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FOREWORD

The Tenth Annual IEA Hayek Memorial Lecture was an en-
lightening experience for us as students of economics and became
a memorable occasion for us as the sponsor. In'his lecture, Profes-
sor Charles Calomiris remembered the 1974 Nobel Prize-winner
Friedrich von Hayek as an advocate of individual freedom as the
best form of economic policy, and identified an outward economic
orientation and a sound institutional framework as being the keys
to economic prosperity. Professor Calomiris’s analysis of the Earo-
pean, Chinese, US and Japanese experience was thorough and im-
peccable, and persuasively reinforced our belief in a free market
and open society.

The best export from Great Britain to the rest of the world has
been the concept of small government with a number of enabling
tools, ranging from privatisation and deregulation to PFI and PPP.
Japan has been one of many recipients of this wisdom; the current
Japanese government is beginning a renewed offensive to reduce
the weight of the public sector over what was a once healthy
private-sector economy. Hayekian principles are too easily forgot-
ten once people stop striving for them.

Nomura is grateful to Professor Calomiris for his outstanding
lecture and to the TEA for giving us the opportunity to sponsor the
event. Nomura’s success relies in part on the relationships that we
are able to develop with opinion-formers in the countries in which



A GLOBALIST MANIFESTO FOR PUBLIC POLICY

10

we operate, and how we interact with them to promote open and

sometimes radical debate. We also rely on being able to work in a

free and open economic environment, such as we experience here

in Great Britain, which enables us to run our business efficiently to
the benefit of all our stakeholders.

TAKUMI SHIBATA

President and CEO

Nomura Infernational plc

As with all IEA publications, the views expressed in Professor
Calomiris’s paper are those of the author, not those of the Institute
(which has no corporate view), its managing trustees, Academic
Advisory Council or senior staff.

SUMMARY

In the past two decades there have been many bold attempts
at liberalisation. But there is now a backlash against
‘globalisation’, which means it is premature for supporters of
global economic freedom to celebrate.

Nineteenth-century advocates of free international commerce
realised that its benefits were not confined to static efficiency
gains but include the way trade transforms society and

' reduces poverty. However, they understood the institutional

barriers to economic development, as did Hayek:
globalisation alone will not eliminate poverty or oppression.
In the past, econormic growth has been the result of an
outward economic orientation combined with favourable
domestic institutions (such as the rule of law and incentives
to work and innovate). Cities and countries which discovered
the right combination were the ones which thrived.

Europe leapfrogged China because of its superior institutions:
China had an inward orientation and interfered too much
with private enterprise.

In the postwar period, because of constraints on immigration
into high-wage countries, trade and capital flows have been
the dominant means through which globalisation has
produced economic growth.

Increasing income inequality among nations has come about
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because participants in globalisation have enjoyed substantial
gains, whereas the positions of other countries have
deteriorated in absolute and relative terms.

Competition in frade not only permits efficiency gains, it
allows people and capital to move to countries with superior
institutions. Moreover, the accompanying flow of ideas about
politics and law makes repression difficult for oppressive
regimes.

Developing countries should open themselves to global
competition in trade, to entry by foreign firms and to
international capital flows. In today’s environment, domestic
protection merely produces rent-seeking, value-destroying
firms.

Reforming domestic institutions is also necessary. Particular
requirements are predictable and impartial courts, legal
protection of property and enforcement of contracts, absence
of corruption and a commitment to avoiding inflationary
budget deficits. Government should avoid protection of
banks, which undermines market discipline.

There is widespread support for globalisation among poor
residents of developing countries. Proponents of
globalisation need to find ways to make these voices of the
poor heard among the din of demonstrations at international
gatherings. '
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A GLOBALIST MANIFESTO FOR

PUBLIC POLICY _

The Tenth Annual IEA Hayek Memorial Lecture,
delivered at One, Great George Street, London,
SWI1, 5 july 20017

In 1960, in The Constitution of Liberty, Friedrich Hayek wrote
that:

Foreign policy today is largely a question of which political
philosophy is to triumph over another; and our very survival
may depend on our ability to rally a sufficiently strong part
of theworld behind a common ideal. . . the accomplishments
of our civilisation have become the object of desire and envy
of the rest of the world . . . a serious disappointment of their
expectations would lead to grave international friction.

In that same book, Hayek also wrote that:

\ What we must learn to understand is that human

P civilisation has a life of its own, that all our efforts to
improve things must operate within a working whole which
we cannot entirely control, and the operation of whose
forces we can hope merely to facilitate and assist so far as we
understand them. Our attitude ought to be simnilar to that of
the physician toward a living organism: like him, we have to
deal with a self-maintaining whole which is kept going by
forces which we cannot replace and which we fnust
therefore use in all we try to achieve.

*  Ithank Allan Meltzer and Mary O’Grady for comments on a preliminary draft of
this lecture.
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In these two passages Hayek captured the essential policy chal-
lenge that faced the developed free world in its relations to the
developing world circa 1960. At the height of the Cold War, pro-
moting development to alleviate poverty abroad was not only the
moral duty of the rich countries, or a means of expanding our eco-
nomic opportunities, it was a matter of self-preservation in a world
wherecommunismand capitalismviedforglobalpoliticalinfluence.

But Hayek did not think it would be easy to make poor coun-
tries rich. Economies, he argued, are complex organisms; outside

assistance and advice, like internal economic planning, are un-

likely to be successful in turning a poor country into a rich one be-
cause the development of a successful economy is not the product
of conscious intent or calculation, but rather of institutional adap-
tation over long periods of time. This was the basis for Hayek’s
view that individual freedom is the best economic plan.! Economic
progress depends on humility about any one person’s ability to
produce economic progress by design, a philosophical humility
that Hayek connected to the British tradition (and more distantly
to the political philosophy of republican Rome), and which he dis-
tinguished from that of the French.

1 Hayek made this point repeatedly in The Constitution of Liberty: Tt might be said
that civilisation begins when the individual in the pursuit of his ends can make
use of more knowledge than he has himself acquired and when he can transcend
the boundaries of his ignorance by profiting from knowledge he does not hirnself
possess.” ‘Not all the knowledge of the ever changing particular facts that man
continually uses lends itself to organization or systematic exposition; much of it
exists only dispersed among countless individuals.’” “The more men know, the
smaller the share of all that knowledge becomes that any one mind can absorb,
The mare civilized we become, the more relatively ignorant must each individual
be of the facts on which the working of his civilization depends.’ ‘And, once a
more efficient tool is available, it will be used without our knowing why it is bet-
ter, or even what the alternatives are.”
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In the event, it was the demise of the Soviet Union rather than
the success of rich countries in sharing their formula for prosper-
ity which removed the threat to the security of the rich countries
posed by global poverty. From a Hayekian perspective, of course,
it is not surprising that the Soviet Union’s grand experiment col-
lapsed from technological stagnation and inefficiency, or that
World Bank and other multilateral aid in pursuit of grand devel-
opment projects to solve global poverty have failed so miserably to
end poverty. The Soviets’ failure was most obviously apparent not
in growth rate or productivity statistics but in their inability to ac-
complish the ordinary small-scale achievements we take for
granted, and on which grand success must be built. As David
Landes writes in The Wealth and Poverty of Nations, The worse
aspect of the [Soviet] system ... was its indifference to, nay, its
contempt for, good housekeeping and human decency. Prosperity

. forgone was bad enough. In a world that had once created and still

preserved some beautiful things, the new system mass-produced
ugliness: building and windows out of true; stained and pocked
exteriors, raw cement block; equipment out of order, rusting
machinery, abandoned metal corpses ~in short, raging squalor.”

One could say the same about the efforts of rich countries or
their multilateral agencies to export economic development via
ambitious grand schemes for agriculture and industry in poor
countries As one angry citizen of debt-encumbered Mali

David Landes, The Wealth and Poverty of Nations; W.W. Nortor, New York, 1999.
3 Landes also recounts the celossal failure of the British government's peanut-
growing scheme in Tanganyika beginning in the.mid-1940s. The planners boldly
located the project on an empty site. It was empty because it had no water. Infor-
mation on soil quality, rainfafl, and their effects on yields was wanting. Costs of
clearing the land were ten times original estimates;and the ground, once cleared,
became extremely dry and hard. After years of stubborn, ill-fated efforts, the

17
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commented: “The West told us to build power stations, bridges,
factories, steel mills, phosphate mines. We built them because you
said so, and the way you told us. But now they don’t work, you tell
us we must pay for them with our money. That is not fair. You told
us to build them, you should pay for them. We didn’t want them.’*
The man has a point.

When the plans of market participants fail, they disappear.
But the bold economic plans of governments can persist for
decades. Even worse, they crowd out private initiatives that would
mitigate the social costs of government failure. Government enter-
prises are financed by taxes and by government control of the
banking system, which ensure a ready supply of funds to finance
state-mandated investments. State-controlled banks give free rein
to value destruction by state-owned production plants, and make
it virtually impossible for private entrepreneurs to finance any al-
ternatives to the wasteful state-controlled system.

The collapse of the Soviet fagade of economic progress, and the
failures of dirigiste economic development policy in the 1950s,
1960s and 1970s, eventually pointed many developing countries in
a new direction. The 1980s and 1990s saw many bold attempts to
liberalise. One might even say that the past two decades have seen
a revolution in economic policy in many of the world’s poor

project was abandoned, with the equipment left to rot (Chapter 28).

Landes’s favourite example of industrial overreach is the Algerian débicle of
the 1980s. In the 1970s, socialist Algeria’s minister of industry proclaimed it
‘Africa’s first, and the world’s second, Japan’. Algeria embarked on an economic
plan that emphasised state-designed heavy industry. The product of this industry
found no external market, and was virtually unusable even domestically. The ef-
fort was abandoned and the equipment left to waste or cannibalised. The manu-
facturing sector collapsed. This was the rule rather than the exception.

4 Landes, op. cit., Chapter 28,
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economies. So-called ‘emerging market economies’ have aban-
doned state control over substantial portions of their economies,
liberalised their trade policies, deregulated and privatised their
domestic financial systems, permitted entry by foreign-owned
firms on an equal footing with domestic firms, and come to rely in-
creasingly on vast new prive:lte sources of international capital.
Communications links across countries have substantially re-
duced effective economic distance. Individuals can trade securities

24 hours a day by moving around the globe from one market to an- -

other. American consumers routinely receive customer assistance
via telephone from Asian residents who feign American accents
and use American pseudonyms. Not since World War I has the
flow of capital and trade been so great, and the flows of private
debt and equity capital to developing countries are unprece-
dented. From the perspectives of the rate of foreign entry by firms,
the distances spanned in daily business communication, and the
international diversification of individuals” portfolios, the world
has never been so ‘global’.

