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_PREFACE

ven before we started working on this edition of the text, most of us felt as if a

dark cloud had come over the world. Reading the international section of any

major newspaper—a growing number of which have since gone bankrupt—it
seemed as though the world was on the brink of a global catastrophe of one sort or
another. What began as a combined banking and financial crisis in the United States
in the fall of 2007 quickly spread into most industrialized and developing nations
alike. As of December 2009, despite some claims that economic recovery was under-
way, the crisis continued to inflict severe social and even psychological damage on
people the world over. Some experts and pundits expect yet another deep global
recession—if not a second Great Depression. The November 2009 Copenhagen
meeting on climate change produced another tepid agreement that signaled that
generating economic growth, and with it carbon dioxide, was as yet a higher prior-
ity than addressing major environmental dilemmas, which some conclude may result
in another global tragedy—one that may not be reversible.

Many people hoped that the election of Barack Obama as the first African-
American president of the United States would bring abour an improvement in
economic conditions everywhere; thus far, little has seemed to change for the better.
The IMF reports that many countries are suffering unemployment rates as high as
they have ever been in rhe last forty years. Several G-8 and G-20 meetings to deal with
the battered global economy have produced no consensus as to the nature of the
problem or concrete strategies to deal with it. For many, global governance seems to
have broken down at the same time that the dominant economic liberal ideology
and policies associated with globalization have come under serious inteilectual and
political challenges. So far nothing has emerged to repiace this popular ideology.

The war in Iraq continues, while the U.S.-led campaign against terrorism in
Afghanistan has escalated and spread into Pakistan. Ethnic and religious conflicts
persist in parts of the Middle East, South and Southeast Asia, and parts of Africa
including Somalia, Sudan (especially Darfur), Congo, Kenya, and Ethiopia. Other
growing sources of tension include control over weapons of mass destruction and
strategic energy resources, poverty and the lack of economic development, grow-
ing numbers of political and economic refugees and immigrants, and increasing
illicit economic activities.

In the summer of 2008, international oil price hikes contributed to a variety of
major problems including yet another world food crisis that saw agricultural
commodity and food prices skyrocket. While the U.S. real estate bubble was begin-
ning to deflate, the number of seriously hungry and starving people in the world
increased by at least 125 million, generating fears of another Malthusian nightmare
of overpopulation, war, and global epidemics. For many, the Copenhagen talks in
2009 have generated hope for recovery of the earth’s ecology and environment while
generating new technologies and policies that support a “green” economic recovery.

Xvii
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Preface

How are we to understand this current historical juncture that appears to be on
the verge of an abyss and that lacks a clear political, economic, and social order?
Can states, international organizations, nongovernmental organizations, and global
social movements effectively deal with the effects of hypermobile capital, balance
the need to generate economic growth while not overtaxing the environment, and
satisfy political and social demands peacefully? These are a few of the many ques-
tions we raise in this fifth edition of the text.

However, as has always been our major goal, we seek to provide both students
and faculty with the tools necessary to delve deeper into many issues, develop their
reflective thinking skills, and understand many of the theoretical and policy dynamics
of the global political economy. Rather than profess one set of ideas or explanations,
we offer a variety of different perspectives and views so that our readers will be able
to form their own opinions about controversial issues. In this edition, however, each
chapter concludes with a more critical edge to it than in past editions, which lays the
foundation for students to assess and evaluate these issues for themselves.

NEW TO THIS EDITION

The fifth edition of the text is a major revision of more than 60 percent of the last

edition. Most of the chapters contain extensive coverage of the connection of the

global financial crisis to IPE theories, structures, and policy issues. Three completely

new chapters have been written. Finally, Bradford Dillman is the new co-editor and

co-author of the text. Professor Dillman specializes in illicit economies and the

Midd!le East and North Africa (MENA), topics he wrote about in the last edition.
Here’s what to look for by way of revision in the text:

® Chapter 1, “What is International Political Economy?” is a revised introduc-
tory chapter that shows students how IPE can help them understand the
financial crisis. It updates and clarifies many of the concepts and ideas of IPE.
Students are also introduced to the concept of globalization, which is now
discussed throughout the book. The conclusion of the text in the fourth
edition has been revised and appears in the conclusion of Chapter 1 in this
edition. Instructors can assign it at any time during the term.

B Chapter 2 revises and extends coverage of economic liberalism to include how
and why the current financial crisis has contributed to still more criticism of
what has been the most popular IPE perspective since the early 1980s.

& Chaprer 4, “Economic Determinism and Exploitation: The Structuralist
Perspective,” reframes and revises the presentation of Marxist and structuralist
ideas and applies them to the global financial crisis.

B Chapter 5, “Alternative Perspectives on International Political Economy”
significantly expands and updates the coverage of constructivist and feminist
perspectives.

B Chapter 7, “The International Monetary and Finance Structure,” includes
a substantial revision and update of the changing economic structure,
globalization, and the weakening U.S. dollar.

8 Chapter 8, “International Debt and Financial Crises,” includes detailed
coverage of the Asian and current global financial crises.
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B Chapter 10 offers significantly revised content and new perspectives on
“The Knowledge and Technology Structure.”

8 Chapter 11, “The Development Conundrum: Choices Amidst Constraints™
now includes an outline and discussion of development strategies that corre-
spond to the three IPE perspectives.

B Chapter 13, “Moving into Position: The Rising Powers,” is a new chapter on
the rising powers of India, China, and the post-communist countries.

B Chapter 18, “Food and Hunger: Market Failure and Injustice,” is also a
completely revised chapter on food and hunger and the 2008 world food crisis.

B Chapter19, “Oil and Energy: Dependency and Resource Curses,” has
returned to the text based on reviewer request and focuses on oil in relation
to resource scarcity and conflict.

B Chapter 20, “The Environment: Steering Away from Global Disaster,” examines
the controversy surrounding the issues of global warming and climate change,
including the recent talks in Copenhagen.

FEATURES

While covering many of the “nuts and bolts” of IPE theories and issues, many
of the chapters provide students with a historical context in which to under-
stand the subject. More importantly, in contrast to other introductory texts, we
challenge students to think critically when it comes to applying these theories
to different issues and policy problems. Toward this goal, all chapters highlight
more explicit connections between different IPE perspectives and policy issues.

As in previous editions, the book begins with five chapters designed to set out
some basic tools for studying IPE. Chapter 1 introduces the fundamental elements
of the subject and some recent developments in what has become a very popular
field of study. We begin with relatively simple tools and concepts that deal with the
nature of [IPE—its subject boundaries, the three dominant IPE theories, four global
structures, and the leveis of analysis. In this edition, Chapter 1 includes a new
section that discusses the major themes or “pillars” that connect the theories and
subjects covered throughout the book. Thereafter, each chapter conclusion con-
nects its material back to these central ideas. The conclusion of the text in the
fourth edition has been revised and appears in the conclusion of Chapter 1 in this
edition. Instructors can assign it at any time during the term,

Chapters 2, 3, and 4 explore the three dominant analytical approaches to
studying IPE that reflect powerful forces in history and that remain influential
today: mercantilism, economic liberalism, and structuralism. Chapter § introduces
two important alternative perspectives (constructivism and feminism) to help stu-
dents understand different IPE questions and events. Note that the rational choice
material of the last edition is available to instructors and students online at the IPE
textbook website at www.upugetsoundintroipe.com.

Part I of the text examines the web of relationships or structures that tie together
a variety of international actors including nations and their citizens with international
organizations, nongovernmental organizations, and other groups. Chapter 6 focuses
on the production and international trade structure. Chapter 7 provides an outline of
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the international monetary and finance structure and problems, which in Chapter 8
are applied to Third World debt and the current global financial crisis. Chapter 9
focuses on a number of recent developments in the international security structure
including shifts from national to individual security concerns and the possibility of a
transition from a unipolar to a multipolar balance of power. Chapter 10 examines
struggles among international actors over knowledge and technology, with particular
attention to intellectual property rights.

In Part IT, Chapter 11 examines the problem of development and some of the
different strategies that many of the less developed countries have used to “grow”
their economies and modernize their political institutions. It also serves as theoret-
ical background for Chapter 12 dealing with the European Union where the exper-
iment in regional integration has resulted in many tensions and transformations of
markets, states, and societies. Chapter 13 is a new chapter that focuses on an array
of issues associated with some of the postsocialist economies in general but India
and China in particular as they try to transform and incorporate a bigger role for
markets in their national political economies. Chapter 14 covers the Middle East
and North Africa, regions fraught with what seem like insurmountable develop-
ment and security problems.

Finally, in Part IV, as part of an effort to understand a number of important
global problems and issues, Chapter 15 covers illicit activities involving trafficking
of people, drugs, and other items. Chapter 16 examines the increasingly dynamic
and problematic issue of the movement of people in the international political
economy—in this case through tourism and migration. Chapter 17 examines the
important role of transnational corporations in the international political econ-
omy. Chapters 18, 19, and 20 discuss the interconnections between global food,
energy, and environmental problems, again employing many of the same analytical
tools developed earlier in the book.

All the chapters end with a list of key terms that are in bold print in the chap-
ter, discussion questicns, and suggested readings. The recommended websites have
also been transferred to the text website at www.upugetsoundintroipe.com, where
they can be updated more often. The website will also include a list of recom-
mended videos and documentaries faculty and students can use to gain miore
detailed background and ideas about different topics.

SUPPLEMENTS

Longman is pleased to offer several resources to qualified adopters of Introduction
to International Political Economy and their students that will make teaching and
learning from this book even more effective and enjoyable.

For Instructors

MyPoliSciKit Video Case Studies. Featuring video from major news
~ sources and providing reporting and insight on recent world affairs, this

DVD series helps instructors integrate current events into their courses by

letting them use the clips as lecture launchers or discussion starters.
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Instructor’s Manual/Test Bank. This resource includes learning objectives,
lecture outlines, multiple-choice questions, and essay questions for each
chapter. Available exclusively at the Instructor Resource Center {(IRC), an
online hub that allows instructors to quickly download book-specific supple-
ments. Please visit the IRC welcome page at www.pearsonhighered.com/irc
to register for access.

For Students

MySearchLab Need help with a paper? MySearchLab saves time and
improves results by offering start-to-finish guidance on the research/
writing process and full-text access to academic journals and periodicals.
To learn more, please visit www.mysearchlab.com or contact your
Pearson representative. To order MySearchLab with this book, use ISBN
0205798616.

Longman Atlas of World Issues (0-321-22465-5). Introduced and selected
by Robert J. Art of Brandeis University and excerpted from the acclaimed
Penguin Atlas Series, the Longman Atlas of World Issues is designed to
help students understand the geography and major issues facing the world
today, such as terrerism, debt, and HIV/AIDS. These thematic, full-color
maps examine forces shaping politics today at a global level. Explanatory
information accompanies each map to help students better grasp the
concepts being shown and how they affect our world today. Available ar
no additional charge when packaged with this book.

Goode’s World Atlas (0-321-65200-2) First published by Rand McNally
in 1923, Goode’s World Atlas has set the standard for college reference
atlases. It features hundreds of physical, political; and thematic maps as
well as graphs, tables, and a pronouncing index. Available at a discount
when packaged with this book.
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The first chapter of the text deals with the fandamental nature of international
political economy (IPE) and some ana_ytlc l‘lSSUCo related to its multidimensional
chafacter Chapters 2 through 4 are the core chapters of the text that explore the
: ' inant I[PE perspect;ves namely




What is International
Political Economy?

What it all comes down to.

Chris Jordan

When a philosopher has once laid bold of a favorite principle, which perbaps accounts for
many natural effects, he extends the same principle over the whole creation, and reduces
to it every phenomenon, through by the most violent and absurd reasoning. Our own
mind being narrow and contracted, we cannot extend our conception to the variety and
extent of nature . . .

David Hume, “The Sceptic”
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CHAPTER 1

What is International Political Economy?

THE DARKNESS ON THE EDGE OF TOWN

What are the chances you will find a good paying job —or any job for that matter—
when you graduate from college in the next few years? Have your folks lost their
jobs, the family home, or a big chunk of their retirement savings? How are you
adjusting to the current financial crisis that started in 20072 Forced to cut spending
on clothes, vacation, or dinners cut with your friends? Or, maybe things haven’t
been that bad for you, yet! Whatever your situation, are you confused when you
hear the words bedge fund, debt swap, CDO, subprime mortgage, AIG, Bear
Stearns, Goldman Sachs, Wall Street vs, Main Street, the TARP, the G-20, and the
IMF? When the names Milton Friedman, Jobn Maynard Keynes, Timothy Geitner,
Larry Summers, or even Bernie Madoff are mentioned, do you know the role of
these individuals in the financial crisis?

As we write in the fall of 2009, the world is in the grip of a severe global financial
crisis brought on when some of the world’s biggest banks and financial institutions
went bankrupt. Reading the headlines of any major newspaper—a growing number
of which have closed their doors—has left many wondering if the world is on the
brink of some sort of global economic catastrophe, if not a second Great Depression.
The U.S. banking and financial crisis that began in September of 2007 has spread
throughout most developed and developing nations. The effects of the global financial
crisis have made many people feel tense, fearful, and depressed.

The financial crisis is alleged to have contributed to

e massive numbers of mortgage defaults and the failure of many major banks
and financial institutions all over the world (see Chapter 8).

» high unemployment rates in most countries.

& growing demand for trade protectionist measures in states (see Chapter 6).

a undermining of development gains in poor countries, many of whom are
questioning the economic liberal development strategies promoted by the
industrialized nations (see Chapter 11).

n intensification of ethnic, religious, and class conflicts in many parts of the
Middle East, South and Southeast Asia, and Africa (see Chapter 9).

r conflicts between many states over issues like food and hunger, energy, and
environmental protection (see Chapters 18-20).

= severe weakening of the humanitarian efforts of many international organiza-
tions (I0s) and nongovernmental organizations (NGOs) (see Chapters 9, 11,
19, and 20). '

® acceleration of migration within states and immigration between states
(see Chapter 16).

e delaying investment in alternative energy resources (see Chapter 19).

The International Monetary Fund (IMF) reports that the advanced countries
are already in a deep recession. In the United States alone, the unemployment
rate reached over 10 percent, or 15 million people without a job. Economic
growth has also slowed in most industrialized nations but declined rapidly in
Brazil, Russia, and a number of countries in Southeast Asia and Latin America.
The economy is beginning to recover in China, but many states have lost the
capacity to earn income by exporting goods because consumers have less money
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to spend on purchasing imports, and their countries are raising trade barriers to
protect their own producers.

People the world over have lost their homes and welfare benefits because of
unemployment and have been forced to move in with family or friends. Many lost
their medical insurance or pension funds, or have delayed their retirement. In
many countries, the crisis has reduced funds in local government treasuries, result-
ing in dramatic cuts in local health care, education, police, and social services.
These trends have also heightened concerns about terrorism, poverty, inequality,
famine, immigration, HIV/AIDS and other diseases, and increased energy and
environmental problems. In China and many other developing countries, thou-
sands of industries closed down, driving many workers back to the countryside
they had left to escape poverty.

Since the last edition of this text, the events surrounding the latest financial
crisis have become even more monumental than the end of the Cold War in 1990
or the 9/11 attacks on the New York Twin Towers and the Pentagon. While the
9/11 attacks certainly caused a good deal of fear around the world, the current
crisis has penetrated much deeper into most societies, transforming economies
and lives in unexpected ways. Despite the measures adopted by officials to deal
with the crisis, many still fear that the current “deep recession™ could easily turn
into a second Great Depression. As the first Great Depression did iz 1929 when
the New York stock market crashed, the current financial crisis has undermined
people’s trust and confidence in national and international political institutions
that have promoted capitalism and democracy.

It is no wonder that the current crisis has geperated a fierce debate about its pri-
mary causes, potential solutions, and the implications it has for the future global
political economy. Each of these aspects of the crisis centers on the interrelationship
of the state, market, and society in different nations. One of the arguments we make
in this edition of the text is that to adequately describe, explain, and understand the
current global financial crisis—or any of the other issues covered in the different
chapters—we must use an analytical approach that synthesizes methods and
insights derived from economics, political science, and sociology as conditioned by
an understanding of history and philosophy.

As discussed in more detail below, the IPE method is an attempt to synthesize
analytical elements of separate academic disciplines to better explain complex,
real-world problems that span physical and intellectual boundaries. While this
statement might sound a bit formal and confusing at this point, keep in mind that
we do not think you need to be an economics major or a finance expert to under-
stand the basic parameters of the current global financial crisis and what it means
for your future. This book is written for students who have almost no background
in political science, economics, or sociology, as well as for those who want to
review an assortment of topics in preparation for graduate school.

In the next section, as a warm-up to more details about the financial crisis later
in the book, we briefly outline and discuss basic developments that set off the crisis.
We will then examine the issue of how to study IPE—its three distinct analytical
perspectives and a number of methodological issues with which IPE students should
become acquainted. All the chapters in the book cover a variety of important theo-
retical and policy issues that have connections to the financial crisis. In this way we
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hope to provide students with the tools they need to study these and similar issues
now and in the future, so that they might better understand different dimensions of
the problems and then make some reasoned judgments about how to solve them.

Later in this chapter, we define and discuss the popular phenomenon of global-
ization as a way to introduce students to many of the political-economic conditions
that led up to the global financial crisis. Many IPE experts have asserted that the
economic liberal ideas behind globalization (discussed below) may have contributed
to the crisis. Likewise, opinions differ, however, on whether or not the crisis may
signal the end of laissez-faire economic liberal ideas and policies associated with
globalization, or even the end of capitalism itself.

We then outline the text’s 13 major themes and preview the topics covered in
the book. Finally, we conclude with a brief discussion of what we feel are some
of the most important ideas to take away from the book. Instructors may want
to have their students read one or both of the last two sections of this chapter
now or come back to either of them later in the class.

THE MAGIC OF THE MARKET?—0R—POCF,
YOU'RE A GONER!

In 2001 the dot-com bust in the United States had captured headlines when a large
number of hi-tech firms went broke almost overnight. In late summer of 2008,
most people worldwide were caught off guard when another economic bubble
burst. This time it was some of the world’s most reputable “big” banks and invest-
ment institutions who found themselves on the verge of collapse, taking a big
chunk out of the value of many people’s retirement funds and other investments.
Banks such as Morgan Chase, Bank of America, and Wells Fargo soon merged
with other banks, while Lehman Brothers, Bear Stearns, Merrill Lynch, and
Wachovia fell by the wayside. The global insurance firm American Insurance
Group (AIG) was also on the verge of bankruptcy, which threatened to leave most
big banks without financial protection. The financial crisis quickly spread into
most developed and developing nations, generating what many regard as the worst
financial crisis the world has seen since the Great Depression of the 1930s.

Why did so many banks fail so quickly? The answers are many and compli-
cated (and covered in more detail in Chapters 2 and 8). Many people point to the
connection between overvalued U.S. homes and bank failure as the main source of
the problem. In the 1990s, many mortgage companies and big banks that domi-
nated the New York Stock Exchange adopted a variety of programs to attract new
home-buyers into the fast-growing home real estate markets. In an environment of
increasingly relaxed banking regulations, some companies created new “exotic”
loan products such as ARMs (adjustable rate mortgages), “interest only” mort-
gages, and loans with“teaser rates” to attract first-time buyers and especially those
who otherwise might not have been able to purchase a home (so-called NINJAs—
people with no income, no jobs, and no assets).

Many critics also charge that the lack of state regulation during a period of a
laissez-faire outlook about the state’s role in the economy (see Chapter 2) made it
easy for loan agents to intentionally sign up mortgage customers they knew would
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have difficulty making their monthly mortgage payments. Lenders were often less
interested in the qualifications of the borrower than in “making the deal” to collect
lucrative sign-up fees and improve the bank’s rating in the eyes of investors.
Moreover, many borrowers believed that as the economy continued to grow, the
market value on homes would increase and they would be in a better position
to borrow against the increased future value of their houses. Later when they
“refinanced” their bomes at a higher market value, they might also obtain a lower
interest rate, which would allow them to pocket the difference between the new
value of the home and what they owed on it under the old loan. With their “profit,”
they could pay off credit cards, take trips, buy more expensive cars, or save for their
kids’ college education.

These practices led to higher home values, which then fed growing speculation
in housing and real estate markets. While the United States spearheaded this move-
ment, it gradually caught on and became a part of many Western and Eastern
European economic development policies. Speculation by developers and foreign
investors translated into increased demand for U.S., British, Spanish, Irish,
Icelandic, Lithuanian, Estonian, and other assests throughout the world.

Things got messy and opaque when banks and lenders packaged risky home
loans in bundles and then resold them as securities (something whose value is pro-
tected against a loss in value) to other banks, hedge funds, and foreign financial
institutions. Investors throughout the international financial system saw these secu-
rities as good investments with the potential for high returns. But these complex
financial instruments {often referred to as “innovations”) concealed the weakness
of many of the underlying mortgages that made up the securities. All the money
chasing these securities and other kinds of investments derived from them increased
the market value of real estate, which led global investors to believe (mistakenly)
that their assets were safe and a “can’t lose” bet.

Whatever Goes Up Must Come Down!

Eventually it became clear that many of the assets owned by investors were over-
valued, and as everyone tried to sell, the market was flooded with overvalued
“toxic assets,” which further drove down home values in a negative feedback loop.
By September 2008, most of the big banks had billions of dollars worth of toxic
assets in mainly home mortgages on their books. Likewise, many of them were
overleveraged—loaning out more money than they had in reserves to cover their
loans. As conditions worsened, investors simply voted with their feet, either with-
drawing from the market or seeking more secure ventures elsewhere. Meanwhile
big banks were no longer willing to loan to one another, or to “main street”
banks—those in local neighborhoods—that routinely loan capital to small busi-
nesses. Local businesses began downsizing or shutting the door for good. You have
probably seen many of these places in your neighborhood.

As the crisis worsened in the United States, it spread elsewhere because big
banks had become so interconnected (interdependent) with other banks in the
major industrialized nations. Manufacturers and service providers started laying
off or firing large numbers of people. As personal incomes dropped, consumers
cut spending significantly. Declines in tax revenues meant that local governments
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had to cut spending on schools and social services. One out of ten homeowners
in the United States could not make payments on their homes. Mortgage and
bank defaults rose to record levels in England, Ireland, Iceland, Italy, and Eastern
Europe. Many banks were stuck with properties they were forced to auction off
at huge losses. Under these circumstances, most of the big banks could not bor-
row enough capital to make loans for new borrowers, which led to the deprecia-
tion in their credit ratings.

