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1. Introduction

When first working on economic growth in the 1960s | began seeing necessary
roles for certain institutions ? — but soon moved on to the microeconomics of macro
fluctuations. In the 1990s, though, the “transition” in Eastern Europe after the end of
communism in Russia and of market socialism in Poland and Hungary, pulled me back
to institutions and institutional systems (Phelps 1991, 1993, 1994). Since then, a
deepening impression of mine that something is seriously wrong with economic
institutions in western continental Europe has kept me working in this critically
important yet under-studied area (Phelps 1997, 2002b).

This lecture sets out for a diverse audience a broad thesis on economic

1 This chapter is based on the Shaw Foundation Distinguished Lecture, Institutions and

Economic Performance: Aspects of the Globalization Question, Singapore Management
University, 23 January 2003, and a lecture given at the Royal Institute for International Affairs,
Chatham House, London, 18 March 2003. The material presented here is also drawn from
“The Continent’s High Unemployment: Possible Institutional Causes and Some Evidence,” a
keynote address to the conference Unemployment in Europe, CESifo, Munich, December 7,
2002, and various lectures, “Globalization and Development: the Desirability and Difficulty of
Finding the Right Institutions,” delivered in Bangkok, Beijing, Tianjin, Shanghai and
Singapore, in January 2003.

2 One paper argued that innovations would not be in much demand if business managers lacked
the education to appraise them and learn how they are used (Nelson and Phelps 1966). Another
paper argued that innovations would be in scant supply if the economy lacked institutions to do
the R&D they required — though | didn’t consider which institutions would be best (Phelps
1966).
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performance — in general and in continental western Europe in particular. A high-

performing economy enables its participants to go beyond living long and keeping
healthy and secure to engaging in careers offering problem-solving and personal growth.
The best performers tend to have it all: high productivity, rewarding work and broad
inclusion in business — and consequently relatively high wages, low unemployment and
high participation — while the poorest performers generally fall well short in all respects.®
This suggests that some countries have acquired some elixir boosting performance that is
absent in the others, putting them at risk of bad performance in all or most respects. My
thesis is that the property | call dynamism is that force — and that its absence accounts for
the relatively poor economic performance in all or nearly all its dimensions found in
some of the large OECD economies. Further, some economic institutions are very good,
even essential, for adequate dynamism and thus for good performance and some other
institutions are very bad, stifling dynamism and thus impairing economic performance.

I will present to you my (crude) empirical findings so far on this thesis — my
tentative identification of some institutions that appear to be vital for dynamism. Yet
clarity on the conceptual side is crucial. When we view countries’ performance as a
function of their set of prevailing institutions, what ought the main dimensions of

performance to be? If dynamism is not just another name for the growth rate (of GDP per

® That would seem not to be so, since published measures of productivity in Belgium and
western Germany, for example, are quite high, their other performance measures notoriously
low. But the Europe-wide mean of measured productivity is not relatively high and the national
measures need correction for favorable demographics. (The under-inclusion of low-
productivity workers arithmetically increases a country’s measured output per employee (and
thus its average wage) without increasing the marginal productivity (and thus the wage) of any
employee.) In general, high levels of true productivity adjusted for differences in inclusion tend
to be positively associated with high levels of inclusion, thus high rates of labor-force
participation (among men, if not always women), and also with high job satisfaction, thus low
unemployment rates. This is largely true even without any demographic correction to the
productivity measure: In the league of the 12 large OECD economies, the Big 4 on the
European continent — the western part of Germany, France, Italy and Spain — rank poorly in the
last two respects and, as a group, not notably well in true productivity; the U.S. ranks well in all
respects and the U.K. well in two.



worker or per hour) what does it mean? And how is it generated?
1.1  Another Kind of Theory