This should be a time of great celebration for advocates of
global economic freedom. Tt is not. Instead, we are seeing the be-
ginning of a backlash against globalisation. To some extent this is
just the predictable reaction of sore losers — those in previously
protected sectors who now find it harder to compete. That is noth-
ing new or unexpected (earlier, successful waves of globalisation
also saw similar protests). And there is also a predictable element

of this backlash originating within the leftist intelligentsia and the -

labour unions of the developed countries — what David Henderson
has so aptly labelled the ‘new millennium collectivism’.> But there

5  David Henderson, Anti-Liberalism zooo: The Rise of the New Millennium Collec-
tivistm, Wincott Lecture, Occasional Paper1ss, Institute of Economic Affairs, 2001.
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is more to the current backlash than those influences. Overall eco-
nomic progress has been slow in some developing economies and
volatile in others, leading some critics to argue that globalisation
and liberalisation are not helping the poor to become rich. Is glob-
alisation failing to deliver? Have economists sold the world a false
promise?

In this paper I will review the case for globalisation from the
perspective of the history of economic development, consider
whether it has in fact been a disappointment, and suggest ways to
magnify the rewards of globalisation. The result is what I have [a-
belled a ‘globalist manifesto’ — an attempt to take stock of history
and derive useful, empirically based policy prescriptions. I will
show that there have been demonstrable gains to the poor from
global flows of commodities, capital and labour, in the distant and
the recent past. And an outward orientation often has encouraged
institutional and political changes that expand the frontiers of eco-
nomic achievement and individual rights, which, in turn, magnify
the rewards of free trade and capital flows.

Globalisation in theory

The gains from globalisation that I will review have been noted
throughout the ages by advocates of economic freedom. In The
Wealth of Nations, Adam Smith argued that by expanding the ex-
tent of the market a domestic producer could reap economies of
scale in production and increase national wealth. But that was not
his only, or even his main, argument for free trade. Smith, echoing
David Hume, argued that expanded commerce produced good gov-
ernment, and thus reduced the propensity for war, enhanced indi-
vidual liberty and security, and promoted equality by lessening the
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‘servile dependency’ of individuals on their superiors. The effect of
increased commerce on individual freedom, Smith said, was rela-
tively neglected by scholars — he called it the ‘least observed advan-
tage of commerce’ and ‘by far the most important of all [its] effects’.
David Ricardo refined the economic theory of the gains {from
trade, emphasising that commerce encouraged specialisation
within countries and enriched consumers by allowing countries to
produce in the areas of their greatest comparative advantage.
John Stuart Mill echoed these Ricardian and Smithian argu-
ments, and also emphasised what he called additional ‘indirect’
gains from openness. Here he mainly had in mind the flow of in-
formation that accompanied trade. He noted that commerce en-
hanced the transfer of technology and the cultivation of refined
tastes. But he went farther; like Smith, Mill saw the gains from eco-

nomic linkages across countries in broader terms. In Principles of

Political Economy, Mill wrote that:

... the economical advantages of commerce are surpassed
in importance by those of its effects, which are intellectual
and moral. It is hardly possible to overrate the value, in the
present low state of human improvement, of placing human
beings in contact with persons dissimilar to themselves, and
with modes of thought and action unlike those with which
they are familiar. Commerce is now, what war once was, the
principal source of this contact ... There is no nation which
does not need to borrow from others, not merely particular
arts or practices, but essential points of character in which
its own type is inferior.

And Mill, like Smith before him, saw comrmerce as a means to

avert war: ... it may be said without exaggeration that the great
extent and rapid increase in international trade, in being the

21
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principal guarantee of the peace of the world, is the great
permanent security for the uninterrupted progress of the ideas,
the institutions, and the character of the human race.’

Clearly, the great advocates of free international commerce did
not conceive of its long-term gains merely or primarily as the static
efficiency gains of the Ricardian model, but rather as improve-
ments in the ideas and opportunities available to ordinary citi-
zens, and as a spur to improvement of education, moral
sentiments and individual character. It follows that the greatest
transformation in living standards from free international com-
merce in a free society should accrue to the poorest within poor
countries, since they stand to gain the most from expanded op-
portunity. Thus the argument for free trade, understood properly,
is not just based on efficiency gains, but also on the way trade
transforms society and thereby reduces poverty.

Two caveats about the advantages of globalisation were recog-
nised by its historical advocates. First, short-term gains could be
distributed differently from long-term gains, as it takes a long time
for dynamic institutional and cultural effects to take hold. The
richest residents in developing countries might benefit the most
from liberalisation in the short run, but over longer stretches of
time the poor will catch up. That phenomenon, as an empirical
matter, is closely related to what is sometimes called the Kuznets
curve (the tendency for spurts of economic progress to first widen,
and later narrow, the wealth distribution).

Second, despite the tendency of classical economists to stress
causal links from free trade to increased average wealth, poverty al-
leviation, peace, and individual freedom, it would be a caricature to
view those philosophers as simple-minded economic determinists.
For example, in his discussion of Chinese economic progress, Adam

A GLOBALIST MANIFESTO FOR PUBLIC POLICY

Smith does not suggest that the removal of barriers to trade alone

would transform eighteenth-century China into the political and

economic equal of Great Britain. Instead he remarks that China, for

perhaps more than five hundred years, had remained stagnant,

having ‘acquired that full complement of riches whick the nature of
its laws and institutions permits it to acquire’ (emphasis added).

Mill was even clearer about the institutional and cultural barri-
ers to economic improvement. He traced differences in the pro-
ductive potential of countries not only to differences in technology
or human capital, but also to the ‘moral qualities of the labourers’
and to differences in the ‘energy of labour’, which he in turn linked
to geographical and climatic origins (a point of view that Jared Dia-
mond has given new life in his recent treatise, Guns, Germs and
Steel, W.W. Norton, New York, 1999). Mill also emphasised what
he called ‘security’, by which he meant

the completeness of the protection which the society afford
to its members. This consists of protection by the
government, and protection against the government. The
latter is the more important. When a person known to
possess anything worth taking away can expect nothing but
to have it torn from him, with every circumstance of
tyrannical violence, by the agents of a rapacious
government, it is not likely that many will exert themselves
to produce much more than necessities.

More recently, in The Constitution of Liberty, Friedrich Hayek
addressed in detail the ways in which the infrastructure of laws,
institutions and cultural values affects the ability of the economic
system to deliver efficiency and growth. Hayek called these the
‘tools” of successful adaptation. He saw them as the product of
centuries of unconscious learning, derived from the culture and
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legal tradition especially of England. “They consist in a large
measure of forms of conduct which [man] habitually follows
without knowing why; they consist of what we call “traditions” and
“institutions”, which [are used] because they are available ... asa
product of cumulative growth without ever having been designed
by any one mind.” While Hayek recognised that countries could
usefully learn from one another’s ethical precepts and institutional
history, he believed that meaningful and lasting economic progress
must be grounded in the deeply rooted evolution of institutions
and individual attitudes. The process of transferring institutions
and attitudes across countries is much slower and more subject to
failure than the process of transferring technical knowledge.

It is fair to say, then, that although the most prominent propo-
nents of free trade have been optimistic about its tendency to pro-
mote wealth, peace, individual opportunity and individual
freedom, they did not claim that globalisation, by itself, would
necessarily eliminate poverty or oppression in most or all poor
countries. It is quite appropriate for eminent historians like David
Landes to upbraid today’s economists for their ignorance about
the cultural and institutional constraints that have limited eco-
nomic development in many countries over the past millennium.
But the most famous advocates of globalisation shared Landes’s
appreciation for the many institutional and cultural preconditions
for successful economic development.

In summary, although economic philosophers through the
ages have always known that global linkages are not a panacea for
poverty, disease, war and oppression (nothing ever is), they have
shared an appreciation of the powerful arguments and evidence in
favour of globalisation, especially from the perspective of the
world’s poorest countries.

A GLOBALIST MANIFESTO FOR PUBLIC POLICY

Globalisation in history: a preview

T will address two key questions in my review of history. First, does
an outward economic orientation produce the gains imagined in
theory? Is it true that global economic liberalisation promotes effi-
ciency, growth and institutional progress, and ultimately raises
the condition of the poor the most? Second, which features of the
domestic economic environment are most important for either
magnifying or limiting the potential gains from globalisation?
When reviewing a thousand years of world economic history, it
helps to have a central theme that ties the various epochs and
events together. For Marx that theme was the inexorable march to-
wards communism via dialectical materialism, recurring class
struggles that pushed history forward. I will stress a different
theme, the role of outward economic orientation in improving the
lot of ordinary people, especially poor people. There are, of course,
counter-examples. The trick to learning something useful from the
history of the last millennium is in identifying the patterns that dis-
tinguish success from failure, and thereby constructing policy ap-
proaches that favour good outcomes. A second important theme of
my historical review is that the gains to poor countries produced by
an outward economic orientation are greatest when domesticlegal,
financial and political institutions are conducive to individual free-
dom, rule of law and competition. This implies that the gains en-
joyed by a country from participating in the global economy will
typically increase over time. An outward orientation encourages
institutional, political and even cultural changes that exp and the
frontiers of economic achievement and individual rights.
The mechanisms through which global linkages have led to
economic improvement can be divided usefully into four
categories: (1) international competition in commodity markets
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promoted efficiency gains in production that raised wages and
profits. Efficiency gains included static Ricardian gains from trade,
and dynamic improvements from the transfer of technology, as
producers struggled to remain internationally competitive; (2)
freedom- and wealth-enbancing improvements in institutional
infrastructure reflected broader exchanges of ideas about science,
philosophy, law, religion and politics, especially once low-cost
paper production and printing made rapid and widespread
sharing of information possible; (3) freedom of emigration and
capital flows across locations raised wages (particularly for the
poorest segment of society) and raised returns to capital; (4)
improvements in the political and economic freedom and power
enjoyed by ordinary people resulted from the willingness of rulers
to grant new rights to their subjects, which reflected international
political and economic competition among those rulers.

