in2007.TheIPO�sin2007allowedfirmstoraiseR$55.5�



beenlistedattheNewMarket(72outofthe102IPO�s)andLevel2
(15)ArelevantnumberoftheseIPO�sweremadebymiddle-sizedand
evensmallfirms(withanetrevenuebelow R$50million).Worthy
notingisthatforeigninvestorshavepurchasedanoverwhelmingportion
ofthepublicofferingsofshares,especiallyIPO�s.

11

Closingthisoverview,itshouldbehighlightedtherolethatthe
NationalEconomicandSocialDevelopmentBank(BNDES)andpension
fundsofstate-ownedorformerstate-ownedcompanies�employeeshave
playedonthecorporatesceneinthelasttwodecades.Brazilianprivate
bankingsystem,notwithstandingitssophisticationandrobustness,has
recurrentlybeenloathtoprovidelong-term financing.Thisgaphas
traditionallybeenfilledalmostexclusivelybyBNDESandforeignloans,
capitalmarketshavinghadatinycontributionuntilrecently,andconcen-
tratedonbondissues.

Sinceitsinceptioninthe1950s,BNDEShasbeenapowerful
policyvehicle.Uptotheendofthe1970s,itoperatedasthemain
financialleverofindustrialpolicies,beingcriticaltoguidecapitalallo-
cationtothetargetedindustriesbyensuringsubsidized,long-termfinanc-
ingtofirms.Duringthestagnant1980s,BNDESanditswholly-owned
subsidiaryBNDESParticipa��esS.A.(BNDESPar)dealtmainlywith
financially-stressedfirms,bailingthem outthroughlending,conversion
ofdebtinto equity,and recapitalization.In thefollowing decade,
BNDES and BNDESPar gave top priority to privatization and
restructurings(includingofprivatizedfirms),playingakeyroleinmak-
ingsuccessfulsomeconsortia�sbids.Overthelast10years,BNDES�
flowsoflendinghavebeenincreasing,reachingR$52.3billionin2006.
Largefirmshavebeenthechiefbeneficiariesofthoseloans,absorbing
atleast25percentoftheiramount.BNDESPar�sassetportfolioisalmost
entirelyconcentratedinshares-almost93percentofitsmarketvaluein
2006.Inthatyear,BNDESParheldrepresentativesin8fiscalcommit-
teesandin25boardsofdirectorsandhadshareholders�agreementin45
ofthe138firmswhereinithadanequitystake.12

Asregardspensionfunds,theirassetstotaledR$394billioninJuly
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�billion,morethan260percenttheamountcollectedin2006(R$15.2billion).
In2007,additionalR$14billioninequityfinancingcamefromnewissuesof
sharesby12alreadylistedfirms(R$15billionin2006).Asapercentageof
GDP,Bovespa-listedfirms�marketcapitalizationvalueleaptfrom36percentin
2001to58percentin2005,74percentin2006,and130percentinOctober
2007.
11.In2006,theyaccountedfor67percentofthetotalfundsraisedbynew
issuesofshares.
12.Attheendof2006,BNDESPar�sequitycapitalportfolioembracedamong
othersthefollowingfirms:Eletrobr�s(15percent),Brasiliana(11percent),
Valepar(10percent),Copel(8percent),Petrobras(7percent),ALL(6percent),
andCVRD(5percent).



2007(17percentoftheGDP),mostofwhichingovernmentbondsand
only20percentdirectlyinthestockmarket.Thelargestpensionfunds
arethoseofemployeesfromformerlyorcurrentlystate-controlledfirms,
suchasPREVI(BancodoBrasil),Petros(Petrobras),Funcef(Caixa
EconomicaFederal),FundacaoCesp,Valia(CVRD),andSistel(Telebras
andEmbratel).PREVIheldassetsworthUS$60billion,predominantly
ingovernmentandcorporatebonds(directlyorviainvestmentfunds),
butwithasignificantfractioninshares.Investmentsinequitycapitalare
madedirectlyorthroughexclusiveinvestmentfundsthatownholding
companiesthat,inturn,ownstakesinalmostalllargefirms,notably
firmsaffiliatedtobusinessgroups,inadditiontofirmsnotlistedinthe
stockexchange.Forexample,PREVIownsLitelParticipacoesS.A.
directlyandalsobymeansofexclusiveinvestmentfunds(BBCarteira
andBBRendaFixaIV).Analogously,PREVIisaleadingshareholder
inCPFLEnergia,Neonergia,andItapebithroughexclusiveinvestment
fundsthatitwhollyowns-�521Participa��esS.A.�,aspecialpurpose
entitysetupwiththesoleobjectiveoftakingpartintheprivatization
auctionsintheelectricalenergysector.

ThenextsectiondescribesthecomplexarraysthatledBNDES,its
subsidiaryBNDESPar,andpensionfunds,notablyPREVI,tobecome
outstandingplayersintheBraziliancorporatelandscapeandevenmem-
bersofthecontrollingcoalitionsinbusinessgroupssuchasCVRDand
BrasilTelecom.Theprivatizationprocesswascrucialtoallowthemto
holdlargeequitystakesinaconsiderablenumberoffirms.SectionII
alsodealswithBrazilianbusinessgroups�diversificationandinternation-
alization.

3.StructuresandStrategiesofBrazilianBusinessGroups

Thissectiondiscussesthetraitscharacterizingsomeofthelargest
Brazilianbusinessgroups�structuresandstrategiesoverthepast25
years.Focusisplacedonthefollowingissues:1)businessgroups�own-
ershipandcontrol;2)theevolutionoftheirdegreeofdiversification,in
particularwhetherbankinghasbeenoneoftheirchiefbusinesslines;3)
theextentoftheirinternationalizationoperations,eitherthroughtradeor
investment;and4)theirlongevityandresiliencetothechangingeco-
nomicandpoliticalenvironment.

3.1.OwnershipandControl

FromamongthesixtylargestbusinessgroupsoperatinginBrazilin
2006,13twentyfivewerecontrolledbyBrazilianprivateentities(suchas
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13.Thesefiguresrelyontherankingsetforthbythespecializedbusiness�



families,privately-ownedfirms,pensionfunds,ormutualfunds),seven
byBraziliangovernmentalentities,twentysevenbyforeignfirms,and
onejointly-controlledbyaBrazilianfamilyandaforeigngroup.Privati-
zationofformerlystate-ownedfirmsandpublicserviceconcessions
notablycontributedtothisprofile:tenfrom those25Brazilianprivate
groupsandninefromthe27groupsownedbyforeignersresultedfrom
privatization.Domesticprivategroupsthathavetakenovercontrolof
formerstate-ownedgroupsarethefollowing:CVRD,Usiminas,CSN,
CPFLEnergia,Embraer,Copesul,Light,andNeonergia;Telemarand
BrasilTelecomemergedfromthebreak-upandprivatizationofTelebras,
theformerstate-owned,monopolisticgroupintelecommunicationsserv-
ices.
Worthymentioningisthat16ofthosetop26Brazilianprivate

groups(includingP�odeA��car)arecontrolledbyfamilies.
14Sixofthe

remainingtengroups(Light,Telemar,CVRD,Usiminas,CPFL,and
Copesul)arecontrolledbythosesameorotherfamily-controlledgroups,
andinsomeofBNDESParandpensionfundsofstate-ownedgroups�
employees(suchasPREVIandPETROS)holdsignificantstakes.These
government-relatedpensionfundsandstate-ownedfirmsoragencies
(Petrobras,BNDESPar,orBancodoBrasil)arealsomajororeven
controllingshareholdersintheotherfourbusinessprivategroups-Brasil
Telecom,Neoenergia,Embraer,andPerdig�o.

Overall,Brazilianbusinessgroups�ownershipisstructuredthrough
pyramidalschemes,withjustafew,ifany,publiclytradedcompanies-
Caixa,Safra,andAndradeGutierrezhavenone.ThecaseofVotorantim
isillustrative:amongthemorethanseventycompaniesthatcomposethis
businessgroup,onlyonehassharestradedonBovespa.Usually,the
largestultimateshareholdersofBrazilianbusinessgroups�publiclytraded
companiesholdmorethan50percentofthesecompanies�votingcapital
-EmbraerandPerdig�obeingexceptions-and,asaconsequenceofthe
recurrentuseofpyramidsandnon-votingpreferredshares,ownvoting
rightsfarexceedingtheircash-flow rights.Whentherearemorethan
onelarge-blockshareholder,theyfrequentlyform acoalitiontoreach
control.
ThecomplexarraysthatledBNDES�subsidiary,BNDESPar,and
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�newspaperValorGrandesGrupos(2007),whichsortsbusinessgroupsaccord-
ingtotheirgrossrevenue.Businessgrouphasaloosemeaningforthatnewspa-
per:firmsunderthecontrolofthesameentity,regardlessofoperatinginrelated
orunrelatedsectors.SincenothoroughempiricalsurveyonBrazilianbusiness
groupsisavailableforthemorerecentperiod,wehadtoadoptthisimprecise
definition.
14.They are:Bradesco,Ita�sa,Ipiranga,Gerdau,Odebrecht,Unibanco,
Votorantim,P�odeA��car,CSN,Sadia,SulAm�rica,CamargoCorr�a,Safra,
TAM,Suzano,andAndradeGutierrez.



pensionfunds,notablyPREVI,tobecomeoutstandingplayersinthe
Braziliancorporatelandscapeandevenmembersofthecontrollingcoa-
litionsinsomebusinessgroupsareconnected,toagreatextent,with
theirparticipation-inassociationwithBrazilianbusinessgroupsand
sometimeswithforeigninvestors-asbiddersintheprivatizationprocess.
ThisactiveparticipationwasurgedbytheFederalGovernmentdueto
itsfirmintenttomaximizerevenuesfrombiddings.ToattractBrazilian
privategroupstotheprivatization,BNDESandpensionfundsplayed
essentiallytheroleoffinanciers.
BearinginmindtheintricacyofthecoalitionsformedamongBra-

zilianbusinessgroups,somepensionfunds,governmentalagencies,and
foreigninvestorstopartakeinthebidsaswellasintheownershipand
controlarrangementsthatsubsequentlyprevailed,somecasesofprivat-
izedcompaniesareexaminedbelow.
CompanhiaValedoRioDoce(CVRD),privatizedin1997,was

acquiredbyaconsortiumthattransferreditscontroltoValeparS.A.,a
privatecompanyownedbyPreviandothergovernment-relatedpension
funds,privateBraziliangroups(Bradesco,Opportunity,andVicunha),
andBNDESPar.Afteranumberofownershiprestructurings,thecurrent
distributionofValepar�svotingcapitalisthefollowing(asofAugust
2007):Litel/Litela(controlledbyPREVI)=49.0%;Bradespar(Bradesco
Group)=21.2%;Mitsui=18.2%;BNDESPar=11.6%;and Opportunity=
0.03% (Valepar�sstatutesprohibitanyinvestorfrom owningmorethan
49percentofitsvotingcapital).Thus,government-relatedentitiescon-
trolledmorethan60% ofValepar�svotingcapital,whichnow owns
53.3% ofCVRD�svotingcapital(and32.5% ofitstotalcapital).
BNDESParalsoownsadirect6.71percentstakeinCVRD�svoting
capital.Moreover,Brazil�sFederalGovernmentholdsspecialclasspre-
ferredsharesinCVRD(�goldenshares�)entitlingittovetoproposals
relatedtocertainissues.

Telemar�scontrolinvolvestheallianceamong privatebusiness
groups,governmentalinstitutions(BNDESParandBancodoBrasil),
pensionfunds,andaforeigninvestmentfund.Almostthewholevoting
capitalofTelemarNorteLesteS.A.(97.35%)isheldbyTeleNorte
Leste Participa��esS.A.and itswholly-owned subsidiary Telemar
Telecomunicacoes.TeleNorteLesteParticipa��esS.A.,inturn,iscon-
trolledbyTelemarParticipa��esS.A.,whichhasa53.8% ofitsout-
standingcommonshares(andjust17.9%ofitstotalcapital).Finally,as
ofJanuary2007,TelemarParticipa��esS.A.�svotingcapitalwasheldby
AGTelecomParticipa��esS.A.(affiliatedtoAndradeGutierrezGroup),
AssecaParticipa��esS.A.(ownedbyGrupoGPInvestimentos),L.F.
TelS.A.(ownedbyLaFonteGroup)andLexpartParticipa��esS.A.
(jointlyownedbyOpportunity,Citigroup,andstate-ownedfirms�pension
funds),eachholdinga10.275% stake;AlutrensParticipa��esS.A.
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(ownedbyBancodoBrasilandprivate-sectorinsurancefirms),with
10%;Funda��oAtl�nticodeSeguridadeSocial(Telemar�semployees�
pensionfunds);4%;BNDESParS.A.,25%;andFiagoParticipa��esS.A.
(ownedbystate-ownedfirms�pensionfunds),19.9%.
BNDESPar,Citigroup,Opportunityandpensionfundsarealsothe

largestultimateshareholdersinBrasilTelecom S.A.,anothermajor
telecommunicationservicecompany.Itscommonsharesarealmosten-
tirelyowned(99.07%)byBrasilTelecom Participa��esS.A.,whose
controlisinthehandsofSolpartParticipa��esS.A.,whichowns
51.00%ofitscommonsharesand18.78%ofitstotalcapital.Solpart,in
turn,isaholdingcompany,controlledbyTecholdParticipa��esS.A.,
whichisentirelyownedbyInvitelS.A.,aholdingcompanycontrolled
byZainParticipa��esS.A.andthathasasminorityshareholdersPREVI,
Funda��o14BrT(thepensionfundofBrasilTelecomSA�semployees),
andthepensionfundsofPetrobras,CaixaEcon�micaFederaland
Embratel�semployees.Finally,ZainParticipa��esS.A.isownedby
InvestidoresInstitucionaisFia(aninvestmentfundcomprisingBNDESPar
andsomepensionfunds),with45.85% ofitsvotingcapital,Citigroup
VentureCapitalInternationalBrazilL.P.,aforeigninvestmentfund
(42.47%),andOpportunityFund(9.00%).