Before | begin — a remark on the kind of economics involved here, which may
interest trained economists. In traditional economics, which is neoclassical, the market
economy is monolithic and differentiated only in inessentials. From this perspective,
communism’s fall left “the market economy” the undisputed ideal system. In countries
that fall short of a market economy in one or more ways the needed reforms would
establish rights and the rule of law in their enforcement: the right of households to freely
and safely accumulate savings deposits and other credit instruments without the hazard
of expropriation, the right of enterprises to set wages and prices to maximize profits
without interference by the central government, and the general right to sell to the
highest bidder and buy at the best offer. This is the program of neo-liberalism. Supply-
side economics goes further, emphasizing the excess burden of the welfare state and
political pork-barrel spending, which work through high marginal tax rates to constrict
incentives to work and save. This view inspired much research — my first efforts included
— on the causes of the rise of unemployment (1977 to 1985) and the relative decline of
productivity (in the 1990s) in continental western Europe.* It underlay calls for
liberalization — for lower tax rates, fewer rigidities — to remedy the Continent’s ills.

But from the perspective of the economics | call modern and structuralist, the free
and secure exchange of goods for one another, of labor services for goods and of present
goods for future goods are not remotely sufficient to account for the high level of basic
rewards that some economies in the world have provided to participants; hence, the neo-
liberal program to pound deviant economies into the market economy mold could leave

them short of high performance. The reason is that the neoclassical conception of market

* See my earlier work (Phelps 1994), Layard, Nickell and Jackman (1991) and Blanchard
(1991).
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economies omits the process of knowledge formation, which has been central in all

countries to high rewards from business life (and crucial to the world’s frontier-level of
technology as well), and therefore sees it as safe to abstract from the ownership and
owner control of enterprises, discovery, entrepreneurs and financiers, the resulting
innovations and their diffusion. In real life, economies’ markets are imbedded in one or
another operating system of economic institutions that governs the creation, development
and diffusion of new knowledge. The economies seen as approximately market
economies have differed markedly in the economic institutions on which they operate:
today, some are quite capitalist in their operating system and some are heavily
corporatist — most having a mixture of capitalist and corporatist institutions. Some of
these institutions may have impacts on the rate and direction of knowledge formation
that are of great importance for economic performance. | begin now by discussing the

meaning here of performance.

2. Economic Performance as the Performance of Economic Institutions

When we speak of good performance we mean good performance under the
circumstances — in other words, given what cannot be controlled except possibly at large
cost. Though negative market forces and burdensome social policies create difficult
circumstances for an economy, it might be performing well in those conditions, just as an
athlete may fail to set a record or a personal best owing to adverse conditions and yet be
performing well, even brilliantly.

Symmetrically, an economy may have set records over a period rich with
possibilities and yet have performed badly considering those circumstances. We do not
enter in the record books the times of runners who have had a strong wind at their back
since we are trying to measure human performance, not speeds per se. Analogously, the

phenomenally low unemployment and rapid growth reached in West Germany, France
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and Italy in the 1960s or by Japan in the 1980s do not fairly indicate the statistics that

would have been registered in normal conditions. When the economic tail winds died
down first on the western European continent in the late 1970s and then in Japan around
1990 we got a fairer picture of the performance levels of which these economies were
capable in normal, standardized conditions.

Inter-country differences in raw performance data may be misleading indicators
of countries’ relative performance, since natural endowments such as population size,
land mass and climate may have had a significant net influence on the data. Labor
productivity in the U. S., for example, is reduced by the extremes in climate but
increased by its size and fertile soil (Gordon, 2002). But these fixed effects are no
reflection, good or bad, on the organization of the U.S. economy.

What we are interested in is how well a country is doing with the things it can
control — with enough time and effort, at any rate. And those things are, most
importantly, the institutions that it chooses — thus its economic institutions, its social
policies and possibly its political institutions. (Perhaps we might also include social or
cultural institutions with which the government (or society) seeks to promote or combat
various cultural attitudes; but such institutions may tend to be only weakly effective on
the whole.) If that is right, the true measure of a country’s economic performance, which
must correct for the things that it cannot possibly control, measures the effectiveness of
their institutions in generating performance — particularly their economic institutions. So
the causes of the poor economic performance in most of continental western Europe, in
Japan and Latin America are institutional causes. And even if that were not so, the main
solutions for those problems would involve institutional reform, not incremental
adjustments of policies — adding roads or ports, rearranging tax rates, cutting pensions,
etc., which might make a noticeable difference for performance but not a critical one.