Of the four mechanisms, the last is seldom emphasised by
economists, but I think it may be the most important of all. As
Douglass North and Robert Thomas, Eric Jones, David Landes,
Angus Maddison and Joel Mokyr all have stressed in their land-

mark works exploring the history of European economic excep-

tionalism, political competition within Europe fuelled the search
by the powerful for ways to improve economic performance and
expand the geographical range of their influence.® Outward eco-
nomic orientation was embodied in exploration, conquest and

6  Douglass C. North and Robert P. Thomas, The Rise of the Western World, Cam-

bridge University Press, Cambridge, 1973; Eric L. Jones, The European Miracle,
and ed., Cambridge University Press, Cambridge, 1988; David S. Landes, The
Wealth and Poverty of Nations, W.W. Norton, New York, 1999; Angus Maddison,
The World Economy: A Millennial Perspective, OECD, Paris, 2001; and Joel Mokyr,
The Lever of Riches, Oxford University Press, Oxford, 1990.
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trade, entrepreneurship, emigration and foreign investment, and
an interest in technological dynamism. Competition among sover-
eigns or nobles also had immediate and direct effects on improve-
ments in domestic legal and political institutions, which secured
greater freedom and power for the lower classes. Global competi-
tion created strong incentives'for domestic rulers to share power.

The four channels through which outward orientation pro-
moted progress (trade and technology flows, broader information
flows, emigration and capital flows, and expanded personal free-
dom) all reinforced one another. The cities or nations that were
best at harnessing these sources of gain dominated their eras eco-
nomically and politically, and their successes encouraged imitation
by competitors. Initially, that competition occurred largely within
Europe, but eventually it spread outside Europe, as well, as other
nations came to compete with, and learn from, the European states.

A brief economic history of the last millennium

The history of human progress over the past millennium is
typically divided into sub-periods that correspond to important
structural changes in politics and economics: (1) the early period,
which saw important advances in technology in agriculture, water
power, timepieces, paper production and countless other
mundane but important innovations (such as spectacles), and
which established a commercial network within Furope and one
linking Europe to Asia via the Mediterranean (roughly
1000—-1400); (2) the age of exploration, conquest and European
nation and empire building, with its important technological
advances in navigation, weapons and printing (roughly
1400-1700): (3) the era of proto-industrialisation and the first
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industrial revolution, involving especially new ways of manu-
facturing textiles and iron (1700-1850); (4) the era of the second
industrial revolution, involving the widespread application of
steam power, large-scale manufacturing and new products,
especially in the areas of steel, chemicals and electricity
(1850—-1913); (5) the troubled period of worldwide war, depression
and more war from 1913 to 1947; (6) the postwar period.

Over time, corresponding to improvements in technology and
trade, the world has seen dramatic gains in income, but those
gains have been concentrated in a few countries. Table 1 reviews
some simple statistics that capture broad trends and regional dif-
ferences in the growth of per capita income (in 1990 dollars) over
the last millennium, taken from Angus Maddison’s The World
Economy: A Millennial Perspective. From the perspective of these
statistics, the fundamental three questions of interest to world
economic historians are: (1) Why did Europe get so rich relative to
other regions — a pattern that began in the Middle Ages, and ac-
celerated after 15007 (2) Why did North America (and later North
America, Australia and New Zealand) grow faster than South

America in the eighteenth, nineteenth and twentieth centuries? (3) ..

Why was Japan so exceptional in its growth relative to other non-
European countries in the nineteenth and twentieth centuries (a
pattern that was repeated much later by its erstwhile colonies,
Korea and Taiwan)?

Maddison argues that circa AD 400 average per capita income
was roughly equal to its minimal subsistence level throughout the
world. By 1500 (before the great opening of the sixteenth century),
western Furope had nearly doubled its per capita income, while
other regions remained stagnant. Maddison estimates that west-
ern Europe’s per capita income surpassed China’s at around AD
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Table T GDP per capita ($ 1990)
1000 1560 1700 1820 1870 1913 1973 1998

United Kingdom 400 714 1,250 1,707 3,191 4,921 12,022 18,714
Western Europe 400 774 1,024 1,232 1,874 3,473 11,534 17,921
Eastern Europe 400 462 566 636 871 1,527 4,985 5,461
Former USSR 400 500 611 689 943 1,488 6,058 3,893
US+CA+AUSENZ 400 400 473 1,201 2,431 5,257 16,172 26,416
Latin America 400 416 529 665 698 1,511 4,531 5,795

Japan 425 500 570 669 737 1,387 11,439 20,413
Rest of Asia 450 572 571 575 543 640 1,231 2,936
Africa 416 400 400 418 444 585 1,365 1,368
World 435 565 615 667 867 1,510 4,104 5,709

Source: Angus Maddison, The World Economy: A Miltennial Perspective, OFCD, 2001.

1300; by 1820 western Europe enjoyed twice the per capita income
of China; and by 1870 nearly four times China’s per capita income.
As late as 1950, Africa was struggling to maintain levels of per
capita income that Burope had surpassed in 1600. China was even
more retarded in its progress; as late as 1973, Chinese per capita in-
come was lower than that of Europe in 1600. In contrast, Japan
surpassed Africa and the rest of Asia in the eighteenth century,
and by 1913 Japan enjoyed per capita income comparable to many
southern and eastern European economies.

The areas of new Furopean settlement also saw dramatic dif-
ferences in growth over time. The areas of new British settlement—
the US, Canada, New Zealand and Australia (which Maddison
refers to as the ‘Western offshoots’) — caught up with western Eu-
ropean per capita income by about 1820 and then forged ahead of
Furope. Latin America followed a different and more backward
path, roughly coincident with that of Japan until the postwar era,
after which it fell farther behind the ‘high wealth club’ of western
Europe, the Western offshoots and Japan.
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There is broad agreement among economic historians about
the reasons behind these differences in per capita income growth
across regions. In essence, growth was the predictable conse-
quence of a combination of outward economic orientation with
favourable domestic institutions (especially, the presence of the
rule of [aw and other preconditions favourable to individual free-
dom and to individuals’ incentives to work and innovate). The
first cities, and later countries, to hit upon the right combination
of individual incentives and access to markets thrived and were
imitated.

Political fragmentation in medieval Europe decentralised au-
thority and spurred continuing competition among rulers. Furo-
pean civilisation was unique in this respect — a fact that reflected
climatic and geographic factors peculiar to Europe. That political
fragmentation and competition, combined with the cultural in-
heritance of Roman, Christian and Germanic traditions, fostered
the concepts of private property and individual rights.

It is worth emphasising that early European growth was espe-
cially beneficial to the poor. The end of serfdom in western Europe
was the result of increasing competition among rulers, which
often took the form of constructing towns and cities — an outward-
looking entrepreneurial act by medieval lords in search of new
market opportunities. Towns had to be populated to be successful,
so cities became ‘gateways to freedom’ for serfs, some of whom
were explicitly granted freedom by entrepreneurial city-building
lords. Competing medieval lords were also active proponents of
technological progress, which substantially improved European
agricultural productivity. As trade and freedom flourished, so did
technological progress, and new ways of organising life emerged —
working for wages, living in towns and cities.
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A lord in search of new wealth and power was encouraged to
co-operate rather than coerce as a means of expanding his power.
That pattern would reappear. Exploration and conquest, and tech-
nological improvements in navigation and weaponry, owed their
origins to political competition. But private gains were an in-
evitable result. Those privaté gains took the form of trading or
mineral rights granted to merchants or explorers, and land grants
to colonists in America during the seventeenth and eighteenth
centuries.

Each epoch of global competition had clear winners and
losers. Venice’s reign gave way to those of intrepid Portugal and
Spain in the fifteenth and sixteenth centuries, and they in turn
were displaced by the superior cultivation-based empire-building
strategies and entrepreneurship of the Dutch and British in the
seventeenth and eighteenth centuries. European trade, technol-
ogy, wealth and manufacturing flourished withal. And alongside
these grew an international network of great minds and entrepre-
neurs devoted to applied scientific inquiry. Thus was the ground-
work laid for the industrial revolution.

In Europe, then, power-hungry, greedy despots made benefi-
cent rulers and patrons of technology. Trade routes expanded,
technology was rapidly disseminated, and progress was cumula-
tive (each improvement built on its predecessor).

Not so in Asia. Despite China’s superior technological capabil-
ities — in particular, its knowledge of printing, iron-making, paper
production, water power, gunpowder, navigation, shipbuilding
and water-powered textile spinning hundreds of years prior to
their emergence in Europe — China failed to take advantage of that
knowledge, and tended to forget or purposely ignore useful infor-
mation. Eric Jones argues that Europe leapfrogged China because
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of shortcomings in the set of rules and institutions governing par-
ticipation in the Chinese economy, and because of the political
structure of China, which prevented an adaptation towards a more
efficient set of rules. David Landes similarly writes that:

The Chinese state was always interfering with private
enterprise — taking over lucrative activities, prohibiting
others, manipulating prices, exacting bribes, curtailing
private enrichment. A favourite target was maritime trade,
which the Heavenly Kingdom saw as a diversion from
imperial concerns, as a divisive force and source of income
inequality, worse yet, as an invitation to exit.

Ironically, the Chinese empire’s political stability contributed
to its inward orientation and retarded growth. As Eric Jones writes,
‘Individual merchants might bribe their way to influence, but
emperors never needed to rely on them as impecunious European
kings did, and they did not gain influence as a class.” Emperorsfaced
little external threat. Indeed, they perceived the main threat to their
power as coming from a growing domestic merchant class, which
might increase its wealth and power if permitted to do so via free

trade and expanded property rights. The Ming emperors

(1368-1844), in particular, felt threatened by the expansion of
markets and went out of their way to put an end to industrialisation,
international trade and foreign exploration. These emperors
favoured a shift back to agriculture, demolished the Chinese
astronomical clock constructedin 1090, allowed their navy to decay
from disuse, and banned foreign trade. By the mid-sixteenth
century the centuries-old Chinese art of shipbuilding was forgotten.