What had started as a home mortgage crisis in the United States morphed into
a global financial (credit) crisis where capital became scarce when big banks refused
to loan to almost anyone, for any reason. The Bush and the new Obama adminis-
trations both believed that if the U.S. government failed to do something, the global
financial system would suffer a total meltdown, resulting in a deep, drawn-out
recession or depression. With the United States’ encouragement, many states did
adopt a variety of measures—so-called “stimulus” packages—to restart their
economies. These rescue packages fly in the face of many of the ideas associated
with the popular economic liberal ideology that has shaped state-market relations
since the early 1980s (discussed below and in Chapter 2). They also angered many
ordinary folks who felt that the bailouts rewarded the very same financial elites
who caused the crisis in the first place.

In the next few chapters (and in Chapter 8) we will encounter more discussion
of the current financial crisis. Other factors such as greed, corruption, and even
economic liberalism have been put forward as causes of the crisis. Many have ques-
tioned the appropriateness of the U.S. “wildcat” version of capitalism—and even
capitalism itself. Some critics claim that the principles and policies that produced
this shadow of darkness that has beset the world are, paradoxically, the very same
principles and policies that policy makers are trying to preserve through economic
recovery programs.

THE WHAT, WHY, AND HOW OF IPE

Our discussion of the financial crisis and its consequences makes clear that today’s
complex issues can no longer be easily described, analyzed, and understood by
using any single set of disciplinary methods and concepts. Those who study IPE
are, in essence, breaking down the analytical and conceptual boundaries between
politics, economics, and sociology to produce a unique explanatory framework.
Below are several examples of how traditional academic disciplines might try to
explain the world financial crisis by focusing on different actors and interests:

w International Relations: How much has the financial crisis detracted from the
ability of states to pay for military defense? How has the crisis affected the
conditions of war or terrorism in weaker or poor states?

m International Economics: How has the crisis impacted foreign investment,
international trade, and the values of different currencies?

s Comparative Politics: What is the capability of political institutions within
different nations to respond to the needs of the unemployed, elderly, or poor?

m Sociology: What is the impact of the crisis on consumption trends for differ-
ent groups such as the wealthy, middle class, labor, or the poor?
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m Anthropology: How have different societies in history dealt with crises
related to how they allocate scarce resources? And how have these crises
impacted their cultures, values, and societal norms?

Scholars from different disciplines who focus on a narrow range of methods
and issues enhance intellectual specialization and the analytical efficiency that goes
with it. But each discipline offers an incomplete explanation of global events.
Specialization promotes a sort of scholarly blindness or distorted view that comes
from using one set of analytical methods and concepts to explain what most
decidely is a complex problem that could benefit from analysis offered by a multi-
disciplinary perspective.

What is International Political Economy (IPE)?

When defining IPE, we first make a distinction between the term “international
political economy” and the acronym IPE. The former refers to what we study-—
commonly referred to as a subject area or field of inquiry that involves tensions
amongst a variety of state, market, and societal actors and institutions. In this text
we tend to focus on a variety of either “international” (between or among nation-
states) or “transnational” (across the national borders of two or more states)
actors and issues. Increasingly today, however, instead of international political
economy more analysts use the term “global political economy” to explain prob-
lems such as AIDS or hunger that have spread over the entire world, and not just a
few nations. In this book, we often use these two terms interchangeably.

Second, the acronym IPE connotes a method of inquiry that is multidiscipli-
nary. IPE fashions the tools of analysis of its antecedent disciplines so as to be able
to more accurately describe and explain the ever-changing relationships between
states, markets, and societies across history and in different geographical areas.
What are some of the central elements of the antecedent fields of study that con-
tribute to what we refer to as IPE? First, IPE includes a political dimension that
accounts for the use of power by a variety of actors including individuals, domestic
groups, states (acting as single units), international organizations, NGOs, and
transnational corporations (TNCs). All these actors make decisions about the distri-
bution of tangible things such as taxes or intangible things such as security. In
almost all cases, politics also involves the making of rules pertaining to how states
and societies achieve their goals. Another aspect of politics is the kind of public and
private, formal and informal, institutions that have the authority to pursue different
goals. These institutions vary from country to country and region to region within
states, and from group to group in different societies.

Politics also puts a good deal of emphasis on how much power actors have to
attain a variety of goals, many of which conflict with those of other actors. Many
international relations theorists view the international system as exhibiting a potential
state of anarchy or-war at any time. In Chapter 9 we examine some of the instruments
such as military weapons and economic leverage that states often use to help secure
themselves in a world where security cannot be guaranteed by any political actor.

Second, IPE involves an economic dimension that deals with how scarce
resources are distributed among individuals, groups, and nation-states. A variety
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of public and private institutions routinely allocate resources on a day-to-day basis
in local markets where we shop. Today, markets are not just a place where people
go to buy or exchange something face-to-face with the product’s maker. The
market can also be thought of as a driving force that shapes human behavior when
consumers spend their money or invest in something. These depersonalized trans-
actions are part of what has become a sophisticated global economy that links
trading on stock exchanges with other economic activities all over the world.
Charles Lindblom also makes an interesting case that the economy is actually
nothing more than a system for coordinating social behavior! What people eat,
their occupation, and even what they do when not working are all organized
around different agricultural, labor, and relaxation markets. In effect, markets
often perform a social “coordinating without a coordinator” function.’

Third, the work of such notables as Robert Heilbroner, Lester Thurow, and
Charles Lindblom helps us realize that IPE does not reflect enough the societal
dimension of different international problems.? A growing number of IPE scholars
argue that states and markets do not exist in a social vacuum. There are usually
many different social groups within a state that share an identity, norms, behav-
iors, and associations based on tribal ties, ethnicity, religion, or gender. Likewise, a
variety of transnational groups {referred to as global civil society) have interests
that cut across national boundaries. A host of NGOs have attempted to pressure
local, national, and international organizations on issues such as climate change,
refugees, migrant workers, and gender-based exploitation. All of these groups are
purveyors of ideas that potentially generate tensions between them and other
groups but that play a major role in shaping global social, political, and economic
behavior.

How to Study IPE: Contrasting Perspectives and Methodologies

The three dominant perspective of IPE are mercantilism, economic liberalism,
and structuralism. Each perspective focuses on the relationships between a vari-
ety of political, economic, and social actors and institutions. A strict distinction
between these institutions is quite arbitrary and has been imposed by disciplinary
tradition, at times making it difficult to appreciate their connections to one
another. Each perspective emphasizes different values, actors, and solutions to
policy problems but also obscures some important elements highlighted by the
other two perspectives.

Economic liberalism (particularly “neoliberalism”—see Chapter 2) is most
closely associated with the study of markets and the rational behavior of different
actors within them. A major concern for all economic liberals is the state’s role in
the market and other parts of the economy. Later we will explain why there is an
increasing gap between orthodox economic liberals (OELs), who champion free
markets and free trade, and heterodox interventionist liberals (HILs), who support
more state regulation and trade protection to sustain the market. Increasingly,
HILs have stressed that markets work best when they are embedded in {(connected
to) society and when the state intervenes to resolve problems that markets alone
cannot handle. In fact, many HILs acknowledge that markets are the source of
many of these problems. ‘
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As we discuss in Chapter 2, many liberal values and ideas are the ideological
foundation of globalism and the globalization campaign. They are derived from
notable thinkers such as Adam Smith, David Ricardo, John Maynard Keynes,
Friedrich Hayek, and Milton Friedman. The so-called laissez-faire principle that
the state should leave the economy alone is attributed to Adam Smith in his
famous book The Wealth of Nations.> More recently, liberal ideas have been asso-
ciated with former President Ronald Reagan and his acolytes, who contended that
economic growth is best achieved when the state severely limits its involvement
(interference) in the economy.

Under pure market conditions (i.e., the absence of state intervention or social
influences), people are assumed to behave rationally (see Chapter 2). That is, they
will naturally seek to maximize their gains and limit their losses by producing and
selling things. This desire to exchange is a strong motive behind their behavior,
along with pressure to generate wealth by competing with others for sales in local
and international markets. According to OELs, people should strongly value
economic efficiency, the ability to use and distribute resources effectively and with
little waste. Why is efficiency so important? Efficiency requires that society’s scarce
resources be put to their best use. When an economy is inefficient, scarce resources
go unused or could be used in other ways that would be more beneficial to society
such as in support of education and health care. This idea has been applied to the
new global economy and is one of the basic principles behind globalization.

Mercantilism (also called economic nationalism) is most closely associated with
political science, and especially the political philosophy of Realism, which focuses
on state efforts to accumulate wealth and power to protect its society from physical
harm or the influence of other states (see Chapters 3 and 9). In theory, the state is a
legal entity and an autonomous system of institutions that governs a specific geo-
graphic territory and population or “nation.” Since the mid-seventeenth century,
the state has been the dominant actor in the international community based on the
principle that it has the authority to exercise sovereignty (final authority) over its
own affairs.

States use two types of power to protect themselves. Hard power refers to tan-
gible military and economic assets employed to compel, coerce, influence, fend off,
or defeat enemies and other competitors. Soft power is comprised of selective tools
that reflect and project a country’s cultural values, beliefs, and tdeals. These instru-
ments include films, cultural exports and exchanges, information, and diplomacy
that convince others that the ideas you sponsor are legitimate and are the ones you
want them to share and adopt. Soft power can in many ways be more effective
than hard power because soft power rests on persuasion and mutual exchange.*
For example, Nobel Peace Prize recipient Barack Obama orchestrated a resurgence
in public support for the United States in the rest of the world through a discourse
emphasizing multilateral cooperation.

Structuralism is rooted in Marxist analysis but not limited to it (see Chapter 4).
It looks at IPE issues mainly in terms of how different class segments of society
are shaped by the dominant economic structure. It is most closely associated
with the methods of-analysis employed by many sociologists. Structuralists
emphasize that markets have never existed in a social vacuum. Some combina-
tion of social, economic, and political forces establishes, regulates, and preserves
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them, and as we will see in the case of the financial crisis, even the standards used
to judge the effectiveness of markets and market systems reflect the dominant
values and beliefs of those forces.

The Benefits of IPE

Each perspective in IPE acts like a lens that focuses on different actors, issues,
and developments in the global political economy. Each viewpoint always sheds
light on some aspects of a problem particularly well, but casts a shadow on
other important aspects. By using a combination of the three dominant IPE
methods and concepts (outlined in Table 1-1 below), we can move to the “big
picture”—the most comprehensive and compelling expianation of global
processes and patterns.

Not surprisingly, an analytical problem arises out of an attempt to mix
together the three different disciplinary perspectives. Because each discipline has
its own set of analytical concepts, core beliefs, values, and methodologies, the
analytical boundaries between economics, politics, and sociology make it difficult
to establish a single explanation to any IPE problem. Does this weaken the utility
of IPE? Not at all!

We must recognize that IPE is not a “hard science”; it niay never establish a
comprehensive theory with easily testable propositions about cause and effect.
The world is a messy laboratory. Social science has always reflected this in its
explanations of human behavior. IPE today represents an effort to refurn to the
kind of analysis done by political theorists and social scientists before the study of
human social behavior became fragmented into the discrete fields of political sci-
ence, economics, and sociology. Both Adam Smith and Karl Marx, for example,
considered themselves to be political-economists in the broadest sense of the term.
One of our goals is to point out ways in which by mixing the elements of different
disciplines we are better able to explain different aspects of the giobal political
economy.

One of the ways of doing this is to think of the antecedent disciplines of IPE
as tall grain silos standing very near to one another. Since the end of the Cold War
in particular, these silos have been leaning into one another and sloshing their
grain together. Just as new varieties of plants are produced by splicing parts of
them together, the mixing of disciplinary grains has produced a productive and
powerful hybrid field of study called IPE.

So what does the new mixture look like? To help answer this question, Susan
Strange suggests that we focus on a number of common analytical and concep-
tual issues that cut across disciplinary boundaries. For her, the starting point for
mixing states, markets, and society is to focus on the question of qui bono?: Who
benefits from complex interactions in the international political economy? In a
complementary fashion, we can follow the example of Pietra Rivoli in her book
The Travels of a T-Shirt in the Global Economy and conduct a “commodity
chain” study.® Rivoli traces a t-shirt from the time the cotton in it is grown in
West Texas, to textile manufacturing in China, to sales in the United States, and
then on to Africa, where many donated t-shirts end up as goods sold cheaply in
local markets. Her work examines the process by which her husband’s favorite
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t-shirt is made, transported, marketed, and then resold. In so doing she raises
many issues that involve politics (the power of special interest groups to affect
production and trade rules), markets (for t-shirts in the United States and all over
the world), and different societies (how t-shirt manufacturing has changed the
lives of factory workers in China and small African businessmen). Rivoli docu-
ments her work with plenty of hard evidence and raises a variety of ethical and
human rights questions.

We believe that Strange and Rivoli offer two very good ways for students to
start to think about the nature and different dimensions of IPE. It is not sufficient
to just examine and explain something from several different angles or perspec-
tives. We must also key in on who benefits or loses from the processes we
observe; how actors acquire and use their political power and economic
resources; and the relationships between different groups in different societies.

IPE gives students the freedom to select an analytical approach or combina-
tion of approaches they feel best suits a particular issue. It is important to note
that most of the time the way one explains a problem depends on the questions
asked about it, the data available, and the theoretical or ideological outlook of
the analyst herself. Benjamin J. Cohen, for example, sheds light on this issue in
his discussion of the “transatlantic divide” between the way scholars in the
United States and Great Britain tend to view IPE.® U.S. universities tend to prefer
IPE theories organized around issues of causation. Emphasis is placed on asking
questions for which there is “hard” data. The goal is to test theories with sta-
tistical technigues and empirical evidence to determine what causes particular
“pattern of relations.” However, many British schools tend to think of IPE in
terms of problems that are not as easy to quantify or for which statistical tests
are not very useful. Their methods are rooted more in historical and philosophi-
cal understanding and centered on normative issues such as ethics, equity, and
social justice.

In conclusion of this section, we can say then that IPE attempts to blend
together distinct perspectives to produce a more holistic explanation of something.
It is more flexible than most disciplines because it asks the analyst to choose why
and how something should be studied and with what tools. Hopefully, with a
multidimensional outlook we can conduct better analysis that may result in better
and more effective solutions to global problems.

The Four Levels of Analysis

When it comes to explaining issues, IPE theorists have applied the conceprt of the
level of analysis to their research. In his famous book on the causes of war, Man,
the State, and War,” Kenneth Waltz argues that explanations for causes of inter-
national conflict are located on different stages of an analytical scale of increas-
ing complexity, ranging from individual behavior and choices (the individual
level), to factors within states (the state/societal level), to something stemming
from the interconnection of states (the interstate level). More recently, many
have argued that there is also a fourth global level that account for such factors
as globalization (discussed below) that can also be identified as causing specific
problems. ‘
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The characteristics of the different levels of analysis are as follows:

The Global Level. This is the broadest, most comprehensive level of
analysis. Explanations focus on how important global factors like
changes in technology, commodity prices, and climate, for example,
create constraints on and opportunities for g/l governments and
societies.

The Interstate Level. This level emphasizes how the relative balance of polit-
ical, military, and economic power between states affects the probablity of
war, prospects for cooperation, rules related to transnational corporations,
or the ways in which governments exercise leverage over their allies and
states with mutual interests.

The State/Societal Level. Paradoxically, because the focus narrows to fac-
tors within states, explanations contain more description and explantory
factors. At this level, we emphasize how lobbying by socio-economic
groups, electoral pressures, and culture influence the foreign policies of
countries. In addition, we focus on how different types of governments
and decision-making processes within a state shape the way that the state
interacts with others. For example, these factors help explain why some
countries are highly protectionist or why democracies almost never go to
war against other democracies.

The Individual Level. This is the narrowest level and yet it contains the
biggest number of factors that explain why individuals (usually state
leaders) choose certain policies or bebave in particular ways. This level
emphasizes the psychology and choices made by policy makers. For
example, we might speculate that French President Nicolas Sarkozy tends
to not go along with G-20 recommendations to deal with the financial
crisis because as French presidents are want to do, he is suspicious that
Great Britain and Germany will benefit from them at France’s expense.
Or, in terms of his personality, Sarkozy does not like to be upstaged in
front of other European leaders.

The four levels of analysis help us organize our thoughts about the different
causes of, explanations for, and solutions to a particular problem. Like the three
IPE perspectives, each level pinpoints a distinct but limited explanation for why
something occurred. For example, global warming can be linked as much to
U.S. resistance to the Kyoto Treaty as to the ineluctably rising demand for
energy due to a rising global population. Thus, one of the paradoxes of the level
of analysis problem is that to get a bigger and more complex picture of a prob-
lem, one is tempted to look at all the levels for possible answers. However,
mixing the levels usually produces no single satisfactory answer to a problem.
What to do? The level of analysis problem teaches us that in order to arrive at a
satisfactory explanation, students and researchers must be very conscientious
when it comes to how they frame questions, what data they look at, and what
they expect to find.
Figure 1-1 highlights the four levels of analysis and their connection to another _—
conceptual organizing device we deal with next. R
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FIGURE 1-1

The Levels of Analysis and Four Structures.

Susan Strange’s Four IPE Structures

In the text we will often refer to Susan Strange’s four structures of production and
trade, security, money and finance, and knowiedge and rechnology. For Strange,
these “networks,” configurations, or “webs” are complex arrangements that func-
tion as the underlying foundations of the international political economy. Each
contains a number of state and nonstate institutions, organizations, and other
actors who determine the rules and processes that govern access to trade, finance,
knowledge, and security.

The “rules of the game” in each structure take the form of signed conventions,
informal and formal agreements, or “bargains.” They act as girders and trusses
that hold together each of these four major structures. As one might expect, each
IPE structure is often filled with tension because different actors are constantly try-
ing to preserve, challenge, or change the rules of the structure to better reflect their
own interests, points of view, or values. For example, at times the outlook of acrors
in production and trade may be more economic liberal oriented whereas at other
times more protectionist.

Finally, issues in one structure often impact issues in another, often generating
a good deal of tension and even conflict between a wide range of actors. According
to Strange, much of the tension in these structures is related to trying to “shape
and determine the structures of the global political economy within which other
states, their political institutions, their economic enterprises . . . (and) people have
to operate.”® In our discussion of the four structures below, you can see examples
of how these structures connect to the levels of analysis discussed above. We have
pinpointed in brackets the causal factors and forces at different levels.

The four IPE structures are as follows:

The Security Structure. Feeling safe from the threats and actions of other
states and nonstate actors is perhaps the most basic human need. At the
global level, the security structure is comprised of those persons, states,
international organizations, and NGOs that contribute to or provide
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safety for all people everywhere. In Chapter 9 we will see why many
experts claim that the demise of the Soviet Union and the end of the Cold
War [interstate level changes] led to an increase in the number of small
conventional wars between states along with insurgencies within nations,
especially in developing nations. The 9/11 attacks on the New York Trade
Center also led to profound changes in the informal rules of the security
structure when George W. Bush’s administration [an individual level
factor] decided to shift away from multilateralism and tried to impose its
own version of hegemonic-unilateral leadership on the rest of world.

The Production and Trade Structure. The issue of who produces what, for
whom, and on what terms lies at the heart of the international political
economy. Making things and then selling them to other nations [a global-
level process] earns countries and their industries huge sums of money,
which ultimately can quite easily shift the global distribution of wealth
and power. As we will see in Chapter 6, in recent decades there have been
dramatic changes in international trade rules [an interstate level factor]
that have resulred in a shift in the manufacturing of consumer goods such
as electronics and automobiles away from the United States and Western
Europe. Many of the corporations that make these items have moved to
newly emerging economies such as South Korea, Mexico, Brazil, China,
the Czech Republic, Hungary, Poland, and Vietnam [a global level
process]. During the 1990s, many of the governments of these emerging
economies sought to cooperate with foreign investors to promote the
production of a range of goods and services. At the same time, production
conditions in many of these countries led to criticism of human rights
violations related to sweatshops in many of their assembly facilities
la state/domestic level factor]. As emerging economies have earned more
income but also had to deal with the effects of the current financial crisis,
sorne have been reluctant to agree to new open market trade policies in the
negotiations over new rules of the World Trade Organization (WTO)
because of pressure from vested interest groups [a state/societal level
factor] (see Chapter 6).

The Finance and Monetary Structure. With perhaps the most abstract
set of linkages between nations, this structure determines who has access
to money, when, and on what terms, and thus how certain resources are
distributed between nations. In this respect, money is often viewed as a
means, not an end in itself. Money generates an obligation between peo-
ple or states. International money flows [a global level factor] pay for
trade and serve as the means of financial investment in a factory or a
farm in another country. Financial bargains also reflect rules and obliga-
tions, as money moves from one nation to another in the form of loans
that must be repaid.

Recently, the global financial and monetary structure has been
marked by relaxed international regulation of the movement of “hot
money” chasing quick profits from one country to another. Many believe
that unregulated financial markets were in part responsible for financial
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crises in the 1990s in Mexico, parts of Asia and Latin America, and
Russia, as well as for the current financial crisis (see Chapter 8). Some crit-
ics also charge that unregulated capitalism associated with increasing
globalization may be partly responsible for breeding both poverty and
support for terrorists in some of the depressed areas of the world.

The Knowledge and Technology Structure. Knowledge and technology
are sources of wealth and power for those who use them effectively.
Nations with poor access to industrial technology related to scientific
discoveries, medical procedures, or new communications systems, for
example, find themselves at a disadvantage relative to others [an inter-
state level phenomenon]. Increasingly in the world today, the bargains
made in the security, production and trade, and finance and monetary
structures depend on access to knowledge in its several forms.

The connection between technology and terrorism tightens by the day.
Newspapers are full of stories about weapons of mass destruction
(WMD). New technologies have revolutionized the size of weapons and
the effects they have when put to use [a global level factor]. Many
weapons can easily be transported in a backpack or a briefcase. The ulti-
mate miniature weapon may no longer be an atomic bomb or a chemical
mixture, but a few grams of anthrax on a letter.

