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C h a p t e r  1

Challenge and Change in 
Comparative Politics

In the past few decades, the world has undergone a 
fundamental transformation that will affect the rest of 
our lives, especially for the young. One of the most dra-
matic changes was the Third Wave of democracy.1 Af-
ter forty years of Cold War conflict between East and 
West, and the dominance of autocratic governments 
in the Third World, the collapse of the Berlin wall 
in 1989 expanded the new era of democratization,  
which had begun a decade earlier. The communist na-
tions of Eastern Europe shed their autocratic regimes 
almost overnight, and developed into new and often  
vibrant democracies. Other nations in East Asia,  
Africa, and Latin America participated in this demo-
cratic transition, allowing hundreds of millions to 
enjoy democratic freedoms. Today, democracy has be-
come the dominant method of organizing government, 
even if democratic development is still incomplete.

Behind this democratic transition has been a 
slow but relatively steady process of socioeconomic 
modernization in most regions of the globe. In the 
1980s, a quarter of the world’s population lived in 

absolute poverty, unable to meet everyday food and 
shelter needs and struggling with disease and the con-
sequences of poverty. The number of people living in 
absolute poverty has dropped by nearly 1 percent a year 
since then, as the world’s population has continued to 
grow.2 In China alone, economic growth has taken 600 
million people out of absolute poverty since 1981. In 
2008, for the first time in history, less than half of the 
people in sub-Saharan Africa lived below the poverty 
line. Even in the advanced industrial democracies of 
Western Europe and North America, income levels 
and social conditions continued to improve compared 
to the 1950s and 1960s. The global recession of 2008  
produced a partial retrenchment in socioeconomic 
conditions, but the world today is much richer and 
more socially secure than a generation or two ago.

This process of socioeconomic modernization has 
many consequences. Modernization has expanded the 
educational levels of the world’s population, providing 
the skills and resources that lead to better occupations 
and hopefully to better citizens. In advanced industrial 
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democracies, this has meant the expansion of university 
and graduate degrees; in the developing world, this has 
meant increasing rates of literacy and basic education. 
About 90 percent of the world’s population is now liter-
ate.3 The impact of modernization has especially trans-
formed the conditions of women. In many developing 
nations, women were formerly second-class citizens, 
excluded from economic and political life. Literacy rates 
have increased the most for women, birth rates have 
fallen, and women’s participation in the labor market in 
developing nations has expanded dramatically. In ad-
vanced industrial democracies, more women are being 
elected to governmental offices and taking high-ranking 
business jobs. Economic growth has also increased ac-
cess to health care across the world, and contributed to 
dramatic progress in medical science. Among your own 
family, there are probably relatives who would have died 
in the 1950s and 1960s because necessary care was un-
available. And modernization has increased our access 
to information about the world and our lives. From the 
Nigerian taxi driver who watches the news on his cell 
phone to the Japanese college student who is connected 
24-7, we live in a new information age. Often, social 
modernization is unsettling and evokes conflict, but the 
long-term benefits have improved the quality of life for 
most of the world’s population. Moreover, these societal 
changes contribute to the expansion of democracy and 
citizen rights in both developed and developing societies.

The third force transforming contemporary so-
cieties is the rapid process of globalization, in which 
nations have become more open to and dependent 
on one another. Globalization has many faces. One is 
increasing trade in goods and services, which means 
that many of the products we buy are made in China 
and many of the telephone calls we make are answered 
in India. Outsourcing and loss of local jobs have been 
among the negative consequences of this aspect of 
globalization. Globalization has lowered the prices of 
many products and increased the richness of life. Glo-
balization may also mean that citizens of all (or most) 
countries increasingly share common norms of an 
international system. But these effects have also cre-
ated serious challenges for many states. Some, such as 
North Korea, Myanmar, and Iran, have sought to iso-
late themselves from its effects. Others have responded 
in a more accepting manner. Most of the industrial-
ized countries of Europe have created a common 
market economy and a set of supranational political 
institutions embodied in the European Union.

What Is Comparative 
Politics?

Briefly describe the public and authoritative aspects  
of political decisions.

A key factor in these changes in the world today is the 
government system—which is the focus of this book. 
Governments, on their own or as representatives of 
their citizens, take policy actions that can foster or 
retard economic development. They are the primary 
guarantor of the rights and liberties of the citizens; 
sometimes they are the greatest threats to these liber-
ties. They take actions that expand or retard the living 
conditions of their citizens. When nations must work 
together in the international system, governments at-
tend international conferences and sign treaties. When 
states go to war, it is typically through the actions of a 
government or semigovernmental organization.

This book describes the variations in the govern-
ments and political systems that take these actions and 
make decisions affecting the nation. The actions of 
government constantly touch our lives. Our jobs are 
structured by government regulations, our homes are 
built to conform to government housing codes, public 
schools are funded and managed by the government, 
and we travel on roads maintained by the government 
and monitored by the police. Politics thus affects us 
in many important ways. Therefore, it is important to 
study how political decisions are made and what their 
consequences are.

Politics deals with human decisions, and political 
science is the study of such decisions. Yet not all deci-
sions are political, and many of the social sciences study 
economic and social decisions that are of little interest 
to political science. Political scientists study decisions 
that are public and authoritative. The public sphere of 
politics deals with collective decisions that extend be-
yond the individual and private life, typically involv-
ing government action. Most of what happens within 
families, among friends, or in social groups belongs to 
the private sphere and is not controlled by the govern-
ment. In totalitarian states, like East Germany before 
1989 or North Korea today, the public sphere is very 
large and the private sphere is very limited. The state 
tries to dominate the life of its people, even intruding 
into family life. On the other hand, in some less devel-
oped nations, the private domain may almost crowd 
out the public one. Many people may be uninvolved 
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in politics and are untouched by the decisions made in 
the nation’s capital. Western democracies have a more 
balanced mix of private and public spheres. However, 
the boundaries between the two spheres are redrawn 
all the time and may be a matter of contention.

Political decisions are also authoritative. Authority 
means that formal power rests in individuals or groups 
whose decisions are expected to be carried out and re-
spected. Governments and other authorities may use 
persuasion, inducements, or brute force to ensure com-
pliance. For instance, a religious authority such as the 
pope has few coercive powers. He can persuade, but rarely 
compel, the Catholic Church’s followers. In contrast, tax 
authorities, such as the U.S. Internal Revenue Service, can 
both exhort and compel people to follow their rules.

Thus, politics refers to activities associated with 
the control of public decisions among a given people 
and in a given territory, where this control may be 
backed up by authoritative means. Politics involves the 
crafting of these authoritative decisions—who gets to 
make them and for what purposes.

Our approach to studying the political process is 
based on two principles. The first was articulated by the 
late Seymour Martin Lipset, who frequently said that 
he who knows one country knows no country. Lipset’s  
argument was that in order to understand any one 
nation and its government, we need to compare it to  
others to see what is truly distinctive or similar relative 
to other nations. For instance, all governments face the 
challenge of raising taxes; by comparing different tax 
systems across nations, we see the benefits and limits of 
various tax policies. We might think that the conditions 
in one nation are dependent on specific institutional ar-
rangements or the nation’s political history, but we can 
only determine this by comparing nations with differ-
ent institutions or histories. The nature of good science, 
including political science, is comparison—and this 
book follows this premise by comparing a dozen na-
tions of varying social and political conditions.

Our second principle is that to compare political 
systems and their governments, we need a concep-
tual framework that facilitates comparison of what 
are seemingly quite different elements. How does one 
compare, for example, the theocratic government of 
Iran with the centuries-old democracy in Britain, or 
the governing experience in Nigeria? Comparing ap-
ples and oranges is difficult, but it can be done. This 
book builds on a theoretical model that compares the 
governing process in its basic elements, connecting 

these elements together to describe the overall politi-
cal process (see Chapter 2).4

We live in one of the most exciting times to study 
politics. The end of the Cold War created a new in-
ternational order, although its shape is still uncertain. 
Democratic transitions in Latin America, Eastern 
Europe, East Asia, and Africa have transformed the 
world, although it is unclear how many of these new 
democracies will endure and what forms they might 
take. Throughout the world, globalization brings the 
citizens of different countries closer together and 
makes them more dependent on one another, for 
better or worse. Some of the issues that people in 
many societies confront—such as climate change and 
achieving international peace—are transnational and 
indeed global. Part of their solutions, we hope, lies in 
the political choices that people in different communi-
ties make about their collective future. In this book, 
we try to give you a sense of how governments and 
politics address these challenges.

Challenges: Building 
Community

Discuss the challenges of building a national identity  
for a nonhomogeneous population.

One of the first, perhaps the first, challenge that a 
new state faces is to build a national community. Most 
states do not have a homogeneous population, and 
instilling a sense of shared identity can be difficult to 
accomplish. Building a common identity and a sense 
of community is important because conflicts over na-
tional, ethnic, or religious identities can be explosive 
causes of political turmoil, as we have witnessed in 
Iraq, the former Yugoslavia, and the Sudan. It is dif-
ficult to advance socially, economically, or politically 
if the citizens of a region do not share some common 
bond and a commonly accepted set of goals.

While building community is a common chal-
lenge, some countries are in a much better situation 
than others. Japan, for example, has an ethnically ho-
mogeneous population, a common language, and a 
long national political history. Most Japanese share 
in the religions of Buddhism and Shintoism, and the 
country is separated by miles of ocean from its most  
important neighbors. Nigeria, in contrast, is an  
artificial creation of British colonial rule and has no 
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common precolonial history. The population is sharply 
divided between Muslims and Christians; the Chris-
tians are divided equally into Catholics and Protes-
tants. There are some 250 different ethnic groups in 
Nigeria, speaking various local languages in addition 
to English. Obviously, the challenges of building com-
munity are much greater in Nigeria than they are in 
Japan. The challenge of community building is most 
prominent in the developing world, where current po-
litical structures are relatively young, although even 
Europe faces challenges, as in Basque and Scottish au-
tonomy movements.

Building a common sense of community is of-
ten described as part of a process of nation building. 
The word nation is frequently used interchangeably 
with the word state, as in the United Nations. Strictly 
speaking, however, we use the term nation to refer to 
a group of people with a common identity. That com-
mon identity may be built upon a common language, 
history, race, or culture, or simply upon the fact that 
these people have occupied the same territory. Nations 
may or may not have their own state or independent 
government. In some cases—such as Japan, France, or 
Sweden—there is a close correspondence between the 
memberships of the state and the nation. Most people 
who identify themselves as Japanese do in fact live in 
the state of Japan, and most people who live in Japan 
identify themselves as Japanese.

In other cases, states are multinational—consisting 
of a multitude of different nations. The Soviet Union, 
Yugoslavia, and the Sudan were multinational states 
that broke apart. Some nations are much larger than 
the corresponding states, such as Germany for most 
of its history or China. Other nations have split into 
two or more states for political reasons, such as Korea 
today and Germany between 1949 and 1990. Some 
groups with claims to be nations have no state at all, 
such as the Kurds, the Basques, and the Tamils.

Ethnicity
Ethnic groups are typically defined by common physi-
cal traits, languages, cultures, or history. Like nation-
ality, ethnicity need not have any objective basis in 
genetics, culture, or history. German sociologist Max 
Weber defined ethnic groups as “those human groups  
that entertain a subjective belief in their common  
descent because of similarities of physical type 
or of customs or both, or because of memories of 

colonization and migration. . . . [I]t does not matter 
whether or not an objective blood relationship exists.”5 
For example, the Serbs, Croats, and Muslim Bosnians 
may believe they are descended from different ances-
tors and hence are physically different as well. Over 
centuries, originally homogeneous populations may 
intermix with other populations, even though the cul-
ture may continue.

In many developing countries, the former co-
lonial powers established boundaries that cut across 
ethnic lines. In 1947, the British withdrew from India 
and divided the subcontinent into a northern Muslim 
area—Pakistan—and a southern Hindu area—India. 
The most immediate consequence was a terrible civil 
conflict and “ethnoreligious” cleansing. There still 
are almost 100 million Muslims in India and serious 
religious tensions. Similarly, forty years ago, the Ibo 
ethnic group in Nigeria fought an unsuccessful sepa-
ratist war against the rest of the country, resulting in 
the deaths of roughly a million people. The Tutsi and 
Hutu peoples of the small African state of Rwanda 
engaged in a civil war of extermination in the 1990s, 
with hundreds of thousands of people slaughtered and 
millions fleeing the country in fear of their lives.

The migration across state boundaries is another 
source of ethnic differentiation. The American descen-
dants of formerly enslaved Africans are witnesses to 
the largest coercive labor migration in world history. In 
contrast, today, there are Indians, Bangladeshis, Egyp-
tians, and Palestinians seeking better lives in the oil 
sheikhdoms around the Persian Gulf, Mexican and Ca-
ribbean migrant workers moving to the United States, 
and Turkish and North African migrants relocating to 
Europe. Two scholars refer to the contemporary world 
as living through an “Age of Migration” comparable in 
scale to that of the late nineteenth and early twentieth 
centuries.6

The later chapters of this book will focus on twelve 
states to illustrate the detailed working of the political 
process and how governments are structured to address 
the challenges they face. All twelve of these nations 
still include a significant ethnic or racial minority. For 
example, recent migration has made such previously  
homogeneous states as Britain, France, Japan, and  
Germany more multiethnic. Other countries, such as 
the United States, have long been multiethnic and have 
become even more so. India and Nigeria were multicul-
tural regions that took on national form with coloniza-
tion and decolonization. Russia reflects the diversity of 
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historical empire building. Moreover, globalization and 
migration seem destined to increase the diversity of 
many societies worldwide.

Language
Another challenge in building community may be lan-
guage differences. Language can be a source of identity 
that may overlap with ethnicity. There are approxi-
mately 5,000 different languages in use in the world 
today, and a much smaller number of language fami-
lies. Most of these languages are spoken by relatively 
small tribal groups in the developing world. Only 200 
languages have a million or more speakers, and only 8 
may be classified as world languages.

English is the most truly international language. 
Close to one-third of the world’s population lives  
in countries in which English is one of the official lan-
guages. Other international languages include Spanish, 
Arabic, Russian, Portuguese, French, and German. The 
language with the largest number of speakers, though 
in several varieties, is Chinese (with well over a bil-
lion speakers). The major languages with the greatest 
international spread are those of the former colonial 
powers—Great Britain, France, Spain, and Portugal.

Linguistic divisions can create particularly thorny 
political problems. Political systems can choose to ig-
nore racial, ethnic, or religious differences among their 
citizens, but it is more difficult to function using several 
languages. Linguistic conflicts typically show up in con-
troversies over educational policies, or over language 
use in the government. Occasionally, language regula-
tion is more intrusive, as in Quebec, where English-
only street signs are prohibited and large corporations 
are required to conduct their business in French.

Religious Differences and 
Fundamentalism
States also vary in their religious characteristics. 
In some—such as Israel, the Irish Republic, and 
Pakistan—religion is a basis of national identity for 
most of the population. Iran is a theocratic regime, in 
which religious authorities govern and religious law 
is part of the country’s legal code. In other societies, 
such as Poland under communism, religion can be a 
rallying point for political movements. In many Latin 
American countries, the clergy have embraced a lib-
eration theology that fosters advocacy of the poor and 
criticism of government brutality.

Globalization Takes Many Forms
German universities now have a diverse student body drawn from around the world.
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Christianity in its various forms is the largest 
and most widely spread religion in the world today. 
Roughly one-third of the world’s population belongs 
to the Christian Church, which is divided into three 
major groups—Roman Catholics, Protestants (of many  
denominations), and Orthodox (e.g., Greek and  
Russian). Catholics are dominant in Europe and  
Latin America; there is a more equal distribution  
of Catholics and Protestants elsewhere. While the 
traditional Protestant denominations have declined 
in North America in the last decades, three forms  
of Protestantism—fundamentalist, Pentecostal, and 
evangelical—have increased there, and also, especially, 
in Latin America and Asia. The Muslims are the sec-
ond largest religious group and the most rapidly grow-
ing religion. Between one-fourth and one-fifth of the 
world’s population is Muslim, and it is concentrated 
in Asia and Africa. Islam has become revitalized in  
Central Asia, and Muslims have been particularly suc-
cessful in missionary activities in sub-Saharan Africa.

Religion typically guides the social and political 
behavior of its supporters. This may lead one to be 
concerned about others, or become a source of intense 
disagreement with those who hold different beliefs. 
For instance, religious groups often battle over such 
issues as the rules of marriage and divorce, child rear-
ing, sexual morality, abortion, the emancipation of 
women, and the regulation of religious observances. 
Religious communities often take a special interest in 
educational policies in order to transmit their ideas 
and ethics. On such issues, religious groups may clash 
with one another as well as with more secular groups.

Religious fundamentalism has emerged in some 
form in all major faiths, often in reaction to social 
modernization. While each religion disagrees over 
the interpretation of its sacred texts and values, fun-
damentalists believe in the absolute truth of their re-
ligion in relation to others. Some want political life to 
be organized according to their sacred texts and doc-
trines. The rise of fundamentalism has affected the 
entire world. For example, India has frequent confron-
tations between Hindus and Muslims; Nigeria sees 
conflict between Muslims and Christians.

Too often, religious fundamentalists employ vio-
lence to assert their positions. These acts of terrorism 
are intended to stagger the imagination, frighten, and 
weaken the will. The September 11, 2001, jihadist at-
tacks on the World Trade Center and the Pentagon in-
volved not only suicide pilot–hijackers but also aircraft 

filled with volatile fuel and innocent passengers con-
verted into immense projectiles. These attacks were 
followed by jihadist assaults in Bali, Madrid, London, 
Riyadh, and other cities. Many nations worldwide now 
face the challenge of dealing with international terror-
ism by religious and other extremists.

Fostering Economic 
Development

Explain the processes and challenges of economic 
development, giving specific examples from various 
countries.

The nation of Bhutan has a national goal to develop  
its level of Gross National Happiness (GNH). The 
Bhutanese idea is to measure social progress in terms  
of the quality of life in more holistic and psychological 
terms than the standard measures of economic well-
being. Its Buddhist religious heritage has led to govern-
ment programs and research to increase the happiness 
of the society, even though it is a low-income nation.

Bhutan is very unusual; people in most political 
systems want their government to foster social and 
economic development. Thus, economic and social 
development are important state goals. Economic de-
velopment implies that people can enjoy new resources 
and opportunities, and that parents can expect their 
children to do at least as well as themselves. Many 
people expect government to improve their living  
conditions through economic growth, providing  
jobs, and raising income standards. The success  
of governments—both democratic and autocratic—is 
often measured in economic terms.

In affluent, advanced industrial societies, contem-
porary living standards provide for basic social needs 
(and much more) for most of the public. Indeed, the 
current political challenges in these nations often focus 
on problems resulting from the economic successes of 
the past, such as protecting environmental quality or 
managing the consequences of growth. New challenges 
to social welfare policies are emerging from the medi-
cal and social security costs of aging populations. For 
most of the world, however, substantial basic economic 
needs still exist, and governments focus on improving 
the socioeconomic conditions of the nation.

Over the past two to three decades, economic 
growth has transformed living conditions in many 
nations more than in any similar period in the past. 

1.3
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The United Nations Development Program (UNDP) 
combines measures of economic well-being, life  
expectancy, and educational achievement into its  
Human Development Index (HDI).7 The HDI shows 
dramatic improvements in life conditions in many 
regions of the world over the past three decades (see 
Figure 1.1). East Asia and South Asia have made sub-
stantial improvements since 1980. For instance, in 
1975, South Korea and Taiwan had a standard of living 
close to many poor African nations, and they are now 
affluent societies. Even more striking is the change in 
the two largest nations in the world. China improved  
from a low HDI in 1975 (the same as Botswana or 
Swaziland) to a level that is close to Russia or Brazil by 
2012; India followed a similar upward trajectory. These 
statistics represent improved living conditions for  
billions of people. Living conditions in sub-Saharan  
Africa have also recently begun to improve. Although 
severe economic problems remain, this development 

trend is improving the living conditions of hundreds 
of millions of people, freeing them from absolute hun-
ger and poverty, and providing the resources so their 
lives can improve in other ways.

The process of economic development typically 
follows a common course. One element is a trans-
formation of the structure of the labor force from an 
agrarian to an industrial and then an advanced indus-
trial economy. The five advanced industrial countries 
in this book all have agricultural employment of less 
than 10 percent of the labor force. Poor countries, in 
contrast, often have more than two-thirds of their la-
bor forces employed in agriculture. In addition, eco-
nomic development is typically linked to urbanization 
as peasants leave their farms and move to the cities. 
In nations undergoing rapid economic development, 
such as China, urban migration creates new opportu-
nities for the workers but also new economic and so-
cial policy challenges for the governments.

Construction in China
With the Chinese government encouraging economic growth and foreign investment, the Shanghai skyline is now a mix of 
high-rises and construction cranes.
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Figure 1.2 presents the wide gap in living stan-
dards that still exists across the hundred largest na-
tions in the world, and shows how levels of affluence 
affect basic social conditions. The horizontal axis in 
the figure aligns nations in terms of the gross national 
income (GNI) per capita, which is a measure of na-
tional affluence. The vertical axis displays average 
number of years of education for the population that is 
over fifteen years of age. The twelve core nations dis-
cussed in this book are highlighted in red.

Two things are obvious. Perhaps the most strik-
ing feature of this figure is the wide gap in living 
standards that still exists across nations worldwide, 
including eleven of the nations in this book. The level 
of affluence per capita is about twenty times higher in 
the Western advanced industrial democracies than in 
Nigeria.8 Second, affluence is strongly related to the 
educational levels of a nation’s people. The fit between 

education and income is so strong that the United  
Nations combines these two items (and other statis-
tics) to define the HDI.

Income levels and education are also related to 
other measures of social development. The countries 
with the fewest literate citizens also have the fewest 
radios and television sets—even though these devices 
do not require literacy. Economic development is also 
associated with better nutrition and medical care. In 
the economically advanced countries, fewer children 
die in infancy, the impact of disease is limited, and 
the resources exist to improve the quality of life in 
many ways. Improvements in living conditions have 
substantially increased life expectancy in many low-
income nations, such as Mexico and China. However, 
the average life expectancy of a Nigerian is less than 
fifty years, it is sixty-three years for an Indian, and 
over eighty years for a Japanese. Material productivity, 

F igure 1 .1
Changes in Human Development Index by Region
Source: United Nations Development Program, Human Development Report 2013 (New York: United Nations, 2013).
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education, exposure to communications media, and 
longer and healthier lives are closely interconnected.