Scholars have long puzzled over the stubbornness of the Chi-
nese failure to adopt new practices, even in the eighteenth and
nineteenth centuries, even in the most cbvious area of munitions.
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That failure reflected an imperial strategy that feared local empow-
erment (guns could be turned on the ruler), and was designed in-
stitutionally to resist change or even the suggestion that
improvement might be warranted. From the emperor’s perspec-
tive, that strategy was quite successful. The emperor’s goal was to
maintain stasis (which served his lifestyle quite well). Consider, in
contrast, the unprofitable British experience in America: decades
of investment in exploration, settlement and military protection,
accompanied by power-sharing in the form of grants of land and a
large degree of political self-determination to colonists, all of which
encouraged greater demands for independence, and ultimately re-
sulted in the loss of resources and the creation of a powerful rival.
It is ironic that, despite the institutional shortcomings of the
Chinese empire historically, in many respects Chinese culture
seems to be especially conducive to capitalist development, but
the constraints of its political system were overwhelming. Not
only can one point to the inventiveness of ancient Chinese scien-
tists as evidence of the potential for development in China; Chi-
pese emigrants have been among the ‘most successful
entrepreneurs in Asia and elsewhere. As Landes notes:

lin] Indonesia, where the Chinese form 4 percent of the
population, they controlled in the early 1900s seventeen of
the twenty-five largest business groups. In Thailand [today]
(10 percent Chinese), they number more than 9o percent of
the richest families and own the same proportion of
commercial and manufacturing assets.”

7 One can make a similar point by comparing the relative economic performance
of North and South Korea, or East and West Germany: all these comparisons
demonstrate that, holding ‘culture’ constant, institutions matter, specifically in-
stitutions that either encourage or discourage individual initiative.
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China’s approach was the rule rather than the exception. Sim-
ilar stories of persistent lack of technological progress or commer-
cial energy can be related for Moghul India, Arabia and the
Ottoman Empire. None of these institutional environments en-
couraged or rewarded entrepreneurial or inventive efforts. Indi-
viduals enjoyed few rights and suffered many duties. Taxation of
the peasantry in the Moghul empire, for example, was particularly
onerous, and local rulers had little stake in local success. As in
China, Moghul aristocratic title to land was not hereditary.®

Political competition between these empires and the West
widened the chasm between them. Unlike outward-oriented Euro-
pean states, which responded to competition by expanding the
range of internal power-sharing, the Eastern empires responded to
losses of territory or trading routes by squeezing their own sub-
jects all the more. Thus stagnant growth became persistent de-
cline. That decline did not reflect a lack of interest in wealth, per se,

8  Although it is not important for our present purposes, I note in passing that
economic historians are also rediscovering the importance of geography in
explaining the locational origins of economic success. Europe and Asia were
favourable locations for building early agricultural economies — on which the
development of towns and cities depends — owing to their temperate climates.
Furopean temperatures, in particular, permit year-round harvesting of crops —a
consequence of the Gulf Stream. That harvesting pattern, along with ample
water and land for pasture and a favourable climate for raising livestock,
encouraged European use of horses and cattle, which had multiple advantages
for agricaltural productivity and improved the European diet, which likely made
Europeans more fit and productive. Also, Furope’s generous and even rainfall
patterns and divided landscape encouraged greater political decentralisation
than in Asia, where centralised riverine civilisations predominated. Some
scholars believe these factors may explain early differences between Europe and
Asia in the relative development of the concept of individual freedom. Even
today, many tropical areas still suffer from extreme disadvantages related to
disease which some believe have important ramifications for labour productivity
and economic incentives.
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but rather an unwillingness to allow individual freedom and mar-
ket incentives to direct economic progress.

What was the common source of European exceptionalism in
its attitudes towards individual freedom and private property
rights, and why did Britain leagl the way for Europe? As [ have al-
ready suggested, political fragmentation and competition were
key ingredients. The Judeo-Christian tradition, no doubt, con-
tributed to an emphasis on individual freedom through its em-
phasis on individual worth and choice, as well. |

There are a multitude of contributing factors that explain why
Great Britain was poised to overtake the rest of Europe both as an
empire builder and as an industrial dynamo. But the many causes
that have been put forward for British dominance in the eight-
eenth and nineteenth centuries (the pre-existing network of local
markets and developed transportation system, the presence of a
skilled labour force, high literacy and the prevalence of applied sci-
entific knowledge, the relative weakness of protective guilds block-
ing technological progress) all reflected a different role of the
individual in English society which can be traced back to at least
the thirteenth century. That role was visible in the relatively early
emancipation of English serfs and the reliance on geographically
and socially mobile wage labour, in the greater equality of women
in English society and the relative absence of arranged marriage, in
uniquely early attitudes about the relative importance of individ-
ual as opposed to communal decision-making. Alan Macfarlane,
in The Origins of English Individualism, emphasised these early Eng-
lish traits and linked them to a unique early reliance on primogen-
iture in England, which he argues fostered individualism and the

development of markets.
The emphasis on individual rights in England was codified
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through the Magna Carta (1215) and its extension to commoners,
in the development of the basic rule of law under common-law
principles that ensured predictability and equality of enforcement
by the courts, and in the willingness of British commeoners to en-
large and preserve their rights (as during the English Peasants’ Re-
volt of 1381, and the Glorious Revolution of 1688). Britain was the
land where individual rights, private property and market rela-
tions thrived, and for that reason its citizens faced strong incen-
tives to create wealth. England also attracted educated and
innovative discontents from elsewhere in Europe.

As the dissemination of industrialisation and growth in per
capita income in western Europe and the Western offshoot coun-
tries shows, it was possible to imitate first British, and later west-
ern European, success. But not all countries were equally able to
do so. Scandinavia and the Netherlands, which most resembled
Britain in their institutional-and cultural milieu, were successful
followers, "and competitive pressures -eventually encouraged
favourable adaptations in France, Germany and elsewhere. New
areas of British settlement inherited Britain’s institutional
arrangements — indeed, as Edmund Burke noted in his defence of
the colonies rebellion against Britain, America contained many of
the most fervent adherents to the constitutional principles of 1688
(perhaps more than the mother country), and these principles of
law and individual right were at the centre of the American Revo-
lution. The American systems of manufacturing and land owner-
ship that paved the way to American economic supremacy by the
end of the nineteenth century -were built on the foundation of
British law and political institutions. -

Japan is the most interesting case of successful catching up. It
is the important exception to the pattern of slow Asian develop-
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ment. Its exceptional growth resulted. from its effort to imitate
Western economic success. Japan did so consciously, systernati-
cally, and at a deep institutional level. It retained, of course, dis-
tinct cultural elements, but it succeeded in large part because it
was determined to transform itself from top to bottom to make
capitalism work. : .
From its first contact with the West, the Japanese attitude was
unique. Japanese rulers were impressed by Western achievements,
and sought trade, information and ways to improve their lot. Am-
bition was an important pre-existing characteristic, and may have
reflected Japan’s political fragmentation (Japan consisted of sepa-
rately controlled regional fiefdoms, nominally subservient to the
emperor —in some ways reminiscent of medieval Furope and quite
different from China). Japan suspended its initial trade connec-
tions with Burope as part of a purge of Christianity in the late sev-
enteenth century. The country was isolated from the West for two
centuries, during which frequent and bloody peasant uprisings
transformed the relations between lords and peasants. This was
Japan’s version of medieval serf emancipation. The country’s in-
ternal markets expanded alongside improvements in roads and
technological progress in agriculture, resulting in substantial in-

creases in land under cultivation and agricultural productivity

(which is estimated to have risen by 3050 per cent from 1600 to
1867). The manufacturing of cotton spread during this period as
well, and the concentration of population in cities and towns fol-
lowed. Japan was undergoing an economic transformation re-
markably similar to that which England had undergone centuries
before.

The commitment to modernisation in Japan, and the estab-
lishment of close connections with the West, came in the mid-
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nineteenth century, when the country abolished its feudal institu-
tions, opened its trade, and began to establish a full complement
of Western institutions. Universal education was mandatory, in-
cluding primary education for girls. Japanese industrial progress
was rapid, beginning with water power and cotton textiles manu-
facturing, and rapidly progressing to the production of second-in-
dustrial-revolution products, including machinery. And, of
course, that was just the beginning.

During the pre-World War I era, Japan’s growth was excep-
tional. As the data on per capita income show, other countries out-
side western Europe or areas of British colonisation failed to
replicate successful industrialisation and wealth creation.

The relatively slow growth of Latin America in the nineteenth
and twentieth centuries has been the subject of lengthy debate. Al-
though undoubtedly the United States enjoyed some natural ad-
vantages (for example, the convenient placement of coal and iron
resources, and the favourable climate for agriculture), and also
was populated by residents of the home country in a more
favourable way than in Latin America (that is, by permanent set-

tlers in search of freedom and opportunity who initially became _

small landowmners), such factors do not fully explain the difference.
Spanish taxation was higher than British, and its restrictions on
trade more severe.

Cultural and legal traditions mattered too, and still do. Latin
American development lacked religious diversity and tolerance,
and was founded on Napoleonic legal tradition, in which basic
rights of creditors and minority stockholders are poorly protected.
Much recent research on postwar economic performance around
the world still finds that the legal traditions of developing coun-
tries (British, French or German) have enormous explanatory
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power for financial and economic development, after allowing for
other influences.

In other areas — notably India — some have blamed imperial-
ism for slow growth. In The Tentacles of Progress (Oxford University
Press, Oxford, 1988), Daniel Headrick argues that the failure to es-
tablish educational systems thrat transferred practical knowledge,
and the importation of machinery, meant that India’s textile in-
dustry could not develop the human capital and experience with
tinkering that are necessary to be competitive and innovative. No
doubt. But does that argument explain why Japan was able to com-
pete and grow, or why India failed to grow more rapidly in the late
twentieth century?

Of course, the range of views on what is essential for successful
development is enormous. Some scholars focus on the absence of
skilled labour, others on missing scientific and technical knowl-
edge, and still others on the repression of financial institutions. All
of these arguments have merit, but to a great extent these are

symptoms of deeper problems that both give rise to these failings
and prevent people from overcoming them.