CPFLEnergiahastheidiosyncraticcharacteristicofbeingcontrolled
byaprivatecompany(VBCEnergia)ownedbythreefamily-controlled
groups,aninvestmententityownedbyPREVI(521Participa��esS.A.),
andaholdingcontrolledbypensionfunds(BonaireParticipa��esS.A.,
involvingFuncesp,Petros,SistelandSabesprev),ontopofhaving
BNDESPARasanon-controllingshareholder.VBCEnergiaiscontrolled
by Votorantim Energia Ltda.,Bradesplan Participa��es S.A.,and
Camargo Corr�aEnergiaS.A.,owned,respectively,by Votorantim
Group,BradesparS.A.,andCamargoCorr�aGroup.Usiminasiscon-
trolledbyavotingcoalitioninvolvingaforeigngroup(theJapanese
NipponGroup,holding24.7% ofitsvotingcapitalinNovember2006),
apartnershipoftwoBraziliangroups(CamargoCorreaandVotorantim,
eachwitha11.6% stake),apensionfund(Usiminas�employees,with
10.1%),andtheprivatizedCVRD(5.9%).Despitenottakingpartinthis
votingagreement,PREVIhasa10.4% interestinUsiminas.

Neoenergia�svotingcapitalisdistributedamongjustthreepartners:
PREVI,holdingdirectlyandindirectly49.01% ofitscommonshares,
BancodoBrasil-BancodeInvestimentoS/A,thegovernment-controlled
bank,owningdirectlyandindirectlyan11.99% stake,andtheSpanish
Iberdrola,witha39.00% interest.

CompanhiaPetroqu�micadoSul(Copesul),privatizedin1992,had,
untilrecently,itsvotingcapitalsharedamongtwoprivategroups
(IpirangaandOdebrecht,eachwitha29.46%stake),aPetrobras�wholly-
ownedsubsidiary(PetrobrasQuimicaS.A.-Petroquisa,15.63%),and
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banks,pensionfunds,andotherinvestors(25.45%).InMarch2007,
Petrobras,Ultrapar Participa��es and Braskem (OdebrechtGroup)
reachedanagreementbywhichIpirangaPetroquimica�sstakeinCopesul
wasdividedbetweenBraskem(60%)andPetrobras(40%).
Finally,Embraer,privatizedin1994andnow aleadingglobal

aircraftmanufacturerandexporter,couldbeconsideredasananomalyin
theBraziliancorporatecontext,havingascatteredcapitalownership
structurevis-�-visotherlargeBraziliancompanies.

15 Notwithstanding,
government-relatedinstitutionsareamongitsmajorshareholders(PREVI
andBNDESParhave,respectively,14.0% and5.0%).Embraer�sby-laws
limitvotingrightstoanyindividualshareholderingeneralshareholders�
meetingsto5% ofthetotalnumberofshares,andthetotalvotesby
foreignshareholders,individuallyorcollectively,to40% ofthetotal
votes.16

Concerningthecompositionoftheboardsofdirectors,Brazilian
businessgroups�controllingshareholder,predominantlyafamily,isusu-
allyamemberbutisnotitschairmannoraCEO oranexecutive.
However,insomebusinessgroups,amemberofthecontrollingfamily
isboththeCEOandthechairmanoftheirmaincompanies,asarethe
casesinCSN,Gerdau,andSulAm�rica.Also,therearebusinessgroups
wherethecontrollingshareholderistheboard�schairmanbutnotthe
CEO(ashappensinVotorantim,Braskem,Sadia,andTAM).Unibanco�s
controllingshareholderisadirectorandCEOofthegroup�stwopub-
liclytradedcompanies.Onlyafewcompanieshavesignificantoverlap-
pingbetweenmanagementandtheboard.Itshouldbeemphasizedthat,
outofthe32largestBrazilianbusinessgroups,20havecompanies
whosesharesaretradedasADRsontheNYSE.

3.2.BusinessDiversification

SectordiversificationvariessignificantlyacrossthelargestBrazilian
privatelycontrolledbusinessgroups.Someareclearlysingle-minded,
such asTelemarand BrasilTelecom (telecommunicationssector),
UnibancoandSafra(bankingandfinance),SulAm�rica(insurance),
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15.Likewise,Perdig�odisplaysarelativelywidely-heldcapitalownership,
whereinpensionfunds,inparticularofstate-controlledcompanies,holdlarge
blocksofvotingshares:PREVIownsa15.7% stake,PETROS11.9%,SISTEL
5.1%,BNDES-FAPES(BNDES�spensionfund)3.7%,andotherpensionfunds
more10.4percent.
16.TheBrazilianGovernmentowns�goldenshare�entitlingittohaveveto
poweroveranumberofcorporateissues.Moreover,keepingEmbraerunderthe
controlofBrazilianswasaconditionimposedbythegovernmenttoitsprivati-
zation.ThefreefloatsharestradedatNYSErepresent55.2%ofthetotalshares,
andatBovespa,16.9%.



Embraer(aircrafts),Neoenergia,CPFL EnergiaandLight(electrical
energy),SadiaandPerdig�o(chilledandfrozenfoods),TAM (airline),
andalsoP�odeA��car(foodretailer),theFrench-Brazilianowned
group.Othershaveacorebusinessbutalsojointventures,subsidiaries
oraffiliatesoperatinginvertically-related(upstreamand/ordownstream)
industries,17 asarethecasesofCVRD(specializedinminingbutalso
controllingenterprisesinlogistics,railways,steel,andenergy),Ultra
(fueldistribution,chemicals,petrochemicals,transportationandlogistics),
Ipiranga(operatinginthesamebusinessesasUltra,whichrecently
acquiredit),Gerdau(steel,ironmining,energy,andbanking),Usiminas
(steel,metalgoods,mechanics,logisticsandtransportation),andSuzano
(nowfocusingonlyonpaperandpulpproduction,afterhavingsoldits
petrochemicalcompanytoPetrobras).Lastbutnotleast,therearemod-
eratelydiversifiedeconomicgroupsconductingbusinessinunrelated
industries,likeOdebrecht,Votorantim,Vicunha/CSN,CamargoCorr�a,
andthebank-centeredBradescoandIta�sa.Thelargeststate-owned
Brazilianbusinessgroups,excludingPetrobras,focusonsingleactivities
(eitherbanking/financeorelectricalenergy)andancillarybusinesses.
Petrobrashasundertakingsinenergyandgasexploration,production,
anddistribution,petrochemicals,andtransportation.Asarule,Brazilian
businessgroupsarecomposedofleadingfirmsintherespectivemarkets
inwhichtheyhavecorebusinesses(deSiqueira,2000).
Inagreaterorlesserdegree,governmentpolicieshaveinfluenced

thedevelopmentanddiversificationofmostBrazilianbusinessgroups,
havingdifferentmanifestationsthoughtime:tradeprotectionfavoring
lightindustriesbeforetheIIWorldWar,systematicstate-ledstrategies
ofimportsubstitutionindustrializationfromthe1940stothe1970s,and
thereaftergovernmentprocurementandfinancialsupportforprivatization
bids,restructuring,modernization,andinternationalization.Lyingbehind
Brazilianbusinessgroups�evolution,itisprobablyamixofpolicy
incentivesandtheirdeliberatestrategieseithertoachievescaleand
scopeeconomiesortoreducerisks(Schneider2007).Theaccountbelow
triestocastsomelightontherelativeweightofthesefactorsinthe
evolutionofsomeleadingBrazilianprivatelyownedgroups.
Tobeginwith,strategiesconcerningtherangeofsectorsofbusi-

nessactivitieshavebeenfarfrom convergentamongthesegroups.
Votorantim,CamargoCorr�a,Odebrecht,Bradesco,andVicunhahave
clearlypursueddiversificationofbusinesses,eventhoughsometimes
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17.Thismaybeassociatedwithstrategicreactiontouncertaintiesandcontract
imperfections.AsKhannaandYafeh(2007,341)pointout,�limitedcontract
enforcement,weakruleoflaw,corruption,andaninefficientjudicialsystem
shouldallleadtohightransactioncostsbetweenunrelatedparties.Undersuch
circumstances,intragrouptrade,withinthecontextoflongrunrelationships
supportedbyfamilyandothersocialties,mayberelativelycheapandefficient.�



relinquishingoneormoreofthemtoinitiateothers.VotorantimGroup
beganin1918asatextilemill,diversifiedthereafterintocement,alumi-
num,energy,steel,mining,metals,pulpandpaper,heavyequipments,
sugarandalcohol,disposedofitsoriginaltextilebusiness,andembarked
onnewactivities,suchasconcentratedorangejuice,chemicals,banking,
and,morerecently,biotechnologyandinformationtechnology.Inthe
samevein,Odebrecht,foundedin1944asacivilconstructionenterprise,
broadeneditsrangeofactivitiestomoretechnologicallysophisticated
heavyconstructionprojects,chemicalsandpetrochemicalsinthe1980s,
andconcessionsinhighwaysandbasicsanitationservices.Privatization
catapultedthegroupintotheleadershipamongprivate-ownedBrazilian
petrochemicalfirms.VicunhaGroup,whoseoriginstracesbacktoa
weavingmillin1946,turnedintothelargestBraziliantextilegroup
(VicunhaT�xtil),whichsincethe1980shasbranchedoutitsinterests
intoseveralindustries,likemining,cement,energy,railway,logistics,
trading,andbankingandfinancialservices(BancoFibra,since1989).
AfteracquiringarelevantstakeinCSN,theformerstate-ownedsteel
makerprivatizedin1993,thegroup�stwocontrollingfamiliesbecameits
largestultimateshareholder.TheirprogressivecontrolofCSN was
reachedbydintofincreasingindebtedness,financedtoagreatextentby
BNDES.
CamargoCorr�aGroup,whichoriginallystartedasasmallcon-

structioncompanyin1939,diversifieditsactivitiesinthe1970sinto
heavycivilconstruction,realestate,agribusiness,cement,metals,mining,
textiles,andfinance.Later,itextendeditsintereststoshipbuilding,
highwayconcessions,environmentalengineering,andfootwear.This
groupalsotakespartofthecontrollingblockinCPFLEnergia,CCR
(whichoperatesthemainBrazilianhighwayconcessions),andUsiminas,
besidesholdingasignificantstakeinIta�sa.Someformerlysecondary
businesses(suchasthoseintheenergy,textile,cement,andfootwear
sectors)haveturnedintothegroup�sleadingactivities,notwithstanding
engineeringandconstructionstillaccountingforaround17% ofits
revenue.Privatizationalsoinfluencedthegroup�sinvestmentstrategy,
propellingittoacquireinterestsinenergy,transportationsectors,and
steel(Usiminas).
Inasmuchaspricestabilization,finallyachievedthankstoPlano

Real,dramaticallyreducedtheinflationarytaxappropriatedbybanks,
Bradescolikelyenvisionedtheprivatizationofsomemajorstate-owned
enterprisesinthe1990sasanopportunityfordiversifyingitsportfolio.
Infact,inassociationwithotherBrazilianprivategroups,pensionfunds,
andBNDESPar,itwasamajorplayerinsomeprivatizationauctions,
afterwhichitbecamepartofthecontrollingcoalitionofgroupssuchas
CVRDandCPFLEnergia.
CVRD and Gerdau have followed the strategy ofmarginal
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diversificationaroundtheircorebusinesses.Eventhoughsteel-making
haspersistedasitsmainactivity,GerdauGroupalsoownsabank-
BancoGerdau,setupin1994,tohelpfinancethegroup�ssuppliersand
customers-and,withaviewtoverticalization,hasextendedsince1986
businesstoironminingandmanufacturing,andmorerecentlytoelectri-
calenergy,probablyasareactiontotheenergycrisisinBrazil.

CVRDGrouphasmaintaineditsfocusontheexplorationandpro-
ductionofironoreandpellets,butpreservingitsenterprisesinclosely
relatedsectors,likesteel,railways,logistics,andenergy.Ithasalso
diversifiedwithintheminingandmetalsectors,beginningtooperate
withcopperandnickel.Theglobalacutecompetitioninthemining
sectorhasledCVRDtosearchforgainsinscaleandscope,prompting
ittoacquisitionstotalingUS$24.5billionsince2000,outofwhich
US$18.2billionforthepurchaseofIncoin2006.Conversely,divesti-
turesequivalenttoUS$3.8billionweremadeinsteel(itsolditsstakes
inA�ominas,CSN,CST,andalargeblockofsharesinUsiminas,
GerdauandSiderar),pulpandpaper,fertilizers,shipsandwood.
Specificitiesinthepetrochemicalmarkethavecertainlydetermined

therecentacquisitionsofSuzanoPetroqu�micabyPetrobrasandof
IpirangaGroupbyBraskem (OdebrechtGroup),PetrobrasandUltra.
Producingpaperandpulpsincethe1920s,SuzanoGroupdiversifiedinto
petrochemicalsin1974.Afterstrengtheningitspetrochemicalbranch,
notablythroughprivatizationbidsinthe1990s,SuzanoPetroqu�mica
wasrecentlyfriendlytakenoverbyPetrobras,thestateownedoilcom-
pany.IpirangaGroup,inturn,startedoperatinginoilproduction,petro-
chemicals,andfueldistribution,butinthe1970sitsbusinessesalso
includedhotels,agribusiness,fishing,andtransportation.Sharpcompeti-
tioninthe1990sbroughtaboutbytradeliberalizationledIpirangato
disposeofitsperipheralactivitiesandrefocusingonitsoriginalactivi-
ties.In2007,Ipiranga�scontrollingshareholdersdecidedtosellitscon-
troltoBraskem,Petrobras,andUltra.
Withrespecttotheexistenceofabankinthegroupstructure,out

ofthe26largestBrazilianprivategroupsin2005,fourhadbankingas
theircorebusiness;threehadbanksamongtheiraffiliates(Vicunha
Group,Gerdau Group,and Votorantim Group);two had a bank
(Bradesco)takingpartinthecontrollingcoalition(CVRDandCPFL);
threehadbanksamongtheirnon-controllingshareholders(Telemar,
Neoenergia,andEmbraer);andone,CamargoCorrea,hadasubstantial,
butapparentlypassive,stakeinalargebank(Ita�).