Thus, low-income nations face the urgent issues 
of economic development: how to improve the im-
mediate welfare of their citizens yet also invest for the 
future. Political leaders and celebrities, such as Bono 
and Angelina Jolie, have mobilized public awareness 
that these differences in living conditions are a global 
concern—for those living in the developing world, for 
the affluent nations and their citizens, and for inter-
national organizations such as the United Nations and 
the World Bank.

Problems of Economic Development
While economic development can be a partial solution 
to many of a country’s needs, it can also create new 
challenges. Health, income, and opportunity are rarely 
evenly distributed within nations, and the unequal 

distribution of resources and opportunities can stimu-
late political conflict. A high national income may con-
ceal significant poverty and lack of opportunities in 
some sectors of society. A high rate of national growth 
may benefit only particular regions or social groups, 
ignoring other parts of the population. Parts of the “in-
ner cities” of the United States, the older parts of Delhi 
and Kolkata in India, remote and landlocked parts of 
many African states, many rural areas in China, and 
the arid northeast of Brazil all suffer from poverty and 
hopelessness, while other parts of these countries expe-
rience growth and improved welfare. Moreover, rapid 
economic development may increase such inequalities.

Generally speaking, economic development 
improves the equality of income, at least past a cer-
tain stage of economic growth. Wealthy nations like 
Japan, Germany, and France have relatively more 
egalitarian income distributions than middle- or low-
income countries. Still, the wealthiest 10 percent in 
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National Affluence and Schooling
�Economic development improves the resources and opportunities of the public as seen in rising education levels.
Source: World Bank Indicators for 2011. Gross National Income is per capita based on purchasing power parity; years of schooling is for the 
population over age fifteen. Figure is based on 150 largest nations by population for which data are available.
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Japan receive about the same total income as the poorest  
40 percent receive. This is a large gap in life conditions 
between the rich and poor, but the gap is even wider in 
less affluent nations. In Mexico, a middle-income coun-
try, the ratio is closer to three to one; in Brazil it is more 
than five to one. The United States has higher inequal-
ity than Japan and the countries of Western Europe, but 
lower than most other countries. In Russia and other 
postcommunist societies, the development of new capi-
talist markets generated new income inequalities. Re-
search suggests that a nation’s political characteristics 
make a difference. India has consciously worked to nar-
row inequality, while inequality in China has steadily 
increased.

Various policies can mitigate the hardships eco-
nomic inequality causes in developing societies. If 

there is equality of opportunity and high social mo-
bility, inequality may decline over time and may not 
seem so oppressive to younger generations. Invest-
ments in education can also lessen inequality. Taiwan 
and South Korea show how land reforms equalized 
opportunity early in the developmental process. In-
vestment in primary and secondary education, in 
agricultural inputs and rural infrastructure (princi-
pally roads and water), and in labor-intensive indus-
tries produced remarkable results for several decades. 
Thus, some growth policies mitigate inequalities, but 
it can be very difficult to put them into practice, espe-
cially where substantial inequalities already exist.

Another correlate of development is population 
growth. As health care improves, living standards 
increase, life expectancies lengthen, and popula-
tions grow. This is a positive development because 
it represents improved living conditions for these 
people, but rapid population growth also can pose 
new policy challenges. Some projections estimate 
that the world’s population will increase to 7 bil-
lion by 2015, and poorer countries will see a more 
rapid rate of growth. In 2005, Hania Zlotnik of the 
United Nations (UN) population division estimated 
that “out of every 100 persons added to the [world’s] 
population in the coming decade, 97 will live in de-
veloping countries.”9 Rapid economic growth in the 
developing world can create significant burdens for 
these nations.

These prospects have produced a development 
literature that mixes both light and heat. Economist 
Amartya Sen warns of a “danger that in the confronta-
tion between apocalyptic pessimism on one hand, and 
a dismissive smugness, on the other, a genuine under-
standing of the nature of the population problem may 
be lost.”10 He points out that one of the first effects of 
“modernization” is to increase the population rapidly 
as new sanitation measures and modern pharmaceu-
ticals reduce the death rate. As an economy develops, 
however, changing conditions tend to reduce fertility. 
With improved education (particularly of women), 
health, and welfare, the advantages of lower fertility 
become clear, and population growth rates decline.

Today, the native populations are decreasing in 
many affluent European nations because fertility rates 
are below levels necessary to sustain a constant popu-
lation size. This pattern also seems to be occurring in 
parts of the developing world. Thus, annual popula-
tion growth in the world has declined over the last two 
decades. The rate of population growth in India, for 

Poverty in Third World Countries
Poverty in Third World countries is illustrated by this 
scene of a back street in Kolkata, India, where the poor 
make their  beds in the streets. Similar scenes, though on 
a lesser scale, are to be encountered in modern American 
cities, where homeless people sleep on the sidewalks and 
in doorways.
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example, was 2.2 percent in the 1970s and has since 
declined. Latin America peaked at a higher rate and 
then came down sharply. Sub-Saharan Africa contin-
ues to experience relatively high birth rates.11

Economic growth can have other social costs. 
For instance, advanced industrial societies are deal-
ing with the environmental costs of industrial devel-
opment and a consumer society. Despoiled forests, 
depleted soils and fisheries, polluted air and water, 
nuclear waste, and endangered species now bur-
den their legislative dockets. With increasing in-
dustrialization and urbanization in the developing 
world, many of these environmental problems could 
worsen. At the same time, some environmental prob-
lems are even more acute in less developed countries, 
where population growth and urbanization create 
shortages of clean air, clean water, and adequate sani-
tation.12 And economic growth in a world based on 
a carbon economy has raised the new issue of global 

climate change that will impact the planet as a whole. 
Thus, economic development generally improves the 
living conditions of the public, but in the process, 
it produces new policy problems that governments 
must address.

Fostering Democracy, 
Human Rights, and Civil 
Liberties

Describe the characteristics of representative 
democracy and the connections between 
economic development and democratization.

Another major force transforming contemporary 
political systems is the democratization process, 
which includes the enhancement of human rights 

1.4

Environmental Challenges
The world’s increasing energy use is causing serious environmental challenges. The burning of fossil fuels—such as coal, oil, 
and gas—pollutes our air, water, and atmosphere, whereas nuclear power plants, such as this one in Northern Bohemia, pose 
the risk of nuclear radiation.
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and the expansion of freedom. Democracy is the 
form of government to which most contemporary 
countries, more or less sincerely and successfully, 
aspire. A democracy, briefly defined, is a political 
system in which citizens enjoy a number of basic 
civil and political rights, and in which their most 
important political leaders are elected in free and 
fair elections and are accountable under a rule of 
law. Democracy literally means “government by the 
people.”

In large political systems, such as contemporary 
states, democracy is achieved primarily through a pro-
cess of citizen representation. Elections, competitive 
political parties, and representative assemblies make 
some degree of democracy—some degree of “govern-
ment by the people”—possible. Representative democ-
racy is not complete or ideal. But the more citizens are 
involved and the more influential their choices, the 
more democratic the system.

In contrast, authoritarian political systems 
lack one or several of democracy’s defining features.  
Authoritarian states can take several forms (see 
Chapter 6). In oligarchies, literally “rule by the few,” 
a small political elite withholds political rights from 
the majority of the population. South 
Africa until the abolition of apartheid in 
the early 1990s is a good example. Other 
authoritarian states, such as China or 
Zimbabwe, are party, military, or per-
sonal dictatorships. Totalitarian sys-
tems—such as Nazi Germany, the Soviet 
Union under Joseph Stalin, or North 
Korea today—are systems in which the 
government constricts the rights and 
privacy of its citizens in a particularly 
severe and intrusive manner.

As societies become more complex, 
richer, and more technologically ad-
vanced, the probability of public involve-
ment and democratization increases. In 
the first half of the twentieth century, 
most Western states became democracies. 
After World War II, a second democratic 
wave—which lasted from 1943 until the 
early 1960s—saw both newly indepen-
dent states (such as India and Nigeria) 
and defeated authoritarian powers (such 
as Germany and Japan) set up the formal 
institutions of democracy.13

Another round of democratic transitions began 
in 1974, involving Southern Europe, East Asia, Latin 
America, and a number of African states—the so-called 
“Third Wave” of democratization.14 The most dramatic 
changes came in Central and Eastern Europe, where, 
in a few short years, the Soviet empire collapsed, and 
these countries rapidly converted to democracy; many 
joined the European Union. Similarly, much of Latin 
America has shifted from dictatorships (often military) 
to democracy. The end of the apartheid regime in South 
Africa was equally dramatic. Most recently, the Arab 
Spring has produced regime change in several North 
African nations, but the ultimate outcomes of these 
popular revolutions is still uncertain.

As a result of these three democratization waves, 
democracy has become a common goal of the global 
community (see Figure 1.3). In the 1970s, only a third 
of the world’s independent countries had competitive 
party and electoral systems. Communist governments, 
other single-party governments, and other authoritar-
ian regimes dominated the landscape. By 2013, almost 
two-thirds of states had a system of electoral democracy, 
and human rights and liberties were similarly spread-
ing to more of the world’s population.15 The number of 

F igure 1 .3
Growth in Free Governments over Time   
The Free World has been growing.
Source: Freedom House, Freedom in the World 2013 (www.freedomhouse.org).  
The figure displays the percentages for all states.
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F igure 1 .4
National Affluence and Democratic Development   
Affluence increases the likelihood that a nation will have a more democratic political system, but this is not a  
perfect relationship.
Source: World Bank Indicators for 2011. Gross national income is per capita based on purchasing power parity; based on 150 largest nations by 
population for which data are available.
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democracies has been stable over the past decade, with 
advances balanced by some backward movements.

This democratization process is broadly linked to 
the social modernization of nations.16 Economic de-
velopment transforms societies in ways that typically 
encourage democratization by creating autonomous 
political groups that demand political influence, ex-
panding the political skills of the citizenry, and creat-
ing economic complexity that encourages systems of 
self-governance. Social modernization also transforms 
the political values and political culture of the public, 
which increases demands for a more participatory sys-
tem (see Chapter 3). New democracies are much more 
likely to endure when founded in economically devel-
oped societies. Yet democracy typically does not come 
about overnight or as an immediate reaction to chang-
ing social conditions. It often takes time to establish 

the conditions fostering democracy, create democratic 
institutions, and educate the public to comply with the 
rules of the democratic process.

Figure 1.4 illustrates the relationship between a na-
tion’s level of social modernization (the gross national 
income per capita on the horizontal axis) and the de-
velopment of democracy (the World Bank’s voice and 
accountability index on the vertical axis).17 These two 
traits are strongly related. The figure shows that it can 
be especially difficult to consolidate democracy in less 
economically developed societies. In some developing 
nations, democratic processes fail to produce stable in-
stitutions and effective public policies and eventually 
give way to some form of authoritarianism. In Nigeria, 
for example, military coups overthrew democratically 
elected (but badly flawed) governments in 1966 and 
again in 1983, and redemocratization did not happen 
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until 1999. Even today, democracy in Nigeria is limited. 
Nigeria is by no means unique. Transition can move in 
either direction, toward or away from democracy. Of-
ten the entrenched political class uses coercion or the 
threat of force to maintain their political control. For 
example, China has made major economic advances 
in recent years, but the regime limits those factors that 
might press for democratization and the expansion of 
citizen rights. And Russia has regressed democratically  
under Vladimir Putin’s leadership. At the same time,  
India has been the counterexample by embracing de-
mocracy since gaining independence. So the relation-
ship between social modernization and democracy is 
strong, but not total.

Democratization is also an ongoing process. Even 
when states adopt democratic institutions, there is no 
guarantee that they will grant human rights and civil 
liberties to all their people. In addition, the definition 
of appropriate rights and liberties evolves. Democracies 
have to balance between respecting the will of the major-
ity and protecting the rights of the minority. Even when 
political rulers sincerely try to promote human rights 
and civil liberties (which is by no means always the case), 
they do not always agree on the nature of those rights.

A good example of the spread of rights and 
liberties—and cultural differences in the definition 
of rights—involves gender issues. Governments in 
Western industrial societies favor gender policies that 
guarantee equal access for women in society, the work-
place, and politics. The UN and other international 
organizations are advocates of women’s rights. But 
gender norms often vary across cultural zones. The 

UN’s statistics indicate that many developing nations 
hesitate to grant equal rights to women, restricting 
their education and their involvement in the economy 
and politics.18 Restrictions on women’s rights are often 
stark in many Arab states, where they clash with social 
norms and religious beliefs. Ironically, improving the 
status of women is one of the most productive ways to 
develop a nation politically and economically (see Box 
1.1), for example, by improving educational and health 
standards and stabilizing birth rates. In short, expand-
ing human rights is an ongoing process in the world 
today, and there is much room for further progress.

The Contribution of 
Globalization

Discuss the positive and negative effects of 
globalization.

Most social scientists agree that the globalization pro-
cess is affecting both socioeconomic and political 
development—but they disagree on whether the con-
sequences are positive or negative.19 Discussions of 
globalization typically focus on the economic side. In-
ternational trade of goods and services has increased, 
which has created massive investments in the economic 
infrastructure of developing nations. Product pro-
duction shifts to where costs are lowest or production 
is most efficient. For example, Levi’s jeans sold in the 
United States have been made in over a dozen different 

1.5

If a poor nation could do one thing to stimulate its 
development, what should it do? Opening the fif-
tieth session of the United Nations Commission on 
the Status of Women in 2006, UN Deputy Secretary-
General Louise Fréchette said the international com-
munity finally comprehends that empowering women 
and girls around the globe is the most effective tool 
for a country’s development. She stated that studies 
have repeatedly shown that by giving women equal 
education and work opportunities, and access to a 
society’s decision-making processes, a country can 

boost its economic productivity, reduce infant and 
maternal mortality rates, and improve the general 
population’s nutrition and health. These results are 
achieved because women’s education and participa-
tion in the labor force increase family output, increase 
the likelihood that children will be better educated 
and benefit from health care, improve nutrition in the 
family, and better the quality of life for women and 
their families.

Source: UN News Centre, February 27, 2006.

Women and Political Development

B o x  

1.1
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nations in recent years, with only a single factory left in 
the United States. Products made in China may have 
been designed in California and use raw materials from 
Australia, memory chips from South Korea, and design 
elements patented in Europe. Then these products are 
shipped to a global customer base.

Some experts stress the positive economic ef-
fects of globalization. Globalization lowers the prices 
of many products, which benefits consumers in the 
nations that buy products from this international net-
work. Access to new goods also expands choices. The 
production nations benefit from foreign direct invest-
ment and increased employment for their citizens. 
Indeed, the appeal of working in a factory for better 
wages is a magnet that draws millions to urban areas 
in developing nations. Consequently, a country’s par-
ticipation in the global economy is positively related 
to its levels of economic and democratic development.

At the same time, other experts point to the nega-
tive effects of globalization. Outsourcing and the loss 
of jobs hurt individuals, who often face unemploy-
ment as a result. A global economy exerts downward 
pressures on salaries in those parts of the economy 
that are part of the international system. There are re-
peated examples of companies exploiting workers in 
developing nations with sweatshop-like conditions.

Most discussions of globalization focus on its eco-
nomic aspects, but it has important social and political 
effects as well.20 Globalization promotes the diffusion 
of international norms as societies interact more and 
become more interdependent. For instance, greater 

participation in international trade and investment gen-
erates pressures to lessen economic corruption in devel-
oping nations. Globalization also appears to benefit the 
social and economic status of women, who gain rights 
and responsibilities that come from a developing na-
tion’s participation in international commerce and the 
social norms and equal rights values of the international 
system. Globalization has mixed effects, but in overall 
terms, it has positive benefits on the global economy 
and the spread of human rights, and those countries that 
shield themselves from fair trade generally suffer.

What Governments Do
List five ways in which a government can help its citizens.

A recent libertarian science fiction book begins with 
the scenario of a group of travelers landing at an air-
port after a long overseas flight. As they disembark 
from the plane, they notice that there are no police 
checking passports, no customs officers scanning bag-
gage, and no officials applying immigration rules.21 
They have landed in a society without government, 
and the puzzle is what having no government would 
mean for the citizenry. The answer is: a great deal (see 
Box 1.2). As philosophers have pointed out, there are 
many reasons why people create governments and 
prefer to live under such a social order—in part be-
cause governments are important vehicles for address-
ing the challenges that face these societies.

1.6

Paul Light surveyed 450 historians and political scien-
tists to assess the U.S. government’s greatest achieve-
ments in the second half of the twentieth century. Their 
top ten list is as follows:

	 •	 Help rebuild Europe after World War II
	 •	 Expand the right to vote for minorities
	 •	 Promote equal access to public accommodations
	 •	 Reduce disease
	 •	 Reduce workplace discrimination
	 •	 Ensure safe food and drinking water
	 •	 Strengthen the nation’s highway system
	 •	 Increase older Americans’ access to health care

	 •	 Reduce the federal deficit
	 •	 Promote financial security in retirement

Several of these policy areas will be discussed in Chap-
ter 7, but note that the first of these accomplishments 
had to do with the country’s external environment: re-
building Europe after World War II. Other achievements 
include important public goods (safe water, highways), 
as well as promoting fairness and building a social 
safety net.

Source: Paul Light, Government’s Greatest Achievements of the 
Past Half-Century (Washington, DC: Brookings Institution, 2000) 
(www.brookings.edu/comm/reformwatch/rw02.pdf).

U.S. Government’s Top Ten List

B o x  

1.2

www.brookings.edu/comm/reformwatch/rw02.pdf
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Community and Nation Building
As noted earlier, one of the first purposes of govern-
ments is to create and maintain a community in which 
people can feel safe and comfortable. Governments 
can help generate such communities in many differ-
ent ways—for example, by teaching a common lan-
guage, instilling common norms and values, creating 
common national myths and symbols, and support-
ing a national identity. However, sometimes such ac-
tions create controversy because there is disagreement 
about these norms and values.

Nation-building activities help instill common 
worldviews, values, and expectations. Using a concept 
discussed more in Chapter 3, governments  can help 
create a shared political culture. The political culture 
defines the public’s expectations about the political pro-
cess and its role within the process. The more the po-
litical culture is shared, the easier it is to live in peaceful 
coexistence and engage in activities for mutual gain.

Security and Order
Many experts claim that only strong governments 
can make society safe for their inhabitants; providing 
security and law and order is one of the most essen-
tial tasks of government. Externally, security means 
protecting from attacks against the country. Armies, 
navies, and air forces typically perform this function. 
Internally, security means protecting against theft 
and violence by members of one’s own society. In 
most societies, providing this protection is the police’s 
function.

Providing security and order is a critical func-
tion of modern governments. While governments 
worldwide have privatized many of the services they 
once performed—for example, those involving post 
offices, railroads, and telecommunications—few, if 
any, have privatized their defense forces or police. 
This shows that security is one of the most essential 
roles of government. The jihadist terrorist attacks in 
New York City and Washington, D.C., on September 
11, 2001, and subsequent attacks in London, Madrid, 
and elsewhere underscore the importance of security.

Protecting Rights
Thomas Jefferson reflected a larger reality when he 
wrote about the importance of “life, liberty and the pur-
suit of happiness” in the Declaration of Independence. 

A prime goal of government is to protect social and po-
litical rights, such as freedom of speech and association, 
and protection against various forms of discrimination 
and harassment. Governments also play a key role in 
protecting the rights of religious, racial, and other social 
groups. Human development stresses the expansion of 
these rights and liberties, and governments play a key 
role in this process.

John Locke, an early political theorist, considered 
property rights to be another critical factor in devel-
oping a prosperous and lawful community. Without 
effective protection of property rights, people will not 
invest their goods or energies in productive processes. 
If you were an entrepreneur, would you invest your 
time in growing a business or expanding a farm if you 
didn’t believe you were safe from someone (or the gov-
ernment) claiming the fruits of your labors? Unless 
property rights exist and contracts can be enforced, 
people will be hesitant to trade and invest. Anything 
beyond a subsistence economy requires effective 
property rights and contracts.

Many analysts argue that one of the most re-
strictive limitations on economic development in the 
Third World is the government’s inability (or unwill-
ingness) to guarantee such rights. Peasant families in 
many societies have lived for generations on a plot of 
land but cannot claim ownership, which erodes their 
incentive and opportunity to invest in the future.

Promoting Economic Efficiency  
and Growth
Economists have long debated the government’s po-
tential role in promoting economic development. 
Neoclassical economics shows that markets are effi-
cient when property rights are protected, when com-
petition is rigorous, and when information is freely 
available. When these conditions do not hold, how-
ever, markets may fail and the economy may suffer.22

Governments are especially important in providing 
public goods, such as clean air, a national defense, or 
disease prevention. Public goods mean that if one per-
son enjoys them, they cannot be withheld from other 
members of the public. Consider clean air. In general 
terms, it is impossible to provide one person with clean 
air without also giving it to his or her neighbors. More-
over, my enjoyment of clean air does not mean that my 
neighbors have any less of it. Analysts often claim that 
because public goods are shared, and thus cannot be 
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produced by individual action, only government can 
provide the right quantity of them.

Governments can also address the problems that 
arise when an economic activity has consequences 
that are not borne by the producer or the user. For 
instance, a company may produce environmental 
pollution if it ignores the environmental impact of 
its production methods. Polluting factories, waste 
dumps, prisons, and major highways can impose large 
costs on those who live near them. Governments can 
help protect people from such consequences or ensure 
that burdens are fairly shared.

Governments can also promote fair competition 
in economic markets. For example, governments can 
ensure that businesses follow minimum standards of 
worker protection and product liability. In other cases, 
the government may control potentially monopolis-
tic companies to ensure that they do not abuse their 
market power. This happened in the nineteenth cen-
tury with railroad monopolies, and more currently 
with technology monopolies such as Microsoft and  
Google. In these cases, the government acts as the  
policeman to prevent the economically powerful from 
unfairly exploiting their power.

Social Justice
Many people argue that governments should promote 
social justice by redistributing wealth and other re-
sources among citizens, and that a just distribution of 
resources is necessary for effective citizenship and a 
prosperous economy.23 In many countries, the distribu-
tion of income and property is highly uneven, and this  
is particularly troubling when there is little upward  
mobility or when inequalities tend to grow over time.

Government can redistribute resources from the 
better-off to the poor to lessen inequality and maxi-
mize a society’s potential. Many private individuals, 
religious and charitable organizations, and founda-
tions also do much to help the poor, but they generally 
do not have the capacity to tax the wealthy or expand 
social and educational programs to help the disadvan-
taged. Governments do, at least under some circum-
stances. Many tax and welfare policies redistribute 
income, although the degree of redistribution is often 
hotly disputed (see Chapter 7).