Another perspective on the importance of institutions comes
from microeconomic studies of nineteenth- and twentieth-century
underdevelopment. Gregory Clark has shown that poor economic
growth coincided with low productivity at the level of the individ-
ual firm. Clark allows for differences in technology, and access to
capital and labour, and finds that underdevelopment js traceable
in the main not to differences in these factors between developed
and developing economies, but rather to the inefficiency with
which technologies and factors were employed in developing

countries. He finds that moving the same factory, with the same
management and skilled labour team, to a developing country
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Table 2 Income per capita and total factor productivity, .
selected countries

Relative GDP Relative GDP Efficiency Efficiency
per capita per capita (TFP) (TFP)
in 1910 in 1990 inl1910 in 1990
USA 9.4 143 3.9 4.4
Great Britain 8.0 10.5 4.4 3.8
Argentina 7.6 3.7 4.0 23
Japan 3.5 11.3 2.8 2.7
Thailand 1.6 2.8 1.3 1.5
Korea 1.5 53 1.5 2.4
Indonesia 1.3 1.6 1.2 na
Zimbabwe na 0.9 © na 0.6
India 1.0 1.0 na na

Source: Gregory Clark and Robert Feenstra, ‘Technology in the Great Divergence’,
Worling Paper, UC-Davis, 2001, Table 1.

results in a substantial decline in the physical productivity of the
firm. Estimates of productivity from a recent paper by Clark and
Robert Feenstra are presented in Table 2.° The striking fact they
document is that low per capita income mainly reflects low pro-
ductivity, both in 1910 and in 1990. In other words, it was not the
absence of capital, labour or technology which caused (and cause)

underdevelopment; but rather the inability to make the most of

them once they are in place.

The consulting firm McKinsey and Co. has produced studies of
productivity differences across countries, with similar results. For
example, two recent McKinsey studies found that moving an en-
terprise from the United States to Russia or Korea substantially re-
duces its productivity. What is one to make of this fact? McKinsey
argues that problems in the legal environment, protectionist poli-

9  Gregory Clark and Robert Feenstra, ‘Technology in the Great Divergence’, Work-
ing Paper, University of California, Davis, May 2001
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cies, poor corporate governance and other institutional factors ei-
ther undermine the ability to produce efficiently or weaken com-
petitive pressures that otherwise would encourage efficiency.
Other microeconomic research on Korean productivity by Anne
Krueger and Jungho Yoo similarly shows that Korean conglomer-
ates are value-destroying entérprises, which the authors attribute
to poor corporate governance institutions (that is, rent-seeking,
corruption and crony capitalism).’

A similar institutionalist perspective is found in Hernando
DeSoto’s influential and innovative work on the way in which cor-
ruption and ineffective vesting and enforcing of property rights
destroy value. His first book, The Other Path (Harper & Row, New
York, 1989), documents the high transaction costs of trying to or-
ganise and operate a small business in Peru, where seemingly end-
less hurdles await the brave entrepreneur (bureaucratic hurdles, of
course, translate into endless opportunities for bribery). His sec-
ond book, The Mystery of Capital (Basic Books, New York, 2000),
generalises the argument by examining the vesting and enforcing
of property rights in several countries. His central point is that
good legal institutions of ownership have not evolved in most
countries, and that this shortcoming produces endless opportuni-
ties for waste, extortion and corruption. Consequently, what
Hayek called ‘coercion’ dominates economic transactions in devel-
oping economjes. Wealth creation suffers.

The Heritage Foundation and the Wall Street Journal have con-
structed an index of freedom that quantifies the extent to which

10 ‘Chaebol Capitalism and the Currency-Financial Crisis in Korea’, Working Paper,
National Bureau of Fconomic Research, 2001. See also Sung Wook Joh, Korean
Corporate Governance and Firm Performanee’, Working Paper, Korea Develop-
ment Institute, July 2001.
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Table 3 Indices of institutional performance, selected countries

Rule of law Corruption Judicial Econornic
efficiency freedom
(Best score=10) (Best score=10) (Best score=10) (Best score=1}
USA 10.0 ' 8.6 10.0 1.75
Great Britain 8.6 9.1 10.0 1.80
Argentina 54 6.0 6.0 2.25
Japan 9.0 8.5 10.0 2.05
Thailand 6.3 5.2 33 2.20
Korea 54 5.3 6.0 225
Indonesia 4.0 2.2 2.5 3.55
Zimbabwe 3.7 5.4 3.7 4.25

Sources: The scores in the first three columns are on a scale of 1-10, where higher
numbers indicate better performance. The scores in the last column are on a scale of
1-5, where lower numbers indicate better performance. Rule of faw scores are from
International Country Risk, and represent the average monthly score for the months
of April and October from 1982 to 1995. Corruption scores are from the same
source and are measured for the sarme dates. judicial efficiency scores are from
Business international Corporation and are averages for the period 1980-1983.
Other countries’ data for these three series can be found in David O. Beim and
Charles W. Calomiris, Emerging Financial Markets, McGraw-Hill, 2001, pp. 184-5. The
Index of Economic Freedom is the score for the year 2007. It measures the extent of
economic freedom by weighting a variety of factors, including international trade,
government intervention, monetary policy, foreign investment, banking and finance,
wages and prices, property rights, regulation, and black markets. It is available on -
the Heritage Foundation website, http://database.townhall.com/heritage/index/
indexoffreedom.cfm.

economic agents are free in different countries. Transparency In-
ternational, International Country Risk and Business Interna-
tional Corporation also provide measures of the relative efficiency
of judicial systems, the presence of rule of law, and the level of cor-
ruption. Table 3 reports measures of these indicators for the same
countries included in Table 2. A comparison of these two tables
shows that differences in economic efficiency are closely corre-
Jated with differences in the quality of the legal and political envir-
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onment. Which way does the causation run? History is helpful -

here. While it is certainly logically possible to argue that good in-
stitutions are merely a luxury chosen by the wealthy, history
shows that, in fact, good institutions preceded and made possible
economic development. '

To what extent has globalisation been associated with eco-
nomic development and institutional reform? Our review of his-
tory from the medieval period up until the early nineteenth
century showed that reaching outward was essential to the process
of initial European economic development. Similarly, numerous
econometric studies of the relationship between late nineteenth-
and early twentieth-century globalisation of markets by Kevin
O'Rourke, Jeffrey Williamson and others find important effects on
economic growth from participating in global markets for com-
modities, labour and capital. O'Rourke and Williamson empha-
sise that during the pre-World War I period, emigration was the
most powerful force for increasing growth worldwide, as it al-
lowed workers to move from low-wage to high-wage countries.
Lance Davis, Robert Cull and Robert (Gallman, among others, em-
phasise the important role that capital flows played at crucial junc-
tures in the growth experiences of the emerging market economies
of that era.”

In the postwar era, limits on immigration into high-wage areas

1 See Jeffrey G. Williamson, ‘Globalisation, Convergence and History’, fournal of
Economic History, 56, June 1996, pp. 1—30; Kevin O'Rourke and Jeffrey G.
Williamson, Globalisation and History, MIT Press, Cambridge, MA, 1999; Lance
E. Davis and Robert J. Cull, International Capital Markets and American Economic
Growth, 1820-1914, Camnbridge University Press, Cambridge, 1994; Lance E. Davis
and Robert E. Gallman, Evolving Financial Markets and International Capital
Flows, Cambridge University Press, Cambridge, 2001; and references contained
in these works.
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have meant that trade and capital flows, rather than emigration,
are the dominant means through which globalisation produces
economic growth. Jeffrey Sachs and Andrew Warner show that
growth and trade liberalisation have been closely associated in the
postwar era of globalised trade and capital flows."

What about the distribution of income? To what extent does
increased growth from globalisation translate into reductions in
poverty? In their recent historical study of the effects of pre-World
War I globalisation on income distribution, Peter Lindert and Jef-
frey Williamson distinguish between changes in distributions of
income within and between countries.® They find that parti-
cipation in global markets in the pre-World War I era narrowed
cross-country differences in income, and had little effect on
within-country income distribution, implying substantial im-
provements in the lot of the poor living in countries that partici-
pated in global markets. Interestingly, in the pre-World War I era,
income inequality worldwide increased, suggesting to casual ob-
servers that globalisation had produced rising inequality. In fact,
the opposite is true; rising inequality across nations reflected the
fact that countries participating in globalisation enjoyed substan-
tial gains, while other countries saw their relative and absolute po—‘
sitions deteriorate. _

In a forthcoming book on globalisation in the last twenty
years, David Dollar of the World Bank has similarly found that
participation in global trade significantly narrows income in-
equality across countries. He also shows that increases in trade

12 ‘Economic Reform and the Process of Global Integration’, Brookings Papers on
Economic Activity, I, 1995.

13 Does Globalisation make the world more unequal?’, Working Paper No. 8228,
National Bureau of Economic Research, zoo1.
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and growth, and reductions in inequality and poverty, are all
closely related to policies that promote free trade and the rule of
law. These conclusions are visible in Figures 1—7, taken from Dol-
lar’s World Bank Policy Research Report on Globalisation. Figure 1
shows that the mean log deviation in household income has de-
clined over the past two decades, and that this decline is entirely
due to shrinking income inequality across countries. Figures 2—6
consider the extent to which convergence, or catching up, has oc-
curred across countries since 1975. Figures 2, 5 and 6 indicate that
catching up has been substantial, but has been confined largely to
relatively open economies (a restatement of the Sachs-Warner re-
sult). Figure 3 shows that catching up has also been substantial for
countries that enjoy high ratings for the presence of rule of
law. Figure 4 presents Dollar’s estimates of the effects of a one-
standard-deviation improvement in the rule-of-law score (that is,
the difference between Bolivia and Chile) on participation in the
global economy; better rule of law is associated with increased for-
elgn trade, higher foreign direct investment, and reduced reliance
on worker remittances. Figure 7 explores the question of whether
higher growth tends to benefit the poorest quintile of the popula-
tion. Dollar finds that the growth rate in per capita income for the
poorest segment of society matches the average growth rate for so-
ciety as a whole. Growth is a powerful means for fighting poverty.

There is a growing body of new academic studies that confirm
Dollar’s findings. For example, Shangjin Wei and Yi Wu study the
effect of globalisation on income inequality in China.** They find
that the gap between relatively high urban and low rural income in

14 ‘Globalisation and Inequality: Evidence from within China’, Working Paper, Na-
tional Bureau of Economic Research, 2001
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Figure T Worldwide household inequality, 19601999 ! Figure 3 Convergence among countries with good rule of law, 1975-1999
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Figure 5 Per capita GDP growth rates: post-1980 globalisers, %
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Figure 7 Growth is good for the poor
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different regions of China has narrowed more in areas that were
able to participate more in global trade.