PUTTING THE PIECES TOGETHER:
GLOBALIZATION, THE FINANCIAL CRISIS,
AND STATE-MARKET-SQCIETAL RELATIONS

One of the terms students will encounter throughout the book is globalization. In
this section, we define this popular concept and use the different IPE perspectives
to explain who it benefits, why, and its relationship to a variety of issues including
the recent financial crisis. Our discussion of globalization here is important
because it has framed the four structures of the international political econcmy
outlined above. Many of the rules and processes related to trade, money, technol-
ogy, and even security reflect a variety of ideas and policies associated with this
popular concept. Globalization has brought about a significant change in the way
many experts and officials think about the international political economy. It has
both strengthened and weakened the power of many institutions and actors along
the way.

The term “globalization” began appearing in the IPE lexicon in 1985 to
describe the growing interdependence (interconnections) amongst people and states
all over the world that resulted from new information and communications tech-
nologies and the spread of Western (U.S.) ideas and culture. Globalization also
accounted for the increased dependency of a nation’s gross domestic product (GDP)
on trade and other economic activities outside the state. Even though technically
levels of globalization were higher around World War I, beginning in the 1990s the
world seemed to be going through another phase of major global transformation
that involved more intense connections with other states and their societies. Many
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IPE analysts suggested that a shift had occurred from a predominately Cold War,
military-oriented world order (1947-1990), where states were preoccupied with
territorial security and war, to something more akin to a truly global world order in
the 1990s dominated by economic issues. Many academics, journalists, and public
officials labeled this nearly 25-year period of history “globalization.”

Many people trace the origins of globalization to the early 1980s when U.S.
President Ronald Reagan and Great Britain’s Prime Minister Margaret Thatcher
popularized the ideas and policies associated with economic liberalism and free
trade. In the later part of the 1980s and throughout most of the 1990s, many of
the newly industrializing states in Southeast Asia grew quickly and steadily. Many
of these states had turned their trade policies outward by adopting export-led
growth strategies and integrating themselves into what many referred to as the
new “global economy.” During this period, the United States, Great Britain, and
other industrialized nations engaged in a campaign to promote globalization with
the explicit and implicit promise that together with capitalism, globalization
would increase economic growth while laying the groundwork for democracy the
world over.

In the 1990s, many government officials, businesspeople, academics, and media
pundits in the industrialized nations remained ethusiastic about the potential eco-
nomic benefits to be gained by interconnecting people the world over in new, differ-
ent, and profound ways. Columnist Thomas Friedman, for one, made globalization
out to be a siren song (addiction) that could not be denied. Globalization is usually
characterized as

m An economic process that reflects accelerated and intense interconnections
based on new technologies and communications systems and the mobility of
trade and capital

m The integration of national and regional markets into a single global market

® A political process that weakens state authority and replaces it with deregulated
market outcomes

® A cuitural process that reflects a densely growing network of complex cuitural
interconnections and interdependencies in modern society.

Some analysts further claim that globalization’

m Is an inevitable occurrence that has produced a new form of capitalism—
hypercapitalism

m Is a process for which nobody is in charge

m Benefits everyone, especially economically, and

a Furthers the spread of democracy in the world.

For good or for bad, globalization connected people by reaching around the
world farther, faster, deeper, and more cheaply through an array of new communi-
cations and information technologies that included the Internet, fiber optics, and a
host of other exotic communications devices. Globalization emphasizes increased
production and the free flow of huge amounts of capital in search of investment
opportunities and new markets around the world. Speed was the new and neces-
sary major feature of twenty-first-century communications, commerce, travel, and .
innovation. Along with economic growth and personal wealth comes the demand
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for Western (read U.S.) mass consumer products such as electronic goods, music,
clothing, and food.

For Friedman and economic liberal state officials, globalization manifested the
power of unregulated and integrated markets to trump politics and greatly benefit
society. In his popular book The Lexus and the Olive Tree,'® Friedman asserted
that globalization often required a “golden straightjacket”—a set of political
restrictions or undesirable state policies that must be adopted and implemented if
states want to realize globalization’s benefits. Globalism, which stands for the eco-
nomic liberal ideas behind globalization, became synonymous with production effi-
ciency, the free flow of currency (capital mobility), free trade, open markets, and
individual empowerment. The payoff would be a “triumph of market” that pro-
duced economic prosperity and democracy everywhere in the world.

Friedman has gone on to argue that today an even more intense and competi-
tive version of globalization—hyperglobalization—both reflects and fosters yet a
new brand or phase of capitalism that drives individuals, states, and TNCs to con-
tinually produce new and better products. In his latest book The World is Flat,!!
he argues that new technological developments are in the process of leveling the
relationship of individuals to their states and to one another. Leveling generates
new opportunities for individuals to compete with people in their own society and
with those in other countries. In short, despite a few shortcomings, globalization is
here to stay and should be embraced. Not surprisingly, globalization shaped the
development strategies of developing countries {see Chapter 11) and has remained
quite popular with elites and large numbers of the masses in the developed nations
as well. Many state officials and leaders of international organizations claimned
that developing nations would grow out of their debt and prosper if they adopted
neoliberal policies and integrated into the global economy. Because of its emphasis
on economic growth, globalization was supposed to help create more peaceful
relations between states that traded with one another, especially if U.S. hegemony
{leadership) promoted it as an attractive option for the world’s poor and down-
trodden, who might otherwise support rogue states and terrorists. Globalization
was also expected to help transform the global society by increasing flows of
people across borders that might eventually lead to a better understanding between
different groups.

As globalization grew in popularity, so did local resistance (in some parts of the
world referred to as jibad)'? to many of its effects. In the 1990s, the antiglobalization
movement gained momentum on a global scale. Many NGOs and other public-
interest groups pitched their cause in newspaper articles, on their websites, and in
journal articles. Much of their focus was directed at, among other things, sweatshop
production conditions in many poor countries, damage to the environment, and
income distribution issues.!® Many of these groups formed coalitions with labor,
environmental, and peace activists and held massive demonstrations that often turned
violent in major cities such as Seattle, Washington, DC, Salzburg, Genoa, and Prague.
Protests were aimed at WTO, IMF, and World Bank policies that reflected support for
the “Washington Consensus” {see Chapter 8) about the benefits of globalization.
Issues surrounding §loba]ization have decisively affected local, regional, and even
national elections.’® Others even argue that antiglobalization might have been a
motive behind the 9/11 terrorist attacks on the United States.!?
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For many people living in poorer countries, globalization was merely a shibbo-
leth for a “wildcat” version of capitalism that meant higher standards of living and
consumer consumption for a few but an increase in the misery for a vast majority of
people. For Ignacio Ramonet and many others, society had become a slave to the
market, which operates like clockwork, driven by economic and Social Darwinism,
leading to excessive competition and consumption and the necessity of people to
adapt to market conditions, at the risk of becoming social misfits and slowing the
global economy.

Many HILs, structuralists, mercantilists, and even Thomas Friedman himself
became concerned about the extent to which globalization was having a homoge-
nizing effect on cultures the world over when they become consumers of U.S.
labels—from Big Macs and iMacs to Mickey Mouse—along with U.S. business
practices. When markets trump politics and society, predictably the outcome often
is devastating for the masses of poorer people. Friedman acknowledged that global-
ization alone would not automatically achieve success for everyone. In fact, he
suggested that if it increased the rich-poor gap or left too many behind, it would
likely generate opposition and be viewed as a destructive force in the world.

By the turn of the twenty-first century, it became clear that most developing
nations were not growing out of poverty as expected. Many of the Asian Tigers
(Singapore, Hong Kong, Taiwan, and South Korea—see Chapter 11), Southeast
Asian economnies such as Malaysia, Indonesia, and Thailand, and a few other newly
industrializing countries (NICs) did experience tremendous national and per-capita
growth. And yet a number of newly emerging economies in Asia and other parts of
the world experienced a series of financial crises of their own (see Chapter 8) in the
second half of the 1990s. Unfettered (unchained) markets tended to help the well
off in these societies, while the gap between rich and poor expanded.

In a tacit admission that globalization was not delivering on its promises, the
United Nations (UN) in 2000 established Millennium Development Goals (MDGs)
directed at increasing foreign aid for poorer nations, halving global hunger, reduc-
ing debt, and fighting diseases like AIDS {see Chapter 11). Nor has globatization
produced world peace or even less conflict as economic liberals suggested it would.
After 9/11 many became more critical of globalization for its role in intensifying
tensions between the western industrialized nations and many Islamic countries in
the Middle East, Asia, and Africa. Finally, globalization was often criticized for
contributing to poverty, which many linked to increasing numbers of conventional
and nonconventional wars in developing regions—especially in “failed states”
such as Sudan and Somalia (see Chapter 9).

As explained in Chapters 19 and 20 many HILs, structuralists, and realists
became concerned that neoliberal ideas and pro-globalization policies were responsi-
ble for many of the global environmental problems that face us today. One aspect of
this issue is that everyone on earth supposedly makes short-term rational economic
choices that have led to a series of energy and environmental catastrophes that
already may not be reversible. Many would like to reform capitalism and redesign
globalization such that people would curtail the excessive use of the earth’s resources.
Many scholars expect major problems in adjusting to a sustainable level of resource
use in the industrialized nations—at the same time that China, India, and other devel-
oping nations make increasing demands on the resources of “Spaceship Earth.”
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Finally, the current global financial crisis has generated still more (intense) criti-
cism of globalization and its economic liberal oriented ideas, values, and institutions.
As we write in the fall of 2009, a few pundits are claiming that there are signs that
“green shoots” are beginning to appear that herald recovery from the recent financial
crisis. And yet unemployment numbers still continue to rise in many countries, Others
believe that recuperation is not likely for yet another two to three years. Some have
suggested that until the financial crisis is adequately dealt with, globalization and glob-
alism will continue to come under severe criticism, not only from anti-globalization
protestors but also from a number of economic liberal academics and policy officials
who feel that more managed globalization would better serve everyone.

OUTLINE OF THE TEXT'S MAIN THEMES

As students read through the book, they will encounter a variety of theoretical
and policy issues. Each chapter ends with a brief discussion of the connection
between the chapter topic, the financial crisis, and some of the main themes of the
book (discussed below). As we noted at the outset of this chapter, instructors and
students can choose to either skip the rest of this chapter and read it later as a
conclusion or read it now as an overview of what they can expect by way of topic
coverage and many of the major themes of the text.
The main themes highlighted in the text are the following:

8 Globalization: Efforts to manage its negative externalities and impacts on the
environment, resources, and soctety (discussed throughout the text).

= Tensions between market fundamentalism and protectionism and efforts to
re-embed the market into society and its cultural institutions {see especially
Chapters 2-4).

s Tensions between rising production and distribution of gains (see especially
Chapters 4, 6, 11, and 19).

m Tensions between a state’s domestic needs and its international obligations
{throughout the text).

w Balancing security and freedom (see especially Chapter 9).

w How social groups influence markets and states (see especially Chapters 5
and 16).

n Global inequality between and within countries (see especially Chapter 11).

m How the rise of China, India, and other newly industrializing countries is
fundamentally reshaping the global economy (see Chapter 13).

n Development and transformation: strategies and dilemmas (see especially
Chapters 11-14).

n Regionalism as a development strategy many countries, such as those in the
European Union, use to maintain wealth and power (see Chapters 6 and 11).

m The issue of hegemony or leadership over the global political economy (see
especially Chapter 9).

m Global governance, management, and systemic order provided by a variety
of institutions, along with resistance to them (throughout the text).

n The increasing analytical and policy linkages of issues to one another (see
especially Chapters 18-20). '
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In Chapters 2-5, we cover each of the three dominant IPE perspectives and
two alternative theories: feminism and constructivism. A number of cross-cutting
themes of these chapters are related to different outlooks about globalization and
the financial crisis. The financial crisis in particular has helped to sharpen the
debate about what is and what should be the proper balance among the state,
society, and the economy. To many journalists and academics, the dispute pitted
the supporters of the laissez-faire version of liberalism, namely, OELs (see
Chapter 2), against supporters of the ideas of John Maynard Keynes (HILs), who
75 years ago recommended state interventionist policies to deal with the Great
Depression.

Chapter 3 covers many of the ideas of mercantilists, some of whom are criti-
cal of globalization and concerned about protecting society from the vagaries of
the market. Likewise, in Chapter 4 we will encounter more critical views of eco-
nomic liberalism and globalization from a (Marxist) structuralist vantage point
related to issues of exploitation and equity. At a deeper level, though, these three
chapters in particular raise questions not only about such themes as the tensions
between market fundamentals and protectionism but also about production and
distribution and global inequality. In fact, all the other chapters of the book shed
some light on these same themes.

In Chapter 5, we discuss why many have argued that constructivism should be
regarded as a fourth dominant IPE perspective. Constructivism reminds us of the
power of ideas to shape the interests and actions of gocvernments and market
actors. Social groups, civil society, and NGOs usually lack substantial material
resources, but they still influence the global political economy profoundly by
spreading new norms and ideas, framing problems in new ways, and reinterpreting
the causes of global processes. Similarly, feminist scholars point out that a full
understanding of the four IPE structures—how the rules of trade, finance, security,
and knowledge were formed and their consequences—requires much more atten-
tion to gender relations and the position of women in society.

Please niote that the rational-choice ideas discussed in the previous edition of the
text have been moved to the textbook blogsite at www.upugetsoundintroipe.com,
along with the figures related to supply and demand and the discussion of economic
assumptions and policy tenets.

Chapters 6-8 cover the global production and trade and monetary structures
which govern international economic intercourse, foreign exchange convertibility,
and the movement of capital throughout the world. These topics all involve ten-
sions related to a state’s domestic needs (which are often to protect domestic jobs
and industries) versus its international obligations to honor conventions and
treaties that are supposed to sustain open markets. Chapter 6 covers global trade
and regional trade groups such as the European Union and the North American
Free Trade Area (NAFTA} that can be viewed as attempts to expand free trade on
a regional basis without throwing open all domestic markets to the threat of global
competition. Bilateral and multilateral agreements continue to be popular because
of the potential income trade can generate. ;

In Chapters 7 and 8, we explain why the global financial structure has
become so crisis prone as of late. The rules of the international finance and mon-
etary structure have discouraged capital controls and allowed for and even
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encouraged currency and other forms of investment speculation of the type that
led to the current financial crisis. In Chapter 8 we explain the connection between
the financial crisis and the global balance of payments problem. Many of the
newly emerging economies including Saudi Arabia and China have built up huge
capital reserves and run big trade surpluses. Some of these funds were invested in
U.S. government securities and stock markets, fueling a borrowing binge in the
United States before the crisis.

In Chapter 9, we explain why the global security agenda has been expanding
in terms of actors who shape its rules and conventions and the issues this global
structure has dealt with since the end of the Cold War in 1990. Phone calls, e-mail
messages, library and bank records, and numerous other databases are routinely
monitored in many countries for suspicious activity that could be connected to ter-
rorist plots. Although many of these measures remain acceptable to the majority of
people, many civil society groups have been front and center in condemning limits
on personal freedoms and threats to privacy. Globalization, distribution issues,
and inequality have also contributed to tensions within states between ethnic and
religious groups. Open markets have contributed to security threats by facilitating
the spread of WMDs and small arms and creating more cpportunities for black
market activities (see Chapter 14). For the sake of national security, many business
firms that deal in national defense goods such as parts for submarines, missile
guidance systems, or nuclear reactors have not been keen on national or interna-
tional (UN) security regulations that might stifle their sales of more advanced
weapons systems.

Chapter 10 focuses on the global knowledge and technology structure and keys
in on the controversial issue of intellectual property rights (IPRs). Much of the
debate about IPRs centers on rules that give transnational corporations unprece-
dented control over new technologies and cultural products. Developing nations in
particular criticize these rules for interfering with their efforts to preserve biological
diversity, educate the poor, and provide affordable health care to all. Individuals
and companies throughout the world regularly defy these rules by engaging in
piracy, counterfeiting, and patent infringement.

Chapter 11—a pivotal part of the book—focuses on development and the
transformation of society. Most development studies focus on economic growth
and a series of political, economic, and social issues associated with achieving it. We
cover three development strategies that match the three dominant IPE perspectives,
and one more—Self-Reliance—which has become the most popular model because
it combines elements of economic liberalism, mercantilism, and structuralism. For
many emerging economies and poorer nations, development involves not just pro-
duction for the sake of economic growth but also the question of how to achieve a
more equitable distribution of income and nontangible benefits in different societies
such as India, China, and the Middle East. This chapter also examines some of the
efforts by states, I0s, and NGOs to solve a host of problems related to Third World
poverty and humanitarian relief efforts.

Chapter 12 analyzes conditions in the EU, which has been hit hard by the
financial crisis. Many of its members are questioning the old assertion that eco-
nomic growth can be achieved via political, economic, and social integration.
While many like integration, it has become harder to preserve state rights while
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simultaneously meeting community obligations. The EU’ institutions have strug-
gled to reconcile the interests of new and older members and to find common poli-
cies that meet the needs of countries at different levels of development. Yet many
point out that the EU has the potential to be the world’s largest economy (and even
a potential global hegemon).

In Chapter 13, we examine how, growing like gangbusters in the last 15 years,
China and India have managed the social disruption that accompanies economic
development and how they have flexed their muscles in the international economy.
In China, the global financial crisis led to the closure of many state and private
industries, laying off of workers, and threats to the export obsession of the com-
munist political elites. Even though the financial crisis generated a good deal of
harm to the Chinese economy and society, China’s recent stimulus spending has
helped it survive the global crisis. Meanwhile, its leaders are grappling with
massive pollution, inequality, and society’s insistence that companies and elites be
more accountable. India’s recent success may be due in part to it insulating itself
from the global economy and slowly integrating back into it. Many speculate that
its relatively protectionist policies have helped it weather the recent firancial crisis
and lead the recovery of the global economy.

Chapter 14 covers the Middle East, which exhibits many of the themes of the
text when it comes to production and distribution, inequality, the role of society in
the market, regional conflict, and development. However, the Middle East is too
often portrayed as an exotic part of the world with a disproportionate amount of
conflict, age-old tensions, terrorism, and dictatorship. While some parts of the
region suffer from these problems, most of the region is deeply integrated into the
global economy, playing a critical role in international finance, energy markets,
and even environmental problems. With the notable exceptions of Syria and Iran,
most of the governments in the Middle East have close military ties with Western
countries.

Chapter 15 deals with many of the reasons why states and IOs have great diffi-
culty dealing with a large illicit rnarker where important goods and services, such as
drugs, arms, and women to be sexuaily exploited, are trafficked across national bor-
ders. The chapter links illicit activities to the transformation of social order and the
inability of states to enforce regulations, leaving some parts of the world in near
anarchy.

Chapter 16 deals with some of the same themes, especially those related to
transformation of societies. Migration sometimes occurs with the help of people
smugglers, and it also exposes tensions concerning rules that govern the movement
of people across borders. Ironically, while developments in the global economy
may have contributed to migration, they have also improved opportunities for
tourism in many of the very countries migrants have left to seek a better life. The
chapter also shows that markets are ever separate from the people who work in
them and form the human connections that make it possible for exchanges of
goods, services, and labor to occur between countries.

Chapter 17 deals with transnational corporations (TNCs) and their role in
the global political economy. They were placed in this part of the book for strate-
gic reasons, as many of the issues covered in the second part of the text deal with
how such corporations’ investments transfer capital, technology, equipment,
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goods, and people between nations. Specifically, many TNCs play a role in
generating and sustaining growth in least developed countries (LDCs). Much
controversy surrounds how much they transform societies and affect the lives,
opportunities, and work conditions of hundreds of millions of people. Moreover,
TNCs have the power to exacerbate or lessen inequality as they shift wealth and
power between countries, which is why states constantly try to impose condi-

The last three chapters of the book deal with the related issues of food and
hunger, energy, and the environment (18-20). All three issues involve production
and distribution, market fundamentals versus protection, and domestic needs
versus international obligations. Many experts view all of them as aspects of
global security that go beyond national and even regional security to present the
world with some of the most serious threats to nature and all of humanity. The
financial crisis has made food, energy, and environment problems increasingly
harder to separate from one another. Markets alone have proved incapable of
mitigating the problems of hunger, environmental unsustainability, and climate
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tions on their behavior.
change.

CONCLUSION

Standing on the precipice

One way to think of recent developments in
the international political economy in the past
200 years at least is to see most states and soci-
eties engaged in an effort to develop economically.
For most people in developed parts of the world,
history realiy only began during the industrial
revolution. Since thexn many states have employed
a mixture of mercantilist and economic liberal
ideas and policies to achieve tremendous eco-
nomic development, while much of the world has
been unable to attain anything near that objec-
tive. What seems clearer to us all the time is that
development, as we have conceived it, may not be
realized for many societies. Furthermore, it is not
sornething that ends once a nation looks like a
modern industrialized country. Instead, develop-
ment is an ongoing process of perpetual political,
economic, and social transformation in all soci-
eties, regardless of their economic development
status. As discussed below, there are good reasons
to shift the definition of development away from
qu antifying economic growth.

Meanwhile two other major global develop-
ments are currently impacting states and societies

in ways unimagined even 30 years ago. The first
pertains to major shifts in the distribution of
global wealth and power. Most of the security
headlines of the early 2000s dealt with terrorism
and state efforts to combat it after 9/11. Many
experts and state officials have had to come to
grips with the idea that the war on terrorism may
not be “winnable” in any real sense of the term.
For a variety of reasons related to the availability
of certain technologies, porous state borders, and
increased frustrations related to poverty and
underdevelopment, state and personal insecurities
may in fact be increasing.

For the major powers, the Cold War seemed
to be passé, yet the tendency for the U.S., Russia,
China, the EU, and even Japan has been to fall
back into viewing the global political economy
from a familiar realist outlook that emphasizes
power and conflict. Interestingly, not only
terrorism but also the emergence of India and
China as global powers now challenges many
state officials to suggest that the global center
of the balance of power is shifting even faster
than expected as a reflection of many planned
and unexpected changes in the world economy.
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This shift could very well increase North~South
tensions and, as we have seen, has already
complicated and weakened global governance
when it comes to solving problems such as trade,
hunger, energy, and climate change.