Brazilianbusinessgroups�recentdomesticandforeignacquisitions
anddisposalsseemtohavebeencarriedoutwithaviewtoconsolidat-
ingtheirsharesandpursuingeconomiesofscaleinamorelimitedrange
ofindustriesratherthanenhancingdiversification.Tradeliberalization,
deregulation,andacuteglobalcompetitionmaybespurringthem to
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strengthentheirpositioninafewmarketsortodiversifyprimarilyinto
technologicallyrelatedindustries.
RecentmovesinBrazilianpetrochemicalsectormaybeillustrative

oftheimplicationsunleashedbythechangingcompetitioncontext.Not
tobeaneasyprey,SuzanoPetroquimicaandIpirangahadeithertogain
marketshare(viaacquisitionsorgreenfieldinvestments)ortojettison
theirassetstoothermajorplayers.Consolidationinthatindustryhas
beenadvancedbothbyprivateandstate-controlledbusinessgroups,
sometimesthrough alliances,and thetakeovershavebeen reached
througheitherprivatizationbidsor�private�acquisitionsofprivate
groups,inwhichBNDESParandPetrobrashavehadasignificantrole.

3.3.Internationalization:TradeandForeignDirectInvestment

ExportsfromthetenBrazilianbusinessgroups,thatexportedmost
in2006,amountedtoalmostUS$35billion,accountingfor26%ofthe
country�sexports.TheleadingexporterswerePetrobrasGroup(US$11.9
billion,tantamounttoan8.7% shareofoverallBrazilianexports),
CVRD (8.43%),Embraer(2.38%),Votorantim (1.1%),andUsiminas
(1.2%)(An�liseCom�rcioExterior2007).Exportvaluesasashareof
totalsalesvarysharplyfrom grouptogroup,beinghigherthan25
percentforCVRD,Odebrecht,Sadia,andPerdig�o.Factorendowment
(thecountry�abundanceinnaturalresources,likeminerals,land,oiland
energy)combinedwithscaleeconomiespartlyaccountsfortheinterna-
tionalcompetitivenessofmanyBrazilianbusinessgroups.Forother
groups,theleadingfactorsseem tobeefficiencyandtechnological
competence,sucharethecasesofEmbraer,OdebrechtandCamargo
Correa(heavycivilconstructionservices),andSadiaandPerdig�o
(chilledandfrozenfood).Insomecases,exportsbeganasawayto
smoothdomesticbusinesscycles.
SomelargeBrazilianbusinessgroupshavealsopursuedinternation-

alizationthroughforeigndirectinvestment.Theirmainmotivationshave
beenprotectionism (FDIfunctioningasasubstituteforexports,like
Gerdau�ssteelworksintheUSA),accesstoraw materialsandnew
markets(asarethecasesofmanyPetrobrasandCVRD�ssubsidiaries),
andincentivescomingfrom freetradeareas(MercosurandNafta,the
lattermakingMexicoattractivetoBraziliangroups).CVRDandGerdau
aretheBraziliangroupsthatmostlyadvancedinthisfront.Eventhough
beginningtoinvestabroadonlyin2000,CVRDnowownsjointven-
tures,subsidiariesandaffiliateswithoperatingplantsincountriesfrom
allcontinents-thepurchasein2006ofInco,theCanadiannickelcom-
pany,beingitslargestacquisitionabroad.GerdauGroup�sFDIstarted
earlier,in1980,andexpandedthroughacquisitionsofseveralsteelworks
inCanada,Chile,Argentina,andtheAmeriSteel.In2003,GerdauGroup
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andtheCanadianfirmCo-Steelundertookamergeroftheirsteelbusi-
nessesinNorthAmerica,bywhichGerdauhelda67.5%interestinthe
new firm,GerdauAmeristeelCorporation,andtheplainmanagement
control.Sincethen,thiscorporationhasacquiredanumberofother
steelmakersintheUSA(10onlyin2007),culminatingwiththeacquisi-
tionofChaparralSteelCompany,adealworthUS$4.22billion.Clearly
thisforayintheAmericanmarketparalleledprotectionismagainststeel
imports,disguisedasanti-dumpingmeasures.In2005,GerdauGroup
extendeditsoperationstoSpain,where,jointlywithSantander,itac-
quiredCorporaci�nSidenorS.A.,and,takingitsfirststepinAsia,estab-
lishedajointventurewithKalyaniin2007.Now,Gerdau�sforeignassets
matchinvalueitsdomesticassets.
CamargoCorr�a,Votorantim,Odebrecht,UltraparParticipa��esS.A.,

andIpirangaappearasmoderateforeigndirectinvestors.Votorantim
Grouponlybegantoextendproductionfacilitiesoverseasin2001,and
afterwardshasmadeforeigndirectinvestmentsinthecement,metals,
paperandpulp,agribusiness,andfinancialsectors.Ipirangahasone
petrochemicalplantinChile.Ultraparhasthreeunitsproducingchemical
specialtiesinMexicosince2003,andonechemicalplantacquiredin
2007inVenezuela,besidesunitsinArgentinaandtheUnitedStates.
CamargoCorr�a�sdirectinvestmentsabroadbeganwiththeacquisition
ofacementmanufacturerinArgentinain2005(LomaNegra),andin
thefollowingyearSantistaT�xtilwasmergedwithTavexAlgodonera,
aSpanishtextilefirm.Odebrechtacquired,in1988,aPortuguesefirm
intheheavyconstructionsectorandincorporatedin1992theBritish
firm SLPEngineering,afirm specializedinprovidingaccommodation
modulesforoffshoreplatforms.Theremaininggroupshavealimited
amountofFDI,mostofwhichrepresentedbytradingandcommercial
offices.Specifically,thethreelargestBrazilianbankshaveamodest
internationalstandingascomparedeitherwithitsdomesticoperationsor
withforeignbanksofsimilarscale.

Petrobrasisthesolestate-controlledbusinessgrouphavingasig-
nificantstakeofitsoverallassetsabroad(around12%in2006).Itholds
explorationbusinessesinvariousAsianandAfricancountries,arefining
plantinJapan,andexplorationandproductionoperationsintheUSand
inseveralLatinAmericancountries.InArgentinaitsoperationsare
significantlydiversified,rangingfrom oilexplorationandproductionto
gasandenergy,petrochemicals,andelectricalenergy.

Conversely,foreigninvestorshavesignificantstakesinsomeBrazil-
iangroups.ThePortugueseBancoEsp�ritoSantoandtheSpanishBanco
BilbaoVizcayaArgentariahad,respectively,5.94%,and5.06%ofBanco
Bradesco�svotingcapital(figuresfor2007).Intheminingandsteel
sectors,Mitsuihas18.2%ofValepar�svotingcapital,whichowns53.3%
ofCVRD�svotingcapital,whileNipponGrouphasa24.7% stakein
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Usiminas�votingcapital.CasinoGroupco-controlsP�odeA��carGroup
jointlywiththeDinizFamily.IberdrolaEnergiaS/A(wholly-controlled
byIberdrola)holdsadirect39.00%stakeinNeoenergia.AndtheDutch
bankING holdsdirectlyandindirectly49% ofSulAm�rica�stotal
capital.

3.4.LongevityandResilience

Concerninglongevity,thenow30largestBrazilianbusinessgroups
emergedbefore1970,exceptthosethatresultedfrom privatizationof
long-standing,state-ownedgroups.Aconventional,thoughrough,indica-
torofgroups�resiliencetochangingeconomicandpoliticalsettingsis
thepercentageofthetoplargestbusinessgroupsinacertainyearthat
stillremainamongthetoplargestsomeyearslater.Reckoningthis

�survivalrate�forthetop20andtop10Brazilianprivategroups
(rankedbynetworth)forthreeperiods,thefollowingresultsarefound:
(i)from amongthe20largestBrazilianprivategroupsin1978,10
(50%)remainedamongthetop20in1988(forthe10largest,the
percentageisthesame);(ii)from thetop20in1988,11(55%)per-
sistedamongthetop20in1998(40%forthe10largest);and(iii)from
thetop20in1998,15(75%)stayedinthetop20listin2005(90%
forthe10largest).Hence,from thetop20in1978,6(30%)werein
thetop20listin2005(40% forthetop10).18

Atleastafterthereturntodemocracy,eventhoughtheinfluenceof
privatebusinessgroupsongovernmentpoliciesandpoliticsremained
considerable,thosefailingeconomicallyalsoseemtohavefailedpoliti-
callytoescapebankruptcy.Traditionalandeconomicallypowerfulbusi-
nessgroupsinthe1970s,likeBonfiglioli,MatarazzoandComind,
respectively,thethird,sixth,andeighteenthlargestbusinessgroupsin
termsofnetworthin1978,hadgonebustinthefollowingdecade.
Likewise,Bamerindus(top6in1988),Econ�mico(top24in1988),and
Nacional(top32in1978)didnotsurvivetheturbulent1990s,notwith-
standingtheircontrollingshareholders�intimaterelationswithpoliticians.

19
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18.Anothersource(Balan�oAnual,GazetaMercantil),withdataavailable
since1978,hadtobeusedtocalculatethosefigures.Thissource�sgreatweak-
nessisthattherankingrefersjusttoBrazilianprivatebusinessgroups.There-
fore,whencomparingfiguresbeforeandafterthe1990s,decadeinwhich
privatizationtookplace,theturnoverrateisoverestimated.
19.Bankruptcywasnotavoided,despitepoliticalandpersonalpressurestobail
them out,inthecasesofthebanksEcon�mico,Nacional,andBamerindus.
BancoEcon�mico,a161yearbank,wascontrolledbyaclosefriendofAntonio
CarlosMagalh�es,aleadingpoliticianwithapowerfulinfluenceonthenational
politics.AmemberofNacional�scontrollingfamilywasthePresidentCardoso�s
daughter-in-lawwhileBamerindus�mainshareholderwasCardoso�sMinister.



AsregardswhathappenedafterwardstothefortylargestBrazilian
privatebusinessgroupsin1978,twenty-twostillexistedassuchin2005
(nineamongthetop40);fourhadbeenacquiredbyotherBrazilian
groupsandfivebyforeigngroups;andeighthadbankrupted(noinfor-
mationwasfoundforoneofthem).Amongthetwelvegroupsthatwere
top40bothin1978andin2005,fourwereandareprimarilyengaged
infinance,threeincapital-intensiveminingandmanufacturedcommodi-
ties(steel,paperandpulp,metals,chemicalproducts),twoinheavy
construction,oneinagribusiness,andoneinfoodretail.
NoneamongthecurrentlargestBraziliangroupsoperatesina

significantscaleinelectronics,carmakerorotherknowledge-orskilled-
labor-intensiveindustries,excepttheaircraftmanufacturerEmbraer.Most
areprimarilyengagedinthefollowingcorebusinesses:banking,chemi-
calandpetrochemical,miningandmetals,telecommunications,energy,
pulpandpaper,retailcommerce,food,insurance,agribusiness,engineer-
ingandheavyconstruction.BanksstandoutamongthetoptenBrazilian
groups(Bradesco,BancodoBrasil,Ita�sa,andCaixaEcon�micaFed-
eral),followedbyoilandgasproductionanddistribution(Petrobrasand
Ipiranga),mining(CVRD),steelandiron(Gerdau),telecommunications
(Telemar),andthediversifiedgroupOdebrecht(mainlychemicalsand
petrochemicalsandheavyconstruction).

4.TheGovernanceofLargeFirmsinBrazil

Thissectionpresentssomeempiricalevidenceontherelevanceof
pyramidalstructuresinBrazil�spubliccompaniesandontheircontrolling
shareholders�characteristics.

20 Thesamplecoverseachyearoverthe
period1997-2002andincludesnotjustlistedfirmsattheBrazilian
equitymarketbutthewholesetofpubliccompaniesthatfurnishedthe
requiredformstotheCVM.21 Eventhoughlargelyreliedonthecorre-
spondingliterature,thekeyconceptsandcriteriatodealwiththedata
tookintoaccountsomeBraziliancorporateenvironmentpeculiarities.
Thefirststepwastoidentifyforeverysamplecompanyforeachyear
the�largestultimateshareholder�(henceforthLUS),definedastheshare-
holderholdingthelargestvotingstake,directlyandindirectly,inthe
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20.Theaccountsetforthbelow drawsextensivelyonAldrighiandMazzer
Neto(2007).Theirresearch,constructedadatasetoutofthe�InformativoAnual�
(AnnualInformation Bulletin,IAN) and the �Demonstra��es Financeiras
Padronizadas�(StandardizedFinancialStatements,DFP)―reportsthatpublic
companiesinBrazilarerequiredtofileannuallytotheBraziliansecurities
marketregulator,�Comiss�odeValoresImobili�rios�(CVM).
21.Thenumberoffirmsthatcompliedwiththemandatoryrequirementof
filingtheseformswas670in1997,836in1998,807in1999,772in2000,727
in2001and666in2002,totalling4,478IANsandthesamenumberofDFP.