What is the relative importance of the specific channels
through which globalisation promotes improvements in produc-
tivity and institutions? It is hard to attach weights to the various
influences, but a variety of channels seem to be important.

Competition in trade has not only permitted static efficiency
gains, it has also encouraged technology transfer, which some-
times takes the form of foreign entry. In turn, foreign direct in-
vestment reduces the extent to which domestic production
depends on existing domestic institutions, which can help to un-
dermine practices of corruption and rent-seeking.

Second, flows of factors in and out of a country can be useful
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for allowing people and capital to move to countries where institu-
tions work better. At a minimum, doing so frees some factors of
production from home-grown inefficiency. O'Rourke and
Williamson, and Lindert and Williamson, argue that, in the pre-
World War 1 era, emigration was probably the single largest
means through which globalisation improved the lot of the
world’s poor. While limits on emigration make it relatively less im-
portant today than in the past, there are still some important ex-
amples. Argentina has a population of some 36 million. The fact
that over 3 million Argentines, typically among the best-educated
and most productive workers, now reside in the United States, and
the potential for more to follow, both mitigates the costs of Argen-
tine economic failure today, and (one hopes) energises would-be
reformers to find ways to stem the brain drain. -

'Third, while it is hard to quantify, the inflow of ideas about law
and politics that has accompanied global commerce has probably
played an important role, too. Long before the Soviet Union fell,
its people were aware of, and desirous of being permitted to imi-
tate, Western lifestyles. Before the 1989 Tiananmen Square mas-
sacre, heroic Chinese protesters frequently connected their efforts.
to the ideas of Enlightenment philosophers and statesmen from
Europe and America. Despite the Chinese government’s efforts to
repress those ideas, including a recent crackdown on Chinese
newspapers, these dictators are no match for the Internet — the
voice of freedom is only a keystroke away.

Fourth, as these first three channels take effect, political and
legal institutions change for the better as the result of incentives
faced by corrupt leaders to share political power and reform the
economic and legal system. The power-sharing brought by
competitive European city building, empire building and
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industrialisation has a counterpart today in crony capitalist
regimes. Liberalisation, privatisation and deregulation in
emerging market countries are driven by greed, often the greed
of politicians who see these as necessary to preserve their wealth
in an increasingly competitive global economy. This process is
one of virtuous ‘co-ordination failure’ among oppressive
governments; if these rulers could have conspired to avoid
reform they would have preferred to have done so. The new
competitive world, after all, is requiring them to reduce taxes and
share power with domestic entrepreneurs and foreign capitalists,
and to commit to reining in their own authority by establishing
predictable rules that will attract foreign entrants and allow
domestic productivity to increase.

A recent study of financial-sector development over the past
century by Raghuram Rajan and Luigi Zingales finds that
international openness tends to constrain the wasteful rent-
seeking activities of domestic banks and other firms that would
otherwise retard financial and economic development.®

There are many current cases which illustrate that point. The
recent reform of the Mexican banking system was a direct conse-
quence of Mexico’s outward orientation. Mexico decided to per-
mit foreign enfry into its financial system, and to force its
domestic banks to modernise and compete as bona fide financial
institutions as a means of improving economic performance after
the collapse of its domestic banks in 1995. Now virtually the entire
Mexican banking system is foreign-owned; foreign entry has fun-

* damentally changed the role of banks in the economy and in the

15 “The Great Reversals: The Politics of Financial Development in the 20th Century’,
Working Paper No. 8178, National Bureau of Economic Research, March 2001.

51



A GLOBALIST MANIFESTO FOR PUBLIC POLICY

52

political process, and has vastly improved the efficiency of the
banking system.

Mezican banks used to be vehicles for managing political deals
between their owners (who also owned large industrial conglom-
erates that borrowed from the banks) and politicians. Banks re-
ceived government protection, from which they and their affiliated
companies gained enormously; in exchange they provided various
forms of assistance to politicians. Foreign entry undermined that
unhealthy partnership, and replaced it with a modern banking sys-
tem where banks are forced to compete, bear the gains and the
losses from the decisions they make, and are thus encouraged to
search out the most profitable, value-creating uses of their funds.
Recent research by Ed Kane, and by Asli Demirguc-Kunt and Ross
Levine, shows that foreign bank entrants have played this import-
ant role in many other countries recently, as well,"6
To summarise, both in the distant past and in the recent past,
global openness has spurred growth and alleviated poverty. Open-
ness produces economic progress through direct channels (Hows
of commodities, information and factors of production), and via
indirect channels, by improving institutions on which economic
progress depends; openness reduces the economic power of do-
mestic rent-seekers, and the competition among countries pro-

duced by an international wave of globalisation encourages rulers
to liberalise.

16  Edward Kane, ‘Capital Movements, Asset Values, and Banking Policy in Global-
ized Markets’, Working Paper No. 6633, National Bureau of Economic Research,
1998; and Asli Demirguc-Kunt and Ross Levine, ‘Opening to Foreign Banks: Sta-
bility, Efficiency, and Growth’, Working Paper, World Bank, 1998.
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Policy implications

I turn now to a discussion of policy implications, first for national
economic policy, and second for the policies of international fi-
nancial institutions (IFTs) — the IMF, World Bank and regional de-
velopment banks.

The main implication for fiational economic policy for devel-
oping countries is that they should open themselves to global com-
petition in trade, to foreign entry by firms, and to international
capital flows. Some historians who are acquainted with the facts I
have reviewed are more circumspect. Is it not true, after all, that
many of the most successful industrialisers historically (including
the United States) relied upon protective tariffs and non-tariff bar-
riers to trade during critical early phases of their industrialisation?
Yes, it is, but that does not imply that such a strategy is appropri-
ate for developing economies today.

Japan'’s first wave of industrialisation was achieved without
tariff protection, so tariff protection is certainly not a necessary
condition. for successful industrial catching up. One must also
bear in mind that tariffs are equivalent to a tax on exports
(according to the well-known Lerner Symmetry Theorem), and
export taxation undermines the most viable means of rapid
growth in developing economies today.

Moreover, in today’s high-tech world, the most promising ini-
tial vehicle for industrialisation is often foreign direct investment
by cutting-edge global producers. They do not need tariff protec-
tion since the technology they need is already developed, and low
labour costs are enough of an enticement for entry. Import protec-

‘tion to coddle ‘infant industries’ during an initial phase of learn-
ing by doing’ may have made some sense under British or
American institutional conditions, but in today’s developing
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economies it inevitably ends up producing rent-seeking, value-
destroying firms that grow in political power rather than technical
ability. For the purpose of stimulating industrialisation, effective
government investment in basic education is a better use of lim-
ited government resources than subsidising import substitution.

In June this year I was in Beijing and had the opportunity to
tour the PC manufacturing factory of Legend. Legend’s experience
nicely illustrates why the absence of protection can be a spur to ef-
ficient growth of infant industries, especially when those indus-
tries are able to import necessary knowhow and high-tech
components. In 1984, Legend was established. It had an unexcep-
tional growth experience for the first several years of its existence.
In 1992, China substantially lowered its protective tariffs for com-
puter manufacturers. Many inefficient Chinese manufacturers
were unable to compete in the new unprotected environment. But
one local manufacturer — Legend — was spurred forward by the
need to compete. In response to foreign competition, in 1994 Leg-
end developed a new business strategy based on, first, reducing
costs — by focusing on its core business and shedding its distribu-
tion channels, and by importing components from abroad — and
second, pursuing its comparative advantage by providing novel,
customised PC products that targeted the special needs of Chinese
computer purchasers. Legend’s imported components are often
designed in co-ordination with foreign producers, who have cer-
tain technological advantages but lack Legend’s ability to gauge
the needs of Asian purchasers. Legend also maintains research-
and-development offices outside China, to help it develop its in-
ternal technological capability, which over time may reduce its
dependence on foreign component producers. Legend now ranks
eighth in the world in terms of PC sales. Clearly, this is a case in

which the removal of tariff protection was a key ingredient in the
development of efficient local industry.
A second policy implication is that the gains from global link-

“age, per se, are not guaranteed; gains depend on complementary

changes in policy — specifically, reforming domestic institutions so
that they are consistent with 4 competitive economy. But that link-
age does not imply that reform must precede globalisation. In-
deed, globalisation is the surest path to institutional reform.

Which reforms are most important, and what process should
reform take? Institutional reform is never easy. At a minimum, it
should ensure predictability and impartiality in administering the
courts, effective legal protection of property and enforcement of
contracts, transparent accounting, an effective commercial code,
the absence of corruption and special favouritism towards some
businesses by government subsidies, and a commitment to avoid-
ing inflationary surges in budget deficits.

Effective financial institutions have also been key to the effi-
cient allocation of capital and effort in every one of the major his-
torical success stories. The British and the Dutch were the premier
financial architects of the seventeenth century, creating joint stock
companies, banks, central banks, and establishing the legal princi-
ples that permitted the use of negotiable instruments. They were
also managing their public finances in innovative, effective ways
by the end of the seventeenth century. America followed suit in the
late eighteenth century with the establishment of a national mon-
etary, financial and fiscal system, organised under the brilliant
leadership of Alexander Hamilton. Germany's universal banking
system of the late nineteenth century mobilised vast capital re-
sources and channelled them with unprecedented speed and effi-
ciency into the new products of the second industrial revolution,
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managing to underwrite and place industrial firms’ equity offer-
ings at unprecedented low costs. And Japan was also early to adopt
sound currency and banking practices; by the end of the seven-
teenth century it had developed a credit system that was compara-
ble to that of most of Europe, and later Japan was quite successful
in imitating the best Western banking and central banking insti-
tutions of the late nineteenth century, which helped to lay the
foundation of successful economic development.”” Recent empiri-
cal studies of the growth-finance nexus indicate that effective fi-
nancial institutions continue to exert a powerful influence on
economic development,'®
Although there are many useful success stories to learn from in
all these areas of institution building, wholesale adoption of other
countries’ successful institutions is never as easy in practice as it
sounds in theory. Even simple principles of property rights are
harder to get right than one might imagine. For example, in The
Mystery of Capital, DeSoto’s discussion of the evolution of laws
governing squatters’ rights in the United States nicely illustrates
how property law has to co-evolve with the specific historical cir-
cumnstances of ownership and use; he persuasively argues that it is

crucial to establish a process through which this can happen effec-

tively. Institution building takes time, results from trial and error,
and is specific to each country. DeSoto, like Hume and Hayek be-
fore him, recognises that good institutions cannot be fully rea-
soned out in advance from Cartesian introspection.