Some experts argue that governments should 
attempt to equalize the conditions of all citizens. 
Others prefer governments to redistribute enough 

to equalize opportunities, and then let individuals 
be responsible for their own fortunes. Yet people in 
most nations agree that governments should provide 
a social safety net and give their citizens opportuni-
ties to reach certain minimum standards of living.

Protecting the Weak
Governments should protect individuals and groups 
that are not able to speak for themselves. Groups such 
as the disabled, the very young, or future generations 
cannot effectively protect their own interests. Govern-
ments can protect future generations by, for example, 
preventing them from being saddled with economic 
debts or environmental degradation. In recent decades, 
governments have become much more involved in 
protecting groups that are politically weak or disen-
franchised, such as children, the old, and the infirm or 
disabled, as well as nonhumans—from whales and birds 
to trees and other parts of our natural environment.

When Does Government 
Become the Problem?

List five ways in which a government can harm  
or hinder its citizens.

Governments serve many political functions, yet their in-
tervention is not always welcomed or beneficial. When 
and how government intervention is necessary and de-
sirable are disputed issues in modern politics. During 
the twentieth century, the role of governments expanded 
enormously in most nations. At the same time, criticisms 
of many government policies have persisted and some-
times intensified. Such debate is directed at virtually all 
government activities, especially the economic role of 
government. Anarchism and libertarianism are two 
political and philosophical traditions that are critical of 
the role of modern governments. But they differ in their 
main concerns. Libertarians see the greatest problem of 
government as its encroachment on individual freedoms, 
whereas anarchists are concerned primarily with the 
threats that governments pose to social communities.

Destruction of Community
Some critics of government argue that it destroys 
natural communities. Government, they hold, implies 
power and inequality among human beings. Those 

1.7
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who have power are corrupted, and those without it 
are degraded and alienated. For example, the philoso-
pher Jean-Jacques Rousseau claimed that only people 
unfettered by government can form bonds that allow 
them to develop their full human potential. By im-
posing an order based on coercion, hierarchy, and the 
threat of force, governments destroy natural commu-
nities. The stronger government becomes, the greater 
the inequalities of power. Such arguments stimulated 
criticism of communism as limiting the potential and 
freedom of its citizens. Others argue that strong gov-
ernments create a “client society,” in which people 
learn to be subservient to authorities and to rely on 
governments to meet their needs.

Violations of Basic Rights
Just as governments can help establish many essential 
rights, they can also use their powers to violate these 
rights in the most serious manner. The potential abuses 
of government power illustrate a dilemma that troubled 
James Madison and other founders of the American 
Revolution: the challenge of creating a government 
strong enough to govern effectively but not so strong 
that it could destroy the rights of its citizens. They un-
derstood the irony that to protect individuals from each 
other, societies can create a government that has even 
more power to coerce the individual. Libertarians are 
especially concerned about the abuses and violations of 
basic freedoms that large governments may thus enable.

During the twentieth century, some governments 
violated basic human rights on a massive scale. Millions 
lost their lives to political persecution. Such horrors hap-
pened not only in Nazi extermination camps and dur-
ing Stalin’s Great Terror in the Soviet Union but also on 
a huge scale in China, Cambodia, and Rwanda. In other 
instances, governments stripped minority groups of their 
basic civil and human rights. Some governments did 
learn that with great power comes great responsibility.

Economic Inefficiency
Governments can help economies flourish, but they 
also can distort and restrict a state’s economic potential. 
President Robert Mugabe, for instance, has destroyed 
the economy of Zimbabwe, which was once Africa’s 
most prosperous state. Similar examples exist in many 
struggling economies. Economic problems may arise 

even if government officials do not actively abuse their 
power. Government regulation of the economy may 
distort the terms of trade and lower people’s incentives 
to produce. Further inefficiencies may arise when gov-
ernments actually own or manage important economic 
enterprises. This is particularly likely if the government 
holds a monopoly on an important good, since mo-
nopolies generally cause goods to be undersupplied and 
overpriced. Moreover, government industries may be 
especially prone to inefficiency and complacency com-
pared to private firms. Such experiences have caused 
citizens in both developing and advanced industrial 
economies to worry about the potential negative eco-
nomic effects of government policy.

Government for Private Gain
Society also may suffer if government officials 
make decisions to benefit themselves personally, or 
select policies to get themselves reelected regard-
less of whether those policies are best for the soci-
ety. For instance, a local mayor plans an economic 
development project that will benefit his friends or 
supporters who own suitable land or who will sup-
ply contracts for the project. In another example, a 
government might enact a particularistic policy to 
advance its reelection, even though it recognizes the 
negative effects on the country as a whole. Such ac-
tions can impose large costs on society because poli-
cies are chosen for the private benefits they produce 
rather than for their social efficiency and because 
groups may expend great resources to control these 
spoils of government. These policies may turn into 
outright corruption when influence is traded for 
money or other advantage (see Box 1.3).

This kind of political exploitation is a particularly 
serious problem in poor societies. Holding political of-
fice is often an effective way to enrich oneself when po-
litical watchdogs such as courts and mass media are too 
weak to constrain government officials. Besides, many 
developing societies do not have strong social norms 
against using government for private gain. On the con-
trary, people often expect those in government to use 
their power to benefit themselves, their families, and 
their neighbors. Even in many advanced democratic 
societies, public officeholders are expected to appoint 
their supporters to ambassadorships and other public 
posts, although civil service rules may constrain such 
appointments. The temptations of office holding are 
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great. Despite legal rules, press scrutiny, and citizen 
concerns, few governments anywhere finish their terms 
of office untainted by some corruption scandal. In Lord 
Acton’s famous words, “Power tends to corrupt, and ab-
solute power corrupts absolutely.”

Vested Interests and Inertia
Government-created private gains are difficult to 
change or abolish once they have been established, be-
cause some people enjoy government jobs, contracts, 
or other favors. The larger the government and the 
more attractive the benefits it provides, the more likely 
it is that such vested interests will resist change (unless 
change means even larger benefits). Therefore, any 
government will foster officeholders and beneficiaries 
with an interest in maintaining or enlarging the gov-
ernment itself. Such groups may become a powerful 
force in favor of the status quo.

This situation makes it difficult to change gov-
ernment policies or make them more efficient. Once 
established, agencies and policies often live on far be-
yond their usefulness. For example, when the Spanish 
Armada threatened to invade England in 1588, the 
government established a military observation post 
at Land’s End in southwest England. This observa-
tion post remained in place for four centuries! In the 
United States, the Rural Electrification Administra-
tion was created in 1935 to bring electricity to rural 
America. Although the country had long been elec-
trified by then, the agency persisted for almost sixty 
years until it was finally merged into the Rural Utili-
ties Service in 1994.

Such interests are particularly likely in political sys-
tems that are constructed to limit rapid political change. 
While the checks and balances in political systems such 
as in the United States are designed to safeguard indi-
vidual rights, they may also protect the privileges of 
vested interests. Yet even political systems that contain 
far fewer such checks may exhibit an excess of political 
inertia. Britain is an excellent example. Until recently, 
the House of Lords represented the social groups that 
dominated British society before the Industrial Revolu-
tion more than 200 years ago (noblemen, bishops, and 
judges). Only in the last few years has Britain begun re-
forming the House of Lords to eliminate features that 
reflect Britain’s feudal and preindustrial past.

Looking Forward
The last several decades have been a period of tre-
mendous social, economic, and political change in the 
world. Economic development, improved living stan-
dards, the spread of human rights, and democratiza-
tion have improved the life chances and life conditions 
of billions of individuals. In most of the world, the 
average child born today can look forward to a lon-
ger, better, and freer life than his or her parents—espe-
cially if that child is a girl.

At the same time, continuing social, economic, 
and political problems remain. Progress in one area 
can create new opportunities, but also new problems 
in another area. Economic development, for example, 
can sometimes stimulate ethnic strife and destabilize 
political institutions. Economic development can also 

What happens if politicians use their power in their 
own self-interest or to benefit individuals or groups that 
support them? One small example is the governor of 
an oil-producing region in Nigeria. Governor Diepreye 
Alamieyeseigha embezzled tens of millions of U.S. dol-
lars in public funds and acquired real estate all over the 
world. Unfortunately for him, the London police found 
more than $1 million in cash at his home there. Dressed 
in drag, he escaped back to Nigeria. To his surprise, 
his state legislature impeached him, and in 2007, 

Alamieyeseigha pleaded guilty to failing to declare his 
assets. He was sentenced to two years in prison but 
released the next day for time served. Then in March 
of 2013, his friend, the president, pardoned him. By 
some estimates, Africa loses up to a tenth of its national 
income to corruption that runs from the highest to the 
lowest levels of government and the economy.

Source: Adam Nossiter, “U.S. Embassy Criticizes Pardons in  
Nigerian Corruption Cases,” New York Times, March 15, 2013.

The Struggle Halting Corruption
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R evie    w  Q u estions     

■	 What are the main challenges that countries face 
in building a political community?

■	 What are the causes and consequences of eco-
nomic development?

■	 What are the causes and consequences of 
democratization?

■	 How does globalization contribute to economic 
development and democratization?

■	 What are the potential positive and negative out-
comes of government activity?
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authoritarian
democracy
democratization
ethnicity

globalization
gross national income 

(GNI)
human rights

nation
oligarchy
political culture
public goods

religious fundamentalism
socioeconomic 

modernization
totalitarian systems

disrupt social life. And the process of development has 
been uneven across and within nations. Many basic 
human needs still remain in too short supply.24

Even in the affluent democracies, as one set of 
policy issues is addressed, new issues come to the 
fore. Western democracies struggle to address issues 
of environmental quality, changing lifestyles, and the 
challenges of globalization. A more affluent and better-
informed citizenry may also be less inclined to trust 
political parties, interest groups, parliaments, and po-
litical executives. Success in meeting these old and new 

challenges can improve the living conditions for the 
world’s populations, decrease international conflict, and 
come closer to meeting the ideals of humankind.

Governments and politics have played a large role in 
human societies of the past. Some of their policies have 
greatly improved the quality of life of their citizens, while 
others have been disasters. Yet one way or another, gov-
ernments and their activities are central to our political 
futures. Our goal in this book is to examine the ways in 
which citizens, policymakers, and governments address 
the policy challenges that face them today.



16 Comparing approaches, methodologies
and methods. Some concluding remarks

Donatella della Porta and Michael Keating

Surveying the differences in approaches

As mentioned in the Introduction, this volume is a plea against the construc-
tion of impenetrable barriers be tween approaches. We believe that social
science knowledge is a collective enterprise, built using various techniques,
methodologies and methods.

Social science research is made from different tasks and different moments
– from the selection of a problem for analysis, through the development of
proper theories and concepts, to the choice of cases and units of analysis, data
collection and data analysis. Although each research project has to give serious
consideration to each of these tasks, single pieces of research usually privilege
some of them. Some are more oriented towards the development of new con-
cepts; some explicitly aim at theorization; some are field-oriented, producing
new data; some use sophisticated techniques for data analysis; and some are
geared to normative questions.

Even very good pieces of research are usually remembered because they
gave a particularly original contribution to one (or a couple) of these tasks.
Some contributions are often cited because of the systematization of new con-
cepts (for example, Charles Tilly’s concept of a repertoire of collective action),
others because they put forward a new theory about a macro-phenomenon
(such as Barrington Moore Jr’s work on the origins of democracy). Some
pieces of research are considered as particularly valuable because of the col-
lection of new databases (for example in values surveys or electoral studies),
while others use existing databases but aim at developing new instruments of
data analysis.

Subdisciplines differ in their attention to the different steps of research.
Political and social theorists reflect a great deal on concept development and

316



deductive theorization, and methodologists stress the importance of data col-
lection and data analysis. Even if American influence since the 1950s has had
a homogenizing impact on sociology and political science, there is still some
truth in the stereotypical vision of greater attention to empirical investigation
in the Anglo-Saxon culture and to theory-building on the European conti-
nent. At the national level, such relatively young disciplines as sociology
and political science still reflect the impact of the different disciplines that
 nurtured them: for example, philosophy in Italy versus law in France for polit-
ical science (Favre 1985; Morlino 1989). Beyond the path-dependency from
the past, the disciplinary proximity to other ‘sister’ disciplines also helps
explain the ways in which some scholars developed general preferences.
Methodological individualism is a basis for theorizing through modelling
closely resembling economics. Attention to institutions and culture (see,
respectively, Steinmo’s and Keating’s chapters) is more influenced by histori-
cal approaches. The epistemological assumption about the need to ‘under-
stand the world in order to change it’ – as French political scientist Pierre Favre
(2005) put it – finds support among normative theorists but also from admin-
istrative scientists, who are usually more interested in the policy (or political)
relevance of the social sciences. Qualitative scholars usually give more atten-
tion to conceptualization in the form of the development of ‘systematized
concepts’, while quantitativists focus their concerns on operationalization
(that is, the choice of indicators) (Adcock and Collier 2001).

This also means that each good research project is indebted to the work of
other scholars. We refer to other people’s theories; borrow concepts that are
developed (either inductively or deductively) by others; make use of previous
debates on problems and solutions in data collection; apply techniques of
analysis that have long histories of trial and error. Each piece of research
usually only marginally improves on issues of theoretical clarity and empiri-
cal knowledge.

In sum, social science is a collective endeavour in which various skills and a
large amount of communication between scholars are needed. This is not as
obvious a statement as it seems. Method-driven research has the merit of
improving methodological reflections, but it is far from producing reciprocal
understanding among scholars using different methods. Scholars more expli -
citly concerned with methods (‘method-conscious’) often tend to radical and
misleading criticism of their opponents. So on the one hand, ‘interpretivist’
approaches are depicted as unscientific subjective narratives, while, on the
other, ‘positivist’ approaches are dismissed as illusionary mimicry of natural
sciences. There is a recurrent tendency to present simplistic interpretations of
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the classical authors (Van Langenhove 2007). Occasionally, such misrepresen-
tation is deliberate. More often, it stems from ignorance about the develop-
ment of the other branch, its sophistication and its success in overcoming its
own earlier shortcomings. Even the word ‘theory’ is used in different ways. For
some, it means modelling social behaviour with a view to scientific explana-
tion and prediction. For others, it refers to normative reflection, with its origins
in philosophy and the humanities. ‘Critical theory’, in turn, is pitted against
both.

With this volume we would like, instead, to facilitate communication and
to overcome stereotypes through a respect for the plurality of approaches in
the social sciences. Pluralism emerges first of all from the combination of
chapters, with an attempt to cover the various steps of research according to
different epistemological approaches. In this endeavour, as mentioned, we
have been helped by the participation of scholars who work within different
perspectives and who present ‘from within’ their experiences with approaches
and methods. Second, during the writing of this volume (as in other social
enterprises), a social capital of reciprocal trust has been activated facilitating
the development, if not of complete agreement, at least of a mutual under-
standing of the concerns and challenges coming from other approaches. In the
various processes of redrafting, the chapters started to talk more to each other.

The contributions in our volume are far from disproving the existence of
cleavages in the understanding of the logic and practice of the social sciences.
Important differences are visible in the tensions between the desire for gener-
alization and the acknowledgement of complexity. Héritier is as explicit in the
preference for the construction of (possibly) law-like statements as Kratochwil
is in warning against the illusion of them. Even in the narrative style,
Kratochwil’s presentation of ‘what constructivism is (and is not)’ privileges a
philosophical criticism of an ontological vision of reality as (more or less)
easily captured by social science knowledge. It does not deny that the purpose
of social science is understanding, but it conceptualizes the logic (and limits)
of explanation proper to social sciences as different from the dominant one in
some natural sciences. A similar diversity in the conception of the purpose of
social science is visible if we contrast the logic of modelling in game theory as
presented in Chwaszcza’s chapter with an understanding of individual behav-
iour as based upon a search for recognition in Pizzorno’s sociological analy-
sis. If a recognition of the role of human agency is present in both approaches,
the assumptions about what motivates people (as well as about how much
these motivations should be subject to empirical scrutiny) differ widely. The
conception of science as being neutral rather than normatively oriented also
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represents, as Bauböck stresses in his chapter a relevant difference in social
science thinking and practices.

Different nuances are visible in how scholars working within different tra-
ditions address the steps in the construction of a research design. Whereas
both Kratochwil and Mair recognize how crucial is the task of conceptualiza-
tion, the former defines concepts as necessary filters between the world and
our knowledge of it, recognizing their normative load (a point also made by
Bauböck), while the latter is less interested in where the concepts originate and
more focused on the construction of a common vocabulary that would make
knowledge cumulative. In the development of the explanatory models that
will guide empirical research, the very conception of causality shifts, between
the (parsimonious) focus on relations between variables presented by Héritier
and the historically dense process tracing used by Vennesson. In these different
emphases, what is at stake is also the recognition of the understanding of
specific (sometimes defined as ‘single-N’) events as a legitimate object for the
social sciences, and whether descriptive analysis should always be hierarch -
ically subordinate to causal inference. A similar difference in emphasis is
visible in the way in which Schmitter and della Porta address the issues of case
selection and, especially, ‘casing’ (that is, how cases should be conceptualized).
More confident in generalization, Schmitter suggests increasing the number
of cases, whenever possible, and especially ‘substitut[ing] variables for proper
names’. By contrast, della Porta defends the traditional distinction between
comparison by variables and comparison by cases, considering the different
(legitimate) assumptions that accompany the two strategies. Finally, with
regard to contrasting methods, the chapters by Franklin on quantitative tech-
niques and by Bray on qualitative ones make clear the differences, not only in
how to treat empirical evidence, but also in how to conceive fieldwork and
how it relates with theorizing.

Although these differences persist, we also noticed potential for dialogue
between approaches and methodologies. Mair and Kratochwil both consider
conceptualization as a basic step in research and theory; the chapters on game
theory and recognition theory both emphasize individual motivations; causal
analysis and case studies both develop process tracing as a methodological
tool; Schmitter and della Porta agree on the legitimacy of starting and stop-
ping at different moments on the ‘research clock’; Franklin and Bray both
stress the relevance of method-conscious work.

We can also identify meeting-points among the various approaches,
even where they are not complementary across the board. Chwaszcza takes
us through rational choice and game theory and ends up pointing to the
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importance of institutions, thus linking to the concerns of Steinmo and
Héritier. Bray, looking at the perceptions and motivations of individuals in
context, helps to open up Héritier’s ‘black box’, although Héritier herself is
more informed by rational choice assumptions. Keating brings in culture and
values as a factor in motivation, helping to answer questions that rational
choice and game theory do not themselves address – that is, why people want
to do certain things. Venesson and Héritier both cover ‘process tracing’ as a
way of connecting events and constructing causal links. Bauböck shows how
normative questions arise in the course of empirical research and, while some
social scientists insist that they should be excluded, shows how they can be
incorporated into research design. It is often at these meeting-points between
theories and approaches that the most interesting and challenging work in
social science is done.

Where do we go and how?

An important issue remains. Is it possible to recognize all of the above
differences and still believe in the possibility of a cumulative enterprise that
makes use of the different approaches; or is the aim of a peaceful co-existence
based upon a sort of ‘pillarization’ the only realistic one? One possibility, as
Bauböck suggests, is to regard social science as cumulative, but not in a linear
manner. Methodological triangulation may provide another way forward (see
della Porta and Keating, ch. 2). Some scholars still consider a sort of  meth -
odological monism as healthier, regretting the attacks of general theorists and
qualitative methodologists (from ethnographers to historical sociologists)
against ‘positivism’ (Goldthorpe 2000: 5). In this perspective, different views
are considered as incompatible and third ways that appeal to pluralism as mis-
leading rhetoric (ibid., especially ch. 4). It often depends on whether we are
inclined to see scientific discoveries as dependent upon an ordered and well-
structured process, or a contingent ‘mess’ (Law 2004); as the result of a search
for ‘the one true theory about the universe’, or the acknowledgement that ‘our
preserved theories on the world fit together so snugly less because we have
found out how the world is than because we have tailored each to the other’
(Hacking 1992: 3).

To address these questions, it is useful to reflect on some trends that inten-
sify the separation between exponents of different approaches and methods,
but also on others that counter it. One is the growing methodological
 sophistication within each approach, requiring more and more investment in
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learning the basic technical skills, together with the growth of theories and
empirical knowledge in every field. Professional knowledge increases expo-
nentially, with the effect of requiring a degree of specialization. As political sci-
entists and sociologists would acknowledge, were they to reflect on their own
profession as a social system, politics (or power games) then serve to freeze the
resulting ‘social cleavages’. We have already mentioned some trends towards
professionalization, with journals, associations, summer schools and special-
ized departments. All this creates many avenues for the consolidation of each
approach, but less space for cross-fertilization among them. Conflict dynam-
ics strengthen these ‘identities’ in the competition for scarce resources, and
methodological debates escalate into holy wars within and between depart-
ments, journals and professional associations. The stereotyping of the ‘other’
leads to its stigmatization and, sometimes, to what criminologists call ‘sec-
ondary deviance’. If specialization reduces the capacity to understand each
other’s work, conflictual dynamics reduce even the interest in communicating.

Fortunately, this dark image depicts only part of the debate in the social
 sciences, since there are some countertendencies that push towards cross-
 fertilization. Europeanization as well as the set of phenomena that go under
the label of ‘cultural globalization’ have facilitated transnational communica-
tion, with some cross-border intellectual curiosity. This is particularly true in
the European Union where, although academic power is still nationally struc-
tured, occasions for international encounters have increased at all stages of an
academic career. Even sceptics would admit that new technologies have
changed our conception of spaces. Whether or not globalization represents a
new social reality or just a new understanding of old ones, it challenges
acquired knowledge and the capacity of existing categories such as states or
social classes (to cite just two concepts critical in political science and  soci -
ology). This calls for a convergence of efforts from different disciplines to
reflect on the challenge to the welfare state in the face of demographic changes,
the problems of representative democracies in dealing with the growing power
of economic corporations, or the difficulties of the nation-states in address-
ing new configurations of power at multiple levels. Finally, per amore o per
forza, these new challenges – to which problem-oriented scholars are espe-
cially sensitive – have pushed towards more cross-national research, often
under the sponsorship of international organizations, thus providing occa-
sions for interaction and communication.