India and China, taken together, share about
a third of the world’s population. Optimists in
the North see this as a huge potential market, but
pessimists see enormous (often labeled unfair)
economic competition that raises the stakes in
any North-South negotiations. In the UN
Copenhagen climate summit (see Chapter 20)
many experts were upset that it did not go far
enough to deal with global warming and other
related issues. At the core of the negotiations,
however, were the intransigent national interests
of developed nations, opposed by rising powers
such as China, India, and Brazil, that now find
themselves positioned between richer and poorer
nations. While optimists viewed the Copenhagen
accords as acknowledgment of a serious prob-
lem, it remains to be seen if efforts to adopt more
specific measures to deal with the interconnected
issues of earth’s limited resources and energy
issues can be reconciled with the goai of eco-
nomic growth that exacerbates these issues.

Finally, a third recent major shift in the
global political economy, which has been bub-
bling up from within states and communities,
relates to the benefits and costs associated with
globalization. Clearly, the global financial crisis
not only generated more skepticism about gov-
ernment bailouts and free markets but also
resulted in renewed support for more govern-
ment intervention to save both individual
national economies and the entire international
finance system. This development raises another
major issue we touch on throughout the book: If
globalization and economic liberal values and
policies have proved not to be politically and
economically beneficial to all, how is the global
political economy to be managed or governed
without generating even bigger problems?

Many mercantilists and realists would point
out that solutions to such issues are not likely
to be separated from the interests of states,

Likewise, many structuralists would question
the extent to which reform of globalization is
even possible without profoundly changing the
neoliberal principles and values that are its
foundation. It would seem obvious then that
because of the interconnectedness of states,
institutions, and societies at all levels, inter-
national institutions must play some role in
solving international problems. Paradoxically,
precisely at a time when the global political
economy could use more cooperation to solve
an assortment of interrelated issues, we suggest
that the compulsion of actors to cooperate for
the sake of providing global governance remains
weak. Dealing with the global financial crisis,
among other important global issues, is just one
such case. '

For many experts, the problem comes down
to either fixing economic liberalism or finding
another perspective that blends some alternative
theories together in such a way as to produce
something more pragmatic. In the meantime, as
we find in cases of migration and refugees, civil
society is rapidly changing and making demands
for democracy and human rights, which are
harder than ever for regimes to suppress. We
find that illicit markets reveal the limits of state
sovereignty, international cooperation, and even
compassion for the most vulnerable people in
the world.

We end this chapter with two questions for
you to contemplate throughout the text. First,
are the political-economic insitutions of states
and societies able to deal with the conflicting
tendencies of making economic growth and
security the highest priorities of states without
destroying the earth’s capacity to sustain devel-
opment? Second, is it time for the popular
economic liberal perspective to be replaced by
something else that can reconcile industrializa-
tion and commercial activity with the shared
need to provide proper stewardship of the earth
and its natural resources?

We hope these two questions are the best

ones to ask given where we are today. It would be.

interesting to know your views on them.
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26 | CHAPTER 1 What is International Political Econom

y?

KEY TERMS

NINJAs 4 mercantilism 9
securities 5§ realism 9
hedge funds 5 state 9
international political nation 9
economy (IPE) 7 sovereignty 9
global civil society 8 hard power 9
economic liberalism 38 soft power 9

orthodox economic liberals 8
heterodox interventionist

liberals 8 IPE structures

DISCUSSION QUESTIONS

1. Pick a recent news article that focuses on some
international or global problem, and give exam-
ples of how and where states, markets, and soci-
eties interact and at times cenflict with one
another. How hard is it to determine the analytical
boundaries between the state, market, and society
in this case?

. Review the basic elements and features of the IPE
approach: the three main theoretical perspectives,
the four structures, the levels of analysis, and the
types of power. Which ones do you feel you under-
stand well and which ones need more work?
Discuss the connection between each of the three
theoretical perspectives and your own values
related to IPE.

. Define and outline the major features of globaliza-
tion. Explain the connection between econcmic
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liberal ideas and globalization. Which of the three
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about globalization do you agree with most?
Explain why.
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capitalism. Do you agree with those who suggest
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“Laissez-Faire”: The
conomic Liberal
Perspective:

Someone has to clean up the mess.

Getty Images

Like many other terms in international political economy (IPE), the generic term liberal-
ism suffers from something of a personality disorder. The term means different things in
different contexts. In the United States today, for example, a liberal is generally regarded
as one who believes in an active role for the state in society, such as helping the poor and
funding programs to address social problems. Since the mid-1980s, someone who has
been thought of more narrowly as an economic liberal believes almost (but not exactly)
the opposite. For economic liberals (also referred to as neoliberals),* the state should play
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a limited, if not constricted, role in the economy and society. In other words,
today’s economic liberals have much in common with people who are usually
referred to as “conservatives” in the United States, Europe, Canada, and Australia.

This chapter traces the historical rise of economic liberalism in eighteenth- and
nineteenth-century England and in the United States and Europe in the twentieth cen-
tury. We outline some of the basic tenets of capitalism, a focal point of liberal thought.
Throughout the chapter, we also discuss the views about state-market-society
relations of some of the most famous liberal political economists: Adam Smith, David
Ricardo, John Maynard Keynes, Friedrich Hayek, Milton Friedman, and recent
supporters of globalization.

The chapter ends with an explanation of the popularity of globalization,
which helped divide orthodox economic liberals (OELs) from heterodox interven-
tionist liberals (HILs) (see Chapter 1). Finally, we contrast the views of OELs and
HILs on the recent financial crisis, focusing on the extent to which the crisis has
weakened the precepts and policies associated with economic liberalism.

The appendix “The Market Model, Market-Based Resource Allocation,
Economic Efficiency, Efficiency Versus Equity,” whick appears in the Instructor’s
Manual and at http://www.upugetsoundintroipe.com, lays out the characteristics of
a formal market model, develops the notion of efficiency, and then contrasts effi-
ciency with equity. Students are encouraged to review the model in some detail to
understand the basic assumptions many economists make about the role of the mar-
ket in a liberal society.

There are four main theses in this chapter. First, economic liberal ideas continue
to evolve as a reflection of changes in the economy and the power and influence of
actors and institutions. Second, economic liberalism gained renewed popularity due
to its association with the laissez-faire Reagan and Thatcher administrations, cuimi-
nating in the globalization campaign of the 1990s. Third, since then orthodox
economic liberalism has increasingly come under attack for its failure to predict or
sufficiently deal with such things as the financial crisis and poverty in LDCs. Fourth
and finally, we end with the suggestion that although weakened, laissez-faire ideas
and policies are likely to remain popular in the United States and many other nations.

ROOTS OF THE ECONOMIC LIBERAL PERSPECTIVE

The liberal perspective today reveals many insights about political economy that
mercantilists miss or do not address. Essentially, the broad term “liberalism”
means “liberty under the law.”? Liberalism focuses on the side of human nature
that is competitive in a constructive way and is guided by reason, not emotions.
Although liberals believe that people are fundamentally self-interested, they do not
see this as a disadvantage because competing interests in society can engage one
another constructively. This contrasts with the mercantilist view, which, as we will
see in Chapter 3, dwells on the side of human nature that is more aggressive, com-
bative, and suspicious.

Classical economic liberalism is rooted in reactions to important trends in
Europe in the seventeenth and eighteenth centuries. Fran¢ois Quesnay (1694-1774)

-

led a group of French philosophers called the Physiocrats or les Economistes.
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Quesnay condemned government interference in the market, holding that, with few
exceptions, it brought harm to society. The Physiocrats’ motto was laissez-faire,
laissez-passer, meaning “let be, let pass,” but said in the spirit of telling the state,
“Hands off! Leave us alone!” This became the theme of Adam Smith (1723-1790),
a Scottish contemporary of Quesnay who is generally regarded as the father of
modern economics. Smith and many since him including David Ricardo, Friedrich
Hayek, and Milton Friedman display respect, admiration, and almost affection for
the market, juxtaposed with different degrees of distaste for the state, or at least for
its abusive potential.

In his famous book The Wealth of Nations, Smith opposed the mercantilist
state of the eighteenth century, established on the principle that the nation is best
served when state power is used to create wealth, which produces more power
and national security (see Chapter 3). For classical economic liberals, individual
freedom in the marketplace represents the best alternative to potentially abusive
state power when it comes to the allocation of resources or organizing economic
activity. However, for Smith the term “state” meant Britain’s Parliament, which
represented the interests of the landed gentry, not those of the entrepreneurs and
citizens of the growing industrial centers. Not until the 1830s was Parliament
reformed enough to redistribute political power more widely. As a Scot without
land, who therefore could not vote, Smith had some reason to question the power
structure of his time. -

Smith also believed in the cooperative, constructive side of human nature. For
him, the best interest of all of society is served by (rational) individual choices,
which when observed from afar appear as an “invisible hand” that guides the
economy and promotes the common good. He wrote:

He [the typical citizen] generally, indeed, neither intends to promote the public
interest, nor knows how much he is promoting it. By preferring the support of
domestic to that of foreign industry, he intends only his own security; and by
directing that industry in such a manner as its own produce may be of the
greatest value, he intends only his own gain, and he is in this, as in many other
cases, directed by an invisible hand to promote an end which was no part of
his intention.*

Smith was writing at a time when the production system known as capitalism
was replacing feudalism. He was the first to develop a comprehensive portrait of
capitalism in The Wealth of Nations, originally published in 1776. What follows is
a brief overview of some of the ideals and tenets of capitalism based in large part
on Smith’s work—or at least the way many economic liberals (both OELs and
HILs) today interpret his work.

The Tenets of Capitalism
The five main elements of capitalism are as follows:
n Markets coordinate society’s economic activities

# Extensive markets exist for the exchange of land, labor, commodities, and
money
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a Competition regulates economic activity; consumer self-interests motivate
economic activity

a Freedom of enterprise

a Private property

The first three tenets address the nature and behavior of markets. In the modern
market, products and services are commodified—that is, a market price is estab-
lished for goods and services as a result of producers setting prices for their goods
and buyers paying for them. The political scientist Charles Lindblom makes an elab-
orate case for how markets organize and coordinate society today in ways quite
different from the past.” Whereas before capitalism the economy was organized to
serve society, today markets organize most of our lives in ways we are not aware of.
Markets not only determine our jobs but also shape our choices about travel, enter-
tainment, and food.

Another feature of capitalism is the existence of markets for land, labor, and
money. The economic historian and anthropologist Karl Polanyi wrote exten-
sively about how modern capitalism gradually came about in seventeenth-century
Great Britain when land was privatized, people moved off the countryside and
into small factories, and capital (money) was generated by trade. Land, labor,
and capital were all commodified, which provided the financial foundation and
labor for the industrial revolution and the society that today we recognize as
capiralist.®

When economists say that competition regulates economic activity, they are
referring to the ways in which markets convert the pursuit of consumer self-
interests into an outcome that inevitably benefits all of society. According to Smith,
the pursuit of individual self-interest does not lead to civil disorder or even
anarchy; rather, self-interest serves society’s interests. Smith famously said, “It is
not from the benevolence of the butcher, the brewer, or the baker that we expect
our dinner, but from their regard to their own interest. We address ourselves, not
to their humanity but to their self-love, and never talk to them of our necessities
but of their advantages.””

In a capitalist economy, self-interest drives individuals to make rational
choices that best serve their own needs and desires. However, it is competition that
constrains and disciplines self-interest and prevents it from becoming destructive
to the interests of others. Under ideal circumstances, producers must compete with
others, which forces them to charge reasonable prices and provide quality goods to
their customers, or lose their business. Consumers also face competition from
other consumers who may be willing to pay more for a product. Even if producers
might want to push prices high to satisfy their narrow economic interests, and buy-
ers might want to push prices low for the same reason, the force of competition
keeps the pursuit of self-interest from going to the extreme.

Capitalism assumes that price competition also results in the efficient allo-
cation of resources among competing uses. When economists say that markets
coordinate society’s economic activity, they generally mean that no one (especially
the state) should be in charge of how resources are allocated. Market coordination
entails a decentralized (spread out) resource allocation process guided by the tastes
and preferences of individual consumers.
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For capitalists, government intervention in the market generally distorts
resource reallocation and frustrates the coordination function we have
described. Competition also requires firms to be production efficient, in the
sense that it pays to adopt cost-saving innovations in the production of goods
and to remain on the cutting edge of product and process innovation, the deliv-
ery of services, and the management of resources. The leaders of even the most
powerful firms such as Microsoft, Ericsson, or Petrobas must keep one step
ahead of technologically audacious newcomers if they wish to retain their share
of the market.

The last two tenets of capitalism deal with the role of the state in establish-
ing freedom of enterprise and private property. Freedom of enterprise means that
individuals are free to start up any new business enterprise without state permis-
sion, thereby channeling resources to the production of goods and services that
are in high demand while simultaneously intensifying competitive pressures in
these industries. When individuals are free to make their own career choices,
they naturally prepare for and seek out careers or lines of employment in which
they are likely to be most productive. Likewise, as economic circumstances
change, labor resources will be rapidly redeployed to growing sectors of the
economy as individuals take advantage of new opportunities.

Capitalists are adamant that the owner of a rescurce is legally entitied to the
income that flows from the resource. The income of those who own capital is
usually in the form of profits (as opposed to wages). Capital goods—plants,
equipment, and tools that workers need—are the important subset of all
commodities that are required to produce other commodities. In a capitalist
economy, the owners pay for the costs of production—the wages of the workers,
the raw materials, and all intermediate goods used in production—and then
sell the finished commodities on the market. Whatever is left over, the dif-
ference between the revenue and the costs, belongs to the capitalists. This is a
legal right of ownership, referred to as capitalist property rights. A capitalist
may completely own a business, a local bar, or a high-tech start-up, for exam-
ple. But many of the largest enterprises are corporations where ownership is
distributed in the form of stocks, which can be bought and sold on a stock
market.

When property rights are less clear, the incentive to use resources efficiently
diminishes. Private property—clear title to land, for example—also encourages
the owner to make investments in improving the land and provides the owner
the collateral with which to obtain the credit necessary to do so. Consequently, the
resource owner makes every effort to ensure that the resource is used
efficiently.

Freedom of enterprise allows entrepreneurs to test new ideas in the market-
place. In a dynamic world of changing tastes and preferences, the availability of
resources and new technologies foments product and production process innova-
tion. In such an environment, entrepreneurs must rapidly redeploy their
resources to changing circumstances when new opportunities arise. Freedom of
enterprise also allows firms to increase or reduce their labor force as necessary.
Because firms can easily expand and contract, the associated risk of changes is
minimized, and competition is consequently enhanced.
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What Smith is most known for, then, is the view that ideally a capitalist
economy is self-motivating, self-coordinating, and self-regulating. Consumers
determine how resources will be allocated; self-interest motivates entrepreneurs
to develop and firms and their workers to produce the goods and services
consumers desire; the market coordinates economic activity by communicating
the ever-changing tastes and preferences of consumers to producers; and com-
petition ensures that the pursuit of self-interest serves social (consumer)
interests.

Smith, the Cynic and Moralist

Yet many historians and philosophers have come to view Smith as a more
complex, nuanced philosopher, rather than associating him with only the
“invisible hand” of the market, a phrase used only cnce in The Wealth of
Nations. In fact, many of the ideas in his other major work, The Theory of
Moral Sentiments, appear to contradict the more orthodox economic liberal
ideas with which he is most often associated. We group Smith’s caveats about
the tenets of capitalism into three interrelated categories: the role of the state,
the motives and behavior of capitalists related to preservation of the market,
and a variety of moral issues.

Smith is clear that the state has some necessary and legitimate functions in
society, especially with regard to defending the country, policinig, building public
works, preventing the spread of diseases, enforcing contracts, keeping the market
functioning, and helping to achieve individual rights. However, he is also quite
adamant in his distrust of businesspeople and capitalists. Another of his famous
quotes is that “people of the same trade seldom meet together, even for merriment
and diversion, but the conversation ends in a conspiracy against the public, or in
some contrivance to raise prices.”® The pursuit of self-interest by a monopoly pro-
ducer, for example, often leads to restricted output, higher prices for goods, and a
consequent loss of social welfare. Smith also distrusted bankers and noted that
employers always sought to keep wages low: “When the regulation . . . is in favor
of the workmen, it is always just and equitable; but it is sometimes otherwise when
in favor of the masters.”’

How do businesspeople get these advantages? Smith believed that mer-
chants often had a disproportionate influence over the Parliament and could
press their “private interests.” These special interests often solicited the power
of the state to allow them to disregard competitive pressures and to convince
those in power that “what they wanted was identical to the general interest.” 0
Manufacturers often easily influenced the legislature such that they acquired the
exclusive use of licenses, franchises, tariffs, and quotas. Often their trading
companies gained the sole right to sell products, keeping market prices above
the natural price.

An example today is in the area of intellectual property rights, where compa-
nies like IBM, Samsung, Pfizer, and many others have convinced governments to
strongly protect patents, which are legal, temporary monopolies on inventions
allowing a manufacturer to prevent others from using the invention without the
manufacturer’s permission. In 2007 alone, IBM and Samsung together won more
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than 5,800 patents. Pfizer has a patent on Lipitor, the world’s most popular drug,
which by the end of 2008 had an astonishing $12 billion in cumulative sales (the
drug goes off patent in 2010). Large-scale firms attempt to marshal the necessary
resources and the power to control the markets for their new products with
patents and copyrights. The risks of introducing new products, given the huge
investments and time lags involved, are mitigated if these firms are guaranteed
captive markets and consumer acceptance. Thus, many successful firms invest
heavily in shaping and molding consumer tastes and preferences via expensive,
sophisticated, and sometimes subtle marketing campaigns. At the same time,
corporations hire major lobbying firms to press the U.S. Congress or English
parliament for legislation that would help preserve their competitive advantage
over other industries.

A comprehensive understanding of Smith’s concerns about the role of the
state in the economy and his unease about the integrity of capitalists elicits some-
thing more subtle than the dictum of laissez-faire universally associated with
him. On the one hand, he opposed having the state try to direct investments
because it might be counterproductive and unnecessary. And yet he supported
the state exercising vigilance and enforcing competition policies to preserve
competition and help the market work properly. Today we would say that in cap-
italist economies Smith feared rent-seeking (the manipulation of the state to rig
the market in such a way as to reward powerful business interests with high
prices and high profits). For Smith, absent competition, the invisible hand can no
longer make competition work for the benefit of all society. While Smith leaves
open the question of more specific issues about the how, when, and why of state
regulation (an issue explored in more detail in Chapter 3), it is clear that he
viewed the state (the visible hand?) as necessary if there was to be competition,
lest capitalists themselves or powerful political interests represented by the state,
destroyed the market.

Unlike The Wealth of Natioms, Smith’s book The Theory of Moral
Sentiments has been largely overlooked until recently. His views in it reflect his
ambition to proactively structure the mnarket in such a way that commercial
activity would produce righteous and prudent people. As the labor force grew
in size, he argued that the welfare of “servants, laborers, and workmen of dif-
ferent kinds” should be the prime concern of economic policy. Sounding a bit
like Marx (see Chapter 4), Smith argued that “no society can surely be flour-
ishing and happy, of which the far greater part of the members are poor and
miserable.”!!

For Simnith, the passion to pursue self-interest leads mercantilists to cutthroat
competition in which winners create losers. On the other hand, economic lib-
erals also pursue their self-interests, but their passions are restrained by com-
petition that prevents anyone from gaining too much power that could lead
to coercion. Serving one’s own interests in a competitive society means comp-
eting to best serve the interests of others, to behave honestly, and to gain a rep-
utation for fairness. In a world of intense competition, commercial society was
a way to channel self-interest into a less morally corrupt society than during
feudalism.
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THE TRANSFORMATION OF LIBERAL
IDEAS AND POLICIES

Adam Smith’s writings were part of a broader intellectual movement that engen-
dered intense economic and political change in society. Classical liberals, in
geueral, at the time are represented by the writings of John Locke (1632-1704) in
England and Thomas Jefferson (1743-1826) in the United States. Economic theo-
rists tend to think of laissez-faire in terms of markets. However, this philosophy
also implies that citizens need to possess certain negative rights {freedoms from
state authority, such as freedom from unlawful arrest), positive rights (which
include unalienable rights and freedoms to take certain actions, such as freedom of
speech or freedom of the press), and the right of democratic participation in gov-
ernment, without which positive and negative freedom cannot be guaranteed.'?
These classical liberal political ideas are embedded firmly in the U.S. Declaration
of Independence and the Bill of Rights, which were becoming well known about
the same time as Adam Smith’s notion of consumer freedom.

Economic liberals tend to focus on the domain in which nation-states show
their cooperative, peaceful, constructive natures through harmonious competition.
As we will see in Chapter 6, internaticnal trade is seen as being mutually advan-
tageous, not cutthroat competition for wealth and power. What is true about indi-
viduals is also true about states. As Smith wrote, “What is prudence in the conduct
of every family can scarce be folly in that of a great kingdom. If a foreign country
can supply us with a commodity cheaper than we ourselves can make it, better buy
it of them with some part of the produce of our industry, employed in a way in
which we have some advantage.”'® Smith generally opposed most state restrictions
on free international markets. He condemned the tariffs that mercantilists used to
concentrate wealth and power. “Such taxes, when they have grown up to a certain
height, are a curse equal to the barrenness of the earth and the inclemency of the
heavens.”!* However, Smith did support the mercantilist Navigation Acts that
protected British industries by requiring their goods be shipped to British colonies
in British vessels, an act of mercantilism (see Chapter 3).