17 See Charles W. Calomiris, ‘Banks and Banking, Working Paper, Columbia Uni-
versity, fune 2001; and Peter Rousseau and Richard Sylta, Financial Systems,
Economic Growth, and Globalisation’, Working Paper, New York University,
May 2001.

18 See David O. Beim and Charles W. Calomiris, Emerging Financial Markets,
McGraw-Hill, New York, 2001, Chapters 2. :
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One of the elements that complicate institution building in
the current political environment — particularly in the realm of
banking and corporate governance — is the existence of contin-
gent, implicit government protection of banks and other firms,
which entails unhealthy risk sharing between the private sector
and the government. Success in establishing good explicit legal
rules and regulations and effective legal enforcement mechanisms
is no longer enough to guarantee a good institutional environ-
ment. Recent experience — especially the expansion of the govern-
ment safety net for banks and large industrial firms ~ has added
new risks from incompetence or imprudence on the part of finan-
cial institutions, and has made effective fiscal reform much more
difficult than it used to be. The presence of implicit protection via
government bail-outs, especially of insolvent banks, means that
taxpayers in developing countries are perpetually at risk of trans-
ferring vast sums of money to the privileged élites within their
countries as the result of emergency transfers to insolvent banks
and borrowers. Those contingent liabilities represent huge hidden
subsidies, and result in frequent fiscal catastrophes. They also
undermine competition and market discipline, and thus permit
inefficient, value-destroying firms to absorb resources and further
expand their political influence and favoured status.

Historically, market-disciplined banking systems responded
to losses by curtailing asset risk, cutting dividends and raising new
capital, all of which reassured bank debt-holders that the bank’s
problems would not translate into a significant increase in the like-
lihood of default on bank debt. Historically, banks that failed to
maintain low risk of default faced the discipline of the market in
the form of high interest costs and deposit withdrawals.

Government protection of banks the world over has under-
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mined market discipline. Protected depositors have little incentive
to worry about bank default, and thus banks have little incentive
to manage risk prudently. Indeed, banks that are hardest hit by
macroeconomic shocks now face strong incentives to increase risk
in response to losses, since doing so gives insolvent or nearly in-
solvent banks a small chance of recovering their lost capital. Of
course, most of the time, that risk-loving, ‘resurrection’ strategy
results in large further losses, paid for by taxpayers.

How did costly bank protection policies come into being? Mis-
guided economic theory and bad financial-macroeconomic his-
tory are partly to blame, as these have provided rationalisations
for costly bail-outs out of fears about the instability that might re-
sult from failing to rescue insolvent banks. Ironically, historically
relatively laissez-faire banking systems were far more stable than
the protected banking systems of today, primarily because such
banks were not protected by government, and thus faced strong
incentives to manage risk prudently.

In my forthcoming book on historical banking crises, I find
that in the forty years prior to World War I there were no more
than seven episodes of severe banking-sector insolvency world-
wide (that is, no more than seven episodes in which the negative
net worth of banks reached or exceeded 1 per cent of GDP).*® In
only two of those cases did the costs exceed 4 per cent of GDP, and
neither of those cases (Argentina in 1890 and Australia in 1893)
saw bank insolvencies greater than 10 per cent of GDP.

Only in the Argentine case did a widespread banking collapse
coincide with a substantial depreciation of the currency (the phe-

19 Charles W. Calomiris, "Victorian Perspectives on the Banking Crises of the 1980s
and 1990s’, Manuscript, Columbia University, June 2001
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nomenon of ‘twin crises” which has become so familiar today). Ar-
gentina was the one country that had established explicit govern-
ment guarantees on mortgages (cedulas). That guarantee
encouraged banks to originate and sell risky mortgages in volume,
and those mortgages, because of their government guarantee,
could be sold by banks at high prices; in fact, they were traded like
treasury securities in the London market. When the mortgages de-
faulted, the government’s finances collapsed, producing an enor-
mous currency devaluation.

In the current era, banking system collapse has become the
rule rather than the exception, and the magnitude of loss to gov-
ernment now frequently exceeds 10 per cent of GDP. There have
been over one hundred significant banking collapses (by the 1 per
cent of GDP loss criterion) in the past 25 years. More than 20 of
those collapses have resulted in bail-out costs to the government
in excess of 10 per cent of GDP, and many have reached or ex-
ceeded 20 per cent of GDP (including the recent examples of Mex-
ico in 1995, and Thailand, Indonesia and Korea in 1997).

The problem is that what is called bank privatisation is in fact
often quasi-privatisation — profits are private, losses are public.
And the social losses exceed the insolvency of banks. Protected
banks themselves often protect inefficient producers which de-
pend on them for credit and which also seek and receive govern-
ment bail-outs. From this perspective, it is not surprising that Fast
Asian growth petered out in the mid-1990s. As Alwyn Young was
the first to recognise, productivity growth had been meagre even
among the ‘tiger’ economies by the mid-1990s.*° Indeed, the weak-

20 Alwyn Young, ‘The Tyranny of Numbers: Confronting the Statistical Realities of
the East Asian Growth Esperience’, Quarterly Journal of Economics, 100, 1995,
pp- 641-80. :
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Table 4 Investment and growth in Asia’s fastest-growing economies

Fixed investment/GDP

Per-copita GDP growth rate % per annum

1973-1999 1973-1997
Singapore 5.4 (.38
Hong Kong 4.1 0.27
Taiwan 5.3 0.24
South Korea 6.1 0.31
Malaysia 4.1 0.32
Thailand 4.8 0.31
China 54 0.30

Source: Angus Maddison, The World Economy: A Millennial Perspective, OECD, 2001,
p. 146.

ness and ultimate collapse of the Thai, Korean and Indonesian
banking systerms provide an important perspective on rapid East
Asian growth in GDP, one that reiterates the message of Table 3,
that the Asian ‘miracle’ occurred in spite of the relatively unpro-
ductive use of inputs. The massive mobilisation of savings to fi-
nance domestic investment, not productivity growth, was the key
to East Asian expansion, as shown in Table 4. Diminishing returns
set in by the mid-1990s, and declining productivity relative to the
US, along with looming fiscal risks from government protection of
insolvent banks, were the key factors in the collapse of Asia’s dol-
lar exchange rate pegs. As the Asian economies slowed, and as
their exchange rates became unsustainable, insolvent banks
adopted resurrection strategies for taking on new risks, often by
betting on foreign exchange rates or on junk bond issues.

The history of the high-flying Asian investment house Pere-
grine Investments was a microcosm of the Asian financial crisis.
Peregrine brokered and participated in many of the most cata-
strophic speculations of 1997. Its management practices were re-
markably haphazard, its compensation system almost wilfully
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designed to encourage imprudent lending, and its risk measure-
ment and management virtually non-existent. Those failings re-
flected the fact that markets exerted little discipline on Peregrine’s
customers (including corrupt Indonesian firms and insolvent Ko-
rean banks), who were more than willing to take outlandish risks,
and were themselves too incompetent to be able to detect failings

“in their investment bank.

Reform efforts to prevent bail-outs in developing-country
banking systems have been slow. It is particularly challenging to
construct institutions and laws to prevent governments from
doing things that they are not legally bound to do. The United
States and Chile have both passed laws that contemplate and limit
ad hoc bail-outs of banks in clever and credible ways, so it is possi-
ble to do so. But the will is lacking to limit bail-outs in most coun-
tries because powerful vested interests favour them '

In my view, this is not an insurmountable problem, although it
will take years and many more bail-outs in many more countries to
correct it. The good news is that costly banking collapses have a
way of changing rules for the better — witness the Chilean reforms
of the mid-1980s, or the Mexican banking reforms of the late
1990s. The latter coincided with the demise of the PRI as a political
monopoly, largely in reaction to Mexico’s 20 per cent of GDP cost
for bailing out the protected bankers and their borrowers. Suharto
ruled Indonesia for decades, but within months of Indonesia’s

21 The propensity to bail out banks cannot be attributed to legitimate economic
motives for doing so. Not only do bail-outs lend support to inefficient, risk-loving
banks, and not only are they fiscally disastrous, they also tend to aggravate,
rather than mitigate, business cycle downturns and credit crunches. For a fuller
discusston of the social costs of bail-outs, see David O. Beim and Charles W.
Calomiris, Emerging Financial Markets, McGraw-Hill, New York, 2001, Chapter 7
and references therein. ‘ :

61



. A GLOBALIST MANIFESTO FOR PUBLIC POLICY

62

financial collapse he fell (here the bail-out bill was over 50 per cent
of GDP). It will probably take more than the 1997 crisis to trans-
form the corrupt state of affairs in Indonesia, or to lead to real re-
form in banking and corporate governance in Korea and Thailand,
but it cannot take too many more such crises to produce change.
The reason is a simple matter of arithmetic: no country can afford
to pay for repeated collapses that costly. So, left to their own de-
vices, countries that pursue quasi-privatisation strategies will end
up having to choose between something much closer to true pri-
vatisation or a return to state control. I'm betting that the benefits
of global engagement will make them choose true privatisation.

- When they do, for many developing countries that will mean

choosing to import financial service providers. Figure 8 is drawn
from the recent World Bank Policy Research Report, Finance for
Growth (2001). As this figure shows, most of the world’s existing
domestic banking systems are tiny — roughly one-third of the 166
countries surveyed by the World Bank had total banking system
assets of under $1 billion. That small size reflects the history of
developing-country governments’ taxation and control of the fi-
nancial sector, as well as the small size of many countries’
economies. As financial sectors liberalise, the role of foreign en-
trants should expand. Small, undiversified banks operating only in
one small developing economy will not be able to provide the full
range of financial services or the diversification of assets of global
universal banks. When those foreign bank entrants arrive they will
offer more than the immediate gains of their knowhow and abun-
dant capital; they also will change the political economy of banking
by reducing the role of banks as instruments of crony capitalism.
Of course, banking and corporate governance reform is only
part of the necessary recipe for successful development. Effective
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Figure 8 National financial systems ranked by size
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banking reforms can produce banking system stability only if they
are combined with stable public finances. From 1991 to 1998, Ar-
gentina instituted some of the most creative and effective bank
regulatory measures in the developing world, and won widespread
respect for having credibly established market discipline in its
banking system.** But beginning in 1996, government spending —
financed by heavy sovereign borrowing abroad — began to under-
mine Argentine credibility. Three years of recession and almost
certain financial collapse (despite repeated IMF efforts to post-
pone it) now threaten to bring the banking system and the cur-
rency board down alongside the collapse in the value of sovereign
debt.