Most recent reform issues are explicitly about particular institutions — in Europe
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and America as well as the third world. Are some of the differences in economic

institutions between the Continent and the Anglo-Saxon world responsible for the
Continent’s poor relative performance in recent years? Ought the United States,
following the recent abuses and scandals, adopt Europe’s business accounting system?
France’s two auditors of every corporation’s books? Germany’s two-tier corporate
board? Britain’s non-executive corporate chairmen? In every country decisions are made
from time to time on whether to make institutional changes or to try leaving them
unchanged until the next decision.

In many, if not most, cases, adopting one or more new institutions will mean
copying those institutions as found in other countries. That some institutions spread from
country to country, while some others retreat, is a phenomenon that is central to the
globalization debate. Later | will observe that one economic system went awfully far in
the 20" century — a system profoundly different from capitalism.

I need now to lay out a conception of good economic performance — what |
believe it consists of — and to explain why | believe dynamism is essential for such
performance. Then | will take up the evaluation of the two surviving systems of
economic institutions and the valuation of some individual institutions that belong to one

or both of these systems.

3. Four Main Performance Characteristics

We can hardly say that a country needs reform or restructuring , much less
argue for a particular kind of institutional change, without a well-conceived idea of

what kind of performance a country ought to judge its economy by and to aim for.®> For

® Tentatively | would suggest we think of countries as maximizing their economic performance
subject to some social, or economic-justice, constraints. Rawls (1971) could be interpreted as
justifying institutional changes that improve general economic performance until further such
improvements could be expected to produce gains for some at the expense of losses to others.
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me, economic performance in a country consists of at least four primary elements: the

economy’s productivity level with its associated wage level, the novelty and consequent
challenge encountered in the economy's jobs, the breadth of citizens’ inclusion in all
this, and the robustness of the economy to downside shifts in market forces. | regard
these as the performance characteristics of an economy as currently organized. Other
things equal, such as performance in some social dimensions (justice, political life etc.),
a country will favor changes in its economic institutions that increase the level of
productivity and thus wages or increase the stimulation that workers find in their jobs
or increase the degree of the availability of jobs or increase the economy’s resistance to
long slumps in economic activity. (Increases in characteristic with no decreases in the

others is an unambiguous improvement in economic performance.)

These primary elements together with technology, culture, and market
conditions determine various secondary indicators: the earnings from jobholding,
employee loyalty and other measures of job satisfaction, participation rates and
unemployment rates. For example, an improvement in each of these four elements, |
would argue, acts to lower unemployment. A lift to (the path of) productivity, in normal
cases, tends to raise wage rates and, in so doing, to shrink unemployment (as long as
wealth does not catch up). Greater job satisfaction obviously boosts employee loyalty
and good will — reducing rates of quitting, shirking, absenteeism and other pathologies
— and that tends to lower the natural rate of unemployment. Changes in institutions
serving to widen inclusion also tend to reduce unemployment among those whose
inclusion has been only marginal, sporadic, precarious. And reduced risk of deep
downturns, besides shaving off some of the peaks in the unemployment series,
encourage firms to invest more in their employees and workers to invest more in their

own skills, both possibly reducing unemployment rates in good times.

The quality of the work experience deserves huge emphasis here, in my
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judgment. For a well-performing economy the economic institutions must create the

opportunity for the working-age population to find and take up challenges, to explore
and discover their talents, and to expand and widen their capabilities — in short, the
opportunity for personal development. This self-realization is a “primary good” in the
nomenclature of John Rawls (1971), it was the apex of achievement in the scheme of
Abraham Maslow (1943) and resonates with the “capabilities” of Amartya Sen (1999). |
don’t doubt it is what Thomas Jefferson (1776) meant in the Declaration of
Independence with his memorable term “the pursuit of happiness.” Certainly it is the
kind of life extolled by the American school of philosophical pragmatism: William
James (1907), the Frenchman Henri Bergson (1907), with his élan vital and “becoming”
as against “being,” and John Dewey (1922), with his emphasis on problem-solving.
Some trade-offs may exist among the four elements of performance; however, at given
levels of the other three, the maximum personal development should be sought (subject
to the clarification in footnote).