firm.A firm�sindirectownershiporpyramidalownershipmeansthat
thereisatleastonefirmbetweenthefirmunderscrutinyanditscorre-
spondingultimateshareholder.22 Itadoptedthe50percentcontrolcutoff
todistinguishwidelyheldcompaniesfrom thosewithanultimatecon-
trollingshareholder.Hence,acompanyissaidtohaveanultimatecon-
trollingshareholderifithasashareholderowningdirectlyandindirectly
atleast50percentofitstotalvotingrights.
Thelargestultimateshareholderswereclassifiedintothefollowing

categories:i)anindividualorafamily;ii)thestateorgovernmental
agencies;iii)aforeignfirm;iv)amutualfund;v)apensionfund;vi)
afoundationoracooperative;vii)aprivately-heldcompany;andviii)a
legally-registeredvotingagreementamongshareholders.
Thedatasetrevealssomeinterestingresults.Onaverage,52.4%of

thesamplefirmswereinvolvedinpyramidalarrangements.Despitethe
shrinkingnumberoffirmsunderpyramidalownershipovertheperiod,
theystillrepresented49.3percentofthesamplein2002.Defining
degreeofpyramidalstructure(DPS)asthenumberofintermediate
companiesbetweenthefirm underscrutinyandtheLUS,theaverage
DPSforthesamplefirmswithpyramidalownershipstructures(POS)is
2.06.
Table1displaysthedistributionofcompaniesaccordingtotheDPS

from1997to2002.ForfirmswithPOSin2002,50percentpresented
aDPSequalto1;22.4percentaDPSof2;and13.4percentaDPSof
3(twofirmshad8intermediatecompaniesandonefirm,nine).
AlmeidaandWolfenzon�stheoryimpliesthatpyramidalownership

schemesmayoccureventhoughthecontrollingfamilieshavenotex-
haustedallthelegalpossibilitiestoissuenon-votingshares,thestraight-
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Table1.DegreeofPyramidalStructure:1997-2002(inpercentage)

DPS 1997 1998 1999 2000 2001 2002 Average

0

1

2

3

4

5

6

7

8

9

48.28

25.77

13.43

5.44

4.17

2.18

0.36

0.18

0.18

0.00

46.43

26.71

12.31

7.83

4.06

1.54

0.98

0.00

0.14

0.00

45.41

22.71

13.10

9.75

4.22

2.04

1.89

0.73

0.00

0.15

47.92

25.12

12.02

7.40

3.24

1.69

1.69

0.46

0.31

0.15

47.83

25.60

12.72

4.83

4.03

3.22

1.29

0.16

0.16

0.16

50.62

25.13

11.05

6.60

3.57

0.89

1.25

0.36

0.36

0.18

47.62

25.16

12.45

7.08

3.88

1.93

1.27

0.32

0.18

0.11

22.Themethodologyforcalculatingtheultimateshareholder�sstakeinthe
firm�scash-flow rightsandvotingrightsisdescribedinAldrighiandMazzer
Neto(2007).



forwardandcheapestwaytoseparatevotingpowerfrom ownership
capital.Toassessthisprediction,firmsinvolvedinpyramidalownership
arrangementswereclassifiedaccordingtothefractionofnon-voting
sharesintheiroverallcapitalovertheperiod1997-2002.Table2shows
that29percentofthesamplefirmswithpyramidalownershiphadissued
non-votingsharesequaltomorethan60percentoftheoverallshares
(53percentforpyramidalfirmswithnon-votingsharesexceedingmore
than40percentoftheirrespectivetotalshares).Boththesefractionscast
doubtonAlmeidaandWolfenzon�scontention.Nonetheless,theevidence
thatmorethan27percentofthepyramidal-ownedfirmsissuedonly
votingsharesiscompatiblewiththeirclaim.
Furthermore,AlmeidaandWolfensonassertthattheirtheory,unlike

thetraditionalview,fitsrecentempiricalevidenceshowingthatfamilies
controllingfirmsbymeansofpyramidsholdhighstakesinthefirm�s
capital,involvingsmalldeviationbetweenvotingandcash-flowrights.
Theresultsfoundareinconclusiveregardingthecash-flowrightsofthe
largestultimateshareholders.Althoughaveragecash-flow rightsare
significantlylowerinpyramidalfirmsthaninnon-pyramidalfirms,at
leastinfirmswithdegreesofpyramidalstructurerangingfrom 1to3
theLUS�saveragestakeinthefirm�scapitalishigherthan33percent,
being47.9percentforfirmswithaDPSequalto1(Table3).Regarding
theexistenceofacontrollingshareholder,thatis,ashareholderholding
morethan50percentofthevotingcapital,differencesbetweenpyrami-
dalandnon-pyramidalfirmsseemirrelevant:78.6percentofthesample
firmshaveonecontrollingshareholderand39percenthaveaLUS
owningmorethan90percentofthefirm�svotingcapital,whilefor
pyramidalfirmsthesepercentagesare,respectively,74.6and37.4.

Thereisameaningfuldiscrepancybetweencash-flow rightsand
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Table2.DistributionofPyramidalPublicCompaniesAccording

totheFractionofNon-VotingCapital1997-2002

FractionofNon-VotingCapital % ofCompanies

Equalto0

＞ 0e・ 20

＞ 20e・ 40

＞ 40e・ 45

＞ 45e・ 50

＞ 50e・ 55

＞ 55e・ 60

＞ 60e・ 66.67

＞ 66.67

27.3

8.8

10.9

4.7

9.1

4.7

5.6

28.2

0.8

TOTAL 100.0



votingrights,beingevenhigher,asexpected,thedivergencebetween
pyramidalgroups.TheLUS�scash-flowrightsandvotingrightsaverage,
respectively,51.0and73.3percent,implyinganaveragewedgebetween
theserightsof22.3percentagepoints.Thehighestaveragegap(27.1
percent)occursforfamilies,notablyforthoseinvolvedinpyramidal
ownership(32.4percent).Listedcompaniesshowaslightlyhigheraver-
agewedgeofrightsvis-�-vistheaveragepubliccompany(seeTable4).

Familiesdominateamongthelargestultimateshareholders-54.9
percentovertheperiod1997-2002.Forpyramidalfirms,familiesrepre-
sent,onaverage,63.8ofthelargestultimateshareholders,showingthat
pyramidsareprimarilybuiltbyfamilyshareholders.Foreigninvestors
(averaging19.0percent),governments(8.2percent)andmutualfunds
(3.7percent)followedinimportance(seeTable5).
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Table3.LUS�sAverageCash-FlowRightsandDegreeofPyramidal

Structure(%)

DPS 1997 1998 1999 2000 2001 2002 1997-02

0

1

2

3

4

5

6

7

8

9

59.5

45.1

37.2

34.6

24.6

19.4

25.8

42.1

24.9

-

60.6

47.4

38.7

33.7

31.4

17.9

34.8

10.7

4.1

-

63.0

51.0

38.0

33.7

24.5

24.7

29.0

5.8

-

4.4

62.5

46.5

41.5

33.9

25.8

11.8

22.8

30.2

59.3

16.3

65.6

48.7

40.1

32.2

23.0

27.9

31.7

73.7

57.8

16.3

66.3

48.9

41.8

30.8

35.7

12.2

23.6

11.2

35.6

15.3

62.9

47.9

39.4

33.3

27.4

20.6

27.9

20.6

39.4

13.1

TOTAL 49.3 50.4 50.98 51.2 53.5 54.9 51.6

Table4.Cash-Flow Rights,VotingRights,and Discrepancies

betweenRightsPublicCompaniesandListedFirms

Meanover1997-2002(Percentage)

Variable Type Mean

VotingRights
AllPublicFirms 73.3

Listed 70.4

Cash-FlowRights
AllPublicFirms 51.0

Listed 46.1

Divergence
AllPublicFirms 22.3

Listed 24.3



5.ConcludingRemarks
TheBrazilianeconomyhasundergoneremarkablechangesoverthe

last30years.Firstly,theStatestoppedrulingtheeconomicdevelopment
strategy,leavingfirmsamplelatitudeforindividuallymakingdecisions
aboutallocationoftheircapital(deCastro,2003).Tradeliberalization,
privatizationofmostofthelargeststate-controlledfirms,andmonetary
stabilizationhaveredefinedtheenvironmentshapingfirms�incentives
andconstraints,bringingaboutanoutstandingrestructuringatthecorpo-
ratelevel,notablybymeansofmergersandacquisitions.

Moreover,thenewcorporatelaw(approvedin2001)aswellasthe
creationofdifferentiatedlevelsofcorporategovernancebytheSao
Paulostockexchangehaveimpartedbettergovernancestandards,con-
tributingtostrengthenBraziliancapitalmarketsandtothemassive
numberofIPO�soverthelastthreeyears.Alsonoteworthyisthestrik-
ingstakesforeigninvestorshavebeenacquiringinBrazilianfirms.An
openquestionistheimpactofacapitalmarketmorewillingtofund
emergingand/oryoungfirmsonBrazilianbusinessgroups�structuresand
strategies.23

AsregardsBrazilianbusinessgroups�currentstructuresandstrate-
gies,anumberofcharacteristicfeaturesstandout.Firstly,familiescon-
trolthemajorityoftheBraziliangroups.Secondly,state-controlledfirms
(suchasPetrobras,BNDES,andBancodoBrasil)aswellasother
institutionsoverwhichthegovernmenthascontrol(likepensionfundsof
BancodoBrasil,Petrobras,andCaixaEconomicaFederal)havesignifi-
cantstakesinthelargest�private�businessgroups.Thisownership
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23.AsnotedbyKhanaandYafeh(2007,p.340),shouldinternalcapitalmar-
ketsbethemainreasonfortheexistenceofbusinessgroups,itwouldbeex-
pectedthattheywouldshrinkwiththedevelopmentofcapitalmarkets.

Table5.IdentityoftheLargestUltimateShareholders

(Percentage)

CategoryoftheLUS TOTAL

Government

ForeignInvestors

Families

Foundations

MutualFunds

PensionFunds

Privately-HeldFirms

Others

8.2

19.0

54.9

1.8

3.7

2.2

3.6

6.6

TOTAL 100.0



structureis,toagreatextent,accountedforbytheprivatizationmodel
followed,designedtomaximizingrevenuestothegovernment.Third,
state-controlledgroupshavedramaticallyshrunktheirshareamongthe
largestgroupsoperatinginBrazil.Forth,diversificationstrategiesvary
widelyamongthesampledbusinessgroups.Whereassomeofthemare
focusedonspecificsectors,othershavearatherdiversifiedrangeof
businesses,probablyonthegroundsofrisksharingoreconomiesof
scope.Othergroups,despitefocusingoncorebusinesses,alsohave
subsidiariesoraffiliatesoperatingin(vertically)relatedindustries,diver-
sifyingtheiractivitiesaroundtheirmainbusinessesperhapsforstrategic
motives,contractualshortcomings,oralsoscopeeconomies.Fifth,most
ofthelargestBraziliangroupshaveattemptedtointernationalizetheir
operations.Inmanyofthem,foreignsaleshaveyieldedhighrevenues
orrepresentedasignificantshareinthefirm�revenue.Theothervehicle
ofinternationalization,foreigndirectinvestment,hasbeenspearheaded
mainlybyPetrobras,GerdauandCVRD,morerecentlyfollowedsuitby
Votorantim,Sadia,CamargoCorr�a,Ultra,andPerdig�o.Sixth,Brazilian
businessgroupspresentaconsiderablelongevity.Themajorityofthem
werecreatedbefore1950,statesupportbeingprobablyfundamentalto
ensuretheirdevelopment.

Finally,theexaminationofadatasetbuiltoutofreportsfrom
hundredsoffirmsovertheperiod1997-2002showedthatpyramidal
ownershipstructuresarecommonamongthesamplecompanies.Itis
likelythatpyramidalownershipstructuresinBrazilaim atdifferent
strategiesofthecontrollingshareholders.Someprobablyusethemasan

�internalcapitalmarket�forfacilitatingthefinancingofnewenterprises,
asarguedbyAlmeidaandWolfenson(2006).Forothers,pyramidsmay
operateasadeviceforleveragingvotingpowerfrom alimitedcapital
stakeintheirfirms,facilitatingtheexpropriationofminoritysharehold-
ers,asthetraditionalviewemphasizes.Theymaystillserveasamecha-
nism forensuringthefamily�scontroloverthefirm,preventingother
block-holdersofsharesfromcontestingit.Finally,taxavoidanceshould
notbeneglectedasamotivelyingbehindpyramids.
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10 Comment

YukaKaneko
Professor
GraduateSchoolofInternationalCooperationStudies
KobeUniversity

Ifeelhonoredtospeakasacommentertothisquiteinformative
empiricalanalysisofBrazilianbusinessgroups.Butfirst,Imustconfess
thatIam neitheraBrazilianexpertnoraneconomistspecializingin
LatinAmericanstudies,butIamjustaresearcheroflaw.Myfieldis
mostlyAsia.SoperhapsIamnotqualifiedenoughtocommentonthis
veryprofessionaleconomicanalysis,butkindlyallowmetocommentin
mylimitedcapacitymostlyfromalegalpointofview.
Iunderstandthatthegeneralimplicationofthefirstpartofthe

presentationisthatBrazildidwellwithWashingtonConsensus,andhow
toachieveeconomicsuccesssofar.ButIhavesomequestiononthe
wayoflistingfromsomelegalaspect,soletmemakesuchpoints.
First,letmepicktheobservationofrecentcorporatelawreformin

Brazil.ThoughIdonotknowmuchaboutthedetailsofthereforms,
basedontheinformationinthepaper,Icanwellunderstandthatthese
reformshavebeendirectedmostlytothestrengtheningofminority
shareholder�srights.

Thepaperhasgivenapositiveassessmentonthem basedonthe
veryfactsthatforeigninvestmentshavebeenincreasedafterthereform.
Inthisregard,onethingwelawyersalwayswanteconomiststoreorgan-
izeisthatthestrengtheningofminorityshareholder�srightsorinthe
otherwords,corporatedemocracyisnotinitselftheultimategoalof
corporategovernance.Itisjustameansanditisjustoneofthevarious
possiblemeansofcorporategovernance.Wecannotbesatisfiedwith
justenactinglawtoprotectminorityshareholder�srights,butwehaveto
testwhethertheminorityshareholder�srightsareactuallystrengthened
bythelaw andwhetherthesestrengthsintheminorityshareholder�s
rightsarereallycontributingtotheultimategoalofcorporategovern-
ance.