The combination of different methods (especially qualitative and quantita-
tive) in order to increase the validity and overcome the biases of each approach
has been dismissed as naïve, given ‘the different and incommensurate
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 ontological and epistemological assumptions associated with various theories
and methods’ (Blaikie 1991: 115). It is true that mere eclecticism is a mistake
and that accumulating evidence based on very different epistemological
assumptions does not increase confidence in results. Yet, as we emphasized
earlier (Chapter 2), there is scope for synthesis, triangulation, multiple per-
spectives and cross-fertilization. To return to the questions we raised there
and in the Introduction (Chapter 1), different methods can be equally valid,
depending on the question we are asking. So what is needed in order to ‘bridge
the  quantitative–qualitative divide’ (Tarrow 2004) is a recognition of the rele-
vance of such different questions, for example structural impacts and indi-
vidual perceptions of them, or continuities and changes. James Mahoney and
Gary Goertz (2006) similarly acknowledge the legitimacy of two main
approaches to explanation: the qualitative one – that is, searching for expla-
nation of certain outcomes in individual cases (a ‘causes-of-effects’ approach
to explanation) – and the quantitative one, looking for the general effects of
various causes (an ‘effects-of-causes’ approach to explanation). From this
main difference, others derive. The scope of generalization is limited (some-
times even just to the analysed cases) in the first approach, and as broad as pos-
sible in the second one. A deterministic logic, with its search for necessary
causes and concern with lack of fit, features in the first approach, and a prob-
abilistic one in the second. Social sciences, as we have emphasized, may have
many goals. Rather than committing themselves to one methodology as a
matter of principle or dogma, we believe that social scientists should choose
an approach, a methodology and specific methods appropriate to the ques-
tions they are asking.
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The Domestic Sources of Multilateral
Preferences: Varieties of Capitalism in the

European Community

Orfeo Fioretos

6.1 Introduction

The Treaty on European Union (TEU) of December 1991 is considered by
many as causing the most extensive abdication of national sovereignty
in modern times. Popularly known as the Maastricht Treaty, it created
the European Union (EU) by adding two new 'pillars' to the existing
architecture in the form of a common foreign and security policy and
greater cooperation in justice and home affairs. However, the decision to
include these areas formally as part of a European Union did less in terms
of adding competencies than 'formaliz[ing] the status quo ante, since . . .
the two new pillars built on established circles of intergovernmental
cooperation' (Wallace 1996: 56). Instead, it was agreements affecting the
organization's economic architecture—formally labeled the European
Community and known as 'Pillar 1' after Maastricht—that placed
limits upon the economic autonomy of member-states and that signaled
a new era of economic cooperation. This gave some observers the impe-
tus to declare that the Treaty had 'the potential to change the EC beyond
recognition by the end of the century,' and to call the new organization
a 'superstate.'1 These characterizations of unity, however, mask crucial
and consequential differences in member-states' interests in the Treaty,

I thank the participants in the Varieties of Capitalism workshop at the Wissenschafts-
zentrum Berlin (June 1997) and Nick Ziegler for helpful suggestions, and in particular Steve
Casper, Priya Joshi, David Soskice, and the matchless Peter Hall for additional and exten-
sive feedback.

1 This chapter focuses on events leading up to the Maastricht agreement and empha-
sizes the first pillar of the European Union and thus primarily uses the designation
'European Community.' It employs the label EU when discussing the organization in
general and for events after November 1993 when the EU formally began to operate. The
quotations are from the Journal of Commerce, 12 Dec. 1991: 1A, and the Houston Chronicle,
II Dec. 1991: 21.
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differences that were articulated in the extensive and acrimonious nego-
tiations preceding the agreement.

Explaining why—rather than how—individual member-states agreed
to the TEU, particularly their preferences over the shape of the first pillar
concerning economic cooperation, takes us away from the traditional
emphasis on intergovernmental bargaining in studies of European inte-
gration and leads us to consider more seriously the domestic bases for
a member's decisions. The EU is an organization where bargaining
among members tends to be positive-sum, frequent, and regularized, and
where time-horizons often are long, information extensive, sanctions
possible, and decision-rules set. In such an organization, the nature of
states' 'national preferences' thus becomes a key determinant in defining
the shape of common multilateral institutions (Moravcsik 1998). This
chapter argues that with the help of the varieties of capitalism frame-
work developed in this volume, two matters of importance to current
scholarship in International Relations (IR) can be explicated: first, why
two countries may have different preferences over the structure of the
same policy area in a multilateral organization; and second, why indi-
vidual member-states may adopt divergent preferences across issue areas
in that organization.

In studying national preferences we must avoid two common prob-
lems in the literatures of IR and European integration. We must resist
taking national preferences as given, because, as Robert Jervis reminds
us, 'by taking preferences as given we beg what may be the most impor-
tant question of how they were formed . . . [and draw] attention away
from areas that may contain much of the explanatory "action" in which
we are interested' (1988: 324-5). Moreover, we must avoid being overly
general in our definition of preferences. In studies of the EU, assessments
of states' positions are often confined to broad dichotomies, such as for
or against deeper integration. For example, while Germany is often iden-
tified as a vigorous champion of greater cooperation (Bulmer and
Patterson 1987), Britain is typically characterized as a reluctant supporter
of European integration (George 1990). However, such general state-
ments not only conceal the fact that the positions of the two countries
are reversed in some cases, but also mask the reality that countries indi-
vidually prefer different degrees of integration across issue areas. A
theory of national preference formation should not only explain how
preferences are formed, but also be able to account for cross-national
variations, as well as why varying preferences across issue areas are
internally consistent in the case of individual countries. Section 6.2 briefly
examines alternative IR explanations of state preferences.
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The central proposition advanced in this chapter may be stated simply:
the shape of multilateralism that an EC member espouses depends
primarily upon the potential or actual implications of the form of multi-
lateralism on the ability of that country to sustain the comparative insti-
tutional advantages provided by its specific variety of capitalism. If this
proposition holds, then we should observe patterns of national prefer-
ences that differ across market economies. Additionally, we should
observe that the variation in states' preferences across issue areas is
consistent with the internal logic of individual market economies. This
chapter tests that proposition by examining the variation in British and
German multilateral preferences during the Maastricht negotiations in
core economic areas. The two countries represent, respectively, a liberal
and a coordinated market economy and are described in section 6.3.

Sections 6.4 and 6.5 review the Treaty on European Union and discuss
the potential implications that multilateral institutions have for national
regulatory frameworks. Particular attention is given to how the struc-
tures of the British and German market economies shape their national
preferences over the structure of the TEU's provisions for common
European monetary, social, and industrial policies. The chapter concludes
with a discussion of a set of contemporary research topics at the inter-
section of comparative and international political economy.

6.2 Explanations of National Preferences

'[E]xplicit attention to preferences helps illuminate enduring issues in
international relations, both at the theoretical level and in empirical
applications/ writes Jeffrey A. Frieden (1999: 41). Andrew Moravcsik
adds that 'The first stage in explaining the outcome of an international
negotiation is to account for national preferences' (1998: 24). However,
despite the pivotal importance of accounting for the shape of states' pref-
erences, there is little consensus among scholars on what determines
national preferences over multilateral institutions. As a preamble to how
the varieties of capitalism framework can be used to explain the struc-
ture of states' multilateral preferences, a brief review follows of two alter-
native approaches that privilege either the international or the domestic
environment as the key determinant.

6.2.1 Realism and Institutionalism

Realism and institutionalism—two dominant IR theories—both treat
states as unitary actors and explain national preferences as a function of
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the anarchic nature of the international environment. While realism priv-
ileges the balance of power among states in explaining why one point
on the Pareto frontier—i.e. the universe of possible outcomes — triumphs
(Krasner 1991), institutionalism emphasizes the conditions under which
states reach the frontier itself.

Realism explains states' support for European integration as a func-
tion of their efforts to improve security and to enhance their relative posi-
tion vis-a-vis competitors in other economic regions such as East Asia
and North America. More specifically, it accounts for the timing of the
Maastricht Treaty in terms of western Europe's efforts to boost its secur-
ity as the Cold War was coming to an unexpected end, and it explains
the shape of the Treaty with reference to the balance of power within the
EC (Grieco 1995). According to this perspective, the content of the Treaty
reflected a compromise between the three most powerful member-states
—Germany, France, and Britain—with some side-payments made to
smaller states for their support of the Treaty. However, this account of
the TEU is not fully persuasive, since both the fact and content of the
Treaty had been planned before the Cold War's sudden demise. More
importantly, realism cannot explain why the preferences of the core
member-states—whose relative power within the EC is very similar—
varied significantly. The emphasis on states as unitary actors also makes
it difficult for realism to spell out why individual states' preferences
diverge across issue areas and why they favor different points on the
Pareto frontier.

While institutionalism—often termed functional regime theory—
shares realism's ontological core, it maintains that international institu-
tions can mitigate the effects of international anarchy and allow states to
focus on the absolute gains from multilateralism (see Baldwin 1993).
Institutionalism has paid particular attention to the importance of shared
and converging preferences among states in fostering cooperation.2 The
process of preference convergence is intensified by higher levels of
economic interdependence and by membership in international regimes
like the EC which constitute a set of 'principles, norms, rules, and deci-
sion-making procedures around which actor expectations converge in a
give issue-area' (Krasner 1983fl: 1). For institutionalism, then, the timing
and shape of the Maastricht Treaty was not so much a function of the
end of the Cold War, but a consequence of converging state preferences
caused by long-term membership in the same multilateral organization

2 The renaissance of European integration in the 1980s has been debated in such terms
(Keohane and Hoffmann 1991; Moravcsik 1991).
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and by higher levels of international economic exchange. However, like
realism, institutionalism's emphasis on the unitary nature of states and
the exogenous environment as the source of their preferences makes it
difficult to explain why states that are structurally similar and are
faced with cognate constraints adopt diverse preferences. For example,
institutionalism cannot explain why, as the Maastricht negotiations
demonstrated, the empirical record of the EC suggests a continuation—
and in some cases an intensification—in the divergence of member-states'
preferences over the structure, scope, and degree of European integra-
tion. Thus, while institutionalism may account for how the Pareto fron-
tier was constructed (i.e. which alternatives were possible), it can neither
explain the shape of that frontier (Moravcsik 1997: 543) nor why member-
states prefer some points along it more than others.

Institutionalism, then, like realism, cannot explain why a member-state
prefers a particular institutional make-up at the European level. The
emphasis on the fact rather than the form of multilateralism in these
theories is problematic considering that negotiations within the EC take
place exactly because member-states vary in their preferences over the
structure of common institutions. Thus, without a better understanding
of the process that determines national preferences, we are unlikely to
provide the 'explanatory action' that Jervis advises us to search for.

6.2.2 Domestic Explanations of National Preferences

In order to address the shortcomings of the systemic realist and institu-
tionalist accounts of international cooperation and to give greater clarity
to why states adopt particular economic policies and support inter-
national cooperation, scholars in recent years have created a renaissance
in the study of the domestic sources of international relations (e.g. Milner
1997; Moravcsik 1998). These theories have ascribed causal significance
to national political and economic variables in the analysis of inter-state
relations, and these theories have been deemed particularly important in
establishing the source of states' policy preferences and choices (e.g.
Keohane and Milner 1996; Gourevitch 1996). The focus on the process
that leads states to adopt specific preferences is both appropriate and
important since it 'is analytically prior to both realism and institution-
alism because it defines the conditions under which their assumptions
hold' (Moravcsik 1997: 516, emphasis omitted). It is exactly because the
prospects of successful multilateralism rest on the credibility of national
commitments to those institutions (Ruggie 1993; Cowhey 1993) that the
sources of national preferences deserve analytical emphasis.
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Among the more sophisticated versions of the domestic approach to
IR is the so-called societal school that has developed strong microfoun-
dations for explaining why interest groups (usually firms) have distinct
policy preferences and how governments aggregate these preferences
to arrive at a specific policy choice. The societal school operates with a
broadly pluralist model and suggests that 'the national interest will be
the sum of the preferences of different interest groups as weighted by
their access to policy-making institutions' (Milner 1992: 494). Conse-
quently, it has focused much of its research agenda on determining what
variables shape the preferences of interest groups. Particular emphasis
has been given to relative factor endowments (Rogowski 1989; Shafer
1994), and other material elements such as asset specificity (Frieden 1991)
and export orientation (Milner 1988) in deriving actors' preferences.
Changes in actors' preferences are typically explained with reference to
alterations in exogenous economic conditions.

Because of its methodological rigor, theoretical parsimony, and ability
to bridge international and comparative political economy, the societal
school has become one of the dominant approaches in studies of
economic policy-making. However, it has difficulties accounting for some
crucial variations across countries. Although recent contributions in this
tradition have given greater weight to how domestic political institutions
shape the interaction between governments and interest groups (Milner
1997), the approach has not devoted much attention to how national
economic institutions shape the institutional preferences of actors. Thus,
why actors of the same category (say firms with the same type of rela-
tive factor endowments) in different countries have divergent policy or
institutional preferences is not easily accounted for by this approach.
Rather, the societal approach assumes that economic agents like firms
that are, ceteris paribus, embedded in different national contexts will
adopt the same preferences. Hence, like the study of the firm in neoclas-
sical economics, this approach assumes that firms do not have 'discre-
tionary powers' or 'autonomous qualities/ and therefore, this approach
'militates against paying attention to firm differences as an important
variable affecting economic performance' (Nelson 1991: 197-9). The
claim that actors' preferences are exogenously determined also presents
a problem for the societal approach's claim of how interests are aggre-
gated. As Geoffrey Garrett and Peter Lange note, 'it is assumed that the
effects of internationally generated changes in the constellation of
domestic economic preferences will be quickly and faithfully reflected in
changes in policies and institutional arrangements within countries'
(1996: 49). Consequently, the societal approach cannot fully explain why
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two countries with similar material profiles and interest groups that
share their general policy preferences—such as, for or against monetary
cooperation—advocate very different institutional structures in, and
across, policy domains.

This chapter suggests that we can fruitfully supplement the societal
school with insights from the varieties of capitalism research agenda
outlined in this volume as a way of understanding how differences in
national economic institutions shape actors' preferences and political
outcomes in distinct, divergent, and predictable ways across countries.
It further suggests that by building on the strengths of the societal school
and by supplementing it with a more dynamic theory of what defines
economic actors' preferences from the varieties of capitalism literature,
we are in a stronger position than are the two approaches individually
when coming to terms with how domestic and international politics are
interlinked, as well as why governments promote specific institutional
configurations in multilateral settings.

6.3 Varieties of European Capitalism

The varieties of capitalism approach that informs this volume starts from
the premiss that countries exhibit distinct, historically determined,
national institutional equilibria that tie together a number of building
blocks (such as the industrial relations, financial, corporate governance,
and vocational training systems) in a coherent fashion that defines
particular and differentiated market economies (see also Zysman 1994;
Crouch and Streeck 1997b; Hollingsworth and Boyer 1997). It suggests
that institutional complementarities prevail between the constituent units
of a market economy—that is, the efficiency and returns on some build-
ing blocks depend upon, and frequently increase with, the presence of
others (Richardson 1990; Milgrom and Roberts 1992: 108-13). The sum
of the building blocks is thus greater than its parts, and shapes the
behavior of economic agents in ways that transcend the limits and possi-
bilities of an economy's constituent units. Since the manner in which the
institutional building blocks are integrated differs across countries,
agents have access to divergent comparative institutional advantages
and, therefore, their core capacities and product market strategies often
vary (Hall and Soskice, this volume; cf. Porter 1990).

Based on this holistic and relational understanding of advanced cap-
italism, the varieties approach makes important claims. For example, it
suggests that existing institutions significantly shape policy and institu-
tional preferences of economic actors, and that similar types of firms
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embedded in different market economies are likely to support divergent
policies and institutions. As such, and in contrast to the theoretical
traditions reviewed earlier, the varieties approach endogenizes agents'
preferences.

This has important consequences for how we study processes of insti-
tutional change and continuity. For example, the varieties approach
suggests that because the transformation of one market economy to
another is a very costly, long, and uncertain process (due to the difficul-
ties of achieving a new and stable institutional equilibrium) economic
agents have strong stakes in protecting existing structures. Some studies
have demonstrated that even in times of rapidly changing external
economic circumstances, economic agents do not seek to transform the
existing institutional equilibrium, but prefer to engage in marginal insti-
tutional reform for the purposes of adapting the existing market economy
to new circumstances (e.g. Hancke and Soskice 1996; Muller 1997;
Fioretos 1998; Thelen 2000). The varieties approach expects economic
agents' institutional preferences to be relatively inelastic, and institu-
tional change to be incremental and in accordance with the logic of the
existing institutional make-up (cf. Hall 1986; North 1990; Steinmo et al.
1992). A comparison of the structure and development of Britain's and
Germany's economic institutions bears these points out.

6.3.1 Britain and Germany

The manner in which economic coordination is structured differs signifi-
cantly in Britain and Germany, a fact that has important implications for
how economic agents in the two countries respond to changes in their
economic and institutional environments. Britain's liberal market econ-
omy (LME) is characterized by low levels of business coordination and
state intervention, and deregulated markets serve as the primary coord-
inating mechanism for economic activity. As a consequence, firms are
often unable to resolve collective action problems and are rarely in a posi-
tion jointly to provide basic supply-side goods that sustain vocational
training, R&D, and long-term finance. In contrast, Germany's coordinated
market economy (CME) is distinguished by extensive coordination
among firms that is facilitated by encompassing and overlapping busi-
ness associations. Whereas membership in business associations in Britain
is below 50 per cent in most sectors (Edwards et al. 1992: 21), 95 per cent
of German firms belong to the Federation of German Industry (von
Alemann 1989: 76). These associations have allowed German firms to
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overcome collective action problems and to secure long-term vocational
training, R&D, finance, and technology diffusion.

This fundamental difference, sustained by disparities in the legal archi-
tectures of the two countries, that mandates and provides incentives for
non-market coordination in Germany, has produced different institu-
tional equilibria with far-ranging consequences. For example, Britain has
struggled with a low-skill, low-wage equilibrium because a deregulated
labor market has produced an industrial-relations system that discour-
ages producers from making long-term investments in their employees
(Finegold and Soskice 1988). In contrast, Germany has relatively inflex-
ible labor markets that have produced a high-skill, high-wage equilib-
rium, where there are institutional incentives for employers to invest in
their employees' skills acquisition (Soskice 1994fr). Extensive deregula-
tion throughout the economy allows and sometimes forces firms in LMEs
to adjust rapidly and cut their operational costs. The relatively extensive
social and economic regulations in CMEs, on the other hand, encourage
firms to adjust in incremental ways and to overcome short-term costs by
emphasizing the long-term benefits of gradual product development. As
a consequence, producers in LMEs tend to be more sensitive to relative
costs than firms in CMEs who stress the importance of increasing the
quality of their products.

Because of the structural disparities in the two countries, producers
are provided with different institutional advantages that bias them
toward adopting distinct product market strategies. The conventional
picture of Germany as a country with strengths in advanced medium-
tech manufacturing, and Britain as one with a concentration in basic
manufacturing, is accurate (Matraves 1997). Unlike in Germany, where
the industrial-relations and financial systems emphasize long-term prod-
uct development and productivity growth (Streeck 1991), British pro-
ducers have predominantly emphasized short-term profits because of a
financial system that promotes rapid turnover and an industrial relations
system that encourages employers to adopt cost-cutting practices
(Rubery 1994).

While the institutional infrastructure of the German economy presents
competitive advantages in areas that benefit advanced manufacturing
(so-called specialized supplier and scale-intensive industries in Fig. 6.1)
and are characterized by incremental innovation patterns, differences in
the financial and innovation systems have allowed Britain to outpace
Germany in high-tech areas characterized by radical innovation patterns
(Soskice 1997). Not only did the British science-based sector show a



222 Orfeo Fioretos

FIG. 6.1 The revealed comparative advantage of British and German
manufacturing industry

Note: Revealed comparative advantage 'for a particular industry (or industry grouping) is
defined as the ratio of the share of the country's exports in that industry in its total manufac-
turing exports to the share of total exports by that industry (or industry grouping) in OECD
manufacturing exports.'

The industry classification is based on core factors that determine competitiveness, and is
divided into: resource-intensive (food, beverages, tobacco, leather, wood, paper products, petro-
leum-refining, cement, and clay); labor-intensive (textiles, apparel, footwear, furniture, non-
ferrous and fabricated metals, other manufacturing); scale-intensive (printing, industrial
chemicals, rubber and plastics, pottery and glass, iron and steel, shipbuilding, railroad equip-
ment, cars, and other transport); specialized supplier (non-electrical machinery excluding
computers, electrical machinery excluding telecommunications and semiconductors); and
science-based (pharmaceuticals, computers, telecommunications and semiconductors, aircraft,
scientific instruments, and other chemicals industries).

Source: OECD (1992: 158-9).
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strong and growing competitive advantage in the 1970-90 period (Fig.
6.1), but it was twice the size of its German equivalent and grew much
faster.3 While there has been great continuity in the British and German
industrial profile, changes in the external institutional environment of
the two countries due to deeper European integration challenge firms'
abilities to exploit the comparative institutional advantages of the re-
spective national models.

6.4 National Institutions and European Integration

How can the varieties approach, which is primarily designed to address
issues of economic performance and institutional change at the national
level, be used to give greater clarity to a state's preferences over the struc-
ture of multilateral institutions? The following pages suggest that atten-
tion to how common European regulatory frameworks affect the
institutional equilibrium of national market economies allows us to
uncover why interest groups and governments prefer particular forms
of European multilateralism.

Common regulatory frameworks on the European level present a chal-
lenge to member-states because EC regulations can both consolidate and
undermine national institutions through intergovernmental agreements
(Moravcsik 1998) or through spontaneous processes of up- and down-
ward regulation (Vogel 1995; Scharpf 1997b). Thus, for example, while
European agreements on low social standards may protect British inter-
ests in this area, it is often feared that it would undercut Germany's
ability to maintain higher standards. Because the potential benefits or
costs of institutional change at the national level as a result of EC agree-
ments may be high, domestic interest groups and governments pay
strong attention and invest great resources in influencing and antici-
pating the direction of common European regulations (Andersen and
Eliassen 1993). However, interest groups or governments are not neces-
sarily relegated to passive 'takers' in this environment, but have exten-
sive opportunities to voice their preferences.