David Ricardo {1772-1823) followed Smith in adopting the classical economic
liberal view of international affairs. He pursued successful careers in business, eco-
nomics, and as a Member of Parliament. Ricardo was a particular champion of free
trade, which made him part of the minority in Britain’s Parliament in his day. He
opposed the Corn Laws (see the box below “Britain’s Corn Laws”), which
restricted agricultural trade. About trade, Ricardo was one of the first to explore
some of the precepts of a natural (scientific) law about trade. He argued:

Under a system of perfectly free commerce, each country naturally devotes its cap-
iral and labour to such employments as are most beneficial to each. The pursuit of
individual advantage is admirably connected with the universal good of the whole.
By stimulating industry, by rewarding ingenuity, and by using most efficaciously
the peculiar powers bestowed by nature, it distributes labour most effectively and
most economically: while, by increasing the general mass of productions, it dif-
fuses general benefit, and binds together, by one common tie of interest and inter-
course, the universal society of nations throughout the civilized world.">

&
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For Ricardo, free commerce makes nations efficient, and efficiency is a quality
that liberals value almost as highly as liberty. Individual success is “admirably con-
nected” with “universa) good”—like Smith, no conflict among people or nations is
envisioned here. The free international market stimulates industry, encourages inno-
vation, and creates a “general benefit” by raising production. In IPE jargon,
economic liberals view the outcomes of state, market, and society relations as a
positive-sum game, in which everyone can potentially get more by making bargains
with others as opposed to not trading with them. Market exchanges of goods and
services are mutually advantageous to both parties. Mercantilists, on the other
hand, tend to view life as a zero-sum game, in which gains by one person or group
necessarily come at the expense of others {see Chapter 3).

Sounding more like a social scientist than a philosopher, Ricardo argued that
these positive-sum payoffs of trade bind together the nations of the world by a com-
mon thread of interest and intercourse. As is often argued by those who support glob-
alization today, free individual actions in the production, finance, and knowledge
structures create such strong ties of mutual advantage among nations that the need
for a tie of security is irrelevant, or nearly so. Through open markets, the nations of
the world are becoming part of a “universal society” united, not separated, by their
national interests, weakening or entirely eliminating reasons for war.

JOHN STUART MILL AND THE EVOLUTION OF
THE LIBERAL PERSPECTIVE

Political economy is a dynamic field, and the liberal view has evolved over the
years as the nature of state-market—societal interaction has changed to reflect
changing cultural values and ideas. A critical person in the intellectual develop-
ment of liberalism was John Stuart Mill (1806-1873), who inherited the liberalism
of Smith and Ricardo. His textbook, Principles of Political Economy with Some of
Their Applications to Social Philosophy (1848) (published the same year as Marx’s
The Communist Manifesto), helped define liberalism for half a century.

Mill held that liberal ideas behind what had emerged as full-blown capitalism in
Europe had been an important destructive force in the eighteenth century—even if
they were also the intellectual foundation of the revolutions and reforms that weak-
ened central authority and strengthened individual liberty in the United States and
Europe. He developed a philosophy of social progress based on “moral and spiritual
progress rather than the mere accumulation of wealth.”!¢ Mill doubted the extent to
which the competitive process and economic freedom inherent in capitalism would
turn the most powerful human motive—the pursuit of self-interest—into the service
of society’s welfare. At the time, many people were working in factories but living in
much more wretched conditions than those that existed in Smith’s and Ricardo’s
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times. Whole families worked six days a week for more than eight hours a day.
Many were routinely laid off with [ittle notice.

Mill acknowledged the problems created by the market’s inherent inequality of
outcomes. He proposed that to achieve social progress, the state should take definitive
action to supplement the market, correcting for its failures or weaknesses. He advo-
cated selective state action in some areas, such as educating children and assisting the
poor, when individual initiative might be inadequate in promoting social welfare. In
general, Mill supported as much decentralization as was consistent with reasonable
efficiency; the slogan was “centralize information, decentralize power.” He believed
parents had a duty to educate their children, and might be legally compelled to do so,
but it was obviously intolerable to make them pay for this education if they were
already poor. It was also dangerous for the state to take over education as a central-
ized activity. Thus, some state action—grants for people to pay for private school and
the operation of “model schools,” for example—was the suggested remedy.!”

Mill’s views on education and other social issues reflect the evolution of liber-
alism in his time. The guiding principle was still laissez-faire: When in doubt, state
interference was to be avoided. However, within a political economy based on the
connection of markets to individuals and society, some limited government actions
were desirable. The questions for Mill, as for liberal thinkers since his time, are:
when, how, and how far is government’s visible hand justified as an assistant to or
replacement for the invisible hand of the market? How far can the state go before
its interference with individual rights and liberties is abusive?

Note: To understand many of the fundamental assumptions and principles in
formal economic thought, students and instructors who are not well versed in for-
mal ecoromic theory may refer to the appendix to the chapter, which is located in
the Instructor’s Manual and on the University of Puget Sound IPE website at
http://www.upugetsoundintroipe.com. It develops the concepts of economic effi-
ciency and distinguishes between equity and efficiency.

JOHN MAYNARD KEYNES AND THE GREAT DEPRESSION

One of the most influential political economists of the twentieth century was John
Maynard Keynes (1883-1946)—pronounced “canes,” or “keinz” if you are
British—who stands out in the evolution of liberalism for developing a subtle and
compelling strain of liberalism called the Keynesian theory of economics, or some-
times referred to as Keynesianism. Much like Mill who was concerned with the
negative impact of markets on society, Keynes’s ideas were increasingly popular in
the 1930s up through the Great Depression and World War II until the early
1970s. As was the case in the 1930s, in the face of the current financial crisis many
experts have become critical of the popular laissez-faire outlook and looked back
to ideas of Keynes to explain the crisis and provide a variety of solutions to it.

A civil servant, writer, farmer, lecturer, and Director of the Bank of England,
Keynes is known for refuting some of the basic principles of economic liberalism.
He believed that the Great Depression was evidence that the invisible hand of the
market sometimes errs in catastrophic ways. As early as 1926, he wrote:

Let us clear from the ground the metaphysical or general principles upon which,
from time to time, laissez-faire has been founded. It is #of true that individuals
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possess a prescriptive “Natural liberty” in their economic activities. There is 70
“compact” conferring perpetual rights on those who Have or on those who
Acquire. The world is not so governed from above that private and social inter-
est always coincide. ... Nor is it true that self-interest generally is enlightened;
more often individuals acting separately to promote their own ends are too igno-
rant or too weak to attain even these. Experience does not show that individu-
als, when they make up a social unit, are always less clear-sighted than when
they act separately.'®

Keynes suggested that the laissez-faire version of classical liberalism can
hardly offer an explanation of booms and busts because according to that model,
such disruptions should not even occur. Remember that for OELs the market
translates the rational and selfish behavior of individual actors (consumers,
workers, firms, etc.) into an outcome that is socially optimal. The market is also
seen as a self-correcting institution so that deviations from full employment—
something that resulted from an outside “shock” to the system—should set in
motion changes in prices, including wages and interest rates, that will quickly
restore full employment.

In Keynes’s view, the cause of recessions and depressions is that individuals tend
to make decisions that are particularly unwise when faced with situations in which
the future is uncertain and there is no effective way to share risks or coordinate oth-
erwise chaotic actions. Keynes emphasizes that it is possible for individuals to
behave rationally and in their individual self-interest, and yet for the collective
result to be both irrational and destructive—a clear failure of the invisible hand.
The stock market crash of 1929, the Asian crisis of 1997, and the current global
financial crists demonstrate what can happen when investors are spooked and stam-
pede out of the market (see Chapter 8).

In these conditions, people often predict a very bleak future or at least find it dif-
ficult to “think rationally” about the future, leading to what Keynes calls a paradox
of thrift. What is the rational thing to do when one is threatened by unemployment?
One rational response to uncertainty about your future income is to spend less and
save more, to build up a cushion of funds i case you need them later (just as many
people are doing today in the financial crisis). But if everyone spends less, then less is
purchased, less is produced, fewer workers are needed, and income declines.
Furthermore, the recession and unemployment that everyone feared will come to pass
is in fact sustained by the very actions that individuals took to protect themselves
from this eventuality. Keynes also worried about speculation in the international
economy and the damage it could do if it was not regulated in some fashion. These
conditions, then, make financial markets fragile and prone to economic disaster.

For Keynes, the solution (referred to as Keynesianism) is to combine state and
market influences in a way that, in the spirit of Adam Smith, still relies on the “invis-
ible hand” but supports a larger but still limited sphere of constructive state action.
For Keynes, to offset its collective irrationality, society should direct “intelligence
through some appropriate organ of action over many of the inner intricacies of
private business, yet it would leave private initiative and enterprise unhindered.”*’
That appropriate organ is the state. According to Keynes, the problem was to “work
out a social organization which shall be as efficient as possible without offending our
notions of a satisfactory way of life.”2°
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During the Great Depression, many states used a combination of monetary
and fiscal policy to sustain wages for labor and to stimulate economic growth.
Because businesses were afraid to invest, instead of worrying about inflation, states
temporarily ran a deficit so as to encourage production and consumption, In the
United States, President Franklin Roosevelt adopted many other Keynesian policy
suggestions including public works projects to stimulate employment, unemploy-
ment insurance, bank deposit insurance to improve investor confidence in banks,
and social security.

Keynes also made clear that the state should use its power to improve the mar-
ket, but not along the aggressive, nationalistic lines of mercantilism. He worried
that under the strain of the Great Depression people could easily turn toward an
ideology like Fascism or Nazism for solutions to their problems. He found commu-
nism and the Soviet regime repressive and their disregard for individual freedom
intolerable. In contrast to his archrival Hayek, Keynes argued that a liberal system
is one that respects individual freedom, not one that limits it for the sake of security.
Much like Adam Smith, he argued that economics is a tool not to be divorced from
issues related to how it can serve society. Beyond all else, Keynes was a moral
humanist who wanted to get beyond the problem of accumulating wealth, which he
viewed as “a somewhat disgusting morbidity,” to a society where most people could
instead spend their leisure time contemplating and living a good life.

The Keynesian Compromise: Reconciling State
and International Interests

Keynes is also noted for the role he played in helping to reconstruct Western
Europe after World War II and establishing the new international economic order.
At a meeting of the Allied nations at Bretton Woods, New Hampshire, in 1944
two new institutions were created to manage the postwar economy: the IMF and
the World Bank. Three years later, the General Agreement on Tariffs and Trade
(GATT) was created to manage international trade. Keynes headed the British del-
egation, and the institutional result, though not his plan, certainly reflected many
of his ideas.

One of the problems that arose from the meeting was how to square two objec-
tives the Allies agreed were necessary to restore stability and economic growth to the
international economy while helping states recover from the war. On the one hand,
Keynes believed that on the domestic front positive government action was both use-
ful and necessary to deal with problems the invisible hand did not solve. At the same
time, he himself envisioned a liberal or open international system in which market
forces and free-trade policies would play major roles in each state’s foreign economic
policy objectives. The Keynesian compromise was the idea that management of the
international economy would be conducted through peaceful cooperation of states
represented in the three Bretton Woods institutions based on embedded (entrenched)
Keynesian ideas about the international political economy. States would work to
gradually reduce their state regulatory policies so as to open their national
economies as they recovered and became more competitive. The result was that
domestic trade protection and capital controls became accepted exceptions to eco-
nomic liberal polices in international negotiations.
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The Keynesian flavor of embedded liberalism—strong international markets
subject to social and political restraints and regulations reflecting domestic prior-
ities—became the mainstream IPE view in the industrialized world from the
1930s into the 1970s, as many industrialized nations used state power to supple-
ment, strengthen, and stabilize the market economy within the liberal Bretton
Woods system of international institutions. In the early days of the Cold War, the
international economy opened slowly generating a tremendous amount of eco-
nomic productivity and growth. The mid-1960s were regarded as a “golden age”
of steady economic growth in both the United States and Western Europe. In
places such as Great Britain, France, West Germany, Sweden, and other nations,
the role of the state was emphasized to a greater degree, creating something akin
to-a democratic-socialist system. In the United States, state policy became much
more activist than in previous decades. The U.S. federal government played a
very active role in the economy at home and abroad through such varied areas as
space exploration, promoting civil rights, implementing the “Great Society”
antipoverty programs, helping the elderly with Medicare medical insurance, and
regulating business.

Many political economists argue that this post—World War II system worked
well because the United States covered many of the expenses associated with main-
taining the global monetary system and providing for the defense that each of the
allies would have had to pay for alone. As a result, Japan and Western Europe
could spend more for their recovery while benefiting from a system of open trade,
sound money, and peace and security that stimulated the growth of markets every-
where. More generally, hegemonic stability theory is the idea that international
markets work best when a hegemon (a single dominant state) accepts the costs
associated with keeping them open for the benefit of both itself and its allies by
providing them with certain international public goods at its own expense.?!

But as time went on, U.S., West European, and Japanese interests changed, and
as they did, hegemony gradually became more expensive for all involved to sustain
{or put up with depending on one’s perspective). By the late 1960s, states were
driven by their domestic agendas to either sustain or increase the protection of their
industries and growing economies. Economic growth gradually shifted wealth and
power away from the United States and toward Western Europe and Japan, chang-
ing the fundamental (cooperative) relationship of the United States to its allies. At
the same time, the United States felt strongly that the costs of fighting the war in
Vietnam were becoming prohibitive without more allied financial and political
support. It became more difficult to keep the international trade, monetary, and
financial systems open.

THE RESURGENCE OF CLASSICAL LIBERALISM

In the late 1960s, President Nixon and others attacked Keynesianism and the
cost of President Johnson’s Great Society program, seeking to put more emphasis
on economic growth instead of stability. As discussed in Chapter 7, in 1973 the
United States replaced its fixed exchange rate system with a flexible exchange
rate system, which led to increased speculation on currencies and more money
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circulating in the international economy. That same year OPEC (Organization of
the Petroleum Exporting Countries) oil price hikes led to an economic recession
in the industrialized nations, but also massive amounts of OPEC’s earnings recy-
cled back into Western banks, Meanwhile, many Western European states,
Japan, Brazil, Taiwan, and South Korea were competing with the United States
for new trade markets. Keynesian policies to deal with the recession generated
stagflation—the coexistence of low growth and high inflation, which were not
supposed to occur together.

In this environment of low economic growth and increasing competitiveness,
Keynes’s ideas were gradually replaced by those of the Austrian Friedrich Hayek
(1899-1992) and Milton Friedman (1912-2006). Their more orthodox economic
liberal policy ideals and values featured “minimally fettered” capitalism—or a
limited state role in the economy. These increasingly popular ideas laid the intellec-
tual groundwork for what became a distinct variation of liberalism, otherwise
known as economic liberalism or neoliberalism.

Hayek’s most influential work, The Road to Serfdom, explored growing state
influence that he felt represented a fundamental threat to individual liberty. In his
view, the growing role of government to provide greater economic security was
nothing more than the first step on a slippery slope to socialism or fascism. He
warned against reliance on “national planners” who promised to create economic
utopias by supplanting competition with a government-directed system of produc-
tion, pricing, and redistribution. Drawing on older theories of economic liberalism,
Hayek argued that the only way to have security and freedom was to Jimit the role
of government and draw security from the opportunity the market provides to free
individuals.

Contrasting the “collectivist” ideas of socialism with the virtues of an econ-
omy with real freedom, he wrote:

. .. The virtues which are held less aud less in esteem . . . are precisely those on

which Anglo-Saxons justly prided themseives and in which they were generally
recognized to excel. These virtues were independence and self-reliance, indi-
vidual initiative and local responsibility, the successful reliance on voluntary
activity, noninterference with one’s neighbor and tolerance of the different, and
a healthy suspicion of power and authority. Almost all the traditions and
institutions which . . . have molded the national character and the whole moral
climate of England and America are those which the progress of collectivism
and its centralistic tendencies are progressively destroying.??

Echoing Hayek’s foundation, Milton Friedman wrestled with the problem of
keeping government from becoming a “Frankenstein that would destroy the very
freedom we establish it to protect.” According to Friedman, government “is an
instrument through which we can exercise our freedom; yet by concentrating
power in political hands, it is also a threat to freedom.”? In his book Capitalism
and Freedom, he consciously returns to the classical liberalism of Adam Smith.
Friedman stresses the classical liberal view that the market preserves and protects
liberty. A state that takes its citizens’ freedom through anything more than
absolutely necessary action is no better than one that seizes their freedom guided
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by mercantilist, socialist, or fascist notions of security. Capitalism, with its free
competitive market, naturally diffuses power and so preserves freedom.

REAGAN, THATCHER,AND THE NEOLIBERALS

In the early 1980s, the classical economic liberal view of IPE reasserted itself even
more forcefully through a movement called neoliberalism. Prime Minister
Margaret Thatcher of Great Britain and U.S. President Ronald Reagan were the
chief practitioners of policies that owed much more to Smith, Hayek, and
Friedman than to Mill or Keynes. Thatcher’s motto was TINA—“There Is No
Alternative” to economic liberal policies.

Neoliberalism emphasizes economic growth over stability. President Reagan
promoted “supply-side economics,” which is the idea that lower taxes instead of
increased spending by government would increase the money supply and generate
its own demand, unleashing capital to businesses and consumers. The top income
tax rate in the United States was cut in stages from 70 percent in 1980 to 33 percent
in 1986.

Other features of “Reaganomics” (as it was popularly known then) were
deregulation of banking, energy, investment, and trade markets (i.e., promoting
free trade). Many national telecommunications, airline, and trucking industries
were privatized (sold off to wealthy individuals or corporations) to allow for
greater competition and freedom to set prices. Some public housing in Britain was
privatized, and welfare programs in both the U.S. and Great Britain were “rolled
back” (shrunk). Many neoliberals argued that the state was too big and not to be
trusted. Echoing Smith, they maintained that its interests reflected powerful special
interests, whereas the market was a neutral tool that redistributes income to those
who are most efficient, innovative, and hard working. Although these policies
might lead to greater income inequality, economic growth at the top of society
would gradually “trickle down” to benefit labor and society’s masses. Finally, the
rule of thumb for both popular leaders was that the state was to minimally inter-
fere in all areas of public policy except security, where both advocated a strong
anticommunist stance.

As we discussed in Chapter 1, in the mid-1980s the United States began pro-
moting globalization—the extension of economic liberal principles the world
over—as a process that would expand economic growth and bring democracy to
those nations integrated into this capitalist structure. Emphasizing the role of
unfettered markets (unchained by the state), globalization promised to enhance
production efficiency, spread new technologies and communication systems, and
generate jobs in response to increased demand.

An integrated global economy was also expected to benefit millions of people
trapped in poverty in developing nations. In the late 1980s, the “Washington
Consensus” about the benefits of economic liberal policies and their connection to
democracy was promoted in the policies of the GATT, the IMF, and the World
Bank. The success of thése laissez-faire policies in the United States and Great
Britain, combined with the collapse of communism in Eastern Europe in 1990, led
some leaders in the faster-growing developing economies in Southeast Asia
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and Latin America to support more market-friendly policies. Most of the ex-com-
munist regimes of Eastern Europe replaced centralized, inefficient state planning
with more market-oriented development strategies.

THE 1990s AND 2000s: NEOLIBERALISM
AND GLGBALIZATION UNDER ATTACK

Many attribute the global economic recovery after 1992 to deregulation and
privatization, which became widespread policies in most parts of the world. It
became commonplace to read that neoliberalism was practically and theoreti-
cally “triumphant.” The Clinton administration continued to emphasize neolib-
eral ideas, negotiating a plethora of free-trade deals such as NAFTA and helping
create the WTO (see Chapter 6). Neoliberal-style capitalism and open markets
continted to be directly linked to U.S. economic and military interests. Some
Central and Eastern Europe states became members of the European Union’s
{EU} single market. Mexico, India, and China all adopted pro-market
“reforms,” encouraged foreign investment, and massively bocsted trade with
the United States.

However, in the mid-1990s neoliberalism encountered increasing criticism,
especially by anti-globalization protestors who accused it of causing violations of
human rights, damaging the environment, depriving poorer countries of effective
representation in international economic organizations, and fostering sweatshops
in developing countries. Mass anti-globalization protests in major cities—capped
by the “Battle of Seattle” in the spring of 1999-—demonstrated that many civil
society groups had lost faith in laissez-faire capitalism. Major recessions in Mexico
in 1994, Russia in 1996, and throughout much of Southeast and East Asia in 1997
and 1998 led many officials in developing countries to question the merits of
weakening regulations and encouraging massive capital flows across borders. And
yet overall support for globalization among Western policy makers, business elites,
and economists remained strong.

By the mid-2000s, some public officials and intellectual supporters of globaliza-
tion began to address potential problems with rapid, unregulated globalization. A
good number of these critics were not inherently opposed to economic liberal ideas,
but merely wanted today’s IPE to be managed beiter. For example, Joseph Stiglitz,
the former chief economist of the World Bank and Nobel Prize winner in
Economics, has criticized IMF policies for making it difficult for many developing
nations to get out of debt and benefit from globalization.”* Economist Dani Rodrik
has pointed out that too much economic integration, free trade, and unfettered cap-
ital flows pose a threat to democratic politics. Markets, he argues, have to be
“embedded in non-market institutions in order to work well.”2® They will not be
viewed as legitimate unless they reflect individual countries’ national values, social
understandings, and political realities such as voters’ unwillingness to accept ram-
pant inequality and limits on sovereignty.

Thomas Friedman, whose influential 2005 book The World Is Flat was some-
thing of a paean to globalization, also began to address some problems with
neoliberalism—especially environmental damage. While acknowledging that open
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markets and technological change are bringing unprecedented opportunities for
the rise of new middle classes in China and India, in his 2008 book Flat, Hot and
Crowded Friedman deals with the costs due to loss of biodiversity, climate change,
and energy shortages. Sounding more like a mercantilist, he suggests that govern-
ments need to create incentives for technological innovation leading to widespread
renewable energy.?® In fact, in a chapter called “China for a Day (But Not for
Two),” he muses that the United States should have a day of authoritarian govern-
ment to force the country to adopt good energy policies and energy efficiency stan-
dards—and then revert back to democracy and free-market capitalism!

Another scholar who recognizes unsustainable consequences of global neolib-
eralism is David Colander, an economist at Middlebury College. He argues that in
a global economy, the operation of what economists call the “law of one price”
means that wages and prices in the world in the long run would become more
equalized as technology and capital spread more production and outsourcing to
other countries. As a result, the United States would gain less and less from trade,
wages would inevitably go down, and growth would decline as the United States
loses its comparative advantage in most industries. Moreover, Colander believes
that trade and outsourcing—which have benefited the majority iz the short run—
will soon cause the United States “to enter into a period of long-run relative struc-
tural decline, which will be marked by eccnomic malaise and a continued loss of
good jobs.”?’