Thenwhatistheultimategoalofcorporategovernance?Someone
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willsaythatitsefficiencyintheperformancewillincreaseprofitability
ofeachindividualcorporation.Buttheotherswillsaythatitisthelong
andstablecontinuationofacorporationasasocioeconomicentity.
Inanycase,anassessmentofcorporategovernanceshouldnotend

inthecheckofforeigninvestor�smindsbutshouldreachtotheevalua-
tionofcauseandeffectbetweenthespecificlegalreformandthecorpo-
rateultimategoal.

Butifthisisdifficultforsometechnicalreasons,thenatleasta
lawyerwantseconomiststoestablishthedirectrelationshipbetweena
legalreform anditsdirectly-intendedspecificoutcomes,suchasthe
protectionofmarketforcorporatecontrolbyhostiletakeovers,orthe
increasednumberofshareholdersderivativesuits,and/orincreasedcase
ofdirector�snominationbyminorityshareholder�sactivisms.
Iftheeconomistscannotestablishthesedirectoutcomesoflegal

reform,thenIthinkitwillbeourlawyers�turntodetecttheweaknesses
inthemoremicrolevelofindividuallegaldesigns,whichmightoften
includetheoverlyderegulatedneo-liberalistslegaldesignsmostlydevel-
opedintheUSDelawarestate.

Welawyerswouldalsoaskwhotheminorityshareholdersarein
therealityofthecorporatedecision-making.Theymightnotalways
comprisediffusedshareholdersasintheUSsecuritymarketinanideal-
isticview.Itcouldbeprofessionalprofitseekerssuchashedgefunds,
intherealityofUSsecuritymarket,oritcouldbelong-term policy-
orientedinstitutionalinvestorsasincasesofUKandEurope,oritcould
becreditorsandbusinesscounterpartsinanindustrialcross-shareholding
culturelikeinJapan.

We,lawyerswillalsocomparethelegaldesignsmainlybasedon
minorityshareholderrightswithotherchoicesofgovernancedesignsin
variouscontexts.Withouttestingallthesepointsofvarietiesanddiver-
sities,Ithinkwecannotsimplyrelyonthepositivereactionbyforeign
investorsonthechoiceoflegalreforms.Sothisismyfirstcomment.

Thenletmegiveanothercommentwhichisontheanalysisof
pyramidalstructureofbusinessgroupsinBrazil.Thisisthemostinter-
estingpartbecauseitprovidesagoodbasisforcomparativestudyacross
regions,includingAsia,whichismyownfield.
Butasforthemotivesofpyramidalstructureformylawyer�seye,

theeconomists�questionofwhetherornottheexpropriationofminority
shareholderseemsabitsimple.Iwouldclassifyatleasttwodifferent
situations.Firstiswherethepyramidalstructurehasbeenintentionally
formedbythecontrollingowners,andsecondiswheresuchpyramidal
structurehasbeenunintendednaturalresultofinteractionsamongorigi-
nallyindependentcompanies.

Forthefirsttypeofpyramids,Ithinkformylawyer�seyes,such
pyramidalstructureisnothingotherthanalegaldeviceforcontrolling
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shareholderstoavoidtheaccusationofliabilities.Forcontrollingshare-
holders,oncetheysuccessfullyacquireacorporatecontrolbywhatever
choicesofinstitutiondevices,eitherissuanceofnonvotingsharesor
whatelse,theyhavetoassumearisktobeaccusedaslegallyresponsi-
bleforcorporatedecision-making.Becausealmostallcorporatelawsin
theworldhaveincorporatedanideaofpiercingthecorporatewayof
limitedliability,whichisanideatocreateanexceptiontothegeneral
principleoflimitedliabilityinordertoavoiditsabuse.
Accordingly,itisanaturalreactionofcontrollingshareholdersto

purporttoevadethisliability,andthepyramidalstructureseemstobe
oneofthedevicesforthemforthisevasion.So,economistsmightsee
thisevasionasawayofcompletingtheexpropriationofminorityshare-
holders,butIwouldseeitmoreasawayofexpropriationofcreditor�s
rights.
Atthesametime,Itotallyagreethattheremustbeseveraldiffer-

entmotivationsofpyramidalstructure,especiallyforthesecondtype
thatImentioned.
AsincasesofJapanesemanufacturingbusinessgroups,pyramidal

structureshavebeennaturallyformedsincelongbeforetheirlistingin
themarket,whichimpliesthattheirintentionhasnotbeenexploitation
ofminorityshareholdersbutratherinanothermodeofcorporategovern-
ancebasedonthemutualsupervisionamongindependentcompanies.I
believethatthisviewhasbeensupportedbysomeempiricalstudiesin
Japanwhileapplyingthekindoftransactioncosttheory.
Ihavelearnedthatweneedmoreandmoreworkstodigintothe

microlevelofdifferencesortypologiesofbusinessgroups,suchas
organicgroups,portfoliogroups,family-owned,thepolicy-oriented,or
whateveritis,wheneverweanalyzeorcomparethemotivations,per-
formanceand/oranyotheroutcomesofbusinessgroupactivities.

Responsefrom ProfessorAldrighi

ItisapuzzlewhypyramidalownershipstructuresprevailinBrazil.
Maybeaneclecticapproachmightcopewiththispuzzle.Taxmotivation
wouldprobablybeanotherreasonwhythistypeofarrangementisso
widespreadinBrazil.

Ithinkthatweeconomistscanlearnalotifwebegintointeract
withlawyers.MyanalysiswouldbeenhancedifImanagetodealwith
thetellingcommentsmadebyProfessorKaneko.

ProfessorTakahashi

Wewouldsaythateconomicsshouldlearnfrom theotherdisci-
plinestoachieveourultimategoalsunderthisventureoftheeconomists
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ofdiversity.IthinkthattheinteractionbetweenProfessorAldrighiand
ProfessorKanekoshouldbekindofmodelforthefuture.
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11 TheGlobalizationofBankRegulatory
PolicyandDiversityofMarkets:Im-
plicationsforFinancialRiskManage-
ment

AlaaEl-Shazly
AssociateProfessor
DepartmentofEconomics
FacultyofEconomicsandPoliticalScience
CairoUniversity

1.Introduction

Inrecentyears,theworld�sleadingfinancialinstitutionshaveused
aportfolioapproachtoriskmeasurementandmanagementbasedonthe
Value-at-Risk(VaR)statisticalconcept.Themainobjectiveofusing
VaRanalysisistoimprovethesafetyandviabilityofthefinanceindus-
tryforinvestmentandgrowthpurposes.Basically,VaRestimatesthe
worstlossundernormalbusinessconditionsoveratargethorizonata
givenconfidencelevel.Toputitdifferently,VaRistheq-thquantileof
theprobabilitydistributionofprofitsandlossesthatcanoccurfora
givenportfolioduringaspecifiedtimeperiod,whereq・・1・p・and
pdenotesaconfidencelevelthatreflectsrisk-averseness.VaRanalysis
isoftencarriedoutforaone-yearholdingperiodofcreditportfoliosand
dailypositionsoftradingportfolioswitha95percentor99percent
confidencelevel.VaRisalsousedtoquantifyoperationalrisksrelated
tointernalcontrolproblemsoveratargethorizon.Inaddition,VaRcan
beusedtoassesstheriskcharacteristicsofportfoliosunderextreme
eventsbyexaminingthetailsofreturndistributionsandconsideringthe
averageofalllossesthatexceedtheVaRthreshold.

TheVaRconceptiswidelyadoptedbyregulatorsandthefinancial
communityformeasuringandmanagingrisk(seee.g.Jorion,2006).In
particular,ithasbeenincorporatedlatelyintheBankforInternational
Settlements(BIS)standardsformarket,creditandoperationalrisksof
regulatedbanks.AmajoradvantageofVaRanalysisisthatittakesinto
accountthecorrelationsandcross-hedgingbetweenvariousassetcatego-
ries,includingfinancialderivatives,togivearealisticpictureonrisk-
takingbehavior.However,theimplementationcostsofafullyintegrated
VaRsystem canbesubstantial.Also,theuseofplausibleassumptions
inquantifyingriskisimportantformodelreliability.
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AlthoughtheriskmodelingapproacheswithintheVaRframework
varyamongthefinanceindustryprofessionals,VaR stillrepresentsa
majortoolfortheglobalizationofbankregulatorypolicyundertheBIS
standards.However,thisdoesnotmeanthatbanksaroundtheworldwill
behomogenouswithrespecttoportfolioallocationorrisk-takingbehav-
ior.Rather,itmeansthatbankswillhavesimilarriskmanagement
practicestowardsamorestableandefficientfunctioningoffinancial
marketsirrespectiveoftheheterogeneityoftheirportfoliopositionsor
riskprofiles.
Thisposesvariouschallengesatboththedomesticandinternational

levelsintermsofthefinancialmarketsinfrastructure.Specifically,global
stabilityofthebankingindustryunderthelatestrisk-basedcapitalade-
quacyrequirementsbytheBaselCommitteeonBankingSupervision
(BCBS)knownastheBasleIIAccordwoulddependontheavailability
andsophisticationof:(a)derivativemarketsforhedgingrisks,(b)credit
ratingagenciesforproducinginformationonthecreditworthinessof
debtors,(c)insuranceproductsforsafeguardingagainstextraordinary
losses,(d)balancesheetinformationbasedoninternationally-accepted
standardsforstrongfundamentalanalysis,and(e)professionalskillsin
modelingfinancialrisksfordevisingportfoliostrategies.However,diver-
sityinthesetupandworkingoffinancialmarketssuggeststhatadapta-
tiontotheBaselIIAccordwillvaryamongdifferentcountrygroups.In
general,theadvancedeconomieswithwelldevelopedfinancialmarkets
willbeabletoadaptfasterandmorefullytotheinternationalstandards
forriskmanagementpracticesinbanks.Also,banksinmajorfinancial
centerswillbegenerallyabletooperateunderlowercapitalcharges
thanthoseinunderdevelopedmarkets.
Therestofthearticleisorganizedasfollows.Section2givesa

briefaccountoftheBaselAccordsonregulatorycapitalrequirementsfor
banks.Section3discussestheadaptationofregulatedbankstointerna-
tionalrulesandstandardsoffinancialregulationinlightoftheirmarket,
credit,andoperationalriskmanagementsystems.Section4contains
illustrationsofriskmodelingapproachesundertheBaselAccordsthat
requiredataavailablefrom specializedfirmsinfinancialinformation,
usuallyoperatinginwell-developedmarkets.Section5concludes.

2.TheBaselAccordsandGlobalFinancialRegulation

Recentdevelopmentsinbankregulatorypolicyareessentiallyattrib-
utedtotheBISrisk-basedstandardsforcapitaladequacyasreviewedin
Jorion(2007).TheBaselAccordof1988oncapitalrequirementsfor
creditexposuresaimedatpromotingthesafetyandsoundnessofthe
globalfinancialsystemandbecamethestandardforregulatorypolicyin
thebankingindustry.Itstipulatedthatbanksmustholdcapitalofat
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least8percentoftotalrisk-weightedassetsintheirloanportfolios.To
calculatethis,eachassetismultipliedbyarisk-weightingfactorunder
astandardizedapproachtocreditriskmeasurement.Theriskclassifica-
tionofassetsforcapitalchargesdidnotdifferentiatethoughamongthe
creditratingoftheobligor.
Asforexposuretomarketrisks,suchaschangesininterestrates

andthepricesofsecuritiesandcommodities,regulatedbankshavebeen
requiredsincethemid-1990stoholdcapitalagainsttheirtradingbooks.
ThishasbeenbasicallyimplementedthroughtheuseofVaRestimates
asabenchmarkforcapitalrequirements.Thecapitalchargeformarket
riskisroughlysetasthehigherofthepreviousday�sVaRand3times
theaveragedailyVaRoverthepreceding60businessdays,with99
percentconfidencelevelanda10-daytimehorizon.
However,undertheBaselIIAccord,banksareallowedtouse

eitherastandardizedoraninternalmodelsapproachforthecalculation
ofcapitalchargesagainstmarketriskbasedontheirownriskmanage-
mentsystem.Thestandardizedapproachisasimplifiedmethodwhereby
thecapitalchargeisthearithmeticsumofmarketrisksacrossthediffer-
entsourcesorcategoriesoftheserisks.Underthestandardizedapproach,
theregulatorycapitalrequirementis8percentofthesumofinterestrate
risk,foreignexchangerisk,equityrisk,commodityrisk,andoptionrisk
inthebank�stradingportfolio.Incontrast,theinternalmodelsapproach
allowsmoresophisticatedmethodsofcomputationthataccountfor
correlationsacrossriskcategoriesanddiversificationbuthavetobe
checkedforreliability,includingbacktesting,andapprovedbythe
bank�sregulatorbeforeuse.
Underthescheduleofriskweightsforregulatorycapitalrequire-

ments,the1988BaselAccordsetsa100percentriskweightingfor
privatesectorloansregardlessoftheobligor�screditrating.However,
suchacapitalchargemayinducebankstotakeexcessiveriskintheir
portfoliopositionsbyshiftingtheloanmixtowardsriskierdebtorsfor
higherreturns,giventhesameamountofregulatorycapital.Tocorrect
forthis,theBaselIIAccordof2004accountsfortherelativecredit
qualitiesofobligorsbasedontheircreditratings,accordingtooneof
two approaches,namely,standardized and internal-ratings-based ap-
proaches.Table1showsthestandardizedriskweightsoftheBaselII
Accord.

Thestandardizedapproachprovidesascheduleforriskweights
whereastheinternal-ratings-basedapproachallowsbankstousetheir
owninternalcreditratings.Theratingsmustcorrespondtobenchmarks
for1-yeardefaultprobabilities.Also,theinternalratingsmethodology
mustberecognizedbythebank�sregulatorandhavebeeninplacefor
atleast3years.TheBCBSprovidesaformulaforthecapitalrequired
foreachintervalofdefaultprobabilities.Theformulaisbasedonthe
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differencebetweenunexpectedlossesandexpectedlosses,afterallowing
forrecoveryratesaccordingtothetypeofasset,inadditiontoamatur-
ityadjustment(whichisanincreasingfunctionofthematurityofthe
debtinstrument).
Thenewaccordalsointroducescapitalrequirementsforoperational

risk.Thiskindoffinancialriskstemsmainlyfrom internalorganiza-
tionalproblems,suchassystemsfailure,tradingerrors,andfraud.It
encompassesboththetradingandnon-tradingportionsofbankportfo-
lios.Thealternativemethodsforcomputationoftheoperationalrisk
chargevaryintheirsophistication.Theyincludethebasicindicator
approachthatisbasedonanaggregatemeasureofbusinessactivity,the
standardizedapproachthatisbasedondividingthebank�sactivitiesinto
eightmainbusinesslines,andtheadvancedmeasurementapproachthat
allowsbankstousetheirowninternalquantitativemodels.