However, it is seldom the case that a country’s score in this characteristic is out
of line with its performance on the whole. The distribution of characteristics across the
population of economies appears to share a pattern found in the attributes across persons.
People who are outstanding in one thing tend to score well in other things: they are
longer-lived, better looking, more knowledgeable, better musicians, better athletes and so
forth. There is not the statistical independence one might expect. This suggests there is
one pervasive force greatly affecting a wide range of abilities. My sense is that there is a
similar phenomenon operating on the economic performance characteristics of countries:
Those having relatively high levels of job satisfaction, including personal growth from
the work experience, as reflected by relatively low unemployment and relatively high

participation (males as well as females), have average or above-average productivity
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levels — United States., Netherlands, Denmark, Luxembourg, Switzerland, Sweden,

United Kingdom, Australia and Ireland.

Table 1: Performance Indicators

Market Men in the labour Percentage Decline
Output per force, as percentage in the Stock Market,
hour worked of working-age men Aug 2000 to Aug
2002

United States 100 87 36

France 92 75 42

Germany 92* 82 49

Italy -- 74 42

* West Germany

Table 1 below shows output per man hour indices for the business sector in the
Continent’s Big 3 and the U.S. recently constructed by Robert Solow and Martin Bailey
from 1992 data on firms obtained by McKinsey.® Table 1 also shows OECD statistics on
the employment rate of men, which | interpret as a sign, however inadequate, of the
degree to which people find the available jobs engaging and a source of their
development. The U.S. scored higher in all respects than West Germany, and the latter
scored a bit higher in all respects than Italy.” So it is possible, I think plausible, that

there is one force that explains why some OECD economies, including the Big 3, suffer

® Martin N. Bailey and Robert M. Solow (2001).

" Comparisons with eastern Europe, for example, Poland, with the Mediterranean, for example Turkey
and Morocco, and Latin America, for example Argentina, show far lower productivity, far higher
unemployment and far lower participation, generally speaking.
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lower economic performance than some others and explains why there are still others

with even lower economic performance. What might that force be? | have an answer.

4, The “Dynamism’ Required for High Performance

For an economy to present opportunities for mental challenge and personal
growth — thus to do well in the second dimension of economic performance and to score
well on unemployment and participation — there have to be frequent episodes of change,
synchronous or not across industries. There have to be new ideas for ways to produce
goods or for new goods to produce so that there will be new problems to be solved and
new capabilities attained. If these are forthcoming, jobs will present new challenges from
time to time or new kinds of jobs will arise or both. This sort of experience is what
Joseph Schumpeter (1911) defined as economic development — a stochastic process of
discrete, disruptive and novel changes in methods and goods, not a process of
continuous, anticipated economic growth.?

But this is not the whole story. Society does not want arbitrary, mindless change
— not if its productivity cost would generally exceed any accidental productivity benefit;
society wants purposeful change that aims for productivity benefits exceeding the costs.
So | would say that there have to be institutions that permit and foster a high degree of
dynamism, where we can think of dynamism as the normal, or average, flow of well-
directed innovation. Greater dynamism would involve more innovations (per unit time)
to select among or better selection or both. Here my dynamism parts company with

Schumpeter’s development.® Schumpeter’s development centers on entrepreneurship

® He defined it as “new and discontinuous changes in uses of labor (p. 95, 1932 edn.).

% He did not make such purposefulness part of his definition of development since, for him, an
entrepreneur’s project was assured financing if (and only if) it was economic — if it passed the
Fisherine present-value test conducted in the well-informed and knowledgeable financial
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