From the vantage point of member-states, EC institutions can generate
three general effects on national regulatory structures. First, multilateral
institutions can lock in national regulatory regimes at the multilat-
eral level. The Single European Market (SEM) and Single European Act

3 In 1990, the science-based sector in Britain made up 9.12% of industrial production,
while the figure in Germany was 4.67%. In Britain the sector grew by 78.3% between 1976
and 1990, and in Germany by 39.4%. Calculations based on figures reported in OECD
(1997b).
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(SEA), for instance, have served to strengthen the liberal free-trade pol-
icies of EC member-states. Similarly, common minimum regulations in
the social and environmental areas prevent processes of competitive
deregulation from undermining core features of national frameworks.
Second, multilateral institutions may facilitate new institutional growth
trajectories at the domestic level that a country might have difficulties
achieving on its own. Many governments and business groups, for
example, support European-wide research programs in areas where
existing national institutions are unable to facilitate rapid advances in
the high-tech sector. I call this positive institution-building because the
basic purpose of supporting the multilateral institution is to supplement
national institutions with a common European-level institutional struc-
ture for the purposes of achieving goals that member-states are unable
to achieve on their own. Third, multilateral institutions may undermine
specific domestic institutional constructs that governments or producers
are dissatisfied with. Efforts by producers in some countries (e.g. large
firms in Germany) to undermine national antitrust and merger laws that
are more restrictive than those of the EU are an example of this scenario.
I call this negative institution-building since the objective is to undo and
reduce certain national institutional frameworks that are deemed detri-
mental to achieving the desired policy outcome.

In brief, the EC should not only be seen as an institutional constraint
on member-states, but also as an organization that presents opportuni-
ties for institutional reform that may be difficult to achieve on a purely
national scale. In that sense, joining national with European institutions
presents member-states with an opportunity to explore and achieve
novel institutional complementarities.

While many of the chapters in this volume demonstrate that signifi-
cant complementarities exist between the building blocks of national
market economies, this chapter focuses on national political processes
that lead member-states to adopt specific preferences over the structure
of the EC in order to achieve complementarities between their national
institutions and those at the European level. The rationale for this focus
is simple: since the form of European multilateralism may have long-
term implications for the structure of national economic institutions,
member-states should hold specific preferences over those EC structures
that may affect the institutional landscape at home. 'Selecting institu-
tions', as George Tsebelis notes, 'is the sophisticated equivalent of
selecting policies or selecting outcomes' (1990: 118).

As noted in the earlier discussion of alternative approaches to study-
ing preferences, the formation of a national preference—that is, the
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position that a country's government will promote at the EC level—is
a process that requires us to address a set of issues. Key political actors
and their preferences in applicable policy areas must be determined.4

How their often diverse preferences are aggregated into a 'national pref-
erence' is the next step, and for that purpose I use the structure of state-
society relations to ascertain the domestic balance of power (Katzenstein
1978&). Since the likelihood of realizing the national preference in the EC
depends on the distribution of preferences among other member-states
and the environment in which EC institutions are negotiated—in particu-
lar the nature of voting rules in the relevant issue area — attention must
also be given to the strategic environment that faces member-states
(Moravcsik 1998; Pollack 1996). Following a brief overview of the Maas-
tricht Treaty, I examine how these three factors shaped the British and
German institutional preferences in crucial policy areas of the Treaty.

6.4.1 The Maastricht Treaty

The Maastricht Treaty consisted of seven titles divided into nineteen
articles that partly amended previous treaties and partly added new
competencies to the organization. Additionally, seventeen 'Protocols'
were appended that added and expanded aspects of the Treaty, including
among other things, special 'opt-outs' for some member-states (most
notably for Britain and Denmark), protocols on social policy (No. 14),
economic and social cohesion (No. 15), the structure of the European
Central Bank (No. 3), and a timetable (No. 10) and criteria (No. 6) for an
economic and monetary union (EMU).5 Here, the focus falls on three core
policy areas that were subject to negotiations at Maastricht, namely, the
structure of EC monetary, social, and industrial policies.

Monetary Policy

Perhaps the most remarkable aspect of the Maastricht Treaty was the
decision to set a timetable, define the criteria, and establish the structure
for an EMU to begin in January 1999. If EMU was the most remarkable
achievement in Maastricht, it has also proven to be its most controver-
sial aspect. The Treaty provided for the introduction of a single currency
and the transfer of monetary authority from national branches to the

4 In the following, I make an assumption that interest groups and governments largely
share a commitment to maximizing the comparative institutional advantages of their
respective market economy. Elsewhere I explore the conditions under which such a situa-
tion does not hold (Fioretos 2000).

5 For detailed accounts of the Maastricht Treaty, see Church and Phinnemore (1994).
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European Central Bank (ECB). As such, it provided a blueprint for the
relinquishment of national policy autonomy in this area and the intro-
duction of a new supranational policy domain. The Treaty stipulated that
member-states consider their economic policies a matter of common
concern and that they meet strict economic requirements to qualify
for EMU.

EMU had remained an elusive goal to the member-states since the
1970s, and the text adopted in Maastricht was preceded by many alter-
native designs and proposals (Ungerer 1997). Despite the agreement in
Maastricht to form EMU, many of the twelve member-states were reluc-
tant to support it. While Germany and France were strong advocates,
others like Britain and Denmark were given opt-out (or better, opt-in)
clauses which allowed them to defer the decision on whether to join
EMU.

Social Policy

In the 1957 Treaty of Rome there was a small section devoted to employ-
ment and working conditions. However, it was not until after the SEA
was adopted in 1987 that a more extensive discussion about the com-
petence of the EC in this area took place and that the Community was
given explicit authority to work for the advancement of a dialogue
between management and labor and for the improvement of health and
safety in the workplace. With the enactment of the SEM the discussion
continued and was generally couched in terms that some member-states
might undermine the internal market by engaging in 'social dumping'
by maintaining low social standards. As a consequence, attempts were
made to introduce a 'social dimension' to the economic dimension that
was quickly emerging. The Social Charter of 1989 entailed provisions
concerning social security benefits, freedom of association, fair compen-
sation, and the dialogue between the labor market parties. The Charter
was accepted in December 1989 by all member-states except Britain.
Eventually, most of the Social Charter was appended to the Maastricht
agreement and was called the Social Protocol (rather than Chapter)
because of Britain's opt-out. Although this protocol does not entail any
far-reaching provisions that will seriously undermine national authority
in this domain—in fact, the Protocol states that 'the Community and
the Member States shall implement measures which take account of the
diverse forms of national practices' (Art. I)—it was subject to divisive
negotiations and was only signed by eleven of the twelve member-states
at the time.
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Industrial Policy

If EMU and the Social Protocol have proven to be the most debated, cele-
brated, and to some extent most controversial issues in the aftermath of
the Maastricht meeting, then the provision for a common industrial
policy is an area that has received much less attention since the agree-
ment. Before the Maastricht Treaty, the EC's industrial policy had
primarily been designed for market liberalization and the abolishment
of discriminatory subsidies (P. Nicolaides 1993), and nowhere could one
find a statement suggesting that the Community have an activist and
interventionist industrial policy. However, the debate surrounding
Article 130 of the Treaty, which was interpreted as potentially giving
the EC the authority to pursue an industrial policy, was very heated.
The Article establishes that '[t]he Community and the Member States
shall ensure that the conditions necessary for the competitiveness of the
Community's industry exist'; that '[t]he Commission may take any useful
initiative to promote . . . coordination [between Member States and the
Commission]'; and that the Council may design 'specific measures in
support of action taken in the Member States.' The Article was largely
the result of the demands by some member-states (France and Italy)
and industry groups for a more proactive European Commission with
the authority to initiate and sustain programs that would enhance the
competitiveness of European industry. This was primarily to be done
through programs that facilitated inter-company collaboration and large-
scale industrial projects on a precompetitive basis so that European
producers would be better positioned to meet the competition from non-
European manufacturers.

Although vague statements were made to the coordinating function of
the Commission, Article 130 is in fact very much of the same essence as
previous EC policies and has not been used to justify interventionist
practices in the spirit of national industrial policies that were common
during the 1970s or 1980s. Instead, the Article's general message—that
the pursuit of competitiveness should take place 'in accordance with a
system of open and competitive markets'—and its emphasis on creating
a favorable environment for business cooperation and development
remains the guiding principle of the EC's industrial policy. Nevertheless,
the heated debate prior to and during the Maastricht meeting clearly
revealed the great diversity in member-states' attitudes in this area.
While France espoused an interventionist form of industrial policy rem-
iniscent of its dirigiste tradition, Britain advocated a minimalist version
and at times objected to the idea of the Article, and Germany adopted a
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middle-of-the road position that corresponded relatively closely with the
final outcome. How do we explain the variation in these policy positions,
and the fact that Britain and Germany not only advocated different forms
of industrial policy, but also different designs for EC's social and mon-
etary components?

6.5 Unmasking Britain and Germany at Maastricht

The central hypothesis in this chapter states that the underlying deter-
minant of a country's preferences over the structure of multilateralism is
the composition of its market economy. If this is correct, then we should
observe that individual countries' preferences constitute a coherent and
internally consistent strategy across areas, and that there are distinct
differences between countries' multilateral choices if their market econ-
omies differ. This section examines this proposition in the British and
German cases in the context of the Maastricht agreement.

6.5.1 Britain

The common perception that Britain, under the Conservative govern-
ments of Margaret Thatcher and John Major, was persistently opposed to
increased European integration is a great exaggeration. A closer exam-
ination of British policy positions in various issue areas reveals that the
logic of its engagement in the EU does not reflect a general antipathy
to the EU, but rather a calculated policy informed by the economic and
institutional rationale of its national market economy. During the 1980s
Britain supported many institutional programs that could only be char-
acterized as entailing more integration and less national autonomy,
including a strong commitment to the full implementation of the SEM
and a highly centralized competition policy. While less interested in
deeper integration during the Maastricht negotiations, it is clear that
Britain's institutional preferences during those negotiations also reflected
its attempts to promote and protect key features of its liberal market
economy.

The structure of state-society relations in Britain gives the government
a relatively high degree of autonomy from societal pressures in formu-
lating its policy due to the considerable centralization in policy-making
and the low organizational capacity of interest groups (Katzenstein
I978b). During the Maastricht negotiations, Prime Minister Major's
domestic battles were therefore less with economic interest groups
and more directed at appeasing the disparate interests of domestic
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federalists, Euroskeptics (especially in his own party), and an electorate
which was bound to treat him harshly in the 1992 election if he was
perceived to have given up key national interests. While the demands of
these political constituencies constrained the availability of policy
options to the Conservative government, they did not compromise—but
rather reinforced — the government's objective of ensuring that the insti-
tutions of the EC would serve a complementary function to its economic
policy program at home.

Originating in the Thatcher government's commitment to market
deregulation and neo-liberalism, the Major government formulated a
policy which aimed at making Britain the 'Enterprise Centre of Europe'
by offering a business environment with highly deregulated labor and
financial markets (see HMSO 1996«). This setting, it was argued, would
provide the appropriate institutional infrastructure for British companies
to flourish in global markets and to attract foreign companies to Britain.
The SEM played a key role in achieving this objective. However, the
Maastricht Treaty was seen as a potential threat to the competitive advan-
tages offered by Britain's market economy because the structure and
development in key areas were to be determined by qualified majority
voting (QMV) and thus could potentially force Britain to implement EC
regulations that would undermine the institutional logic of its LME
(HMSO 1996b: 25). The Major government's strategy at Maastricht was
therefore primarily concerned with ensuring an EC that would not
undermine mechanisms that sustained and reinforced market coordina-
tion in Britain.

Monetary Policy

While Britain has cooperated on and off with the other member-states in
monetary affairs, it was adamant not to sign on to the criteria and
timetable for EMU during the Maastricht negotiations. After lengthy
negotiations, Britain managed to secure an opt-out from EMU, which
effectively gave it full autonomy in deciding if and when it wishes to
join the single currency area. While the Tory government's reluctance
to sign on to EMU to some extent was a function of its fear of antago-
nizing Euroskeptics within its own ranks, the decision also reflects a
larger institutional rationale associated with the LME.

The British market economy provides an institutional framework that
gives a competitive advantage to firms emphasizing relatively low-cost
production, and has therefore made British producers particularly
concerned with the potential effects of a fixed exchange-rate system.
Currency devaluation becomes a particularly important mechanism to
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restoring competitiveness in Britain since its LME lacks a coordinated
wage-determination system that can control labor costs (cf. Soskice
1996c), and provides a quick solution to restoring cost-competitiveness
should prices rise too quickly at home. Accordingly, the British were
more reluctant to give up national autonomy over the exchange rate than
countries that had alternative means for controlling wages or that
depended less on low labor costs for their competitive advantage. The
reluctance to commit to 'irrevocably' fixing its exchange rate within a
monetary union was expressed in its insistence on receiving an opt-out
from the three-stage plan to construct EMU. For similar reasons, if Britain
were to enter, it was concerned with entering with an exchange rate that
was competitive vis-a-vis its partners. This reasoning urged a delayed
decision as to when to enter the currency area.

Social Policy

The dependence of British manufacturers on a low-cost and deregulated
business environment gave the British government a strong incentive to
ensure that EC-level agreements did not impose high social regulations
that would undermine the rationale of its 'Enterprise Centre of Europe'
strategy. Economic coordination in Britain's LME is secured primarily
via the market mechanism and it is generally by maintaining that
mechanism—and the discipline it enforces on individual actors in a
deregulated setting—that superior levels of coordination are achieved.
Accordingly, the British were adamant in their opposition to EC regula-
tions that would erode the market incentives on which the competitive
advantage of the economy to a large extent is constructed. This logic
extended itself most pointedly to social policy. Extensive social regula-
tions were perceived to undercut the market incentives facing the work-
force since higher levels of social benefits tend to raise the reservation
wage, thereby raising labor costs for firms that, in many cases, depended
on relatively low labor costs for their competitive edge. During the
Maastricht negotiations, the Major government thus demanded a singu-
lar opt-out from the Treaty's Social Protocol. Upon securing the opt-out,
Prime Minister Major summarized the rationale for its strong opposition
to European-level legislation in this area: 'Europe can have the social
chapter. We shall have employment . . . Jacques Delors accuses us of
creating a paradise for foreign investors; I am happy to plead guilty'
(quoted in Leibfried and Pierson 1995: 49). The opt-out allowed the
government to retain a cost-competitive business environment at home,
as well as full access to EC's other programs without committing, as John
Major put it, 'a betrayal of our national interests' (quoted in Daily
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Telegraph, 19 Dec. 1991). While the importance Britain has paid to its opt-
out from the Social Chapter is only one example of its relationship to the
EC, it signifies the importance the country attaches to structuring that
relationship in a way that is consistent with its market economy. The
Social Protocol, explained one government official, 'is absolutely
anathema to freeing up labor markets . . . [and] it makes absolutely no
sense to import European-level labor market regulations to Britain/6

Today, the UK has the best of two worlds: free access to 370 million
consumers and low social costs/ were the words used by another offi-
cial when summarizing the rationale for the British position.7 Without
membership in the EC, the government reasoned, its ability to attract
foreign investment or even maintain domestic investments would have
been seriously jeopardized. However, membership in the EC had to be
on terms that did not erode the comparative institutional advantages of
Britain's market economy. The strategy thus became one of encouraging
foreign direct investment by maintaining a cost-competitive business
environment and being a member of the internal market. Opting out of
the Social Chapter was part of that strategy on both a rhetorical and prac-
tical level. This arrangement, as the government officials suggested, has
allowed Britain to deregulate its economy, attract the largest share of
incoming foreign direct investments in Europe, and exploit the consis-
tency of this policy in an effort to secure the comparative institutional
advantages of the LME.

Industrial Policy

Industrial policy arose as an issue during the Maastricht negotiations
primarily with regard to whether the European Commission should have
the authority to orchestrate an interventionist industrial policy. While the
French championed such a solution, Britain was strongly opposed to this
initiative. The varieties of capitalism framework suggests why it would.
Since the British economy secured superior performance largely by
enhancing the market mechanism, Commission-directed interventions
that provided firms with alternative market incentives were seen as a
source of likely distortions to economic coordination in the British
economy. Instead, in the general area of industrial policy, Britain wanted
to implement a more rigorous competition policy which in part would
contribute to undermining the multiple forms of cooperation found else-

6 Author's interview with Peter Burin, director of EU Internal, Trade Policy, and Europe
Directorates, Department of Trade and Industry, London, United Kingdom (19 June 1996).

7 Author's interview with Stephen Lillie, head of section, European Union Internal,
Foreign and Commonwealth Office, London, United Kingdom (25 June 1996).
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where in Europe (in particular in CMEs) often described as cartels.
Thus, the primary concern for the British was to extend the economic
area regulated by the EC in a fashion that would enhance the market
mechanism and provide British firms with an environment they were
accustomed to and that would ensure their competitive edge.8

At the center of the discussion concerning a European industrial policy
was how the EC could contribute to industrial competitiveness by sup-
porting large-scale European R&D programs. Although Britain would be
a net monetary beneficiary of some of these programs (George 1990:199),
the government paradoxically opposed most of these programs and
insisted that this area of Community activity be governed by unanimity
voting to ensure that Britain could influence the size and structure
of future R&D programs. Again, the varieties framework suggests an
answer to the government's and business community's reluctance to give
the Commission greater resources and authority in this area. The institu-
tional infrastructure for technology diffusion that exists in CMEs does not
exist in Britain, and as a consequence the results of these programs were
questioned (Buxton et al. 1994). Moreover, since British companies
were already doing comparatively well in the high-tech sector (Fig. 6.1)
that a common European industrial policy was to target, they might
potentially have been relative losers from these programs within the EU.

There was a strong logical coherence to Britain's preferences over the
structure of the Maastricht Treaty premissed on how common European
regulations would impact its LME. It was reluctant to support common
European monetary, social, and industrial policies for fear that they
would undermine the institutional foundation of the British market econ-
omy and the basis of its strategy to attract investments and promote
economic recovery. Its position at Maastricht was primarily an attempt
to prevent the introduction of negative institutional growth trajectories
at home, which could have eroded the basis of the LME's comparative
institutional advantages.9 'Mr. Major can . . . claim that the "Thatcher

8 The British government also objected to a common EU industrial policy because it
maintained that member-states would have greater recourse to engage in competitive
bidding for advanced and high-tech manufacturing (so-called 'subsidy auctions') by
enticing investors with direct monetary contributions. Since the government was
committed to minimizing public expenditures (most EU programs must be matched by
national funds), and since it did not have the administrative apparatus to implement such
programs in the early 1990s, the government feared that a common industrial policy within
the EU would jeopardize Britain's attraction for foreign investors who had chosen Britain
over other countries because of its competitive business environment (HMSO 1994: 84-6).

9 It should be noted that the support for multilateral institutions during the Maastricht
negotiations that would prevent negative institution-building at home has not been a
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Revolution" is safe from the encroachment of Brussels/ were the words
used by one observer when describing the British 'success' (Jenkins 1991:
1). The intensity of its preferences were not in doubt. Faced with the
potential reality that it would be outvoted under the Community's rules
of QMV, it insisted, in an unprecedented move and at considerable polit-
ical costs, on receiving opt-outs from participation in the Social Chapter
and EMU to ensure that the LME remained intact. For similar reasons,
Britain refused to accept QMV in the industrial policy area and insisted
on, and won approval for, unanimity voting in matters relating to
common R&D programs. This outcome gave John Major cause to claim
'Game, set, match for Britain' (Independent, 15 Dec. 1991: 14) and ensured
a strong endorsement in the House of Commons. The support of the
business community for his achievements was also unequivocal:
'The prime minister and his colleagues have achieved exactly what busi-
ness needs — an agreement on economic and monetary union which has
left the way open for UK participation in a single European currency,
steps to secure more even enforcement of Community legislation, and
no extension of Community powers that could threaten international
competitiveness/ concluded the director general of the Confederation of
British Industry (Financial Times, 12 Dec. 1991: 4).

6.5.2 Germany

In strong contrast to the common perception of Britain as a diffident
member of the EU, Germany is often described as its Musterknabe and a
firm supporter of extensive economic integration (Bulmer and Patterson
1987). However, if the view of Britain as always reluctant to increased
European integration is an exaggeration, then the claim that Germany is
always a champion of integration is no less an overstatement. While EU's
structure—including the emphasis on federalism and subsidiarity—is
more similar to the German system than to the British, this does not
necessarily mean that Germany is always supportive of deeper integra-
tion. Like Britain, Germany's institutional preferences within the EU are
closely linked to the implications of deeper integration for the structure
of its national market economy (cf. Anderson 1997).

The manner in which a German government ensures national support

persistent pattern in British policy. During the 1980s, Britain strongly espoused multilat-
eral institutions that would lock in a liberal trade and extensive competition policy through
the construction of new institutions. In both instances Britain's EU policy reflects the liberal
bias that has existed for decades in its economic policy and its precise multilateral insti-
tutional preferences have depended on how common European regulatory programs affect
the workings of its LME at home.
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for its policies differs in crucial respects from that of its British counter-
part. Because of high levels of party discipline in the Bundestag, German
governments have generally little reason to worry about ratifying an
international agreement in parliament. Instead, because of the decen-
tralized nature of the German state and the high organizational capacity
of economic interest groups, German governments must more actively
consider the input of key societal interests and ensure their support for
the implementation of policies (Katzenstein 1978b). As a consequence,
Chancellor Helmut Kohl worried less about partisan political differences
than his British counterpart during the Maastricht negotiations. Instead,
his attention was directed towards guaranteeing the endorsement of the
Bundesbank, and raising support from the national business and labor
communities (Moravcsik 1998: ch. 6). However, these domestic constitu-
encies posed relatively few constraints on the Kohl government during
the Maastricht negotiations since their general interests were also broadly
directed at ensuring that the Treaty did not erode key institutional
domains of the German economy.10

The Kohl government, with strong support from the national business
community, used the SEM and SEA as vehicles to secure the country's
dependence on the European market and to dampen the effects of price
competition from East Asia. These were important concerns because
the strength of national labor unions made it difficult to reformulate
Germany's industrial strategy to one that would focus on lowering costs.
The internal market also cut transaction costs in Europe and was met
with optimism because German firms' superior productivity was seen
as a sure way to enhance market shares in Europe. However, as the
SEM was being implemented, concerns grew regarding the potential
effects the internal market could have in Germany if a stronger European
social dimension and greater monetary cooperation were not achieved.
The potentially negative effects on the German political and econ-
omic landscapes of an EU without stronger protection of the country's
social regulations and its monetary regime—both core components of
Germany's social market economy—became defining features of the
Kohl government's approach to the Maastricht negotiations. A closer
examination of Germany's policy and institutional preferences during
the negotiations illustrates nicely not only the differences between Britain
and Germany, but also the logical coherence to the Germany policy and

10 If anything, the political opposition and the Bundesbank wanted the Kohl government
to insist on more detailed regulations on social and monetary policy. The general direction
and content of Kohl's policy, though, were not disputed (Beuter 1994).
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the crucial role institutional considerations played in the formulation of
its institutional preferences.