22 See Charles W. Calomiris and Andrew Powell, ‘Can Emerging Market Bank Reg-
ulators Establish Credible Discipline? The Case of Argentina, 1992-1999’, in F.S.
Mishkin, Prudential Supervision, University of Chicago Press, Chicago, 200:.
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Table 5 Net private flows of capital to developing countries
(billions of US dollars)

1990 1991 7992 71993 1994 1995 1996 1997 1998

Foreign direct

investment 184 313 355 568 826 %67 115.0 140.0 131.0
Portfolic :

investment 17.4 369 51.1 113.6 1056 41.2 80.8 668 36.7
Bank loans

and other 11.9 556 327 115 -355 554 16.3 -58.0 -104.0
Total net

private flows 477 123.8 119.0 181.9 152.8 193.0 212.0 149.0 64.3

Source: International Monetary Fund, International Capital Markets, Table 1.3.1.

In Argentina, as in Asia, the problem has not been a lack of ac-
cess to capital —as Table 5 shows, net capital inflows to developing
economies have remained high and positive in every year of the
past decade, despite repeated financial crises. Rather, the problem
lies in the wasting of capital by imprudent governments, insolvent
and inefficient banks, and crony capitalists.

In many countries, institutional shortcomings are even more
basic than public- and private-sector financial failings. In most of
Africa, and in many countries outside Africa, war, dis€ase, famine
and the absence of basic rule of law make it almost impossible to
establish a viable economic system. Consider the depressing sta-
tistics of African decline reported in Table 6. Africa has been in
economic freefall, in some countries for decades.

What, if anything, can the international financial institutions
do to assist countries in building effective institutions, and which
additional functions should be undertaken by the IFIs? Last year I
served on the Meltzer Commission, a US Congressional Commis-
sion established to consider those questions. This is not the occa-
sion to review and explain in detail all the recommendations of the
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Table 6 Per capita income collapse in the 13 largest sub-Saharan
African countries :

1998 population 1998 per capita Peak Years
(G00) income as a percent year since
of its previous peak

Angola 10,865 36.6 1970 28
Carmeroon 15,029 + 60.0 1986 12
Cote d'lvoire 15,446 64.7 1980 18
Ethiopia 62,232 95.0 1983 15
Kenya 28,337 97.5 1990 8
Madagascar 14,463 554 1971 27
Mali 10,109 923 1979 19
Mozambique 18,641 63.3 1973 - 25
Nigeria 110,532 77.1 1977 21
Sudan 33,551 75.5 1977 21
Tanzania 30,609 88.8 1979 19
Zaire 49,001 30.0 1974 24
Zimbabwe 11,004 100.0 1998 0
TOTAL - 409,859 72.0 1980 18

Source: Angus Maddison, The World Economy: A Millennial Perspective, OECD, 2001,
p. 165.

Commission.”® But I would like to connect some of the reasoning
in that report with the arguments in this paper.

The Meltzer Commission majority was very concerned that
the IFIs had become part of the problem more often than part of
the solution. The IFIs overestimate their ability to impose condi-
tions on recalcitrant reformers, and thus their dollars are often
wasted; as David Dollar and his colleagues at the World Bank
showed in their monograph Assessing Aid, the success of assistance
prograrames depends crucially on the prior commitment to re-
form by the countries in question. Misspent assistance is worse

23 See Charles W. Calomiris, ‘When Will Economics Guide IMF and World Bank
Reform?, Cato Journal, 2000; and ‘The IMF’s Role as Imprudent Lender of Last
Resort’, Cato Journal, 1998.
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than wasteful: aid is captured by corrupt rulers and distributed to
their cronies as patronage. Development bank assistance encour-
ages political jockeying, rent-seeking and wasteful allocation of
public funds within recipient countries.

And the IFls unwittingly increase'financial risk, too. IMF lend-
ing to forestall financial crises:seunds noble, but often is not; it fa-
cilitates counterproductive domestic government -efforts to
disguise and postpone the cost of dealing with insolvent financial
institutions and their borrowers, or promotes unsustainable is-
suance of sovereign debt. IMFbail-outs dlso encourage reckless be-
haviour in other countries, in-anticipation of future IMF support.

Not only do these IMF lending pelicies impose direct costson
taxpayers (by encouraging bail-outs andunsustainable fiscal poli-
cies); IMF loans, like those from the World Bank and the regional
development banks, often help preserve the status quo by insulat-
ing domestic rent-seekers from the risk of loss or political disen-
franchisement that would likely occur if rulers were forced to deal
with the consequences of their corrupt:or misguided policies. Ar-
gentina and Turkey today are the most obvious examples of coun-
tries that might benefit politically from:the crucible of debt default.
~ There are, of course, bona fide, narrowly focused objectives,
and potentially effective mechanisms for achieving them, which
the IFIs might adopt. We on the Commission argued that:alleviat-
ing poverty, offering intellectual and financial support for build-
ing core market institutions, co-ordinating global pollution
control and enhancing market liquidity are Jegitimate objectives
for the IFIs, which could be.addressed much better than they cur-
rently are. But there is great opposition to what would be neces-
sary to implement our proposed reforms — namely, narrowing the
focus of the IFIs, constraining their behaviour, and improving
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their governance and accountability. That opposition is not just
the result of intellectual disagreement. The IFIs serve a thinly
veiled political purpose for the G7 countries, as a means of doling
out favours to achieve ad hoc foreign policy objectives. Govern-
ments like slush funds.

Ultimately, however,  amoptimistic about IFI reform. Just as I

believe that many (though surely not all) developing-country gov-

ernments will eventually be drawn to necessary institutional re-
form by the enormous costs of failing to reform, I am hopeful that
the G7 governments will come to the conclusion that the problems
of global poverty, disease and financial instability are too impor-
tant to ignore.

And 1 think the multilateral agencies will be nudged in that di-
rection by global progress itself, which will make it increasingly
difficult for the G7 to use the IFls as instruments of ad hoc foreign
policy. A decade from now the global economy will be much more
polycentric. Many emerging market countries — including China,
Korea, Thailand, Argentina, Brazil, Mexico, Poland, Hungary and
the Czech Republic, to name a few —will soon become fully fledged
industrial nations. Multilateral agencies focused on bona fide eco-
nomic objectives, with a more regionally decentralised adminis-
trative structure, will fit the global economy of the future better
than the current structure, which is rooted in and subservient to
the broad goals of the G7.

Still, the most important contribution the G7 can make to de-
velopment is not IMF or World Bank reform, but rather a willing-
ness to allow developing countries to compete in global markets,
and a willingness to keep the doors open to immigrants. Pethaps
the most important thing we can do to reduce poverty in Africa
today is to cut tariffs on agricultural products, textiles and other
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African exports. Recent research estimates that the economic
gains to Africa from tariff reduction by the G7 would far exceed the
total amount of aid provided to Africa by the G7 or the IFIs.2¢

As President Bush recently commented:

Open trade is not just an economic opportunity [for the US],
it is a moral imperative . .. When we negotiate for open
tnatkets, we are providing new hope for the world’s poor.
And when we promote open trade, we are promoting
political freedom. Societies that open to commerce across
their borders will open to democracy within their borders,
not always immediately, and not always smoothly, but in
good time ... We must understand that the transition costs
of open trade are dwarfed by open trade’s benefits, that are
measured not only in dollars and cents, but in buman
freedom, hurnan dignity, human rights and human progress.

Yet the same President Bush who spoke so eloquently about
the promise of global competition in May threatened steel import
curbs in June in response to protectionist pressure from the US
steel industry and its workers. Anti-globalist special interests,
along with David Henderson’s ‘millennium collectivists’, are a
constant threat to global freedom. Logic and evidence gleaned
from a thousand years of human progress may not be enough to
defeat the anti-globalist naysayers. But we must try.

We should be encouraged in that effort by the successes of the”
past millennium in overcoming such resistance. We should also be
encouraged by the widespread support that globalisation cur-
rently enjoys among the world’s poorest inhabitants.

24 International Monetary Fund and World Bank Staff, Marke Access for Developing
Countries” Exports, 27 April 2001.
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There has always been opposition to globalisation. In 1824,
Lord Macaulay famously remarked that ‘free trade, one of the
greatest blessings whicha government can confer on a people, isin
almost every country unpopular’. O'Rourke and Williamson point
out that opposition to globalisation was somewhat successful in
reversing free trade prior to World Warl, as the result of the same
sort of political backlash that we are now facing.

Nevertheless, I am optimistic that globalisation will triumph,
partly because of an important difference in the current debate -
anti-globalisation today is not entirely a self-interested movement.
The good intentions of many anti-globalisation protesters present
advocates of globalisation with an opportunity. If well-intentioned
protesters could be convinced that reversing globalisation would
harm the world’s poorest residents (as it surely would), some (per-
haps many) of the protesters would change their minds about op-
posing globalisation.

Despite the attempts by NGOs and unions in the G7 counftries,
and crony capitalists and union workers in developing countries,
to cast themselves as spokesmen for poor residents of developing
economies, they do not, in fact, represent the interests or the view-
point of the poor. Indeed, I believe it would be easy to show that
there is widespread support for globalisation among the poor res-
idents of developing economies. They understand better than any-
one that the entry of foreign firms into their economies and the

opening of export markets translate into more food on their tables
and a chance for a better life for them and their children.

Proponents of globalisation need to find ways to make the
voices of these stakeholders in globalisation heard among the din
of the farcical demonstrations that now regularly accompany any
significant gathering of international dignitaries. If that support
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could be mobilised and articulated, it would provide an impor-
tant counterpoint to the selfinterested and self-righteous anti-
globalists, and possibly awaken some understanding among
well-intentioned protesters of the human costs that would
accompany an anti-globalist backlash.?s ?

25 An example of such a contribution to the current debate is Thomas Friedman’s
book The Lexus and the Olive Tree, which contains many vignettes that illustrate in

concrete terms the way globalisation produces opportunities for the poer in de-
veloping countries.