Thecapitalchargeunderthebasicindicatorapproachisafixed
percentage,whichiscurrentlysetat15percent,ofthebank�sgross
income.Althoughsimple,thisapproachdoesnotaccountforthequality
ofinternalcontrols.Underthestandardizedapproach,thecapitalcharge
isafixedpercentageofgrossincomeforeachofthedesignatedbusi-
nesslinesandvariesbetween12percentand18percent.Thisapproach
remainsasimplifiedonebutreflectsthevaryingrisksacrossbusiness
lines.Ontheotherhand,theuseoftheadvancedmeasurementapproach
issubjecttoasetofquantitativeandqualitativecriteriaforapprovalby
thebank�sregulator.Underthisapproach,insuranceagainststressloss
maybeusedtooffsetupto20percentoftheoperationalriskcharge.
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Table1.StandardizedRiskWeightsoftheBaselIIAccord

Claim
Riskweights(percent)

AAAto
AA-

A+to
A-

BBB+to
BBB-

BB+to
B-

Below
B- Unrated

Short-term1

Banks,option12

Banks,option23

Sovereigns

20

20

20

0

20

50

504

20

20

100

504

50

50

100

1004

100

150

150

150

150

20

100

504

100

Claim AAAto
AA-

A+to
A-

BBB+to
BBB-

Below
BB- Unrated

Corporates 20 50 100 150 100

Source:BISReports.
Notes:
1.Short-termclaimsaredefinedashavinganoriginalmaturitylessthanthreemonths.
2.Riskweightingbasedontheriskweightingofsovereigninwhichthebankisincorpo-
rated.

3.Riskweightingbasedontheratingoftheindividualbank.
4.Claimsonbankswithanoriginalmaturirtyoflessthan6monthswouldreceivea
weightingthatisonecategorymorefavorablethantheriskweightshownabove(e.g.
20percentinsteadof50percent),subjecttoafloorof20percent.



ThetotalcapitalchargeundertheBaselIIAccordwillthenbethe
sum ofchargesformarketrisk,creditrisk,andoperationalriskthat
serveasacushionagainstunexpectedfinanciallosses.Thetotalcapital
requiredremainsat8percentofrisk-weightedassets,butthecalculation
ofrisk-weightedassetsisbecomingmoresophisticated.Asaresult,there
isagrowingneedbybankstousequantitativemodelsinfinancialrisk
managementasdiscussednext.

3.DiversityofFinancialMarketsandRiskManagementSystems

ThecapitalriskchargesundertheBaselIIAccordmaybecom-
putedbybanksusingalternativeapproachesthatvaryintheirdegreeof
complexity.However,theamountofregulatorycapitalrequirements
underthesimplifiedstandardizedapproachesisusuallyhigherthanthat
underthemoresophisticatedinternalmodelsapproach.Sinceahigher
capital-adequacyrequirementrepresentsaconstraintonabank�sleverage
ratio(i.e.theratioofequitycapitaltototalassets),thebankisbetter
offifitadoptstheinternalmodelsapproach.Butbanksoperatingin
underdevelopedfinancialmarketswillbelessabletooptforthemore
attractive,internalmodelsapproachcomparedtotheircounterpartsin
well-developedfinancialcentersforseveralreasons.

First,derivativemarketswherefinancialinstrumentssuchasoptions
andfuturesthatareusefulforhedgingstrategiescanbetradeddonot
existinmanydevelopingeconomies.Thisrestrictsthebanks�abilityto
benefitmorefullyfrom thediversificationofrisksintheirportfolios
whencomputingVaRforregulatorycapitalrequirements.Inthisconnec-
tion,itisnotverymeaningfultouseandcommitresourcestothe
developmentofsophisticatedquantitativemodelswhenthebankportfolio
consistsoftraditionalassetsthatoftendonotrequirecomplexpricing
methods.
Second,thefinancialmarketsinmanydevelopingeconomieslack

ratingagenciesthatprovideimportantinformationonthecreditquality
ofpotentialbankcustomers,thetransitionprobabilitiesofobligorsfrom
oneriskclasstoanother,andrecoveryratesintheeventofdefault.
Thesetypesofinformationarenecessarywhencomputingtheprobability
ofdefault,portfoliolossesandcreditVaRusingstochasticsimulation
methods.
Third,theinsurancemarketisoftenunderdevelopedandlackscom-

petitivenessinmanydevelopingeconomies,partlybecauseoflow in-
comelevels.Undertheseconditions,banksarelesslikelytopurchase
insuranceatareasonablepremiumasabufferagainstsevereoperational
losses.Againthislimitsthebanks�useofsophisticatedquantitative
modelsforcomputingstressloss.
Fourth,thecompaniesinmanydevelopingeconomiesproducetheir
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financialstatementsusingaccountingpracticesthatarenotnecessarilyin
linewith theinternationally-accepted standards,including disclosure
rules.Thebalancesheetinformationisalsooftenavailablewithacon-
siderabletimedelay.Thisrestrictsthebanks�abilityincarryingout
strongfundamentalanalysisforstrategicassetmanagementandweakens
therationaleforusingadvancedVaRanalysis.
Fifth,theprofessionalskillsinquantitativeriskmanagementare

generallyscarceinmanydevelopingeconomies,assuchafieldofstudy
isoftenlackingintheirfinancecurriculum.Thisrestrictstheabilityof
bankstodevelopreliablemodelsformeasuring,pricing,andmanaging
financialrisksatleastinthenearfuture.Itisalsoaproblem forthe
banks�regulatorthathastocheckthemodels�validitybeforeapproving
themforuse.

4.IllustrationsofRiskModelingApproaches

Thissectiondiscussessomeoftheapproachesdevelopedinthe
financeindustryformodelingriskundertheBaselAccords.Itcontains
illustrationsofmarket,creditandoperationalriskmodelingandVaR
calculations.Aswillbeseen,theimplementationofVaRanalysisre-
quiresdatabasesthatareoftendevelopedbyspecializedfirmsinfinan-
cialinformation,suchascreditratingagencies,operatinginwell-
developedmarkets.

4.1.MarketRisk

Marketriskhastodowithunexpectedchangesinfinancialprices
orrates.BootstrappingisonepossibleapproachtocalculateVaRofa
tradingportfolioconsistingofvariousfinancialassets.Thebootstrapping
methodofcomputingVaRisbasedonstochasticsimulationofportfolio
returnbyrandom reshufflingofhistoricaldata.Thereturnsdistribution
isgeneratedbyrandom drawsfrom observeddataserieswithreplace-
ment.UnlikeMonteCarlosimulation,bootstrappingdoesnotdrawsam-
ples from a hypothesized probability distribution (Davidson and
McKinnon,2004,Ch.4).
Consider,forexample,abankthatholdsaportfoliooftworisky

assets.Ithasalongpositioninanindexfunddenominatedindomestic
currency,whichisconsideredheretobetheEgyptianpound(LE),and
ashortpositioninazero-couponforeignbonddenominatedinUSdollar
(US$).ThebondhasafacevalueofUS$100andathree-yearmaturity.
Tocalculatethecurrentportfoliovalueindomesticcurrencyunits,the
bankdiscountsthebondvalueatthedollarinterestrateandmultiplies
theoutcomebytheLE/US$exchangerate.
Nowconsiderdataoninterestrate,exchangerateandindexprices
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for40businessdaysfrom earlyMaytoend-June2003,forexample,
thatcanbeusedforgeneratingrandom portfolioreturns.Usingthe
bootstrappingmethod,thesefinancialtimeseriesarereordered10,000
timesandtheportfoliovalueiscalculatedineachreplication.Figure1
plotsthebootstrappedreturndistribution,whichisfairlysymmetric.The
5percentVaRofthedistributionis-3.5percent.Thismeansthat,under
normalmarketconditions,thebankmaylosemorethan3.5percentof
itsinvestmentwithaprobabilityof5percent.

4.2.CreditRisk

Creditriskariseswhendebtorsareunableorunwillingtomeet
theirfinancialobligations.Ifdebtorsdefaultoraredowngradedbycredit
agencies,themarketvalueoftheirobligationsusuallyfallanddebt-
holdersareexposedtosignificantlossesintheirportfoliopositions.To
priceandcontrolpotentiallossesfrom default,riskmanagersarein-
creasinglyrelyingonquantitativeassessmentofcreditriskwithemphasis
onportfolioVaRapproaches.Inparticular,themeasurementoffinancial
institutions�exposuretomarket,ratingchange,anddefaultrisksona
portfoliobasishelpsmanagerstoexaminebenefitsfrom diversification.
Creditriskmanagementisprincipallyconcernedwiththelossin

valueofaloanbecausethedebtorhaseitherdefaultedorhassuffered
acreditmigration,inwhichcasetheprobabilityofadefaultwillin-
crease.ToquantifycreditVaR,financialinstitutionsneedinformationon
theprobabilitiesofachangeincreditratingandonthediscountfactors
forbondratings(ordebtorriskcategoriesincaseofbankloans).An
estimateoftheloanrecoveryrateintheeventofdefaultisalsoneeded.
Thesetypesofinformationaregenerallyavailablefromcreditreference
agencies.
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Figure1.BootstrappedReturnFrequencyDistribution
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MonteCarloSimulations

ThecomputationofcreditVaRusingratingstransitionprobabilities
oftheobligorsisbasedonstochasticsimulationmethodsasinthe
CreditMetricsapproachdiscussedinHull(2006,Ch.20)andJorion
(2007,Ch.23).Forcreditportfolios,thereturnsdistributionistypically
non-normal.Specifically,creditreturnsareskewedsuchthattheportfo-
liowillhaveaboveaveragereturnsinmostcasesandwillmakealoss
inonlyfew cases.Also,althoughtheprobabilityofmakinglossesis
small,theprobabilitythatthecreditportfoliowillmakealargelossis
fairlyhigh.TheMonteCarlosimulationsmethodissufficientlyflexible
todealwiththesecreditriskcharacteristics.

Consideracreditportfoliocomposedoftwobondsorbankloans
withathree-yearmaturity.Supposethatbond1isBBBratedandbond
2isCCCratedintheinitialperiod,wheretheratingsystem ranges
fromAAAatthetoptoCCCanddefaultatthebottomcategory.The
interestrateis10percentonbond1and12percentontheriskierbond
2.Table2givesthetransitionprobabilitymatrixofthebondratings.As
shown,thetransitionprobabilitiesareadjustedtostandarddeviations
usingthenormaldistribution.Thisallowscalculatinghowmanystandard
deviationsarenecessarybeforealoanmovesupordowntonewcredit
ratings.Forexample,Table2aindicatesthatifthereturnonbond1
moves2standarddeviationsabovethemean,itscreditratingwillbeA.
Thenextstepincreditriskestimationistogeneratealargenumber

ofrandomvariablesusingMonteCarlosimulations.Ineachsimulation,
therandom draw from anormaldistributionwillfallintooneofthe
standarddeviationregionsofTable2andhencetheassociatedcredit
ratingcategoryofthebondisdetermined.Thediscountfactorforeach
ofthebondratingsarethenusedtoestimatethepresentmarketvalue
oftheloancashflowsforeachyearthroughmaturity.Table3givesthe
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Table2a.ProbabilityofCreditMigrationforBond1

Ratingcategory Probability Cumulative
probability

Numberof
standarddeviations

from to

AAA

AA

A

BBB

BB

B

CCC

Default

0.0005

0.0030

0.0625

0.850

0.050

0.020

0.004

0.010

0.9995

0.9965

0.934

0.084

0.034

0.014

0.010

3.29

2.70

1.51

-1.38

-1.83

-2.20

-2.33

2.70

1.51

-1.38

-1.83

-2.20

-2.33



discountfactorsforbondratingsineachyear.Itassumesthatinvestors
areriskaverseandsorequireahigherriskpremium toholdriskier
assets.Thetablealsoreflectsanexpectedincreaseininterestratesas
theyieldcurveisupwardsloping.

ThisMonteCarloexperimentisreplicated10,000timestakinginto
accountthecorrelationbetweenthetwobondsviatheCholeskydecom-
positionmethod(e.g.Pressetal.,2007,Ch.2).Precisely,correlation
betweenthetwoassetsisgivenby

u1,t・・1,t

u2,t・・・1,t・ 1・・
2

・
(1)

where・1,tand・2,taretwoindependentlyrandomnumbersfromastan-
dardnormaldistribution,and・isthecorrelationcoefficientbetweenthe
variables・.Inpractice,aproxyestimateof・maybeobtainedfromthe
correlatedequityreturnsofthedebtissuers.Assumingthatthenominal
valueofeachbondheldintheportfolioisUS$1million,thatthede-
faultrecoveryrateis60percent,andsettingthecorrelationcoefficient
ofCholeskydecompositionat0.5,thecutoffvalueofthecreditportfolio
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Table2b.ProbabilityofCreditMigrationforBond2

Ratingcategory Probability Cumulative
probability

Numberof
standarddeviations

from to

AAA

AA

A

BBB

BB

B

CCC

Default

0.0010

0.0015

0.0025

0.0150

0.020

0.100

0.700

0.160

0.9990

0.9975

0.995

0.980

0.960

0.860

0.160

3.09

2.81

2.58

2.05

1.75

1.08

-0.99

2.81

2.58

2.05

1.75

1.08

-0.99

Table3.BondRatingsandDiscountFactors

Ratingcategory Year1 Year2 Year3

AAA

AA

A

BBB

BB

B

CCC

1.051

1.056

1.058

1.060

1.062

1.064

1.074

1.055

1.060

1.062

1.064

1.066

1.068

1.078

1.059

1.064

1.066

1.068

1.070

1.072

1.082



atthe95percentconfidencelevelisUS$1,680,090.Thus,thecredit
portfolioVaRisUS$319,910at5percent.Thismeansthatthemaxi-
mum lossfrom holdingthisportfolioundernormalbusinessconditions
mayexceedUS$319,910withprobability5percent.