Monetary Policy

Germany's CME is centered around structures that maintain a great deal
of non-market coordination, and it has contributed to the develop-
ment of competitive advantages based on the capacity to sustain high
quality control, customization of products, and incremental innovation
in products and production processes. Fig. 6.1 showed the extent to
which this structure has made Germany particularly strong in special-
ized supplier and scale-intensive goods which characterize advanced
manufacturing. However, sustaining this kind of production system also
comes at a price; in particular, German products tend to be relatively
costly to manufacture. While cooperative arrangements at home make it
unlikely that producers are undercut in terms of the price of goods, they
are vulnerable to foreign competitors who may produce goods of similar
quality at lower cost. German producers, unions, and politicians were
particularly wary of the ability of other advanced European economies
to devalue their currencies and price German products out of competi-
tion in the SEM. The risks that other members of the EC would use deval-
uations to strengthen their competitiveness was, therefore, of particular
concern to Germany since it does not have recourse to the same option
because of constitutional and political constraints (protected in large part
by a fiercely independent Bundesbank). For this reason, EMU was par-
ticularly attractive to Germany—especially to manufacturers who domi-
nate the economy—because it would impose limits on the ability of
other European countries to undercut German competitiveness. More-
over, by fixing exchange rates within EMU, German producers calculated
that they would be able to rely on their relatively superior productivity
and the flexibility of their industrial-relations system to increase the
quality and competitiveness of their products and thus enlarge their mar-
ket shares.11 The government also reasoned that with institutional provi-
sions guaranteeing price and currency stability through EMU, Germany
would be able to maintain a domestic environment that encouraged
private investments and limited public spending (Waigel 1993).

While geopolitical concerns also played a role in the minds of Europe's
political leaders during the Maastricht negotiations, the varieties
approach aids in explaining both why Germany preferred a particular

11 Author's interview with Hans-Joachim Hafi, head of section, General Trade and
Industry, Federation of German Industry (BDI), Bonn, Germany (25 April 1996).
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shape to EMU and why it could pursue this policy confident of strong
domestic support. Germany's interest in EMU should not simply be seen
as a consequence of its historical commitment to a tight monetary policy.
Rather, it must be seen within a context that pays attention to the impli-
cations of European multilateralism for the institutional structure that
underpins its market economy. Key domestic political and economic
forces feared that this structure would be undermined in the absence
of a multilateral monetary arrangement like that agreed upon at
Maastricht.12

Social Policy

Germany is one of the strongest supporters of a 'social dimension' to
European economic integration. It is frequently thought that because
Germany has relatively high social standards and extensive labor market
regulations, it promotes upward harmonization of the Community's
social policy and that its support for the social dimension is premissed
on this logic. However, this is a misrepresentation of the German govern-
ment's objectives, as well as of the preferences of the business and labor
communities. There was a political logic behind the government's efforts
to broaden EC's social dimension during the Maastricht negotiations
because of the potential political costs that organized labor and the
electorate could impose on the government if it gave up the coveted
social program at home. The content of Germany's policy was premissed
on how an integrated Europe would affect Germany's CME. More
specifically, Germany supported the establishment of common minimum
social regulations (as opposed to harmonization). This preference was a
function of a set of interrelated considerations.

The major German concern was to prevent the introduction of
processes of competitive deregulation in Europe because of their poten-

12 Events following the Maastricht meeting also show the extent to which Germany's
position on EMU is shaped by the implications of non-EMU on its national market economy
and product markets. Despite enormous social costs of meeting the Maastricht convergence
criteria, Germany insisted throughout the 1990s that even a mini-EMU be implemented
with the countries that qualify. This at first sight is puzzling since we would expect
Germany to want as many countries as possible to be part of the arrangement. However,
since the countries that qualified (or nearly qualified) were countries that produce in similar
product markets to those of German companies, Germany was particularly keen that EMU
be implemented (author's interview with Eberhard Meller, head of Brussels Bureau,
Federation of German Industry, Brussels, Belgium (27 June 1996)). The fact that many
member-states who did not seem to qualify for EMU produce in markets where German
companies are weak was not a major concern for Germany since they do not pose a sig-
nificant threat to German producers if their currencies depreciate.
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tial threat to the regulatory coherence of the German economy. Because
of the political difficulties of lowering social regulations at home, it was
feared that 'social dumping' might place German producers at a distinct
cost disadvantage. Under such circumstances it was argued that Ger-
many would have to abandon key regulatory structures that underpin
its economy and thus undermine the foundation of the CME, which
receives a large part of its comparative institutional advantage from
the 'productive constraints' imposed by relatively strict social regula-
tions (Streeck 1991; Vitols 1997). In contrast, common minimum regu-
lations would ensure that there was a floor under which no country
would allow its social regulation to fall, while at the same time giving
Germany the flexibility to exceed common standards as it saw politically
and economically fit. Agreeing on minimum standards also had the
benefit of increasing Germany's chances of finding support for its policy
under QMV rules governing this area; in contrast, insisting on applying
German standards across the Union would have ensured the opposition
of many member-states and thus presented the possibility of minimal
European social regulations.

An associated reason Germany did not support upward harmoniza-
tion was because such an arrangement would lock in common regula-
tory arrangement and would limit the future flexibility of producers and
instead establish high social costs across the EU. If that were the case,
German producers argued, industry in most of the Union would be
unable to produce competitive products and demand increased economic
support from the wealthy countries, which would translate into higher
taxes for German producers.13 By the same token, high common
social regulations would make changes to existing structures in times of
external economic changes subject to the political will of a qualified
majority of the EC, which would impose a slow, burdensome, and uncer-
tain process of regulatory change.

Industrial Policy

On the issue of a European industrial policy, the outcome at Maastricht
and the language in Article 130 corresponded closely to the German
national preference — roughly between the British minimalist and the
French maximalist positions. Unlike Britain, Germany was favorably
disposed to including an article that would commit the Community to
a horizontal industrial policy that encouraged large-scale cooperative

13 This point is stressed both by the business community (author's interview with Hafi
1996) and in government publications (Deregulierungskommission 1991: 187).
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research projects within the EU and that would entail provisions to
employ the kind of framework regulations that characterize Germany's
regulatory architecture. Unlike the French, however, Germany was
opposed to giving the Commission increased powers which could be
used to direct the disbursements of collective funds towards specific
industrial projects in particular sectors or firms. The rationale behind the
German position rests on regulatory principles that are consonant with
the principles of the CME, and the calculation that a limited EC indus-
trial policy may have beneficial effects for German producers in areas
(especially high-tech) where the German market economy has been rela-
tively weak (cf. Grewlich 1984).

In a CME like Germany, the effectiveness of industrial policy and the
provision of supply-side goods depends on the ability of the govern-
ment to make credible commitments to the national business community
that it will support firms' objectives without direct intervention. These
commitments are a combination of explicit and often implicit contracts
between the government and business, where the former provides
important resources — frequently based on regulatory mandates—that
are administered by business associations and para-public institutions
(Katzenstein 1987; Streeck 1983). Such agreements are used to enhance
the non-market coordination of the economy and improve the capacity
of business to coordinate the provision of, among other things, vocational
training, R&D, and technology diffusion. Aware of the benefits of this
system to both the government and firms, the German government and
the business community supported a similar type of arrangement at the
EC level. A highly interventionist national or European industrial policy
would be detrimental to this kind of arrangement since it assumes that
public officials have the requisite private information that business
possesses and would instead increase the power of the Commission to
act in an arbitrary fashion.

Germany's position on an EC industrial policy was in practical terms
also associated with attempts to provide German producers in the high-
tech sector with the opportunity to cooperate with firms in other
member-states. The German high-tech sector was relatively weak and
showed little growth in the 1980s (Gerstenberger 1992). A common
European industrial policy that encouraged cross-European inter-firm
relations was very attractive to the German government and industry
since it would supplement an area in which its national market economy
was comparatively weak. Moreover, since the German form of industrial
policy emphasizes the diffusion of technology (Ziegler 1997), a European
industrial policy that follows that tradition as well as providing new
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opportunities in the high-tech area would allow German producers to
make use of the comparative institutional advantages of the CME in tech-
nology transfer and diffusion while improving its innovation potential
in high-tech industry. Thus, in this context, the EC actually served the
purpose of facilitating a positive institutional growth trajectory which
Germany, only with great difficulty and costs, would be able to achieve
alone. In other words, Germany's preference in this area was shaped also
by efforts to acquire expertise that its CME had difficulties providing and
not, like Britain, by efforts to limit the involvement of the EU.

Like the British Prime Minister, the German Chancellor also claimed
success at Maastricht stating that the outcomes 'fully reflect German
conditions and interests' (quoted in UPI, 11 Dec. 1991). However, while
Britain sought to preserve essential components of its domestic market
economy by opting out from common arrangements, Germany
approached Maastricht as an opportunity to lock in features of its CME
by participating in EC-wide regulations. Although the Kohl govern-
ment was not greeted with the same ringing endorsement at home as
Major was, there was general consensus that its ability to push through
the Social Protocol and EMU despite British and Danish opt-outs was a
major achievement (Beuter 1994). In particular the principles embodied
in EMU that were broadly consonant with those of the Bundesbank, and
the emphasis on framework regulations akin to the principles of
Germany's Ordnungspolitik, were hailed as crucial milestones in ensuring
a European Community congruent with Germany's economic system.

6.6 Conclusion

A global economy and EC membership has heightened the tension
between national and European institutions in recent decades, and it has
become more important for countries to ensure that national and inter-
national institutions function in a complementary fashion. This chapter
has suggested one way of understanding the underlying political and
economic motivations that shape a country's preferences over how
national and European institutions should be integrated. More specific-
ally, I have suggested that a country's preferences over the structure of
multilateralism are primarily a function of how international coopera-
tion will affect the workings of its national market economy, and how
the preferences of actors with a stake in that process are aggregated into
a national position. The case studies of the British and German positions
on the structure of the Maastricht Treaty support this claim. The cases
also showed that common generalizations in the academic literature on
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European integration and in the media that use stark dichotomies to
portray member-states' interests in the EU mask crucial differences
within and between states. Thus they often distort the source of states'
support for specific forms of international cooperation. This chapter has
sought to provide a framework for a more nuanced understanding of
why states espouse particular institutional preferences and why these
vary across countries and issue areas.

In grounding the analysis of the process of institutional preference
formation within the varieties of capitalism literature, this chapter
reaches different conclusions than prevailing IR theories. It disputes
many of the traditional arguments in IR that rely on the relative distri-
bution of power among states as the primary determinant of a state's
international bargaining position, as well as those that expect long-
term international cooperation to produce similar policy preferences
across countries. Instead, this chapter has employed the varieties litera-
ture as a way of supplementing existing societal theories of IR in order
to address how domestic actors are affected by the institutional archi-
tecture of differentiated market economies and how existing institutions
shape their multilateral preferences. As such, the chapter provides
additional theoretical depth and empirical breadth to societal theories
of international relations by explaining why countries with similar
compositions of interest groups support different institutional programs
in the EU.

One of the strengths of the varieties of capitalism approach is that,
unlike many theories in IR, it endogenizes actors' preferences and does
not assume that actors have static preferences over time or issue areas.
Rather, this framework emphasizes how institutional preferences vary
across areas depending on how changes in one domain of the market
economy will affect the institutional infrastructure of the economy as a
whole and the complementarities it furnishes. As such, it provides a more
empirically nuanced account of events, as well as a theoretically more pre-
cise approach to understanding the domestic sources of multilateralism.
At the same time, by illustrating the importance that economic actors
attach to achieving an institutional match between domestic and Euro-
pean institutions, this chapter provides a theoretical and empirical exten-
sion of the varieties of capitalism research program, which has limited
itself primarily to events at the national level.

A competing explanation that has not been addressed thus far concerns
the explanatory value of partisan differences. In short, could a model
premissed on the notion that the ideology of the political party in office
determines national preferences explain the variation in British and
German approaches at Maastricht? This chapter suggests that such an
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explanation has serious limitations on both empirical and theoretical
grounds. During the negotiations, right-of-center parties were in power
in both countries, and yet their institutional preferences during the nego-
tiations differed greatly. A partisan explanation would suggest greater
similarities. More importantly, there has been a great deal of continuity
in the two countries' policies vis-a-vis European integration despite
recent changes in governments. Though beyond the limited scope of this
chapter, events following the Maastricht negotiations are illustrations of
this effect. In Britain, the Labour Party's electoral victory in 1997 did not
fundamentally change that country's multilateral preferences within the
EC. Despite Prime Minister Tony Blair's emphatic promise to improve
his country's somewhat tarnished reputation within the EU, his govern-
ment 'broadly followed the path taken by the Conservatives' (Driver and
Martell 1998: 145; cf. Holmes 1991). While signing on to the Social
Protocol, the Blair government claimed that the Protocol 'will not impose
the so-called German or European model of social and employment
costs,' and promised to oppose such movements 'if necessary by veto'
(Financial Times, 11 Mar. 1997). Instead, Blair pledged that there would
be no fundamental change in Britain's market economy or its attraction
to foreign investors by promising that there would be a minimum of new
social regulations (Financial Times, 11 Mar. 1997: 8). In fact, Blair's slogan
of 'a nation of entrepreneurs' sounded surprisingly similar to Major's
'Enterprise Centre of Europe' strategy.14

The 1998 victory of Gerhard Schroder in Germany illustrated a similar
path of continuity. His party's electoral manifesto echoed the policy of
the Kohl government and stressed the importance of 'renewing the social
market-economy/ using the European Union for the purposes of main-
taining key framework regulations and common social minimum regu-
lations, as well as utilizing the EU to improve the German high-tech
sector, and employing EMU in order to prevent 'currency-dumping' from
undercutting Germany's competitiveness (SPD 1998: 6, 9, 54-6). Finally,
the manner in which Blair and, in particular, Schroder backtracked from
their joint July 1999 statement of a 'third way' for Europe was indica-
tive of the practical limitations of fashioning an economic architecture
in the European Union that would meet the goals of both national
constituencies.15

14 Another instance of remarkable continuity in British policy is its lasting reluctance to
commit to EMU. This is in part due to concerns with the potentially negative consequences
that a fixed exchange rate and the limited recourse to currency depreciation would pose
for producers in Britain (cf. Financial Times, 21 Nov. 1997: p. vii).

15 The text of the joint statement, as well as other details on the Schroder government's
Neue Mitte, are found in Hombach (2000).



242 Orfeo Fioretos

The varieties framework suggests why there is such strong continuity
in the institutional preferences of the two countries. It considers the polit-
ical and economic calculations that policy-makers and interest groups
make when evaluating the consequences of institutional change. The
framework suggests that institutional continuity and adaptation are
often a shared interest among these actors because a transformation
of the existing institutional environment is seen as costly, uncertain, and
time-consuming. Under such circumstances, European integration is
approached, usually without regard to political partisanship, as a process
that must be managed with the general economic and institutional inter-
ests of the national market economy as a whole in mind. Deeper
European integration under appropriate terms helps both governments
and interest groups to achieve their joint goals in strengthening the struc-
tural competitiveness of the economy in which they are embedded. This
framework, then, suggests that there are parameters within which the
preferences of policy-makers will be shaped and that these are defined
by the extent to which national and European institutions will function
in a complementary fashion, and not significantly by changes in the ideo-
logical make-up of governments.

No doubt the subject of how national and international institutions
interact deserves more scholarly attention in the future as their interac-
tions intensify. This chapter has suggested one way of approaching this
issue, and in doing so it offers a set of implications for related topics of
interest. For example, on both empirical and theoretical grounds it
disputes the claim that economic globalization and long-term member-
ship in international organizations like the EC necessarily lead to policy
convergence or institutional isomorphism among states. Instead, the
chapter shows that economic actors process external economic signals in
a manner consistent with existing institutions and that because of the
costs associated with moving from one institutional equilibrium to
another—that is, with replacing one market economy with another—
states seek to promote existing comparative institutional advantages.
Therefore, we expect a continuation in varieties of market economies
and, as a consequence, also continued differences in states' multilateral
preferences.

Some scholars of the EC assert, however, that institutional convergence
is a prerequisite for the successful achievement of important economic
gains (Heylen and van Poeck 1995). While it is beyond the scope of this
chapter to address the solutions that the EU has devised to resolve insti-
tutional differences and conflicting demands among member-states, this
chapter questions the general claim that states' preferences will converge
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over time if they are members of the same organization. Thus, if diverse
forms of advanced capitalism continue to coexist within the EU, the
analytical emphasis in the future should not be on how convergence can
be promoted, but rather on how divergence can be accommodated.
Under these circumstances, it becomes increasingly important to uncover
the source of members-states' institutional preferences in order to under-
stand the basis of their negotiating positions, as well as under what
circumstances members are willing to compromise. This chapter suggests
that the varieties of capitalism literature can serve as a domestic theory
of international relations in order to address these issues.

A second implication of this chapter concerns the terms on which
states engage in international cooperation. It has been asserted that
states' primary goal in international organizations is to transfer the struc-
ture of their national regulatory regimes to the international level in
order to minimize the costs associated with institutional change or to
maximize their advantages over competitors (e.g. Kahler 1995: 2). This
chapter provides a more nuanced picture of states' terms of engagement
at the multilateral level. It shows that states do not necessarily seek to
replicate their national regulatory systems at the multilateral level, but
that they also use multilateral cooperation to reach objectives which
they are unable or have great difficulties achieving on their own. Thus,
for example, the German case demonstrated attempts at positive insti-
tution-building when Germany sought to acquire greater strength in the
high-tech sector through common EC programs. Conversely, knowing
that it would not be able to replicate its LME within the EU, Britain
sought to lock in significant parts of its comparative institutional advan-
tages by opting out of some areas of European cooperation like parts of
its social and monetary spheres.

This volume as a whole discusses significant issues relating to insti-
tutional change among advanced capitalist countries, and this chapter
has addressed more specifically the interaction of national and European
institutions. It shows that in an integrated Europe, institutional change
at the national level happens neither spontaneously or independently of
the institutional environment that the European Community embodies,
nor is the direction of institutional change independent of existing
constructs at home. Rather, existing national institutions shape the insti-
tutional preferences of economic agents in distinct ways, and European
institutions provide opportunities to solidify desired outcomes. Using
the intellectual framework of the societal approach to international rela-
tions and adding an institutional lens with the help of the varieties of
capitalism literature, this chapter has argued that the nature of a
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country's market economy fundamentally shapes its multilateral prefer-
ences. As such, it demonstrates the importance of examining institutional
change and national preference formation in Europe with a nuanced
perspective that pays attention to the interaction between domestic and
European-level institutions. In this context, it employs the varieties of
capitalism literature as a domestic theory of international relations and
potentially opens up a new avenue of research for scholars interested in
narrowing the gap between comparative and international political
economy as a means to acquire a fuller understanding of the contem-
porary political economy of Europe.
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Business, Government, and
Patterns of Labor Market Policy in
Britain and the Federal Republic

of Germany

Stewart Wood

The central focus of the 'varieties of capitalism' literature is the persis-
tence of differences in the organization of national political economies.
Variations between CMEs and LMEs in the structure, activities, and
strategies of companies, and in the structure of inter-firm relationships,
are well documented in the contributions to this volume. Similarly, many
of the chapters demonstrate how resilient these institutional characteris-
tics have been in the face of new political and economic challenges since
the 1980s. At the same time, however, the 'varieties of capitalism'
approach tends to underplay the importance of the political dimensions
of political economies. Economic activity is not only situated within
distinctive constitutional and political contexts, but depends upon the
legislative and regulatory activities of governments for its viability. In
striving for a firm-centered account of contemporary political economy,
it is important not to marginalize the importance of public policy to the
bundle of institutional complementarities that characterize CMEs and
LMEs.

Just as the organization of economic activity in CMEs and LMEs has
remained distinct in an era of supposed institutional convergence, so
have the varieties of public policy pursued within each variety of capit-
alism. Generous welfare policies, for example, were supposed to be
economically unsustainable in the face of highly mobile capital, and
politically unsustainable as European electorates crept to the center-right.
Yet the core features of different worlds of welfare capitalism remain
firmly in place (Stephens et al. 1999). Convergence has been equally
unforthcoming in the case of policies towards organized labor. Contrary
to expectations that the rights and functions of trade unions in advanced
industrial nations would be eroded by a combination of stronger
employers, ideologically hostile governments, and high unemployment,
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differences in the role of organized labor across OECD countries remain
(Wallerstein et al. 1997; Wood 2001). In short, the kinds of welfare and
labor market policies that are pursued in CMEs and LMEs remain differ-
ent, and different in systematic ways.

How can we explain these continuing differences in national policy pat-
terns? And in what way are the institutional characteristics of varieties of
capitalism linked to the policies governments pursue in them? This chap-
ter explores this key relationship between public policy and the or-
ganization of economic activity in LMEs and CMEs, focusing on the
case of labor market policy in Britain (an LME) and the Federal Republic
of Germany (a CME).1 It derives the policy regimes that characterize
these two cases from the very different patterns of business-government
relationship in each variety of capitalism. This understanding of policy-
making adopts Hall and Soskice's firm-centered approach to political
economy elaborated in the Introduction, and understands public pol-
icy in terms of the role it plays in supporting distinctive production
regimes in CMEs and LMEs. A government's policy options are, I argue,
fundamentally constrained, or biased, by the different organizational
capacities of employers in CMEs and LMEs.

However, it is still governments rather than companies that make
public policy. Governments may face strong pressures to deliver policies
that are congruent with production regimes and company strategies, but
they are also prone to a variety of other pressures—ideological, polit-
ical, and electoral—that compete for attention, and that may result in
(often sudden) changes in the direction of policy. Consequently, while
the content of labor market policy in Britain and the ERG is derived
from the preferences of employers, the stability of policy regimes over
time is largely determined by the power of governments to initiate re-
form or reversals. In each case, the degree of constraint on central gov-
ernment is fundamental to employers' ability to pursue those production
strategies that distinguish each variety of capitalism. First, because em-
ployers require the state to deliver certain kinds of complementary poli-
cies. Second, because the coordination of economic activities requires a
guarantee of the stability of these policies across time. In the German
case, the presence of institutional guarantees that limit the degree and

1 References to 'Germany' can be misleading if the historical period covered straddles
reunification. This chapter addresses themes in West Germany prior to reunification, as
well as in Germany after 1990. The term 'the Federal Republic of Germany', or FRG,
is used to refer to both throughout the article. Similarly the adjective 'German' is here
always used to describe aspects of the Federal Republic, either before or after 1990. In
section 7.2, where the discussion turns to policy developments in the 1980s, I also refer to
the FRG as 'West Germany'.
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type of government intervention is central to the logic of supply-side
coordination. In Britain, the absence of such guarantees makes institu-
tions of non-market coordination difficult to sustain.