And even liberal development economists by the mid-2000s were starting to
acknowledge the problems that neoliberalism either caused or seemed to be inca-
pable of solving in developing countries. Former World Bank economist William
Easterly criticizes Western instituticns for promoting policies and doling out foreign
aid that utterly failed to help the poorest countries get out of poverty. The UN, the
World Bank, the IME and others were imposing market-based policies on countries
that lacked the social and political institutions like good government, accountable
leaders, and uncorrupt courts to actually make markets work properly.2® Easterly
argues that poor countries need to be aliowed to develop their own institutions to
support a market system, even using protectionism and relying cn innovative
NGOs.

From a different angle, former World Bank director of research Paul Collier
defends globalization for creating huge opportunities for about four billion people
in developing countries. Yet at the same time he criticizes it for leaving a billion peo-
ple stuck in a poverty trap. This bottom billion are stymied by political, economic,
and geographical problems that markets alone cannot overcome: civil war, natural
resource abundance that undermines democracy, and being landlocked. Instead of
more globalization as the way out, Collier advocates some decidedly state interven-
tionist help: military intervention in some failed states to restore order, allowing
temporary trade protection, and setting up new international charters to promote
norms and standards (through international pressure) that help reformers in the
poorest countries.??

Thus, by the mid-2000s, a unique confluence of economic liberal scholars and
anti-globalization activists pointed to the mounting problems and unintended con-
sequences of neoliberal-inspired globalization. They proposed different solutions
but shared the idea that the global economy needed some kind of better regulation
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and governance. Without always explicitly saying so, they recognized the idea that
markets need to be embedded in social and political institutions in order to
have legitimacy and to resolve fundamental human problems. In the short run,
unfettered global markets failed to help the world’s poorest and were destroying the
environment. In the long run, through outsourcing and environmental degradation,
they might even undermine the prosperity of those developed countries that uncrit-
ically worshipped them. It would take the global financial crisis that started in 2007
to convince policy makers that neither more globalization nor incremental, piece-
meal reforms to globalization were enough to save economies from the tsunami of
contradictions that neoliberalism had created.

The Financial Crisis: A Stake in the Heart or Just a Scratch?

{(Note: This section focuses on the ideological debate between OELs and HILs, and
not the specifics of the financial crisis itself. Before reading this section, instructors
and students may want to read the more detailed coverage of the crisis in Chapter 8.)

While there had been many grumblings about neoliberal globalization, no sin-
gle event in recent history has seemingly undermined economic liberalism as much
as has the recent financial crisis, which produced the most severe economic collapse
since the Great Depression. At one particular moment in time the public could hear
the hammer drive the stake further into the gap between laissez-faire and market
interventionist supporters when the shaken former Chairman of the Federal Reserve
Alan Greenspan gave testimony before the U.S. Congress in October 2008. He
admitted that his faith in the self-regulating nature of financial markets had been
misplaced—that “those of us who have looked to the self-interest of lending insti-
tutions to protect shareholders’ equity, myself included, are in a state of shocked
disbelief.”3? Greenspan also admitted that he made a “big mistake™ and blamed his
state of incredulity on a “flaw in the (economic) model” that defines how the world
works.

The deep global recession seemed to shake the faith of even some of the most
ardent proponents of free market capitalism. Before the crisis, Greenspan himself
regularly assured Congress that financial markets and new complex financial
instruments (derivatives) were self-regulating, and that rational, profit-maximizing
financial actors would take all necessary precautions to ensure that excessive risk-
taking and insufficient due diligence (regarding mortgage lending) would not be tol-
erated {although in 1996 he had famously cautioned about “irrational exuberance”
in the stock market). '

In retrospect, it appears that many banks and investment firms in capital
deficit countries such as the United States and in parts of the European Union were
more than willing to frcur excessive economic risk, and that many institutions,
state officials, and individuals egged them on. In fact, in an environment of free-
wheeling “wildcat” capitalism, the beauty of high-yielding types of investments
was that the original investors profited handsomely from the original deals they
made, while the risks associated with these types of instruments were spread out to
new investors and mortgage holders.3! These schemes actually worked and made
purchasing an expensive asset seem reasonable and reinforcing, virtually institu-
tionalizing excessive risk-taking. '
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Until the financial crisis, many U.S. and British officials felt that the state
should have a laissez-faire outlook of limited regulation and essentially let the
banks police themselves. Today, many state officials and experts the world over
have suggested that they had no recourse but to bail out their banks and other
financial institutions. Certainly, Presidents Bush and Obama have believed it; nei-
ther felt he could afford the possibility of being wrong because the political and
economic stakes were so high. Their drastic measures were not so much to save
greedy and unethical bank officials whose iinproprieties generated huge profits for
their institutions, but to stabilize the financial system and correct the policies that
threatened to destroy it. For the most part the debate about state regulation of
major banks and other financial institutions remains centered on who should do
the bailing out and how much money should be spent on it.

So how did this happen? Why did banks take on so much risk? How could the
ideas associated with neoliberalism that had proved to be scientifically correct and so
popular seem to go down in flames? Or have they? In this section, we examine some
of the connections between neoliberal theories, globalization, and the financial crisis.

An Qutdated Economic Theory and Ideology

As noted earlier, Keynes was adamant that markets are prone to failure, with the
Great Depression being a prime example of that reality. Since his time, many gov-
ernments became better at dealing with smaller recessions that were considered a
normal part of the business cycle. Using a variety of fiscal and monetary tools, they
could tinker with supply and demand to right the economy through choppy waters.
Milton Friedman and other monetarists associated with the so-called Chicago
Schoo! emphasized that the nation’s money supply was the key to inflation and that
the market is a self-correcting mechanism. A companion theory, the Efficient
Market Hypothesis, claimed that “at every moment, shares price themselves in the
market through attracting the input of all information relevant to their vaiue.”%?

Policies based on these outlooks about the validity of free markets comple-
mented by weak state deregulation seemed to work for some time in the developed
countries. Fed Chairman Greenspan criticized excessive state regulation of banks,
and together with investors seemed to view recessions in the United States as a
thing of the past. Furthermore, he and many banking institutions also seemed to
regard investments by other nations in the United States—which helped finance
U.S. spending and trade deficits—as evidence of the correctness of an ideology that
had spread throughout the international economy.

In the crisis aftermath, the economic liberal news journal The Economist
uncharacteristically accused the “dismal science” of economics of being “seduced
by their models™ that are, however, full of holes, especially when it comes to quan-
tifying fundamentals such as preferences, technology, and resources that do not fit
the real world. Essentially, these models assume an equilibrium in markets when in
fact (as Keynes maintained) many markets exhibit uncertainties (or disequilibrium).
The result has been a focus on mathematical and deductive methods that encourage
the belief that risk can-be carefully managed. While these ideas have sounded sim-
plistic, they have also been confusing—and “policymakers often fall back on high-
est order principles and broadest presumptions.”* According to The Economist,
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macroeconomists in academia and within central banks have been too preoccupied
with fighting inflation and too cavalier about recurring asset bubbles in markets.

In effect, some argue that free market theorists have underestimated distor-
tions in markets, overestimated markets’ ability to self-adjust, and failed to
account for the long-term problems resulting from markets’ short-term incentives.
They have also suggested that the financial crises could shake up the discipline of
econoinics and force it to rethink some of its basic scientific assumptions.
However, indications are that it has not very much yet. A recent study of economic
curricula points to the entrenchment of rational-choice assumptions and a bias
toward teaching the benefits of free markets.>* Of course, many OEL-oriented fac-
ulty defend their discipline and offer alternative interpretations of market theory.>

What factors account for the continued popularity and tenacity of laissez-faire
ideas outside academia? First, behavioral economist Robert Schiller suggests that
“group think” among politicians and officials in the finance and business sectors is
part of the reason for the entrenchment of theories that are slow to change.
Similarly, economist James Galbraith suggests that laissez-faire is a “doctrine thar
serves as a legitimizing myth.”3® Tt outlines the rules and boundaries of the debate;
clarifies those opposed to it; and restricts the flow of information and alternative
ideas about it. Second, many believe that “letting the inarket decide” public policy
is a correct and simple recommendation based on an “objective” study of the mar-
ket. Laissez-faire policies have also beern much easier to understand as opposed to
the “messy” role of politics, social values, and civil society in determining the
appropriate distribution of resources both inside and between countries.

Third, free market models have focused on generating economic growth instead
of social stability and relative equality of income distribution. Ironically, the
promise of greater wealth, faster growth, better jobs, and cheaper prices has been
easier for the public (i.e., the masses) to buy into than the alternative of higher taxes
for more social programs, slower growth for environmental sustainability, and col-
lective sacrifice today to benefit future generations. Fourth, laissez-faire has been
heavily supported by the wealthy, whom people tend to admire, who dominate the
media, and who provide crucial financing to politica! parties throughout the indus-
trialized democracies.

Fifth, Simon Johnson, the former Chief Economist for the IMF, has argued that
over the years a financial oligarchy has developed in the United States composed of
private firms and actors that call the shots in Washington in a way that serves their
interests even at the expense of the public. They are an interconnected group of
politically powerful people who move back and forth between Wall Street and
Washington (and some university offices), “amassing a kind of cultural capital—a
belief” that “large financial institutions and free-flowing capital markets were cru-
cial to America’s position in the world.”3”

We Are All Keynesians Now (Again! At Least for a While?)

The financial crisis has brought to the fore a division between economic liberals. In
this section, we contrast some of their recent arguments to demonstrate the richness
of the debate, the different views about the role of the state and globalization, and the
re-emergence of Keynesian thought among HILs. For most HILs, Keynes has been a



The 1990s and 2000s: Neoliberalis and Globalization Under Attack

49

key figure because he explained uncertainty—exclusive of rational expectations—and
justified efforts to manage the economy in such a way as to serve the broader interest
of society instead of the wealthy. The crisis has led HILs to assert that states must act
to save the financial system and even capitalism itself. Interestingly, some OELs agree.
For example, in a recent Financial Times piece titled “The Seeds of fts Own
Destruction,” the predictable OEL Martin Wolf acknowledges that “the era of finan-
cial liberalization has ended and that the state can be expected to play a bigger role in
rescuing banks and adopting other interventionist measures.”>8

A few of the most often-discussed HIL proposals (discussed in more detail in
Chapter 8} are as follows:

# Spend more to grow the economy, without worrying too much about inflation.

* It is more important to create jobs

m Invest more in new technology for energy and transportation, infrastructure,
education, and health care

s Impose tougher regulations on banks related to derivatives, deposit require-
ments, pay, and bonuses

a Break up big banks to increase competition

m Better manage globalization, but without stopping it

Most HILs agree on the need to increase government spending and expand the
powers of existing regulatory institutions at the national and international levels.
As Keynes would suggest, the financial system requires a sophisticated and effec-
tive regulatory and legal framework that only the state can provide—a state strong
enough to enforce those laws but without stifling the profit motive, economic free-
dom, and individual liberty.

Most HILs are not opposed to globalization per se, but would like to see poli-
cies and programs that distribute the wealth it produces to the masses in industri-
alized nations and poorer people in developing nations. They recognize the need to
reform institutions like the World Bank, the IME, and the WTO to get away from
2 “one-size-tits-all mentality” of how economies should be run and of what rules
countries have to follow. Related to this is a new emphasis on creating “policy
space” for developing countries (at least in the short run) to be more protectionist,
restrict capital flows somewhat, and have more lax rules on intellectual property
rights. Presumably, this will allow them to grow faster and buffer them somewhat
from global instabilities in currencies, investment flows, and commodity prices.
HILs note that China and India have fared much better during the financial crisis
precisely because these two have not fully adopted neoliberalism.

HILs also believe that the developed countries must actively help developing
countries in ways they have not before. They emphasize that developed countries
need to drop their remaining protectionist barriers to key LDC exports like textiles
and agricultural goods and stop subsidizing their own industries. They need to
allow more immigration from poorer countries. It would also be in their interest to
forgive excessive debt held by poorer countries and increase foreign aid massively.
HILs favor inducing countries to adopt more free market reform and democracy
by offering them assistance rather than pressuring them.

Many HILs are open to the possibility of creating a different economy and
social system, something that shifts the state-market formula to the left—akin to
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social democracies in Western Europe (see the “Ordoliberalism” box below).
A number of HIL scholars have found that Nordic countries and other nations that
have some of the highest openness to the international economy (measured by the
ratio of trade to GDP) also have some of the highest public expenditures on social
programs (measured by the ratio of spending to GDP). This suggests, contrary to
OELs, that high government spending is compatible with being open tc and bene-
fiting from global market participation. HILs also tend to accept—and even
justify—the maintenance of different models of national capitalism within a broader
global free market economy. Coordination between these different national systems
of capitalism is more important than harmonizing all of their institutions and
policies. In other words, when it comes to designing global institutions and rules,
Dani Rodrik stresses the need for maintaining “escape clauses” and “opt-outs” so
that individual countries can benefit from globalization in a way that is most consis-
tent with their political realities, cultural needs, and resource constraints.>
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As HILs have adopted a more nuanced set of assumptions about global state—
market relations, OELs have been less accepting of this foray back into Keynesianism.
As we write, it appears that the Obama administration has sided more with HILs than
OELs by trying to adopt more regulations so that the system cannot “go back to the
way it was.” Why? It may be that the president fears a backlash in the next election if
he does nothing to reform Wall Street. A number of Democratic lawmakers share his
more interventionist views. However, many powerful Congress people and members
of the financial sector share the outlook of OELs. Alex Berenson goes even deeper to
suggest that Americans are by nature “basically conservative people” who distrust the
state, but who also have an “appetite for risk.”*® While Europeans might prefer social
democracy, an ohgarchy of wealthy elites in the United States prefers a wilder version
of capitalism.*! Also distasteful to most Americans are the new crop of populist-
socialist societies in Venezuela, Bolivia, Chile, and Ecuador that have made a wider
distribution of goods and services to the masses one of their key political objectives.

In light of these factors and others, OELs prefer to keep the main laissez-faire char-
acteristics of the free market, subject to a few, more passive reforms. They propose to

m limit government support for banks, infrastructure projects, and social wel-
fare programs
w decrease regulation of many parts of the economy




52

CHAPTER 2

“Laissez-Faire”: The Economic Liberal Perspective

m cut taxes of the wealthy and middle class to stimulate economic growth
m foster more globalization, which is good for the United States and the world.

When it comes to the financial crisis, many OELs argue that it was the fault of
government, not banks. The Federal Reserve created the housing bubble beginning
in 2001 by dropping interest rates that decreased the cost of borrowing. This put
more money into the hands of homebuyers who could not afford payments in the
long run. OELs also argue that the crisis was an exceptional event in the history of
capitalism, one that occurs very infrequently—due more to flaws in human nature
than flaws in capitalism itself.

Globalization has also proved to be a good thing, given the growth it produced
in the industrialized states and the number of people it has lifted out of poverty in
developing nations. OELs would like to see the United States push for a resump-
tion of the Doha Round trade negotiations to lower more trade barriers in agricul-
ture, services, and government procurement. They also believe that the United
States needs to lower its out-of-control budget deficit, with the goal of reducing its
trade deficit and increasing national savings. They fear that big stimulus spending
by world governments will generate inflation and more debt future generations
will have to pay off {by consuming less). In addition, OELs want governments to
rapidly deleverage the commitments they have made to banks and industries,
returning bailed out companies and assets to private control.

At this point in time, most experts and policy officials tend to agree that
there is no clear set of policies that can solve the financial crisis in the near
future. Capitalism and its dominant economic liberal foundation are likely
to continue to be intellectually and politically challenged. Despite their prob-
lems, nothing has so far emerged to replace them, as many fear that the alterna-
tives are potentially worse. Many of the more successful developing countries
such as China, India, and Brazil remain sanguine about the benefits of “free
market” capitalism. It remains to be seen if these states can effectively manage
and sustain state-market-society relations in ways that benefit their societies.

CONCLUSION

Economic Liberalism Today

This chapter has explained how the ideas and
values associated with the economic liberal ver-
sion of liberalism have changed in recent his-
tory to reflect major historical, political, eco-
nomic, and social developments. Political
economists Smith, Ricardo, Mill, Keynes,
Hayek, Milton, and others have debated the
relationship of the state to the economy, and
tosday there is an emerging split between ortho-
dox and heterodox liberals when it comes to
thais issue.

Although capitalism took centuries to unfold,
it has unleashed market forces that both reflect
and influence consumers’ demand for certain
items along with how these items are produced.
Capitalism has spread over large parts of the
world. Countries on every continent have intro-
duced market-oriented reforms in pursuit of a
better life for their citizens. The free-trade para-
digm at the heart of globalization profoundly
shapes global production and distribution.

During the Great Depression, a split emerged
between those HILs who supported a positive role
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for the state in the economy and those OELs who
saw the state’s role in the economy and society as
decidedly negative. In the 1980s, the chasm
widened even more. Globalization and the current
financial crisis have led to serious criticisms of
neoliberal ideals and neoliberal faith in markets.
Many HILs maintain that some state intervention
serves the public interest, especially when it
protects social groups and countries from the neg-
ative effects of the seemingly Darwinian global
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~ Wealth and Power:
The Mercantilist
Perspective

The state in action.

Jaceb Silberberg

Our economic rights are leaking away. . . . If we want to recover these rights . . . we must
quickly employ state power to promote industry, use machinery in production, give

employment to the workers of the nation. . . .}
Sun Yat-sen, 1920
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In Chapter 2, we noted how the financial crisis has generated a shift in outlook
by many economic liberal state officials and experts toward the view that the
state must play a bigger role in regulating banks, speculators, and financial
markets in general. Many officials worry that in the highly integrated global
economy, the financial crisis threatens their state’s national security by under-
mining their ability to secure themselves physically and psychologically against a
variety of political and economic threats. Many state officials are also concerned
about their capacity to deal with many of the unacceptable political and social
costs of the crisis such as unemployment, the loss of health care, and damage to
the environment.

Mercantilism is the oldest and psychologically most deeply embedded of the
three IPE perspectives. It accounts for one of the basic compulsions of all people
and nation-states: to create and sustain wealth and power in order to preserve
and protect the nation’s security and independence from any number of real and
imagined threats. Historically, classical mercantilism connoted efforts by states
to promote exports and limit imports, thereby generating trade surpluses that
would enhance state wealth and power while protecting certain groups within
society.

Realism is closely related to mercantilism in that it also emphasizes state efforts
to achieve security (which are explored in more detail in Chapter 9). While mercan-
tilists usually focus on economic threats to a state, realists emphasize a wider
variety of physical threats—and encourage the use of both military and economic
instruments to defend the state or deter military attacks on it. Of course, in today’s
interconnected and globalized international political economy, it gets harder all
the time to separate economic from military threats to nation-states. Today,
neomercantilism accounts for a more complex world marked by intensive interde-
pendence and globalization where states use a wider variety of instruments—
especially economic ones—to protect their societies.

In this chapter, we explore many of the political-philosophical ideas associated
with classical mercantilism, realism, and neomercantilisim. The chapter follows a
chronology that covers how and why mercantilist ideas evolved from the sixteenth
century until today. We then discuss a number of neomercantilist policies related to
the debate about how much the state should or should not interfere in markets in
the face of globalization and the recent financial crisis.

We stress five theses in this chapter. First, historically, mercantilism is rooted in
the desire for protection by both the individual and the state. Second, the history of
mercantilism demonstrates that states have been and will always be compelled to ;
regulate markets, and that there are no beneficial effects of markets without the 3
state’s willingness to allow, sustain, and manage them. Third, states that pursue eco- ;
nomic liberal objectives that include opening markets and promoting free trade do
so when those objectives coincide with state national interests. Fourth, paradoxi-
cally, globalization has #ot reduced the compulsion of states to protect themselves
as economic liberals suggested it would. Rather, globalization has actually further
entrenched national insecurities due to the increased tensions and conflicts it gener-
ates. Finally, mercantilists usually argue that states are finding it hard to cooperate
with one another and with other global actors to solve problems such as the recent
financial crisis.
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MERCANTILISM AS HISTORY AND PHILOSOPHY

The history of mercantilism varies a good deal from that of econoinic liberal history
(see Chapter 2). The classical mercantilist period of history is inextricably linked to
the rise of the modern nation-state in Europe during the sixteenth through nine-
teenth centuries. During this period in Western Europe, the idea of state building
and intervention in the economy for the sake of making the nation-state secure
dominated political-economic thought. A nation is a collection of people who, on
the basis of ethnic background, language, and history—or some other set of
factors—define themselves as members of an extended political community.? The
state is viewed as a legal entity, theoretically free from interference by other nations,
which monopolizes the means of physical force in its society and exercises
sovereignty (final political authority) over the people of a well-defined territory.>
The political philosophy of mercantilism suggested why and how nation-states
could generate the wealth and power needed to protect their societies and evolving
economies from external threats.

The economic historian Charles Tilly emphasizes that war was the primary
factor that motivated monarchs and other officials to crganize their societies and
adopt measures that would help secure the nation. Around the fifteenth century,
small fiefdoms were compelled to form larger state units in order to be better able
to protect themselves against other states.* Warrior-kings created bureaucratic
agencies that performed a variety of functions related to keeping a budget, using
money, and collecting taxes.® To contro] the nobles who often performed these
functions in different locales, kings declared themselves the manifestation of state
authority (what Louis XTV meant when he said: le stat c’est moi—1 am the state).
Many kings conceded absolute property rights and limits on their power to nobles
in return for their support in staffing the king’s armies and assessing and collecting
taxes. Some historians suggest that these agreements eventually led to the creation
of “people parliaments,” which were the genesis of modern democracy and consti-
tutionalism when they secured more rights for peasants.