4.3.OperationalRisk

Operationalriskarisesfrominternalorganizationalmatterssuchas
systemsfailures,flawedvaluationmodels,andtradingerrors.Itisoften
lessvisibleandhardertoquantifythanothersourcesoffinancialrisks
andmaybemanagedbycontingencyplans.However,VaRapproaches
canbeusedtoestimatemodelriskasapotentialoperationalproblem
whenthevaluationofportfoliopositionsisbasedoninappropriateas-
sumptions.Modelriskalsotakestheform ofpotentiallossesfrom
arbitrageattackbycompetitorswithbettermodelsorfrom inadequate
skillsatusingmodels.

BackTesting

Theevaluationofmodelperformanceusingmarketdatamaytake
placeviabacktesting.Itinvolvestestinghow accuratetheVaResti-
mateswouldhavebeeninthepast.Forinstance,ifafinancialinstitution
iscalculatingadailyportfolioVaR at1percent,thenbacktesting
wouldinvolvelookingathowfrequentthelossinadayexceededthe
VaRestimate.Ifthisoccurredonnearlyonepercentofthedays,the
institutionmayconcludethatthemethodologyforcalculatingVaRis
validatthespecifiedconfidencelevel.Otherwise,theVaRcalculation
methodologyisdoubtful(seeJorion,2006).
Considerabankthatholdsthemarketportfolioandiscalculating

thedailyVaRat1percent.Now usingdataontheEgyptiancapital
marketindex(CMI)asameasureofthemarketportfolio�svalueforthe
periodJuly2002―June2003withatotalof245businessdays,the
portfolioVaRestimatemaybebasedonstochasticsimulationofthe
mixedGaussian-Poissonprocess

dP・・・・・k・Pdt・・Pdz・Pdq (2)

wheredPisthechangeintheportfoliovaluePinaninfinitesimaltime
intervaldt,・istheexpectedrateofreturnontheportfolioperunit
time,dzistheincrementofastandardGauss-Wienerprocess,dqisthe
incrementofacontinuous-timePoissonprocess,・isthemeanarrival
rateofthePoisson-distributedevent,kistheaveragepercentagechange
intheportfoliovalueifthePoissoneventoccurs,and・isthevolatility
oftheWienerprocess.ItisassumedthatthePoissonprocessis
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distributedindependentlyoftheWienerprocesssuchthatE・dqdz・・0,
whereEistheexpectationoperator.

Equation(2)isamixeddiffusion-jumpprocessthataccountsfor
rareeventsasdiscussedinMerton(1982).Specifically,changesinthe
portfoliovaluearesmallmostofthetimeandaremodeledbythe
Wienerprocesswhereaslargechangesinportfoliovaluearerareevents
andaremodeledbythePoissonprocess.Thismixedstochasticprocess
allowsforupwardaswellasdownwardjumpsandisparticularlysuit-
ableforreturnsdistributioninemergingstockmarkets,whichusually
exhibitsleptokurtosisorthicktailsandnon-normalcharacteristicsas
documentedinBekaertetal.(1998).

Forthissimulation,thejumpsizeisassumednormallydistributed,
N・0,0.01・,・t・1/245,andtheotherparametersaresetat・・0.075,
・・0.047,・・0.5,andk・0.1.Thevaluesoftheexpectedrateof
return・・・kandvolatility・ofthediffusionpartoftheportfolioreturn
processarecalculatedfrompreviousyear�sdataonCMIafterseparating
jumpobservations.Forpresentexpositorypurposes,aroughwayfor
identifyingjumpobservationsinthedataseriesistoconsidertheportfo-
lioreturnsinexcessof4standarddeviationsasrepresentingrareevents.
Basedontheseassumptions,thecomputeddailyVaRat1percentcon-
sistentlyexceedsthedailyactuallossesduringtheportfolioholding
period.Hence,withappropriateparametervalues,thebankcanrelyon
thismethodologyforestimatingVaR.Inthissense,backtestinghelpsin
managingoperationalrisksfrommodelmisspecification.

5.Conclusion

TheBasleAccordshavetheobjectiveofpromotingtheglobal
stabilityoffinancialmarkets.Thecapitaladequacy-requirementsunder
theBaselIIAccordarebasedonmarketrisk,creditriskandoperational
riskcharges.Thesecapitalchargescanbecomputedunderalternative
quantitativeapproaches.However,themoresophisticated,internalmodels
approachthatallowbankstodeveloptheirownriskmanagementsys-
temspaysoffintermsofhigherleverageratios.Theoperatingbanksin
majorfinancialcentersaremorelikelytobenefitfrom thisapproach
thanthoseinlessdevelopedfinancialmarkets,giventheavailabilityof
financialproductsandprofessionalskills.Forthedevelopingeconomies
toincreasetheirbenefitsfromtheglobalizationofbankregulatorypol-
icy,theyneedtoadoptpolicyreformsthatupgradetheirfinancialmar-
kets�infrastructuretoalevelsuitabletotherecentdevelopmentsinthe
financeindustry.
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12 Comment

RyuzoMiyao
Professor
ResearchInstituteforEconomics&BusinessAdministration
KobeUniversity

Thisisaveryusefuloverviewofbankingandfinancialregulation
inaglobalcontexttofurtherthinkabouttheissueofdiversityinthe
financialaspects.Letmestartwithaveryquicksummaryofthepaper.
First,asabackground,theBaselAccordwasintroducedin1988

andthearrangementwasmodifiedin2004,whichiscalledBaselII.
Theideawastointroduceamorerelevantandsophisticatedwayto
measurerisksofindividualbanksandtopromoteglobalfinancialstabil-
ityfurther.ThemainpillarofthisBaselIIisthesameasbefore,
namelythecapitalrequirementratiowhichisthebankcapitalover
risk-weightedassetshouldbelargerthan8%.IntheBaselIIAccord,
thedenominatorinthiscapitalrequirementratiomusttakeintoaccount
threeaspects;creditrisk,marketrisk,andoperationalrisk.Especially,
thecreditriskaspectissomethingthatisverymuchimprovedand
individualbankscanselecteitherstandardizedriskweightsorinternal
ratingbasedapproach.Thatisthenew developmenttohaveamore
stabilizedglobalfinancialsystem.

Itisnoteworthythatadvancedstatisticalmodel�valueatrisk�or

�stresstest�,canbeusedtomeasurecreditriskintheinternalrating
basedapproach.

ThemainargumentofthispaperisthatthesebenefitsofBaselII
arrangements,especiallythoseoftheinternalratingapproach,maybe
limitedtosomeoftheseregulatedbanksindevelopingcountries.Five
characteristicsorissuesareraisedindevelopingcountriesbanking.

Thefirstisthelackofderivativemarketsforhedgingstrategies.
Thesecondislackofcreditratingagencies.Thethirdisunderdevelop-
mentofinsurancemarket.Fourthisaccountingpractices,notinline
withinternationalstandards.Fifthisscarceprofessionalskillsinquanti-
tativeriskmanagement.Theseissuesareraisedsothatallthesederiva-
tivemarketsorcreditratingagencies,alltheseaspectsarenotreadyyet
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forthesedevelopingcountries�banking.Thatisthebasicargumentthat
Iunderstandinthepaper.Again,thisisaveryusefuloverview to
highlightthedifferencebetweendevelopedcountriesanddeveloping
countries�bankingpracticesandtounderstandthediversityinthatre-
spect.
Ihavethreequestionsorcomments.Thefirstoneisthecomparison

betweenstandardizedmodelandinternalbasedmodel.AsIsaidthatin
theBaselIIarrangement,eachbankcanselecteitherofthem.My
questioniswhetherthisinternalbasedapproachisreallysuperiorto
standardizedmodelsintermsofriskmanagementoroverallperform-
ance.Inthemainargument,thediscussionseemstobebasedonthe
presumptionthattheinternal-basedapproachissuperiortostandardized
approachbecausestandardizedapproachrequiresahighercapitalratio.
Butrequiringahighercapitalratiomaybeinsomesensemorerobust
torisksorsomeinstablesituations.Iwonderifthereareanydiscussions
overwhichoneisreallysuperior,oranyactualevidencethatthestan-
dardizedapproachislesseffectivethantheinternalmodel.Thatismy
firstquestion.
Thesecondquestionisaboutthepresenceofglobalfinancialinsti-

tutionsindevelopingoremergingeconomies.Thequestionishowdomi-
nantaretheyindevelopingoremergingcountries?Ihaveveryinformal
observations,forinstance,intheEastAsianemergingeconomiesthere
aremanyglobalfinancialinstitutionslikeCitibankorBarclays.Allthese
globalfinancialinstitutionspresumablyareabletoadoptinternalbased
modeltomeasurerisksinemergingeconomies.Iftheseinternational
financialinstitutionsaredominantintheseeconomies,thencanwesay
thatthereisnoworryfortheseconcernsraisedinyourmainargument
orsomething?Thatisthesecondquestion.
Thenmyfinalcommentsorconcernsarerelatedtotheveryrecent

subprimecollapseandassociatedturmoilofinternationalfinancialsys-
tem.Thismaybetoobigtoaskyou,buthowwouldyouassessthe
roleofbankregulatorypolicyintheseevents?Ithinkthequestionhave
somerelevancebecausealltheseproblemstookplaceinreallyhighly
sophisticatedglobalfinancialinstitutionsindevelopedeconomies.We
seemtobeawarethatvalue-at-riskstrategiesorstresstestmaynotbe
reallyeffectiveforsuchhugecross-bordershocks.Thestresstestis
designedtomeasuretherisksinsomeextremecases.ButIlearnedthat
thestresstestisdesignedonlyforidiosyncraticlargeshocksratherthan
theoverallglobalshocks.Soitlookslikethisstresstestisnotreally
effectivetocopewithsuchhugeuncertaintyordownwardshocks.
Itisbecomingapparentthattheliquidityissuesarealsorelevantto

measurecreditrisks.Liquidityissuesarerelatedtosecuritizationsofall
thesefinancialinstrumentsinbothassetsideandliabilityside.Asyou
cansee,allthesefinancialinstrumentsaresecuritizedonassetsideand
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alsoasset-backedsecurities,typicallycommercialpapers,areissuedon
theliabilityside.Soalltheseliquidityissuesarerelatedtothemeasure-
mentoftheircreditworthinessandshouldbetakenintoconsiderationas
well.TheBaselCommitteeactuallyhassomerecentreportonliquidity
risk,whichcameoutonFebruary2008.Thiskindofconsideration
shouldbeaddedtothisexistingBaselIIarrangement.Overall,ifyou
haveanycommentsontheroleofbankregulations,thatwouldbevery
helpful.

Responsefrom ProfessorEl-Shazly

First,ProfessorMiyaoclarifiedthemainpointsofthepresentation
verywell.Tomyknowledge,thereisnotsofaranempiricalworkon
whethertheinternal-ratingsbasedapproachissuperiorornot,because
theapplicationoftheBaselIIAccordisquiterecent.Butfrom the
amountofcommittedresourcesbytheinternationalleadingfinancial
institutionstodeveloptheirinternalmodelsforriskmanagementpur-
poses,oneexpectsthatbankswillmakeuseofthesemodelsinconfor-
mitywiththeregulator�sguidelines.Soatleastforsometimewewill
havetolivewithituntiltherearereliableempiricalresultsonwhether
banksshouldgoaheadinthisquantitativemodeldirectionornot.Time
willshowwhethertheinternalmodelsapproachisagoodidea.
Concerninginternationalbanksandtheiroperationindeveloping

countries,theirusualpolicyistocarryoutthetechnicalworkonrisk
managementattheirheadquarters.Thestaffresponsibleformodeling
financialrisksisusuallyrecruitedattheheadquartersoftheinternational
banksinthemajorfinancialcenterssuchasLondonorNewYork.This
re-emphasizesorreinforcesthediversityandsegmentationofmarkets
whenitcomestotheglobalizationofbankregulatorypolicy.
Itistruethatthemajorityofbankingcrisestookplaceindevel-

opedeconomies.TheBasleAccords,whichaimatpromotingthesafety
oftheinternationalfinancialsystem,appeartooverlookthediversityof
marketsandthatthedevelopingeconomiesmaybelessabletoadaptto
thenewregulatoryrequirements.

Forliquidityrisk,thereislittletreatmentofitundertheBasel
Accords.However,regulationsonthistypeoffinancialriskshouldbe
clearlyincorporatedintheBaselAccordstowardsamorecomprehensive
approachtoriskmanagement.
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13 DeterminantsoftheTypeofFinan-
cialSystem;ASurvey

JuroTeranishi
Professor
CollegeofCommerce
NihonUniversity

Thisbriefpaperexaminestheliteraturethatadressestheproblemof
whyfinancialsystem differsamongcountries,orwhytheevolution
patternoffinancialsystemdivergesamongeconomies.

Thepaperiscomposedoffourparts.Atfirst,Iwilldiscusstwo
basicissuesofwhyafinancialsystemisneeded.Secondly,Iwilldis-
cussthatthepoliticalprocessandeconomicmodelmatter.Thirdand
fourth,Iwilltalkabouttheeconomicfactorsand,then,thepolitical
factors,whichdeterminethetypeofdiversityofthefinancialsystem.