The chapter is divided into two sections. In the first section, a theor-
etical framework for understanding business-government relations in
the FRG and the UK, and the public policies they produce, is developed.
For each country, the argument proceeds in three steps. First, employers'
preferences about public policy are derived from the properties of CMEs
and LMEs identified by Hall and Soskice. Second, an examination of the
constitutional and political sources of government power in Britain
and the FRG suggests significant variation in the expected stability of
policy regimes. Finally, the two variables—the preferences of employers
and the structural capacity of governments—are combined to produce
two different paradigms of business-government relations, each with
distinctive institutional and incentive properties. The second section
offers an empirical illustration of the framework with the case of labor
market policy in Britain and West Germany during the 1980s. In Great
Britain this was a decade of unprecedented neo-liberal reform, propelled
by the combination of employers agitating for the restoration of a liberal
market economy and a powerful central government under Margaret
Thatcher. In West Germany, however, the 1980s was a decade in which
reform impulses were frustrated. German employers successfully pro-
tected the institutions and policies of supply-side coordination in the
labor market. At the same time, a variety of veto players within the gov-
erning coalition prevented the Kohl administration from effecting any
substantial liberalization at all.

7.1 Business-Government Relations in Britain
and West Germany

7.1.1 Employers' policy preferences in CMEs and LMEs

In the Introduction to this volume, Hall and Soskice chart the main differ-
ences in the production regimes of CMEs and LMEs. One of the central
implications of their framework is that the structure of supply-side rela-
tions shapes the company strategies that are available to firms in each
variety of capitalism.

In CMEs, capital coordination facilitates product market strategies which
employ the collective goods it makes possible. In particular, coordina-
tion between firms enables them to produce high value-added products
targeted at niche export (as well as domestic) markets, involving highly
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and flexibly skilled workers. Capital coordination also allows a strategy
of incremental innovation in production to maintain the qualitative
advantage of products as technology, skills, and markets change. It is
important to note that these strategies are not merely the product of capital
coordination over one production input—such as skilled labor, or the
provision of stable long-term finance—but over a range of them. There
are, in other words, a number of interlocking 'subsystems of production'
(Carlin and Soskice 1997) that together direct firms towards a quality-
based competitive strategy employing incremental innovation. Conse-
quently, coordination, and the company strategies it facilitates, exhibits
strong self-reinforcing tendencies.

In LMEs, where capital coordination is absent, strategies employing
supply-side collective goods and incremental innovation are unavailable
to firms. The supply-side collective goods that are provided by and for
business in CMEs cannot be provided in LMEs. Firms are therefore
constrained in the sorts of product market strategies they can adopt.
Where marketable skills, long-term finance, encompassing employer and
labor organizations, and investment in technological development are
absent, firms are forced to concentrate on products that can be produced
at low cost using standardized production methods. These products
must compete not on the basis of quality advantages, but primarily in
terms of cost advantages. And work organization, rather than empha-
sizing flexible tasks or teamwork among highly skilled workers, will be
based upon a more rigid and conventional division of tasks.

As Hall and Soskice explain, LMEs have their own distinctive variety
of institutional complementarities. Just as company strategies in CMEs
rely upon the institutions of capital coordination, so in LMEs company
strategies rely upon markets to organize production inputs. The 'lock-in'
effects of these complementarities are as strong as in CMEs. Where mar-
kets rather than non-market coordination determine the type of skills,
technology, finance, and industrial relations available to companies, cost-
based competitive strategies involving more standardized organization
of work will be highly resilient. Efforts to stimulate supply-side coord-
ination are thus likely to be unsuccessful for two 'path-dependent'
reasons—first, because of employers' interests in maintaining their exist-
ing form of competitive advantage; and second, because employers in
LMEs are faced with enormous collective action problems in the absence
of institutions and practices of coordination.

How do these differences in company strategies in CMEs and LMEs
influence employers' policy preferences? The connection is straight-
forward— employers will look to public policy to maintain and reinforce



Business and Labor Market Policy 251

the variety of institutional competitive advantage upon which they rely.
Public policy, in other words, is an important pillar of support for the
governance structures of both CMEs and LMEs. In particular, public
policy is central to the maintenance of the incentive-compatibility of the
organization of various production inputs (skills, finance, technology,
etc.), without which the viability of company strategies may be threat-
ened. Employers will therefore look to government policy to perform
two related functions.

First, framework legislation is required to underpin the institutional
architecture supporting production in both CMEs and LMEs. The sorts
of framework legislation required will vary sharply between the two. In
CMEs, business sees the state's function as one of ensuring that the rich
networks of business coordination are protected. Fundamental to these
governance structures is the provision, and periodic renewal, of the legis-
lative frameworks that invest private bodies with the (often exclusive)
authority to regulate economic activities on the supply side. Vocational
training in the FRG, for example, is governed by framework laws that
establish chambers of commerce (Kammern) as the sole 'competent
authorities' (zustandige Behorde) for oversight of training activities within
companies (Streeck et al. 1987). Framework legislation such as this is
crucial not only in providing legal authority for the coordinating activ-
ities of companies and their associations, but also in establishing areas
protected from intrusion by the state itself. The special importance
of such protection in CMEs stems from the circulation of information
required for the coordination and monitoring of company activities.
As Soskice observes, 'governments impinge across the whole range of a
company's operations; there is no guarantee that information will not be
used against the company in some other context, since ultimately govern-
ments are sovereign and cannot commit themselves or their successors'
(Soskice 1991).

While in CMEs business looks to the state to protect the institutions
of coordination, business in LMEs sees the state as an agent of market
preservation. In the absence of business coordination, companies' competi-
tive strategies depend upon maintaining deregulated product and labor
markets, and maximizing flexibility in contractual relationships with
employees. Employers will therefore look to the state for framework
legislation to remove obstacles to market-clearing, and to locate decision-
making power unambiguously in companies. For example, public policy
should ensure that wage-bargaining or vocational training remain activ-
ities controlled by companies, rather than regulated through collective
bargaining by sectoral representatives.
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A second function of public policy is to provide supporting incentives
for companies that reinforce their reliance upon distinct institutional
comparative advantages. Policy can, in this sense, act like an institution
and provide an additional, reinforcing complementarity (Pierson 2000).
An important example in the area of social policy is provided by Estevez-
Abe, Iversen, and Soskice (this volume). In their view, employment and
unemployment protection policies can be understood as systems of skill
protection. In CMEs, these policies provide income guarantees for those
contemplating the decision to invest in the acquisition of specific skills.
Generous replacement rates are therefore central to a coordinated market
economy's ability to ensure an adequate and continuing supply of skilled
labor. The opposite is true for LMEs, where company strategies do not
depend upon collective provision of transferable skills. In LMEs com-
panies view high replacement rates as simply distorting the functioning
of labor markets and increasing their costs. Consequently, their policy
preferences will be for minimal replacement rates to maximize the incen-
tive for the unemployed to reenter employment as quickly as possible.

The case of labor market policy illustrates these differences in em-
ployers' preferences, and the way they reinforce company strategies.
In CMEs, product market, innovation and work-organization strategies
depend upon collaboration with organized labor (Hall and Soskice, this
volume). One key role of public policy is therefore to maintain frame-
work legislation that protects workers' organizations, and protects their
role as partners in negotiated outcomes (Swenson 2001). A second role
of public policy is to offer additional incentives for employers to adopt
the characteristic strategies of CMEs. Legislation can be used to impose
'benign constraints' on companies, such as statutory limits on employers'
ability to hire and fire at will. These constraints reinforce their depen-
dence on long-term employee contracts and good industrial relations,
and force them to invest in the productivity of their workers (Streeck
1992b). This in turn gives employers an incentive to participate in the
provision of the relevant supply-side collective goods, and the govern-
ance structures that make this possible.

In LMEs, however, employers' preference is to weaken organized labor
as much as possible. Where firms do not rely upon production strategies
that render organized labor a virtue—in collective bargaining, or
managing process innovation, for example — they will see strong trade
unions and strong employment protection as fetters on their ability to
compete on the basis of lowering production costs. In contrast to CMEs,
the desirable role of framework legislation will be to provide statutory
limitations on the power of organized labor, at both the sectoral and the
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company level. Supporting legislation will also be demanded which
minimizes employment protection, and which maximizes flexibility in
contractual relationships with employees.

Employer preferences over public policy therefore differ systematically
between CMEs and LMEs. The extent to which public policy outcomes
actually reflect these preferences, however, is a function of the relation-
ship between business and government in specific national contexts.
Clearly there are many factors that will influence what governments are
able and willing to do. Ideological, electoral, and political influences are
all important to a full understanding of any government's policy agenda.
The framework of business-government relations developed here, how-
ever, concentrates on the factors that determine the ability (or inability)
of governments to deliver those public policies demanded by business.
The next section, therefore, explores the type and amount of power
enjoyed by central government in the two national cases explored in
section 7.2—the FRG and Great Britain.

7.1.2 The Power of Government in Britain and the FRG

The policy-making power of national governments is determined by two
sets of factors. First, governments find themselves in different constitu-
tional contexts that concentrate or disperse power in different ways
(Huber et al. 1993; Bonoli 1999). Some constitutions dictate that public
power be divided or shared between multiple institutions—both 'hori-
zontally', between the executive, the legislature, and a constitutional
court, and 'vertically', between national and subnational government. In
these cases governments' policy autonomy is low, as they are forced to
placate multiple veto players in their attempts to initiate policy change.
In other constitutions, where power is highly concentrated, governments
need only sustain a majority in the legislature to ensure their dominance
over policy-making. Second, governments face political constraints on
their ability to pursue distinct policy agendas. The most severe political
constraint is that imposed by the necessity of coalition with other parties
under different electoral systems (Huber et al. 1993). Parties in power
may also be hamstrung by their electoral or financial dependence on key
constituencies of support that constrain their leaders' room for policy
maneuver (Kitschelt 1994).

The degree of constitutional and political constraint on governments
in the FRG and the UK could not be more different. The German federal
government's constitutional position is highly constrained. First, consti-
tutionally protected federalism bars the government from intervention
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in certain designated policy areas, and mandates cooperation in the
administration of most of those areas over which it has legislative juris-
diction (Jeffery 1996). Second, German bicameralism is of a particularly
strong variety. The second chamber, the Bundesrat, exercises coequal
powers with the lower house, the Bundestag, over most important policy
issues. Furthermore, the two houses are often governed by different
partisan majorities. Even when this is not the case, the federal basis of
representation in the Bundesrat can generate strong inter-chamber
tensions (Paterson and Southern 1994). Third, responsibility for many
key policy areas in the FRG lies outside the boundaries of the state al-
together. 'Para-public institutions' such as the Bundesbank and chambers
of commerce are private bodies invested with public power, and are
protected against central government by administrative and constitu-
tional law (Katzenstein 1987). Fourth, the German government is subject
to the rulings of a powerful Federal Constitutional Court (Bundesver-
fassungsvericht), with powers of review that are comparable to those of
the US Supreme Court (Stone 1994). Together these external constraints
on German governments suggest a state that is truly 'semi-sovereign'
(Katzenstein 1987).

Political constraints on governments are equally strong. The German
electoral system (AMS) has made coalition government necessary
throughout the history of the Federal Republic (with a brief exception
after 1957). Since the formation of the Grand Coalition in 1966, disputes
between coalition partners over key policy proposals have plagued the
legislative agendas of all German governments. A further political
constraint stems from the way in which the main Volksparteien are organ-
ized. The CDU in particular has the character of a broad coalition of
component groups, ranging from the free-market Mittelstandsvereinigung
and Wirtschaftsflugel (business wing) on the economic 'right' to the union-
affiliated Social Committees on the 'left' (Braunthal 1996). The party's
links with trade unions have been crucial in counterbalancing the more
economically liberal agenda of these groups and of the PDF (Wood 1997).
Strong federalism compounds this internal institutional diversity, pro-
ducing powerful subnational groups within the party that are not easily
controlled by the federal party elites. Most conspicuous in this respect is
the Christian Social Union (CSU)—the CDU-affiliated party in Bavaria
—which has proven to be both socially conservative on religious and
educational issues and reluctant to concede the retreat of the state from
interventionist industrial policy.

The British case could hardly provide a stronger contrast. Although (or
perhaps because) Britain does not have a written constitution, the degree
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of power enjoyed by central government is exceptional. A combination of
the doctrine of parliamentary sovereignty, a first-past-the-post electoral
system, and strong, internally hierarchical political parties gives Britain
enormously powerful single-party governments. Once in power, single-
party majorities in the Commons are little if at all hindered by the formal
powers of other institutions. Since 1911 the second chamber, the House of
Lords, has been reduced to exercising delaying rather than veto power.
British courts are limited to the review of the implementation of statutes
passed by Parliament, but as Parliament is sovereign, their review
does not extend to the content of statute law. Local government in Britain
has been reconstituted a number of times this century and enjoys no
constitutional protection. Neither do the new devolved assemblies in
Scotland and Wales, which were created, and thus may be dismantled,
by simple Acts of Parliament. The implication of these constitutional fea-
tures is that, once elected, Westminster governments can do almost any-
thing they want. It is a degree of formal power unmatched anywhere in
advanced industrial democracies (Hennessy 1994).

Similarly, British governments enjoy few political constraints on the
exercise of their vast constitutional power. Britain's first-past-the-post
electoral system almost always delivers single-party governments with
stable majorities. Parties in opposition are powerless, reduced to 'heck-
ling the steamroller' of the government legislative machine. Inside the
House of Commons, party discipline is ruthlessly enforced by powerful
party whips; voting defections are extremely rare, and on important
policy matters are punishable by expulsion from the parliamentary
party. Cabinets of both Conservative and Labour parties have consis-
tently acted autonomously of their own party organizations once in
power, often to the intense anger of the extra-parliamentary party
(Kavanagh 1998). This autonomy is particularly pronounced for Con-
servative governments. Unlike the German CDU, the British Conserva-
tive Party's parliamentary leadership is completely autonomous of
extra-parliamentary organizations in matters concerning party policy
and electoral strategy (Norton 1996).

The severity of constraints on the power and autonomy of national
governments thus differs markedly between the two cases. While
German coalition governments are strongly constrained, both constitu-
tionally and politically, British single-party governments benefit from an
extreme concentration of power and a high degree of policy autonomy
on the part of cabinets. One implication of this difference is that policy
is likely to be more stable across electoral cycles in the FRG than in the
UK. Similarly, radical policy initiatives are more likely to succeed in
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the UK than in the FRG. However, these differences in the feasibility of
policy change affect the content of policy in deeper and more subtle
ways. To understand this requires combining the preceding analyses to
develop an account of the structural relationship between business and
government in each national case.

7.1.3 The Structure of Business-Government Relations in
the UK and the FRG

In one sense, the nature of business-government relations in any country
is likely to vary across time in much the same way as relations between
government and other interest groups do. But as Lindblom observed, the
relationship between business and government is a special one, as busi-
ness occupies a 'privileged position' among the ranks of other interest
groups (Lindblom 1977). For Lindblom, the unique importance of the
business-government relationship stems from a condition of mutual
dependence in capitalist democracy. While the state is reliant upon busi-
ness for the investment and growth that will produce economic success,
and hence political success, business is reliant upon government to
deliver a congenial regulatory environment. Lindblom referred to the
power exercised by business in virtue of its privileged position as struc-
tural power, largely to distinguish it from the conception of interest-
group power advanced by pluralists.

The argument developed here shares much of Lindblom's basic
insight, and certainly shares his justification for the primacy of the nexus
between business and government. However, of central interest in this
chapter is the way in which the organization of business and the limits
on state power combine in different national contexts to produce
different policy regimes. These factors affect policy in three general ways.
First, they determine what business and government want and are able
to do; second, they bias the policy options available to governments; and
third, they determine the credibility of commitments to the continuation
of existing policy.

The FRG: Coordinated Business, Constrained Government

As shown above, business in the Federal Republic is highly coordinated,
but faces a central government with severely constrained power and
limited autonomy. This combination is crucial to the long-run main-
tenance of the institutions of coordination.

First, the capacity of any German government to erode the institutional
complementarities that support coordination is small. This is not simply
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because of the political obstacles to radical policy change that exist;
employers also enjoy a collective political strength that is in part an 'or-
ganizational externality' of supply-side coordination. With high levels of
coordination, and strong collective control over the provision of supply-
side public goods, German business is well placed to defend the govern-
ance structures that serve its interests, while governments with designs
on undermining these structures (either through political centralization
or deregulation) are unlikely to succeed. Taken together, these features
serve to assure companies that the institutions of coordination are pro-
tected from injurious state intervention in the long run. This is crucial to
business coordination because the investments required of companies in
CMEs are specific or co-specific investments (such as industry-specific
skills, or specialized technologies). These investments are costly and
risky, with returns that may only be reaped over a long period. Although
the institutions and networks of coordination in CMEs make these invest-
ments profitable, the limits to government power in the ERG provide an
additional assurance that the returns to these investments are safe.

The fact that the institutions of coordination are difficult to undermine
increases not only the likelihood of these institutions remaining in place,
but, more specifically, the likelihood that employers will continue to
control these institutions (Mares 1998). Again, the importance of employer
control lies in the assurance it provides to nervous employers. The main
purpose of business coordination is to enable the long-run provision of
supply-side investments for high value-added production. One key
problem associated with these investments is that they are plagued by
classic collective action problems — each firm has an incentive to free-
ride on the investments of others, and to poach the workers that others
train or the process innovations that others have developed. Coordinated
business solves this problem in part through ensuring the circulation
of information between companies, between business and banks, and
particularly between companies and 'monitors' such as employers' asso-
ciations and chambers of commerce. In order to cooperate willingly in
providing this information, companies must be assured that the moni-
tors who have access to it are credibly distanced from government. The
assurance of long-term control of the institutions of business coordina-
tion by business is therefore central to the functioning of coordination.

As both of these examples show, the fact that government power is
highly constrained in the ERG is central to the long-run integrity of insti-
tutions and networks of coordination. In turn, the fact that companies
enjoy a strong expectation that these institutions will remain in place,
and will remain under the control of business, increases their willing-
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ness to share information and to undertake risky specific investments.
What looks at one level like the weakness of the German state is there-
fore at another level its great strength. For its very weakness is an impor-
tant assurance to companies whose cooperation is required to make
coordination work.

A second effect of the combination of coordinated business and a con-
strained central government is its influence on the policy options avail-
able to governments in the FRG. Whatever their ideological preferences,
German governments know that policies that challenge the governance
structures of business coordination are not likely to succeed. The flip-
side of this constraint is that policies that are incentive-compatible with
existing institutional complementarities are more likely to be successful.
Thus, the fact that business is highly coordinated combined with the
limits on government power biases governments towards policies that
exploit those institutional advantages associated with CMEs. The point
can be made in a different way. Governments may see advantages in
policies that delegate control over supply-side investments to business.
In order for such policies to be effective, however, business must be
organized in a highly coordinated way—in the case of training policy, so
that it is capable of standard-setting and firm-monitoring, for example.
Where business is highly coordinated, therefore, government will be
significantly more disposed to pursue incentive-compatible policies.

The structure of the business-government relationship in the FRG
therefore produces an equilibrium policy outcome. Business requires frame-
work and supporting legislation of a certain kind in order to maintain
the governance structures on which successful economic performance
depends. However, these structures also require a credible restraint on
the power of government to undermine these governance structures. The
constitutional and political fetters on the power of German governments
overcome this problem by credibly committing governments, of what-
ever partisan stripe, to the institutions and policies supporting coordi-
nation. Furthermore, the presence of strong business coordination biases
the policy options of governments towards policies that are incentive-
compatible with existing institutional complementarities.

The UK: Uncoordinated Business, Unconstrained Government

In stark contrast to the FRG, business in the UK is uncoordinated, while
British governments face no significant constitutional or political checks
on their legislative power. What are the implications of this combination
of organizational features for the structure of business-government rela-
tions, and the public policies that result?
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First, the legislative strength of British governments brings uncertainty
to the political economy, and thereby further confirms the unavailability
of supply-side coordination. Because governments have the capacity to
introduce radical changes of policy at will, companies are unwilling
to make the risky long-term investments that would be necessary for
constructing networks of coordination. Governments are also unable to
credibly distance themselves from the sorts of business-led governance
structures that characterize CMEs. As a result companies face over-
whelming incentives to withhold rather than share information, and to
resist other behavioural requirements of coordination. The sizeable
power and autonomy of British governments therefore makes the sort of
institutional guarantees observed in the German case impossible.

Second, the absence of coordination in British business offers strong
incentives to governments to deliver the market-enhancing policies
demanded by employers. Policies predicated on supply-side coordina-
tion among employers will simply not work (their failure is heavily over-
determined!); policies to stimulate such coordination face the incentive
and credibility problems outlined earlier. Policy options are therefore
constrained by the absence of organizational capacities on the part of
British business, by business' preferences, and by existing 'liberal' insti-
tutional complementarities.

These considerations suggest that the structure of business-govern-
ment relations in the UK should produce its own brand of equilibrium
policy outcome, one in which the institutional complementarities of an
LME are maintained over time. However, the structure of business-
government relations in Britain is less stable than the corresponding
relationship in the FRG.

The problem arises from the weakness of constraints on the power of
government in Britain, and the policy inconsistencies to which this can
give rise. While it is true that government has an incentive to produce
policies that reinforce the comparative institutional advantage of an
LME, its structural power means that it is not constrained to respond to
these incentives. There are few institutional obstacles to British govern-
ments pursuing whatever policy experiments they choose. Indeed,
between 1961 and 1979 both Labour and Conservative governments
launched a series of supply-side policies that aimed, in different ways,
to bring about greater degrees of coordination in the areas of industrial
training, investment, research and development, and wage-bargaining.
These policies were inspired by a mixture of intellectual fads and
interest-group pressure, together with a pervasive sense of the need for
new policies to arrest declining growth rates (Wood 1997). Nevertheless,
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while it is true that British governments are able to initiate policies that
are not incentive-compatible with the institutional complementarities of
LMEs, these policies are unlikely to succeed. The 1961-79 period offers
ample evidence for this; it is a period littered with failures to entice busi-
ness into replacing liberal with coordinated governance structures. These
policy failures were an important factor in the emergence and electoral
success of Margaret Thatcher, and of her programme for the restoration
of Britain's liberal market economy.