Over the next century, what we commonly recognize as nation-states emerged,
albeit in a very uneven fashion. France, for instance, was already a “nation-state” in
the fifteenth century, soon to be followed by England, Holland, Spain, and Sweden.
(Germany and Italy would not be consolidated into national entities until later in
the nineteenth century.) The Cambridge economist Ha-Joon Chang explores some
of the many ways that the Tudor monarchs Henry VII and Elizabeth I pursued what
today we would call an industrial policy (a state-planned strategy to promote cer-
tain businesses).® These measures include the land enclosure acts (1760-1820),
monopoly rights for certain businesses, and industrial espionage. Henry VII used
tariffs and export subsidies in support of Britain’s effort to capture control of the
woolen industry from Holland. He sent royal missions to locate suitable places in
England to manufacture woolen goods. For the next 100 years, England employed
an import substitution policy (i.e., it allowed no woclen imports in order to
promote local production—see Chapter 11) to compete with and intentionally ruin
woolen manufacturing in the Low Countries (Belgium and the Netherlands).”

The practice of mercantilism gained a full head of steam after the Thirty Years
War ended in 1648. While gradually states came to be regarded as sovereign over
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the people within their territories, political authority became centralized in
(national) state officials. Increased demands for security led to more efforts to
extract income and resources from towns and cities, While agriculture had
constituted the dominant source of income a century earlier, it was no longer
enough. Monarchs and state officials increasingly looked to merchants and their
trade as a much larger source of income for state treasuries. To promote economic
growth, larger state bureaucracies set about connecting local and regional markets,
establishing common currencies and weights, keeping records, and promoting
infrastructural development. As a consequence, merchants acquired more property
rights and rose to a higher social position, while increasing their investment in
the economy.

Most accounts of the period suggest that the threat of war and violence
marked the history of European states at the time. In the nascent European
state system, no state could be counted on to guarantee the security of others,
therefore each state could look only to itself and its own wealth and power to
protect its domain. These situations often resulted in a security dilemma
whereby other states were easily threatened by the first state’s efforts to increase
its war-making capabilities. State officials tended to have a zero-sum outiook
about state power whereby absolute gains by one state meant absolute losses by
another. Territorial defense was always considered the state’s first pricrity
because prosperity and peace were useless if the nation was not protected from
foreign invaders or internal groups who might overthrow the state. But because
it was expensive to raise, equip, and maintain armies and navies, wealth also
came to be regarded as one of the essential ingredients for acheiving and
preserving national security.

To many historians, mercantilism is also synonymous with the first wave of
exploration and imperialism from 1648 to the end of the Napoleonic Wars in
1815. The search for gold and silver bullion by a variety of adventurers and
conquerors helped fill state coffers. Colonialism, the occupation of another
territory or state, backed by military power, was another important instrument
states used to control trade and generate wealth and power. Colonies served as
exclusive markets for the goods of the mother country and as sources of raw
materials and cheap labor. The growing merchant class also supported a strong
state that would protect its interests, and in return the state sanctioned monop-
olistic merchant control over certain industries that profited both merchants
and the state via commercial trade. Many states employed subsidies to generate
exports and promote the development of their colonial empires. The Dutch were
quite successful, followed by the British who also created charter companies and
supported commerce in urban centers where new technologies were employed
to produce items to market and trade.

Economic historians Kenneth Pomeranz and Steven Topik have studied how
the colonial powers beginning in the 1400s used these mercantilist policies to move
up the global hierarchy.® They argue that the dominant powers regularly used
violence and occupation to harness advantages for their own traders and govern-
ment-chartered companies in the global market. Slavery was integral to their strate-
gies of building cheap labor forces to extract raw materials like cotton, sugar, and
tobacco from the New World. Britain forced China to open itself to opium exports
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from India so that Britain could balance its trade deficit with India. European
powers competed with each other to control access to raw materials like cocoa, rub-
ber, tea, and coffee, and they deliberately spread production of these commodities
to areas under their control and ability to tax. For commercial gain and control of
territory, they essentially committed genocide against indigenous peoples in the
Americas and the Belgian Congo. In a rebuke of classical liberals who predicted that
international commerce would lead to peace and prosperity, they state, “This rosy
picture of the healthy effects of the spread of the market economy unfortunately
hides the historic foundation of violence upon which it was built and the continuin
use of force that persistently underlay it, particularly in the non-European world.”
In other words, during the historical accumulation and redistribution of wealth,
“Bloody hands and the invisible hand often worked in concert; in fact, they were
often attached to the same body.”°

Rather than emphasizing economic growth only through trade and colonial-
ism, Prime Minister Walpole (1721-1742) continued his efforts to promotc
England’s woolen industry as another source of revenue. The British sheep and
textile industries increased the profitability of land and generated jobs along with
the consumption of taxable goods. To protect British manufacturing, the govern-
ment raised tariffs on competitive goods and subsidized exports. Competitive
imports into Great Britain from its colonies were banned, including cloth from
India that was superior to that of the British, which destroyed Irish mills and
delayed the emergence of the U.S. textile industry. All of these efforts were
directed at enhancing state wealth and power in an increasingly economically
competitive and politically hostile environment. Without these state protectionist
measures, Great Britain would not have been able to support its growing eco-
nomic wealth and imperial power.

The Economic Liberal Challenge to Mercantilism

Between the 1840s and 1870s, economic liberal ideas attributed to Adam Smith and
David Ricardo grew in popularity in Great Britain and gradually replaced mercan-
tilism as the cornerstone of its political-economic outlook. Even then many policy
makers accepted the idea that markets were self-adjusting and that the role of the
state should be laissez-faire—to stay out of the market. What accounts for the rise
of these economic liberal ideas (see Chapter 2) that challenged mercantilism?
Adam Smith’s The Wealth of Nations was published in 1776, and it attacked
mercantilism for restricting economic competition that led to production ineffi-
ciencies. Yet, it wasn’t until the end of the Napoleonic Wars in 1815, when Great
Britain became the most efficient producer of manufactured goods, that officials
began to press for free trade. England finally adopted a free-trade policy in 1840
but did not completely eliminate its trade tariffs until 1860. A variety of accounts
suggest that Great Britain adopted a free-trade policy only as more officials and
thinkers made the case that free trade was better for Great Britain than mercantil-
ism (see the box: “Britain’s Corn Laws” in Chapter 2). Following on the heels of
Smith, the famous businessman and Member of Parliament (MP) David Ricardo
helped popularize the idea of comparative advantage—that even when a country
can produce a variety of goods more efficiently than other countries, it should



Mercantilism as History and Philosophy

61

specialize in producing only a select number of items and trade with other countries
for the other goods it needs.

Despite his reputation, Smith was not the doctrinaire defender of free enterprise
as most of his followers presume. He did champion individual (consumer) liberty
and worried that the state could mess up an economy, but he aiso had a bit of a pro-
tectionist side. He supported taxes on luxury carriages, alcohol, sugar, and tobacco.
As many historians note, he favored the Navigation Acts that required that only
English ships could transport goods between Great Britain and its colonial posses-
sions. Both Smith and Ricardo also viewed free trade as a policy that would help
manufacturers market woolen and other British products throughout the world.
Ricardo himself accepted exceptions to free trade “within narrow limits” until they
were no longer necessary.

Clearly, free trade was not an ideological end in itself. The noted economic
historian Karl Polanyi argues that there is strong historical evidence that, contrary to
the precepts of economic liberalism, economically liberal states thermselves merely
used free-trade policy as another tool to protect and support their own industries,
while seeking to gain a competitive advantage over other states.!! Theories of
comparative advantage and free trade would have others specialize in growing and
selling wheat to Great Britain, while buying expensive British manufactured goods.
Britain also did not oppose the use of trade tariffs to help British companies acquire
and sustain technological leads over others, especially in the case of textile manufac-
turing.'? Interestingly, in the face of rising European and American competition by
the late 1870s, wealthy British financiers and manufacturers joined working class
groups in a growing countermovement against open market policies and in favor of
market regulation and trade protection. A mercantilist historical outlook also
emphasizes that as universal suffrage (the right to vote) spread in the late nineteenth
century, the state came under pressure to provide more benefits to society.

Most historians note that with renewed emphasis on mercantilism after 1870,
economic naticnalism (people’s strong sense of identification with and loyalty to
their nation-state) became even more entrenched in interstate relations and helped
generate a second wave of imperialism at the end of the century. Germany, Japan,
and Italy arrived on the scene and began acquiring their own colonies. According
to Polanyi, the retreat from economic liberalism in Great Britain significantly
weakened the European balance of power system, which would be replaced by a
bipolar structure that led to World War I in 1914.

Meanwhile on the Other Side
of the Atlantic: Overlooked Protectionism in U.S. History

In the nineteenth century, emerging powers such as the United States and the
German principalities protected themselves from what they perceived as Britain’s
aggressive economic liberal policies. Two important examples of contributions to
mercantilist thought at the time came from the American Alexander Hamilton
(1755-1804) and the German Friedrich List (1789-1846). In his Reporz on the
Subject of Manufactures to the first Congress, Hamilton argued (in opposition to
the ideas of Thomas Jefferson) that specialization in agricultural production was
not in the best interest of the United States. Specializing in farming would not
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make the United States either economically or militarily powerful enough to com-
pete with potential enemies, let alone compete with Britain’s ability to manufacture
a variety of industrial goods and services the new nation needed. In terms that are
familiar even today, Hamilton argued for the protection of the United States’
infant industries and a strong role for the state in promoting its own domestic
industries.!3 He also favored export subsidies to make U.S. goods more competi-
tive abroad and to offset subsidies granted by foreign states. Hamilton wrote:

it is well known . .. that certain nations grant bounties [subsidies] on the
exportation of particular commodities, to enable their own workmen to under-
sell and supplant all competitors in the countries to which those commodities
are sent. Hence the undertakers of a new manufacture have to contend not only
with the natural disadvantages of a new undertaking, but with the gratuities
and remunerations which other governments bestow. To be enabled to contend
with success, it is evident that the interference and aid of government are
indispensable.'*

The nineteenth-century German political economist Friedrich List was an even
more vigorous proponent of mercantilist policies. Exiled from his home—ironically
for his radical free-trade views—List came to the United States in 1823 and wit-
nessed firsthand the results of Hamilton’s ecoromic nationalist policies. The United
States was building itself up and achieving independence and security. In his essay
“The Theory of the Powers of Production and the Theory of Values,” he argued
that “the power of producing [is] infinitely more important than wealth itself.”*3 In
other words, it is more important to invest in the future ability to produce more
than to consume the fruits of today’s prosperity.

For List, the manufacturing of industrial goods along with investment in educa-

- tion and the development of new technology was more important than investment

in agriculture alone. The production of a wide variety of goeds and services was the
most desirable basis for national wealth and power. List wrote that manufacturing
and other occupations “develop and bring into action an incomparably greater
variety and higher type of mental qualities and abilities than agriculture” and that
“manufactures are at once the offspring, and at the same time the supporters and
the nurses, of science and the arts.”16

The writings of Hamilton and List incorporated a spirit of patriotic economic
nationalism that was very much a reaction to Great Britain’s economic liberal ideas
and free-trade policies. List argued that these policies did not equally benefit
exporters and importers; because British technology was more advanced and its
labor more efficient than European labor, its goods were more attractive to the
Europeans than those produced locally. List argued that in a “cosmopolitan”
world there could be no free trade until states could compete with one another on
an equal footing. To the extent that Great Britain opposed mercantilist policies, it
was “kicking away the ladder” for other countries, preventing them from climbing
the ladder of development with the same policies Great Britain itself had used to
achieve its wealth and power. He recommended that until the United States and
Europe had “caught up” with Great Britain, they had to protect their “infant”
industries as a way to “level the playing field” with the British. He also suggested
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that Prussian and German city-states would benefit by forming a union {which
they did some forty years later), whose combined economic and military might
would be able to withstand Britain’s power. Ironically, one of the motives of coun-
tries that formed the European Economic Community after World War II was to be
able to better compete with the United States and Japan.

During the nineteenth century, the U.S. government encouraged people to go
west, work hard, and establish property rights. Ideas of Manifest Destiny and eco-
nomic expansion sanctioned by God left a big impression on the emerging national
psyche. During the War of 1812, the U.S. Congress doubled tariffs, which became
part of a U.S. economic development plan until World War II. From 1800 to 18438,
a series of land treaties, wars, and negotiations expanded the territory of the
United States to incorporate the Louisiana Territory, Florida, Oregon, Texas, and
the Mexican concession. President Lincoln developed a canal system and raised
tariffs to 50 percent, where they remained until World War L. After the Civil War,
the Homestead Act of 1862 granted 160 acres to anyone who claimed and farmed
it for five years. The army cleared (ethnically cleansed) the west of native Indian
tribes. Congress subsidized railroads along with manufacturing, coal, iron, steel,
banking, and real estate. While the Army Corps of Engineers helped build the
country’s infrastructure, a lenient immigration policy encouraged and rewarded
mainly white settlers. All of these government-funded developments contributed to
economic prosperity and helped the United States arrive on the world scene as a
major economic power by the 1880s.!”

In the area of trade policy, in 1913 Congress reduced trade tariffs, but it raised
them back up to 37 percent by 1925 for manufactured goods, helping the United
States become the fastest growing country in the world. Othér countries were also
growing behind tariff walls: Germany, Austria, Sweden, and France. At the onset
of the Great Depression, the Smoot-Hawley Tariff Act raised average U.S. tariff
rates to a record high of 48 percent. As many nations adopted similar policies to
protect and promote their industries, it was inevitable that national interests would
clash with “beggar-thy-neighbor” behavior. Many blame the Smoot-Hawley
tariffs for contributing to the Great Depression and then World War II. However,
according to Ha-Joon Chang, trade tariffs were not a radical departure from
history. In the United States and many other countries, markets were never more
than partially open, and trade was really not all that free.!®

Keynes, the Great Depression, and the Postwar Order

Just as many today blame unregulated market forces, greed, and stupidity for caus-
ing the 2007 global financial crisis, many people in 1929 blamed banks and specu-
lators for the stock market crash, which subsequently increased unemployment
and poverty in many parts of the world. Many lost faith and confidence in market
capitalism, which led to increasing support for Fascism and Nazism. Germany
experienced rampant unemployment, which increased economic nationalism and
the tendency of officials to see others as evil.!” Many revolutionary movements
emerged in Europe, Latin America, and Asia.

Recall from Chapter 2 that in the 1930s the ideas of John Maynard Keynes
gained in popularity because of pressure on the state to respond to more voters
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and higher expectations, rendering the laissez-faire ideology no longer politi-
cally acceptable. Keynes offered more positive ideas about how the industrial-
ized nations could restart their economies and deal with the social effects of the
depression. Keynes believed that not only do markets sometimes fail but also
that recessions and depressions can last a long time. To diffuse the tendency of
people to support authoritarian leaders, Keynes argued that states should step
in and prime the pump of the national economy to stimulate employment, deal
with the negative social effects of the depression, and restore confidence in the
capitalist system.

After World War II, Keynes’s ideas also substantially shaped the design and
role of the three Bretton Woods institutions——the GATT, the IMEF, and the World
Bank. Economic liberals tend to argue that after the war, under the leadership of
the United States and in cooperation with its World War II allies (minus the Soviet
Union and China), a new international political-economic order promoted a vari-
ety of economic liberal objectives. The GATT brought down trade barriers.
(Interestingly, Keynes himself supported Great Britain continuing to use high
trade tariffs to help its recovery and the recovery of its former colonies). The IMF
helped eliminate currency discrimination. The World Bank helped European
nations recover from the war, and later helped LDCs develop. U.S. officials pro-
posed that under the leadership of the United States a gradual opening of interna-
tional markets would also prevent the sort of mercantilist conflicts that had
plagued states before World War IL.

Oun the other hand, mercantilists (and their realist cousins) focus on a combina-
tion of political-economic objectives that these same institutions served. The eco-
nomic liberal role of the Bretton Woods institutions could not be separated from the
efforts of the United States and its allies to sustain capitalism within the pro-Western
industrialized nations and to defend these capitalist countries by “containing” Soviet
and international communism (see Chapter 9). Furthermore, there would be no eco-
nomic liberal order without military power to back it up. The United States benefited
from the vse of the U.S. dollar as the world’s key currency (see Chapter 7) and from
the U.S. hegemonic role as provider of liquidity, finance, aid, and military protection
to the Atlantic Alliance. Other collective goods that the United States provided its
allies to earn their Cold War support included trade concessions (e.g., reduced
import tariffs) and food aid.

Most mercantilists and realists would agree that the United States made a
political bargain (the visible hand) with its Atlantic partners (plus Japan and
later South Korea) whereby the United States let them be somewhat protectionist
economically if they did what they could to contain communism. U.S. trade
concessions involved sacrifices or costs that took the form of gradual gravita-
tion of some jobs to lower-paid workers in Europe and Japan as they recovered
after the war. For many allied policy makers at the time, a big concern was
whether opening the international economy too quickly could hurt the recovery
of Europe and Japan, making it possible for communism to gain a foothold
there. This consideration was yet another reason to allow Europe and Japan to
continue using a variety of international trade and domestic protectionist
measures and to gradually open their markets until they were better able to
compete with the United States.
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THE ENTRENCHMENT OF NEOMERCANTILISM

In 1973, the Organization of Petroleum Exporting Countries (OPEC) oil cartel
changed the face of the international political economy when it suddenly raised
the price of oil by four times overnight, embargoed oil shipments to the United
States and the Netherlands, and reduced oil shipments to the rest of the world by
25 percent (see Chapter 19). The resulring increase in the price of oil—followed
by another price hike in 1979-—and the transfer of massive amounts of currency
to oil-rich countries were thought to have economically weakened the West and
made OPEC a political and an economic power with which to reckon. Most of
the major industrialized nations and many developing nations incurred major
economic recessions. The dependence of the West on OPEC oil helped push the
issue of economic security higher on the policy agenda of oil-importing nations
everywhere in the world. Control over oil and its production suddenly became as
important as solidarity among NATO alliance members (who split over how to
manage the oil crisis).

Aside from the issue of oil dependency, at least two other factors produced a
significant shift in the international political economic structure in the early 1970s.
One was a change in the power structure of the world from bipolarity to multipo-
larity (see Chapter 9). After the United States withdrew from Vietnam in 1973, the
Nixon administration implemented a pentagonal balance of power configuration,
in part based on increasing interdependence between national markets. At the
same time, many of the industrialized economies shifted away from Keynesian
1deas about economic stability to more market-led economic growth strategies.

In response to the oil crisis and recession, the United States and many of its
allies pushed for more emphasis on free trade and cooperation to open interna-
tional markets in GATT negotiations and on a bilateral basis. As U.S. debt
increased, trade was often locked to as a way to increase exports and generate
jobs. States such as Japan and South Korea would take advantage of a more open
international economy with bigger markets by adjusting their national growth
strategies to focus on export-led growth.

Before World War II, many states had erected high tariff barriers, boycotted
other states’ exports, or even gone to war in response to other states” mercantilist
policies. But by the 1970s, these measures were less politically useful and accept-
able because their negative effects on society would be too costly. Increasing
(complex) interdependence between the military, economic, and foreign policy
interests of many states made it harder to be overtly protectionist or isolationist.
In order to protect local producers and defend a variety of national, political, and
economic interests, states turned to neomercantilism—a set of more subtle and
craftily designed policies that had the effect of reducing their vulnerability to
international competition without undermining their overall commitment to freer
trade under the GATT. Many of the neomercantilist techniques were not explicitly
prohibited by international trade agreements.

States used a variety of neomercantilist policies to generate economic growth,
control the business cycle, and eliminate unemployment. These measures incJuded
government spending for various programs, regulation of industries, capital con-
trols, and interest rates changes. Also, a variety of state industrial policies included
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subsidies for research and development, state-owned corporations, and state-
distributed banking credits. Some states employed export subsidies to lower the
price of goods, making them more attractive to importers. The United States and
the European Community routinely subsidized their farmers and used export
subsidies to reduce their commodity surpluses and to counter the subsidies of
competitors for larger shares of export markets (see Chapter 6). By the 1980s,
neomercantilist measures played an increasingly greater role in the arsenal of state
measures to defend their societies and protect their interests.

An important example of neomercantilisin in the 1970s was the U.S.-led cam-
paign with many of the industrialized states to decrease their dependence on OPEC
countries in order to enhance their economic security. The United States sponsored
the development of a “strategic petroleum reserve” and promoted development of the
North Slope oil fields in Alaska. Other national policies included tax breaks for peo-
ple who adopted measures to cut home energy use, a 55-mile-per-hour automobile
speed limit, daylight savings time, and state funds for the development of alternative
energy resources. Congress imposed fuel mileage requirements on automobile manu-
facturers to push them te design more fuel-efficient cars. Even today, many states
continue to wrestle with the issue of dependency on foreign oil by providing incen-
tives to insulate homes, fund public transportation, and support the manufacturing of
a variety of vehicles that run on biofuels, natural gas, or electriciry.

Another example of neomercantilism in the 1970s was the increasing use of
nontariff barriers (NTBs) (see Chapter 6) such as complex government regulations
pertaining to health and safety standards, licensing and labeling requirements, and
dormestic content requirements that blocked imported goods or distributed them in
favor of certain industries. Similarly, countries imposed import quotas that speci-
fied the quantity of a particular product that could be imported. The United States
and the European Unicn still use import quotas on many agricultural items such as
sugar to help their domestic producers compete with foreign producers. Another
way to limit imports was through a Voluntary Export Agreement (VEA)—a nego-
tiated quota or “gentlemen’s agreement” between an exporter and an importer
whereby the exporter “voluntarily” complies with the importer’s “request” to limit
exports, for fear that the importer may resort to imposing a more costly form of
protection on the exporter’s goods.

Japan was particularly successful at using neomercantilist policies to achieve
its “economic miracle.” By the late 1970s, many development experts concluded
that Japan’s success in export led-growth was partly due to heavy state involve-
ment in the economy. Japan’s state-dominated style of capitalism made use of
an industrial policy whereby the government—especially the Ministry of
International Trade and Industry (MITI)}—cooperated with industry officials
and Liberal Democratic Party (LDP) members to carefully guide the development
of the economy.?® Certain industries were selected to receive state and bank
subsidies to make them more competitive with U.S. and European firms.