Letmestartfromaverybasicbutsomewhatstrangethemeofthe
necessityoffinancialsystem.Inthe18thCentury,DavidHumeand
AdamSmithdiscussedthatinordertohaveaworkablemarketsystem,
ruleofjusticeisnecessary.Suchrulecomposedofsecuringofproperty
right,deterrenceofviolence,andtheenforcementofcontract.They
consideredthatthesethreeconditionsorruleofjusticeareessentialfor
theworkingofamarketsystem.Butinthecaseofthefinancialsystem,
theimplementationoftheruleofjusticedoesnotseemtobesufficient.
Why?Thereasonforthisliesintheproblemofasymmetricinformation
andincompletenessofcontract.Owingtothesetwoproblems,which
cannotbeclarifiedbytheruleofjustice,goodprojectsmaynotbe
undertaken,andnecessarycontractsmaynotbemade.

Ofcourse,asDixitrecentlyargued,privateordering,suchasrepu-
tationormultilateralpunishmentstrategies,isworkableinthecaseof
thecommunity-basedsystem.Butthiskindofrelationship-basedsystem
isnotsufficientwhenaneconomybecomesrule-based,oritgoesinto
astageoftheglobalizedtransaction.Therefore,itseemstobenecessary
tocopewithasymmetricinformationorincompletecontractproblems
withafinancialsystem.Itiscomposedofjudiciaryrelatedtofinancial
transactions,accountingsystems,banks,variousfinancialinstruments,
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securityexchangesandsoon.
Asitiswellknown,financialsystem mustcarryoutmanyfunc-

tionsasemphasizedbyMertonandBodie.A financialsystem must:
first,provideawaytoclearandsettlepayments;second,poolfundsfor
large-scaleenterprises;third,transferresourcesacrosstimeandspace;
fourth,manageuncertaintyandcontrolrisk;fifth,conveypriceinforma-
tion;andfinally,dealwiththeproblemsposedbyasymmetricinforma-
tionandprincipal-agencyrelationship.

AsMertonandBodiehasemphasized,thesefunctionscanbecar-
riedoutbyvariousfinancialsystems.Financialsystem isdefinedasa
combinationoffinancialorganizationandfinancialmarkets.

Inprinciple,therearemanykindsoffinancialsystems,butinorder
tomakethediscussionsimpler,IwillfollowAllenandGale�sclassifica-
tionandassumethattherearetwobasictypesoffinancialsystem;one
isbank-centeredfinancialsystem,andtheotherismarket-basedsystem.
Thesetwotypesoffinancialsystemdifferinthemethodofcopingwith
asymmetricinformationandincompletecontractproblems.
Letusturntothesecondpartofthispaper,namelythepolitical

processandtheeconomicmodelsmatter.Ithinkthatthedevelopment
offinancialsystem occursintwowaysorintwoprocesses.Thefirst
processisconcernedaboutamaximizingbehaviorofprivateagents:
whenprofitaccruingfrom anewfinancialsystem exceedsthecostof
theestablishmentofanewsystem,thenprivateagentmightbemoti-
vatedtodevisenew financialinstitutionstomovetonew financial
system.
Thesecondproceseconcernesgovernmentthatisinchargeofthe

supplyofinstitutionalinfrastructure.Animportantpartofinstitutional
infrastructureisthefinancialsystem.Therefore,theevolutionoffinan-
cialinstitutionisdeterminedalsobythepoliticaldecisionbythegov-
ernment.Becauseofthesecondfactor,politicalprocessisavery
importantfactorinthedevelopmentofthefinancialsystem orinthe
processofdivergentevolutionofthefinancialsystemamongeconomies.
Theimportanceofthepoliticalprocesswasrecentlyemphasizedby

RajanandZingalesinaveryinterestingbookentitled�SavingCapital-
ism from theCapitalists.�Thispointwasexaminedinabroadframe-
workbyNorthinhis1981book,theemphasizedthatthedifferencein
theinstitutiondeterminesthefateofnations,andriseandfallofnations.
Aokiexaminedinabroaderframeworkthatnation-specificinstitutions
donotnecessarilyconvergetotheglobalstandard,andthereisaroom
forthecoexistenceofvariousinstitutionsintheglobalequilibrium.
Letusdiscussfurtherabouthow theevolutionofthefinancial

systemdependsonthepoliticalprocess.AsIhavesaid,thedecisionby
thegovernmentis,ofcourse,dependentonpoliticalprocess.Political
process,inturn,dependsoninterestgrouppoliticsinthecaseofspe-
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cial-interestpolitics,namelypolicydeterminationthatisrelatedtoa
particulargroupofpeople.Also,itdependsontheideologyheldby
politicalpartiesandbureaucratsinthecaseofgeneral-interestpolitics.
General-interestpoliticsispolicydeterminationthatisrelatedtothe
economyornationasawhole.DouglassNorthhasarguedthatthe
ideologyinsuchcontextiscomposedofvaluesystem aswellaseco-
nomicmodels.Economicmodelsareusedtodecipherenvironment,
surroundingeconomicagentsorthepoliticians.Therefore,theevolution
offinancialinstitutiondependsuponknowledgeaswellaseconomic
models.
Moreover,economicmodelsitselfevolveovertime,sothatinstru-

mentalrationalityortheuseofcorrectmodelisdefinedonlywith
respecttoagivenstateofeconomicideas.Soitseemsthatcorrect
modelforafinancialsystem inthe19thcenturyisdifferentfrom the
correctmodelinthemodernworld.Thiskindofevolutionoftheknowl-
edgeofthefinancialsystemalsoshouldbetakenintoaccountwhenwe
discussdivergenceofthefinancialinstitution.

Letussummarizehowtheevolutionofthefinancialsystem takes
place.Peopleorgovernmentsaremotivatedtoimprovefinancialsystem
usuallybecauseoftheexogenouschangesintransactioncostowingto
developmentofjudicialsystem,progressininformationandcommunica-
tiontechnology,ordevelopmentofthefinancialeconomics.Technology
infinance,maybeoneoftheexogenousshocks,whichgiveincentive
totheeconomicagentsorpoliticiantoengageinfinancialinnovation.I
thinkthatthiswouldbeanimportantmechanismoftheevolutionofthe
financialsystem.
Letusnowturntothedeterminantsofthetypesofthefinancial

system.AsIhavesaid,determinantsareclassifiedintotwoparts;One
iseconomicfactorsandtheotherispoliticalfactors.Letmefollowthe
verybasicframeworkdevelopedbyGurleyandShaw severaldecades
ago,andclassifytheeconomicfactorsinthreeparts;firstisthesaving
mobilization,secondistransformationoffunds,andthirdisallocationof
fundstoinvestmentpurposes.
Letmestartfrom thesavingmobilization.Thisisrelatedtothe

realinterestrateissue.McKinnonandShawemphasizedthattheimpact
ofinflationisimportantinsavingmobilization.Theyproposedtokeep
positiverealinterestrateinordertofacilitatesavingmobilizationof
developingcountries.

Secondly,thedegreeofriskaversionwasrecentlyemphasizedas
oneofthefactorsresponsibleforthesavingmobilization.Recently,
MarkRoe,Pretti,vonThaddenandothersemphasizedthatthedegreeof
riskversionbyasset-holdersisanimportantfactorofevolutiontocause
divergenceinthefinancialsystem amongtheeconomies.Theyargued
thatanexperienceofhyper-inflationoranexperienceofveryhard
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shockoranincreaseintheshareofhumancapitalintotalassetsmake
peoplemoreriskaverse.Thismakessavingmobilizationbythebanking
systemmoredesirableforthosepeople.
Thereasonforthisisasfollows:Experienceofthehardshipmakes

peopleextremelyriskaverse,butcomparedwithfinancialassets,the
degreeofdiversificationofthehumancapitalisverylimited.So,risk
cannotbedecreasedbymeansofdiversificationinthecaseofhuman
capital.Atthesametime,aconsiderablepartofhumancapitalisinthe
formofindustry-orfirm-specificskills.Itisnotmarketable.So,when
theshareofhumancapitalintotalassetsincreases,peoplebecomemore
riskaverseandtheyareaversetotheuseofthemarketmechanism,
whichmaybeliabletocauseriskintheirassets.
Thirdly,corporategovernanceisveryimportantinsavingmobiliza-

tionbecauseoftheexploitationofminorityasset-holders.Recently,the
exploitationofminorityshareholdersbycontrollingshareholdersisem-
phasizedbyafamousseriesofpaperswrittenbyLaPorta,Lopetzde
Silanes,Shleifer,andVishney.Theyemphasizedthelegaloriginviewin
thesensethatthecommonlaw countriesaremoresuitableforthe
developmentoffinancialmarketsbecauseoflowerlevelofregulation,
andflexiblecheckofinsidertrading.Incommonlawcountries,lawsare
developedbythejudgmentofthejudgesandnotstipulatedbythelaw
scholars.So,thejudgescanveryflexiblyapplytheirjudgmentwith
respecttotheinsidertrading.Thiscauseddevelopmentofthemarket
moreprominentincommonlawcountries,theyargued.
Alsothetransformationoffundiscarriedoutquitedifferentlyby

thetwotypesoffinancialsystem.Poolingofsavingsinordertofinance
largeenterprisesisdonebyquiteadifferentwayintwobasictypesof
financialsystems.
InthecaseofJapan,atypicalcaseofthelatecomereconomy,the

role ofbanks has been very important,justas emphasized by
Gershencron.Butthenewissuemarketforsecuritieshasplayedavery
importantroleinthecaseoftheUS.Thisisdependentontheroleof
middleclassinvestors,butBerleandMeansarguedthatthisresultedin
thedelusionofstockholdersmonitoringanddeclineinthecontrolright
ofthestockholders.Anyway,poolingofsavingsisquitedifferently
carriedoutintwotypesoffinancialsystems.
Alsothetransformationoffundisdonequitedifferentlybetween

thetwotypesoffinancialsystem.TheUSdependsonthesecondsecu-
ritymarket;inJapanitisdifferent.Themainbanksystem isempha-
sizedsome10yearsago,butrecentlytherearetwobasicobjections.
OneisbyWeinsteinandYafeh.Theyemphasizedtheexploitationof
corporatefirmsbymainbanks.

Secondly,AllenandGaleexaminedaneconomyatastageof
front-runner,whereharddataaboutpossibletechnologicalpossibilityis
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scarce.Inthatcase,thebank-basedsystem isnoteffective,efficient,
AllenandGaleargued.

Letmeconcludeandmoveontothelastsection,politicalprocess
andthetypeoffinancialsystem.TheeconomicfactorsthatIdiscussed
abovedeterminethetypeoffinancialsystem.Thisisbecausewhen
democracywithhomogeneousvotersprevailsorautocracywithoutrivals,
thenpurelyeconomicfactorsmaydeterminethefinancialsystem.But,
whendemocracyiscomposedofheterogeneousvoters,interestgroups,
ideologymattersandthepreferenceofmediumvoterbecomecrucial.
Moreover,whenautocracyhasitspotentialrival,thenfinancial

policyorinstitutionbuildingisinfluencedbyshort-termrentmaximiza-
tionbyautocrat,thedictators.Therefore,politicalprocessmattersin
suchcases.

Inaddition,thereistheinterestgroupstheory:theOlson=Stigler
hypothesisthatasmallgroupispoliticallymoreinfluentialthanalarge
interestgroup.ButasDouglassNorthemphasized,althoughinthelocal
orspecific-interestpoliticstheOlson=Stiglerhypothesisisuseful,in
moregeneralmatters,ideologyandnorm matters.RajanandZingales
usestheOlson=Stiglerhypothesisintheexplanationofthephenomena
ofgreatreversalinthedevelopmentoffinancialmarketduringthe
1930s.
Recently,themedianvotertheorem isutilizedwithrespecttothe

evolutionoffinancialsystem.Forexample,MarkRoesaidthatthe
emergenceofmanagerialcapitalism intheUSduringthe20thcentury
wasduetothemiddle-classvoters�behavior.Also,withrespecttothe
greatreversalphenomenonemphasizedbyRajanandZingales,Perotti
andvonThaddenrecentlyarguedthatthebehaviorofmedianvoters,
whoseassetcomposedofaveryriskyfirm-specifichumanskillwas
responsiblefortherepressionofthefinancialmarketduringthe1930s.
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14 Comment

KatsuyaUe
Professor
FacultyofCommerce
KansaiUniversity

Thispaperisanextensivesurveyconcerningdeterminantsofthe
typeoffinancialsystems.Thetypesoffinancialsystemaredividedinto
twotypes,bank-centeredsystem andmarket-basedsystem.Thepaper
reflectedthequalityoftheworkinhisareaofresearch.
Thispaperputsanemphasisontwoapproaches:�incompletecon-

tracting�approachandpoliticalapproach.I,therefore,wouldliketoask
himtwoquestionsconcerningtheapproaches.

Firstinthethirdsection,ProfessorTeranishidiscusseseconomic
factorsandthetypeoffinancialsystems.Theargumentonminority
shareholdersisimportantbecauseitisassociatedwiththeproblem of
efficiencyandjustice.Hisargumentisexclusivelybasedonthelegal
originview.HoweverIthinkhisanalysiswillbecomefruitfulbyadopt-
ingincompletecontractingapproach.

SecondinthefourthsectionProfessorTeranishidiscussespolitical
processandthetypeoffinancialsystems.Especiallyitisnoteworthy
thathereferstotheWashingtonConsensus.Originally,itmeantthat
WorldBankandIMFaredeeplyassociatedwitheconomicpolicyplan-
ningofdevelopingcountriesinexchangefortheireconomicassistance.
OfcourserecentlysuchideahasalsobeenchangingwithinWorldBank
andIMF.Nevertheless,globalizationseemstospread.Underglobaliza-
tioncantheconvergenceoffinancialsystemsoccur?Ifithappens,what
factorsdoesitdependon?

ProfessorTeranishi

IshouldsaythatIamnotcompletelyhappywiththelegalorigin
theory,andyouremphasisontheincompletecontractaspectregarding
minorityshareholdersseemstobeworthconsideration.Letmethink
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aboutitinmyfutureresearch.YoursecondpointisexactlywhatIwant
todeliberateinthisproject.Itisreallyanimportantissue.
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