Japan complemented its protectionist trade measures with foreign direct
investment and ownership of homeland businesses and industries. Clyde
Prestowitz argues that Japan did more than support its most competitive indus-
tries; it also intentionally adopted an aggressive strategic trade policy. Because it
lacked a natural comparative advantage in the production of certain products, it
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used a combination of state assistance and industry efforts to purposefully create
such an advantage in favor of its industries.”! Japan’s success would later be emu-
lated by the successful emerging economies, especially the Asian Tigers (South
Korea, Hong Kong, Singapore, and Taiwan) and China.

Neomercantilism and the Globalization Campaign

As noted in Chapters 1 and 2, the 1980s and 1990s marked a period of greater
interdependence and increasing popularity of economic liberal ideas. This set the
stage for the launching of the globalization campaign that included in its objectives
efforts to integrate states into a global economic capitalist-oriented systemic struc-
ture {see Chapter 2). While Reagan and Thatcher focused on market-oriented poli-
cies to produce more wealth and chipped away at the role of the state in the
domestic economy, they simultaneously used political and military powers to
advance their countries’ interests in the global economy. All states faced a delicate
balancing act of adapting to globalization but also moderating its negative effects
on jobs and some national industries.

Globalization accelerated interdependence between states, which meant that
there was greater political sensitivity to trade as it became a bigger proportion of
GDP and affected more sectors of the economy. The policies that states adopted in
response to this sensitivity often provoked disputes with trading partners. As the
noted political economist Robert Gilpin argued, it was difficult for states to select
the appropriate counter-responses without knowing what those states’ intentions
were. Gilpin made a useful distinction between malevolent and benign mercantilist
intimidations. The former is a more hostile version of economic warfare and the
expansionary economic policies nations employed to intentionaily expand their
territorial base and/or political and economic influence at the expense of other
nations beyond what is regarded as reasonable to protect themselves. In contrast,
benign mercantilism is more defensive in nature, as “it attempts to protect the
economy against untoward economic and political forces.”?? Of course, the prob-
lem is how to discriminate between the two in an environment where the difference
seems to be a matter of degree rather than of kind.

Reagan is famous for redirecting the Nixon—Kissinger multipolar system of the
distribution of power of the 1970s back into a bipolar order of yesteryear that fea-
tured the Soviet Union as the “evil empire.” In conjunction with this security goal,
the Reagan Doctrine encouraged (some would say coerced) many LDCs to adopt
not only the anticommunist cause but also the economic liberal policies of the IMF,
the World Bank, and the GATT (see Chapters 6~8). The Reagan administration
and many academics expected that as developing nations integrated into the inter-
national economy, they would grow faster and become more democratic.

President Reagan also mixed economic liberal and mercantilist objectives at
the start of the Uruguay Round of multilateral trade negotiations in 1985. Cne
economic liberal goal of these negotiations was to “level the playing field” by
cutting NTBs and other trade restrictions, so that states could compete econom-
ically with one another following the same set of rules and policies. In the 1980s
and 1990s, Japan’s relations with the United States, Europe, and other countries
became acrimonious at times because it kept running a huge trade surplus. The
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United States and Europe blamed their trade deficits on Japan’s aggressive
export-led growth strategy and import restrictions. Japan maintained that it
sought only to strengthen its own national security through the use of benign
neomercantilist industrial policies.

President Reagan often threatened to use Super 301 legislation (see Chapter 6)
to punish Japan and Brazil for dumping their products on the market or using
export subsidies to unfairly compete with the United States. He also threatened
NATO allies with trade sanctions if they continued to import natural gas from the
Soviet Union. The United States gradually put more pressure on Brazil, Japan,
South Korea, and many newly emerging economies to lower their trade barriers
and open their markets to more foreign (especially U.S.) investment and competi-
tion. As we will see in the chapters to follow, U.S. efforts have not met with much
success as most of these countries continue to run huge balance-of-trade surpluses
compared to long-term U.S. trade deficits.

In cases like Japan and Europe, the United States often found itself limited in
the amount of pressure it could put on its most important allies. At the time—as is
the case with China and Saudi Arabia today (see Chapter 7)—the United States
was dependent on Japan to buy its exports and invest in U.S. Treasury bonds and
securities. And pressuring NATO allies about their dependence on the Soviet
Union merely strengthened criticism of U.S. foreign policy in Europe.

The United States and Japan repeatedly confronted one another in a series of
trade disputes over items such as automobiles, rice, beef, and semiconductors. The
“U.S. Beef and Japanese National Security” box explains how the U.S. government
continues to accuse Japan of engaging in malevolent mercantilism designed to
weaken the economies of other nations. What one state regards as benign, another
might interpret as malevolent behavior, especially when the policies of the first
state inflict a good deal of stress and anxiety on the society of the second.

APANESE NATIONA




The Entrenchment of Neomercantilism ‘ 69

argued that the United States was setting a genetically modified ones. The loss of beef sales to ;
by allowing another country to inspect . Japan did not 5|gn1f1cantly affect the U.S. balance of
nts; The: Japanese msxsted that.the beefthey . - trade; but the case had.great symbollc lmportance
o cows Jess than 20 months old,as - ... .-.and may set precedents :
be less nkely to have the duseasetThey P The ng questlons in this case are the ratvonale for
50 ,eached an-agreement with the United States . - protection and acceptance of the motives behxnd the
onduct surprise inspections-of U.S; plants; “ . . policies that banned beef Scientists and the general
mpanymg U S mspectors In return Japan agreed o publ;c accepted the'evxdence that mad cow disease is a
' ]bhc, the USDA, and _
' 'figrudg‘ gly) the -

Neomercantilism and the Financial Crisis

Since the early 1990s, the neomercantilist and competitive policies of some states
raised the stakes for others that had to grapple with lost jobs and broken families,
the loss of electoral support for legislators, and ultimately the rea! or imagined loss
of national wealth and power. The benefits of globalization and complex interde-
pendence did not trump societies’ vulnerability and sensitivity to competitors.
People found it increasingly harder to adjust to globalization’s dislocations and the
instability of markets. In these situations, state officials were often pressured to
respond with countermeasures of their own—to “strike while the iron is hot”—for
fear of otherwise sending a message of weakness or disinterest to foreign competi-
tors. Political and economic competition between states has not ended; in fact, it
has intensified in a more globalized world. In many cases, businesses have felt com-
pelled to go abroad in search of cheaper labor, resources, and more markets.
Outsourcing labor has become the economically efficient and rational thing to do.

Many neomercantilists go a step further and argue that globalization tends to
undermine itself.?> As more wealth and power are diffused around the world,
more states and people have an investment in either protecting themselves from
globalization’s negative effects or sustaining its positive effects. Both situations
require state power and instruments that in effect (re)invigorate states that are in
danger of losing their power and authority.2*

bk s o -



70

CHAPTER 3

Wealth and Power: The Mercantilist Perspective

For mercantilists, the recent global financial crisis is a good example of how lais-
sez-faire ideas and globalization have undermined themselves {see Chapters 2 and 8).
The crisis has increased tensions, hostilities, and conflicts between states, many of
whom blame the United States for almost bringing down the global financial system.
This has sparked renewed interest in protectionist and national security-oriented per-
spectives everywhere in the world. Many experts agree that the financial crisis has
already uprooted many political, economic, and social institutions—challenging
social values and other cultural idiosyncrasies in ways that may yet generate more
tensions and even in some cases war.

The crisis has fueled illegal economies, weakened the dollar, and increased U.S.
dependence on China and other emerging economies. Many countries have used it
as an excuse to postpone or avoid dealing with potentially catastrophic energy and
environmental issues. It has tended to shift order away from U.S. hegemony to a
more multilateral system.?’ The United States has even reverted to some blatant
forms of protection, as when in 2009 it slapped a 35 percent tariff on tires
imported from China.

The financial crisis has also had tremendous implications for the attractiveness
of neoliberal and deinocratic ideas associated with capitalism in many developing
nations. It has undermined the idea that the U.S. economy is a mode! fer the world.
At the same time, it has convinced some countries that the United States is trying to
maintain its wealth and power at the expense of others. The growth of populist
movements in Latin America,?® along with the entrenchment of authoritarian
regimes in many parts of the world, cannot be separated from issues of protection
from globalization and the associated financial turmotl.

L.DC NEOMERCANTILIST POLICIES

As we will see in other chapters of this book, developing nations—just like developed
countries—have been searching for a more pragmatic and subtle mix of policies that
accounts for not only the interests of the market but also those of society and the
state, They have continued to adopt neomercantilist measures iu response to interna-
tional economic competition and what some officials regard as malevolent threats.

Cambridge University economist Ha-Joon Chang is one expert who explains
some of the important reasons why many developing nations like Malaysia, Brazil,
and China have continued to adopt neomercantilist trade policies as part of their
development campaigns. According to Chang, developing countries have wanted
to “catch up” with the richer and more technologically advanced countries (see
Chapter 11). However, many have found that if while trying to “climb up the
ladder” they accept the same rules as the leading countries, they may never get to
the top of the ladder. As we outlined in Chapter 2, many IOs that reflect the inter-
ests of the major powers have worked to do away with a variety of protectionist
measures. Making a case similar to List’s, Chang believes that developing nations
need a (temporary) handicap of sorts.

Chang uses an analogy in sports to make the point. When players or conditions
for each team are unequal, we often object that the competition is unfair and that
there needs to be a “level playing field.” Just as we separate athletes by age and
weight, it is only fair to allow developing countries to use some tools to compete
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more “fairly” with developed states that have many economic advantages and who
originally made the rules in favor of their interests.

For many developing nations, trade protection not only plays a vital role in
generating income but also helps in protecting local producers from foreign compe-
tition. And yet, as noted in Chapter 6, developing nations played almost no role in
multilateral negotiations after World War II that produced the General Agreement
on Tariffs and Trade (GATT). It is important to note that early GATT agreements
reflected the interests of the developed nations in trade rules—which included
preserving trade protection while only gradually curtailing the use of import tariffs
on industrial products. In the early 1990s, a number of developing nations did play
a role in converting the GATT into the WTO in the Uruguay Round from 1986 to
1994. However, by then the basic principles and norms of the international trade
regime were set and difficult to change.

While most developing countries signed on to the new WTO agreement in
1994 that introduced new liberal norms for agricultural trade subsidies, trade in
services, NTBs, and intellectual property rights (IPRs), they did not benefit as
much from the final agreement as they had hoped they would. This laid the foun-
dation for their unwillingness later on to reach a new deal in: the Doha round (see
Chapter 6). They also redoubled efforts to form a number of their own negotiating
coalitions to overcome what they feel are unfair trade rules that do not adequately
reflect their interests.

Similarly, in the 1990s, the poorer developing countries complained that
IMF and World Bank Structural Adjustment Policies (SAPs) and open market
policies imposed on them felt like malevolent mercantilism. Many mercantilists
charged that LDC growth rates actually declined over the same period when
markets in many developing countries were supposedly opening up.?” SAPs
amounted to nothing more than a “mission creep” (at least for the working class
and poor) and the imposition of economic liberal policies on many developing
nations. As List might argue today, IMF and World Bank SAPs were merely
another example of state power being used to increase U.S., European, and
Japanese wealth and power—and not noble, let alone usefui, development tools
as so often claimed.

The problem of ntentions behind trade and structural adjustment policies tends
to generate conflicts in multilayer trade negotiations such as those in the Doha round.
Many LDCs charge that a new agreement would make it difficult for developing
countries to protect some of their “infant industries.” They also suspect that industri-
alized countries trying to adopt measures to require high labor or environmental stan-
dards in all countries are masking protectionist support for their own inefficient
industries, For many L.DCs, despite the formal commitment to the international goals
of opening up international trade and reducing trade barriers, members of the WTO
remain quite protective of their own economic security and national independence.

NEOMERCANTILIST POLICIES TODAY

The kinds of contemporary neomercantilist policies that states frequently adopt
depend on each state’s level of development and its relative power in the interna-
tional system. Poorer countries, as we have noted above, have a particular interest
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in “catching up” to the industrialized countries, but they must work within ideo-
logical and political constraints imposed on them by major powers and neoliberal
institutions like the WTQO, the World Bank, and the IMF. Advanced industrialized
nations face the double challenge of competing with one another in high technol-
ogy and knowledge-based industries while stemming the loss of blue-collar manu-
facturing industries to emerging economies with abundant, low-cost labor. As
globalization and international agreements have wedded all countries to a complex
set of broadly economic liberal principles, states have looked for new forms of
benign mercantilist policies and carved out realms where they can still use tried-
and-true mercantilist policies like quotas, tariffs, and plain old arm-twisting.

In this section, we survey two common types of neomercantilist policies found
today: industrial and infrastructural policies and strategic resources policies.
Although we focus on the developed countries’ use of these policies, keep in mind
that many developing countries resort to them as well. In fact, LDCs often point
out that today’s advanced industrialized nations used a variety of these policies
throughout their early history, and thus it is somewhat hypocritical of them to try
to stop LDCs from using some of the very same policies today. What many emerg-
ing economies want are weak protection of IPRs, a mix of protectionism with
some free trade, and time to improve institutions without undue pressure by
Western countries to quickly become democratic and get rid of corcuption. But the
developed countries-seem to be saying to emerging economies: “Do as we say, not
as we did (and sometimes still do}!”

Industrial and Infrastructural! Policies

Many states limit foreign investments in their country in a variety of subtle and not
so subtle ways—often in an attempt to reduce threats to independence or national
sovereignty. They can limit the percentage of shares in a domestic commpany (like an
oil company) that foreigners can own or they can ban foreign investments in strate-
gic industries like natural resource extraction, power generation, banking, and
media. It is also common to make it difficult for foreigners to buy land or real estate
on which to build factories, set up services, or accumulate office space. The intent of
these policies is often to give domestically-owned companies an advantage or to
prevent foreigners from gaining too much control of a sector of the economy by
forcing them to cooperate with local companies.

Chang points out that the United States and European countries had many such
restrictions until well into the twentieth century. Similarly, countries like Japan,
Korea, and Finland had many formal and informal restrictions on foreign direct
investment until well into the 1980s, but they still managed to grow rapidly.?® For
example, post~World War II European countries regulated foreign companies by
controlling their access to foreign exchange and requiring them to buy some sup-
plies from local producers. Japan prohibited foreign direct investment (FDI) in vital
industries and limited foreign ownership at 50 percent in many industries. Instead
of favoring foreign takeovers of local companies, it pressured foreign companies to
license technology to local companies so that they could learn to manufacture prod-
ucts themselves. The legacy of these restrictions is very clear today. In 2006, the
stock of FDI as a percentage of GDP in Japan was a paltry 2.5 percent, compared to
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13.5 percent in the United States, 25 percent in Germany, and 33 percent in France.
And Finland had draconian restrictions on FDI until the 1980s: among other things,
foreigners could not own more than 20 percent of a company and foreign banks
were completely prohibited. Clearly, Japanese, Korean, and Finnish models of eco-
nomic success owed almost nothing to FDI, a finding that conflicts with economic
liberal insistence on unfettered capital inflows.

Robert Wade, in his influential book Governing the Market, argues that indus-
trial policies had a decisive role in the East Asian deveiopment “miracles,” espe-
cially Japan, South Korea, and Taiwan.?’ The political elites and heads of bureau-
cracies in these countries steered domestic investment into sectors of the economy
like shipbuilding and hard disc drives that the government considered key to eco-
nomic transformation. They encouraged high rates of saving and manipulated
prices in the economy to support infant industries. They also used a lot of public
investment to complement private investment. They allowed the formation of large
conglomerates. Moreover, they nudged firms to improve the quality of products
and to export a high percentage of their finished products. All of these neomercan-
tilist policies—characteristic of what Wade calls a “developmental state”—have
been imitated by countries like Brazil, Mexico, and Argentina, but without many
of the same positive results.

Other significant government interventions in today’s markets that many
industrialized nations have adopted are designed to increase a country’s competi-
tiveness without being malevolently protectionist. Massive investments in public
infrastructure and research are vital to business success, and they are effectively
subsidies. When a state builds roads, power plants, and transportation systems, the
benefits of its spending usually accrue to domestic workers and capitalists who
become more efficient and productive as a result. One could argue that California
has been a large, successful agricultural producer and exporter because of massive
public investments for many decades in irrigation systems that bring water to the
state from hundreds of miles away. Similarly, former investment banker Felix
Rohatyn argues in a recent book that massive American public investments in
infrastructure and education had a key role in making the United States a power-
ful, innovative (and capitalist) country. These programs, parallels to which can be
seen today in other countries, included the following: the Erie Canal, the
Transcontinental Railroad, land-grant colleges, the Panama Canal, the GI Bill, and
Eisenhower’s interstate highway system.°

Likewise, public education and investments in higher education give wide-
spread economic benefits to many nations. India and China have invested heavily
in education and especially in research and development in health sciences, engi-
neering, and the natural sciences, all of which have huge spillovers for domestic
companies. Developed countries have done the same to spur innovation and the
development of a “knowledge-based economy” (see Chapter 10).

In addition, government procurement can be a powerful neomercantilist
mechanism to spread benefits to local businesses that are denied to foreigners.
Most governments want their huge spending on goods and services produced by
the private sector to help local companies and labor. One of the best examples is
U.S. defense spending that has helped aircraft producers like Boeing (see Chapter 18),
who use the spillovers related to defense spending to become more competitive
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with Airbus in the commercial airliner industry. Australian political economists
Linda Weiss and Elizabeth Thurbon emphasize how the U.S. government uses
procurement policies to create “national champions”—big, globally-competitive
companies like Lockheed, Motorola, IBM, and Microsoft—that relied on long-
term government contracting. Even as the United States implements its own “buy
national” procurement policies—most recently in the 2009 stimulus bill—it tries
to get other countries to open up their public works projects to American
companies. Weiss and Thurbon conclude that “although subject to multilateral
discipline, government procurement offers a powerful tool for national economic
promotion in an era of economic openness,”>!

Finally, Canadian political scientist Patricia-Goff reminds us that the purpose of
helping one’s own companies and industries is not necessarily just to save jobs,
boost exports, or hurt foreigners.3? In fact, the purpose may be much more defen-
sive and noneconomic. She has examined how Canada and the European Union
have strongly protected their culture industries—music, television, radio, film, and
magazine publishing—from an American onslaught over the last 60 years. They use
public ownership of some culture industries (like public relevision), tax incentives
for local private investment in movie production, public loans and grants for
culture producers, minimum local content requirements (on TV and radio program-
ming), and ownership rules to preserve and nurture domestic culture producers.
They do so not so much to keep foreign cultural products out as to promote their
own distinct national identity, cultural diversity, and social cohesion. Preserving
“cultural sovereignty” in the face of globalization’s homogenizing effects is an emi-
nently political goal, vital for nurturing a democratic citizenry that is well informed
about its own history and values.

Strategic Resources Policies

Neomercantilists also believe that interdependeicies are not always symmetrical
{felt equally) between states. The suppliers of oil and other strategic resources or
commodities tend to view their capacity and the resulting dependency of others
as something positive that improves their power and security. In many cases, the
relatively high cost of oil, coupled with supplier threats to cut it off to client
states, makes the issue of dependence on any resource or vulnerability to a sup-
plier of that resource synonymous with a national security threat. Ideally, only
complete self-sufficiency in raw materials would make a nation-state politically
and economically secure. In the real world, however, states are constantly trying
to minimize their dependence on others while fostering conditions that make
others dependent on them. _
Examples of this are common. France deliberately and massively expanded its
nuclear power industry after the 1973 oil crisis. China has signed long-term oil
supply agreements with countries in Africa and Latin America and invested in
exploration as a way of getting “first dibs” on these global commodities instead
of buying them in open markets in the future. The U.S. government has built
costly strategic stockpiles of oil and tantalum (a key ingredient in cell phones and
electronic equipment), along with dozens of other minerals and metals used in
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electronics and weaponry. Even the Centers for Disease Control and Prevention
maintains a Strategic National Stockpile of medicines in case of a national emer-
gency such as a terrorist attack or epidemic.

The motivation for these kinds of benign neomercantilism is in large part
derived from the legitimate fear that other countries will use malevolent mercan-
tilist polices to hurt another country. These fears today are not unfounded.
Powerful countries and even the UN have imposed economic sanctions on coun-
tries such as Serbia, Iran, and Iraq, threatening their security and political stability.
Industrial espionage is still widely practiced, whereby one country tries to steal the
advanced technology of another. Theft of intellectual property, which can be
thought of as strategic knowledge resource, is increasingly widespread in the
world, manifested in counterfeiting and patent infringement, which can severely
damage a country’s companies (see Chapter 10).

Access to and control over strategic resources has always been a top concern
of industrialized nations who fear that being “cutoff” from energy, minerals, and
metals will cripple their economy and weaken their war-fighting ability. In the
past, colonial powers took direct control of many territories with important
resources, or they built powerful militaries to guard these sources or prevent
rival empires from threatening them. Industrialized democracies today usually
try to establish political and military alliances with governments of big resource-
producers like Saudi Arabia (oil) and Morocco (phosphates)—despite those
countries’ undemocratic political regimes. At the same time, they may establish
stockpiles of resources or encourage domestic exploration and extraction by
offering subsides to national producers or by leasing public lands to them
cheaply.

Industrialized naticns and rapid industrializers like China also encourage their
national companies to diversify suppliers overseas, buy foreign resource-extracting
companies, and buy concessions {exploration and production rights) in other
countries. Right riow, foreign oil companies are scrambling to buy concessions to
explore offshore West Africa, where many think vast oil deposits may exist. The
United States has deliberately and successfully diversified its oil and gas supplies as
a matter of national security. Its top five suppliers of imported oil, in order of
significance, are Canada, Saudi Arabia, Mexico, Venezuela, and Nigeria—only one
of which {Saudi Arabia) is in the conflict-prone Middle East. Japan has been much
less successful in diversifying and reducing energy imports. Although it has
increased energy efficiency and invested in nuclear power, 90 percent of all its oil
imports are from the Middle East.

There is an ongoing tension in the global political economy as commercial
development and national security are increasingly wedded in the minds of policy
makers and corporations. As nations such as China and India develop major
industrial production economies, the battle for control of scarce energy resources
will no doubt become more intense. The United States® actions in responding to the
attempt by a Chirese company to buy Unocal Corporation in 2005 (see box) may
well have set a new paradigm for international trade that is far more guarded and
complicated—and neomercantilist—than the economic liberal globalization of the
past three decades.
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