What does this imply for the stability of Britain's LME? Clearly strong
incentives exist on the part of business and government to pursue cor-
porate and policy strategies characteristic of LMEs. The power of govern-
ments in the Westminster model, however, means that radical departures
from this 'equilibrium' outcome are possible; governments always have
the capacity to disturb the market-based governance structures favoured
by business. Where this occurs, the incentive-incompatibility of such
policies with company strategies is likely to defeat the policy, and im-
pose political costs on the governments that introduced them. Over time,
it is therefore likely that governments will abandon these policies, and
choose those policy options that sustain existing institutional advantages.

7.2 Labor Market Policy in Britain and
West Germany in the 1980s

The preceding section outlined a framework for understanding the struc-
ture of business-government relations in Britain (an LME) and the FRG
(a CME), and the broad patterns of public policy associated with them.
The discussion that follows does not attempt to illustrate all the argu-
ments suggested in section 7.1; nor does it present evidence over a range
of public policies. Instead, it focuses on a 'snapshot' of business-govern-
ment relations in one policy area—labor market policy—during the
1980s. Labor market policy is central to production regimes in LMEs and
CMEs, while employer preferences about it differ strongly between the
two. It is also a policy area that became highly politically charged during
the 1980s in both the UK and the FRG (in both cases as a result of indus-
trial action). Most contentious of all was the question of the role of or-
ganized labor, and it is this aspect of labor market policy on which this
section focuses.2

This section draws heavily on research presented in greater detail in Wood (1997).2



The	gap	between	the	rich	and	the	poor	on	this	planet	is	larger	than	ever	before
and	still	growing	 -	at	 least	by	most	methods	of	measuring.	Even	after	massive
economic	transfers	during	three	`Development	Decades'	that	began	in	1970,	and
trillions	of	dollars	of	 `development	 assistance',	 the	 situation	 is	 still	 dismal	 and
getting	worse	 in	many	places.	Half	of	 the	world's	population	 lives	on	 less	 than
$2	 a	 day,	 and	 in	 a	 number	 of	 countries	 real	wages	 peaked	 as	 long	 ago	 as	 the
1970s.	 It	 has	 been	 estimated	 that	 in	 1750	 the	 gap	 between	 the	 richest	 and	 the
poorest	nations	was	at	a	ratio	of	2	to	1;	since	then	it	has	only	increased.

The	 aim	 of	 this	 book	 is	 to	 explain	 the	mechanisms	 that	 have	 produced	 this
result,	in	a	way	that	is	accessible	to	`the	interested	layperson'	in	any	part	of	the
world.	 The	 book	 must	 not	 be	 mistaken	 for	 an	 attempt	 to	 popularize	 ruling
economic	thought.	On	the	contrary,	it	 is	an	attempt	to	contribute	to	an	ongoing
process	 of	 refuting	 current	 policy	 orthodoxy	 and	 to	 resurrect	 a	 long-standing
economic	tradition,	from	the	only	laboratory	available	to	economists	-	history.

The	human	cost	of	poverty	is	enormous.	The	years	of	human	life	lost	due	 to
infant	and	child	mortality,	preventable	disease	and	general	 low	 life	 expectancy
add	 up	 to	 terrifying	 numbers.	 Civil	 wars	 and	 conflicts	 over	 scarce	 resources
cause	pain	and	suffering	that	in	wealthy	countries	is	mostly	avoidable.	To	these
can	be	added	the	likely	impact	of	environmental	degradation	on	the	poor.	In	poor
societies	 such	 vicious	 circles	 are	 easily	 created,	 where	 the	 only	 way	 to	 meet
demands	from	an	increasing	population	is	to	intensify	the	exploitation	of	nature.

Since	the	fall	of	the	Berlin	Wall	in	1989,	our	world	economic	order	has	-	in	a
more	 fundamental	 way	 than	 ever	 before	 -	 been	 based	 on	 an	 economic	 theory
which	`proves'	the	opposite	of	what	in	fact	can	be	observed.	World	free	trade	is
supposed	to	level	out	any	differences	in	wages	among	rich	and	poor	countries.	If
humankind	does	not	interfere	with	the	`natural	forces'	of	the	market	-	if	we	apply
the	 principle	 of	 laissez-faire	 -	 progress	 and	 economic	 harmony	will	 reign.	As
early	 as	 1926	 John	Maynard	Keynes	 (1883-1946),	 the	English	 economist	who
diagnosed	 the	 depression	 of	 the	 1930s,	 wrote	 a	 book	 entitled	 The	 End	 of
LaissezFaire.	 However,	 by	 1989	 the	 collapse	 of	 the	 Berlin	 Wall	 triggered	 an
almost	messianic	euphoria	about	a	world	economy	that	would	finally	conform	to



the	 expectations	 of	 theory.	 The	 World	 Trade	 Organization's	 first	 Secretary
General,	 Renato	 Ruggiero,	 declared	 that	 we	 should	 unleash	 `the	 borderless
economy's	 potential	 to	 equalize	 relations	 between	 countries	 and	 regions'.	 This
belief	 is	 at	 the	core	of	 the	 ideology	of	 the	 International	Monetary	Fund	 (IMF)
and	the	World	Bank,	and	from	the	early	1990s,	for	all	practical	purposes,	these
Washington	 institutions	 took	 over	 the	management	 of	 the	 affairs	 of	most	 poor
countries.	For	many	parts	of	the	globe,	the	result	has	been	a	shambles.

An	abyss	now	separates	Third	World	reality	from	the	vision	of	Ruggiero	and
the	 Washington	 institutions.	 Where	 the	 prophets	 of	 the	 new	 world	 order
predicted	harmony,	we	see	famine,	war	and	progressive	environmental	collapse.
Today	we	are	slowly	beginning	to	take	reality	into	account	once	again.	In	1992
Francis	Fukuyama,	American	philosopher,	 foreign	policy	expert	and	proponent
of	 liberal	democracy,	hailed	 the	end	of	 the	Cold	War	as	 `the	end	of	history'	 in
The	 End	 of	 History	 and	 the	 Last	 Man,	 but	 in	 2006,	 in	 his	 book	 After	 the
Neocons:	 America	 at	 the	 crossroads,	 he	 withdrew	 support	 for	 his	 own	 earlier
views.	As	he	now	sees	it,	the	neo-conservatives	seemed	to	think	that	democracy
was	a	default	condition	to	which	societies	reverted	when	coercive	regime	change
occurred,	rather	than	a	longterm	process	of	institution-building	and	reform.

In	 this	 book	 I	 set	 out	 a	 parallel	 argument	 about	 the	 economy.	 Neo-liberal
economists	 argued	 that	 economic	 growth	 and	 welfare	 would	 be	 the	 default
condition	if	market	interventions	were	removed,	rather	than	the	result	of	a	long-
term	 process	 of	 building	 a	 particular	 form	 of	 economic	 structure.	 In	 terms	 of
understanding	economic	growth,	the	world	Zeitgeist	is	going	through	a	learning
curve	similar	to	that	of	Fukuyama	between	1992	and	2006.

The	world	has	 experienced	 similar	 shocking	differences	between	 theories	 of
economic	harmony	and	brutal	economic	reality	before,	and	there	is	a	lot	to	learn
from	 these	 experiences.	 We	 must	 move	 away	 from	 a	 theory	 which	 poses
economic	 harmony	 as	 an	 automatic	 outcome	 of	 divinely	 or	 mathematically
premeditated	harmony,	and	move	back	to	one	in	which	economic	harmony	is	a
product	 of	 conscious	 policies.	 In	 this	we	 are	 retracing	 the	 steps	 of	 one	of	 the
European	Enlightenment's	great	champions,	the	French	philosopher	Voltaire.

On	15	and	16	January	1759,	Voltaire	was	furtively	sending	out	copies	of	his
new	novel	Candide,	 or	Optimism,	 to	Paris,	Amsterdam,	London	 and	Brussels.
Once	the	copies	arrived	at	 these	major	centres	of	 the	European	book-trade	-	 in



what	 can	 only	 be	 called	 a	marketing	 innovation	 -	 they	were	 published	 on	 the
same,	predetermined	date	 across	Western	Europe.	The	 reasons	 for	 this	 secrecy
were	 twofold.	 On	 the	 one	 hand,	 Voltaire	 sought	 to	 sell	 as	 many	 copies	 as
possible	before	they	were	pirated	and	he	was	cut	out	of	the	profits;	on	the	other,
he	sought	to	bring	his	revolutionary	message	to	as	wide	an	audience	as	possible
before	 the	 authorities	 realized	 the	 dangers	 posed	 by	 his	 ideas	 and	 moved	 to
suppress	 them.	 Police	 around	 Europe	 seized	 copies	 of	 Candide	 and	 destroyed
presses	that	were	printing	new	editions.	The	Vatican	even	placed	Voltaire's	work
on	 its	 Index	of	 forbidden	books.	All	 to	no	avail:	 this	 little	volume	became	 the
publishing	 phenomenon	 of	 the	 eighteenth	 century,	 an	 intellectual	 tsunami	 that
not	even	the	combined	dams	of	political	and	ecclesiastical	tyranny	could	contain.

Voltaire's	 story	 follows	 the	 young	Candide	 as	 he	 left	 his	 home	 (not	 entirely
willingly)	to	experience	the	world	which	he,	as	he	had	been	taught	by	the	wise
Professor	 Pangloss,	 his	 teacher	 of	 `metaphysico-theologico-cosmo-codology',
believed	to	be	`the	best	of	all	possible	worlds'.	Voltaire	was	attacking	the	hands-
off,	 optimistic	 determinism	 that	 placed	 on	 outside	 forces	 alone,	 whether
Providence,	 Faith,	 deities	 or	 markets,	 the	 ability	 to	 bring	 about	 change	 and
transformation.	What	Candide	encountered,	however,	was	a	murderous	world	of
poverty,	marauding	armies,	religious	persecution,	earthquakes	and	shipwrecks,	a
world	where	his	fiancee,	the	lovely	Cunegonde,	was	cut	open	by	soldiers	`after
they'd	raped	her	as	many	times	as	anyone	can	be'	before	being	sold	into	slavery.
All	the	while,	Pangloss	continued	to	preach	that	this	was	the	`best	of	all	possible
worlds',	to	the	point	where	young	Candide	asked	himself,	`if	this	is	the	best	of	all
possible	worlds,	then	what	must	the	others	be	like?'

Through	 Candide,	 Voltaire	 sought	 to	 emancipate	 Europe	 from	 the	 mental
slavery	 of	 Professor	 Pangloss.	 Many	 of	 those	 who	 preside	 over	 economic
orthodoxy	are	in	the	grip	of	a	similar,	disastrous	optimism	and	a	corresponding
emancipation	 is	 needed.	 Today's	 Panglossian	 economic	 theory	 is	 created	 from
the	top	down,	based	on	arbitrary	assumptions	and	metaphors	from	astronomy	or
physics.	This	 theory	 pictures	 a	 harmonious	 universe	 that	 happens	 to	 be	 tailor-
made	for	the	ruling	theoretical	fashion.	The	alternative	theory	that	some	of	us	are
trying	 to	 revive	 is	built	up	 from	below,	based	on	observations	of	 a	 reality	 that
very	 often	 does	 not	 favour	 economic	 development.	 Rather	 than	 seeking	 to
`remove	 the	obstacles'	 to	prosperity,	development	must	be	seen	 for	what	 it	has
always	been:	the	outcome	of	conscious	and	deliberate	policy.



One	hallmark	of	Panglossian	logic	is	that	whatever	happens	is	rationalized	 in
ways	 that	 contradict	 reasonable	 modes	 of	 thought	 and	 common	 sense,	 for
example,	 the	Washington	 institutions	 sometimes	 argue	 that	 the	 dramatic	 mass
exodus	 of	 desperately	 poor	 people	 from	 the	 Third	 World,	 prompted	 by	 the
absence	 of	 real	 jobs,	 is	 `all	 for	 the	 best',	 because	 their	 remittances	 to	 jobless
relatives	 left	 behind	 improve	 the	 balance	 of	 payments	 of	 these	 poor	 countries.
On	 a	 daily	 basis,	 innumerable	 immigrants	 risk	 (and	 many	 lose)	 their	 lives
attempting	 to	escape	areas	of	superfluous	population	 in	order	 to	 reach	areas	of
superfluous	wealth.	Those	who	survive	suffer	from	exploitation	and	hostility	in
their	new	countries,	so	that	their	relatives	can	be	saved	from	outright	destitution.

Another	 feature	of	such	 thinking	 is	 that	 the	core	assumptions	of	 the	model	 -
those	who	create	 `the	best	of	all	possible	worlds'	 -	 are	hardly	 ever	 questioned.
Reality	 tends	 to	 be	 filtered	 in	 such	 a	 way	 as	 to	 exclude	 observations	 that
contradict	expected	outcomes.	When	reality	gets	as	aggressively	obtrusive	as	it
is	 today,	 explanations	 are	 sought	 outside	 the	 core	 model.	 Poverty	 becomes	 a
consequence	of	race,	or	culture	or	geography	-	anything	but	orthodox	economics
is	to	blame.	Since	the	Panglossian	economic	model	is	assumed	to	be	perfect,	any
explanation	of	its	failure	must	be	found	in	factors	that	lie	outside	economics.

Voltaire's	message,	and	the	reason	why	authorities	at	the	time	did	their	utmost
to	repress	it,	was	of	course	that	the	world	is	not	perfect,	that	one	should	actively
seek	 to	 improve	 it	 rather	 than	 simply	 let	 things	 run	 their	 course.	Maintaining
civil	 society,	 let	 alone	 achieving	 something	 like	 `progress',	 requires	 immense
effort	 and	 constant	 vigilance.	 The	 reforms	 of	 the	 Enlightenment	 and	 the
commercial	societies	that	sprang	up	across	Europe	were	heavily	indebted	to	the
spirit	 of	 Candide.	 In	 the	 twenty-first	 century,	 as	 we	 begin	 to	 realize	 the
immensity	of	space	and	the	randomness	of	evolution,	Voltaire's	 insight	 that	 the
world	might	not	be	perfectly	designed	around	the	whims	of	humankind	should
be	all	 the	more	evident.	Yet,	economists	and	politicians	 today	still	 tell	us,	with
the	certainty	and	authority	of	dead	theologians,	that	the	world	would	be	perfect	if
only	 we	 would	 practise	 laissez-faire	 and	 let	 individual	 instincts	 (which	 are
generally	assumed	to	be	`rational')	interact	freely	and	without	any	but	the	most
basic	intervention.	Some	even	argue	that	we	should	privatize	basic	institutions	of
society,	 like	 the	 legal	 system,	 and	 subject	 society	 in	 its	 entirety	 to	 the
providential	 harmony	 of	 `the	 market';	 an	 assumed	 perfect	 insurance	 market
would	in	this	case	guard	us	from	any	mischief	caused	by	privatized	justice.



But	harmony	is	not	the	natural	state	of	society.	It	is	naive	to	think	that	the	laws
of	the	cosmos	-	to	the	extent	that	they	may	exist	-	should	always	prove	positive
for	 society,	 and	 that	 harmony	 should	 always	 result	 from	 submitting	 to	 them.
Faith	 in	 `the	 market'	 is	 thus	 often	 difficult	 to	 differentiate	 from	 faith	 in
Providence	 or	 in	 the	 goodness	 of	 an	 ever-present	 deity.	Why,	 one	 could	 ask,
should	 the	 cosmos	 be	 tailored	 for	 something	 as	 idiosyncratic	 and	 historically
contingent	as	the	contemporary	definition	of	capitalism	and	globalization?	Once
we	 rid	 ourselves	 of	 the	 fantasy	 that	 `natural	 laws'	 govern	 the	 enrichment	 of
nations,	we	can	begin	to	assess	how	and	why	certain	policies	have	worked	in	the
past	and	how	such	successes	might	inform	policy	again	in	the	future.

One	 of	 the	main	 targets	 of	 Voltaire's	 attack	 in	 the	 years	 following	 Candide
were	 les	 economistes,	 a	 group	 which	 in	 the	 history	 of	 economic	 thought	 is
referred	 to	 as	 the	Physiocrats	 (indicating	 `rule	 of	 nature'	 in	 the	 same	way	 that
democracy	means	`rule	of	 the	people').	Today's	mainstream	economics	proudly
traces	 its	 ancestry	 back	 to	 the	 Physiocrats,	 who	 believed	 that	 the	 wealth	 of
nations	 was	 to	 be	 derived	 solely	 from	 agriculture.	 Historically,	 however,	 the
Physiocrats	did	not	dominate	economic	policy	for	long,	and	where	they	did	-	as
in	 France	 -	 their	 policies	 created	 scarcity	 of	 food	 and	 poverty.	 Virtually	 all
important	 European	 intellectuals	 of	 the	 day,	 from	 the	 Frenchmen	Voltaire	 and
Diderot	to	the	Italian	Abbe	Galiani	and	Scotsman	David	Hume,	were	fierce	anti-
Physiocrats.	Even	in	France,	 the	home	of	Physiocracy,	 the	most	 influential	and
bestselling	economics	books	of	the	day	were	those	of	the	anti-Physiocrats.	And
the	 Physiocratic	 movement	 never	 reached	 England	 at	 all.	 One	 reason	 for
studying	 Voltaire's	 fight	 against	 the	 Physiocrats	 is	 that	 we	 can	 learn	 from
observing	 similar	 theories:	 that	 produce	 the	 same	 results	 under	 similar
circumstances.	Today	the	Right	to	Food	movement	recognizes	that	at	times	there
might	be	a	conflict	between	human	beings'	right	to	eat	and	the	principle	of	free
trade;	in	1774,	during	the	build-up	to	the	French	Revolution,	precisely	the	same
argument	was	made	by	the	French	anti-Physiocrat	Simon	Linguet.	Although	the
anti-Physiocrats	 won	 the	 day	 in	 practical	 policy	 terms	 that	 is	 not	 reflected	 in
today's	economics	textbooks.	The	history	of	economics	tends	to	exist	in	splendid
isolation	not	only	from	what	actually	happened	in	real	economic	policy,	but	also
from	what	 happened	 in	 neighbouring	disciplines	 such	as	philosophy,	Voltaire's
field.

This	book	begins	by	describing	different	types	of	economic	thinking	and	goes



on	 to	 argue	 why	 the	 virtual	 world	 monopoly	 of	 the	 current	 dominant	 theory
should	be	broken.	English	economist	David	Ricardo's	trade	theory,	dating	from
1817,1	has	become	the	linchpin	of	our	world	economic	order.	Even	though	we
can	 see	 that	 free	 trade	 in	 some	 contexts	 makes	 people	 poorer,	 Western
governments	are	still	complacently	insisting	on	it	and	are	offering	more	aid	as	an
incentive	for	accepting	it.	Thus,	the	good	intentions	of	those	who	call	for	more
aid	obscure	the	folly	of	the	current	economic	orthodoxy	as	it	is	carried	out	in	real
policies.	In	this	way	the	dogma	of	global	free	trade	survives,	while	idealism	and
generosity	 act	 to	 cover	 up	 a	 surreal	 and	 sometimes	 even	 criminal	 and	 corrupt
reality.	Understanding	 the	problems	underlying	 today's	 ruling	 economic	 theory
and	resurrecting	alternative	approaches	is	a	necessary	starting	point.

Chapter	1	of	 this	book	explains	 the	existence	of	different	 types	of	 economic
theory,	and	 the	gap	 that	 is	 frequently	 found	between	 `high	 theory'	 rhetoric	 and
practical	 reality	 in	 terms	of	economic	policy.	Chapter	2	 traces	 the	evolution	of
today's	 canonical	 sequence	 of	 authors	 from	 Physiocracy	 via	 Adam	 Smith	 and
David	Ricardo	to	standard	textbook	economics.	This	tradition	is	contrasted	with
a	 much	 older	 and	 less	 abstract	 Other	 Canon	 of	 economics	 that	 provided	 the
guidelines	 for	 economic	 policy	 when	 today's	 presently	 wealthy	 nations	 made
their	 historical	 transitions	 from	 poverty	 to	 wealth;	 for	 example,	 England's
progression	from	1485	through	to	the	post-Second	World	War	Marshall	Plan.

In	Chapter	3	 I	 argue	 that	what	Enlightenment	economists	called	emulation,2
rather	 than	 `comparative	 advantage'	 and	 `free	 trade',	 lies	 at	 the	 heart	 of
successful	 development.	 In	 this	 context	 emulation	means	 imitating	 in	 order	 to
equal	or	excel.	If	the	tribe	across	the	river	has	taken	the	step	from	the	Stone	Age
to	the	Bronze	Age,	your	own	tribe	is	faced	with	the	choice	of	either	sticking	to
its	 comparative	 advantage	 in	 the	 Stone	 Age	 or	 trying	 to	 emulate	 the
neighbouring	 tribe	 into	 the	Bronze	Age.	Before	David	Ricardo	 there	was	 little
doubt	 that	 emulation	 would	 be	 the	 best	 strategy,	 and	 historically	 the	 most
important	 contribution	 of	Ricardo's	 trade	 theory	was	 that,	 for	 the	 first	 time,	 it
made	colonialism	morally	defensible.	Today	we	have	totally	dismissed	the	idea
that	a	strategy	of	emulation	was	a	mandatory	passage	point	 for	all	nations	 that
are	presently	 rich:	we	have	outlawed	 the	key	 tools	needed	 for	emulation.	This
chapter	uses	the	history	of	economic	policies	-	the	knowledge	of	which	policies
created	successful	development	in	the	past	-	in	order	to	create	a	theory	of	uneven
economic	development.	 In	 today's	economics,	neither	of	 these	 is	 regarded	as	a



legitimate	academic	field.	Instead,	in	today's	trade	theory,	economic	harmony	is
already	built	into	its	basic	assumptions.

There	are	plenty	of	good	arguments	 for	 free	 trade,	but	Chapter	4	argues	 that
David	 Ricardo's	 is	 not	 one	 of	 them.	 Delving	 deeper	 into	 the	 economics	 of
production	 reveals	 that	 the	 best	 arguments	 for	 globalization	 are	 also	 the	 best
ones	 for	 preventing	 poor	 countries	 from	 prematurely	 entering	 the	 world
economy.	 Ricardo's	 theory	 appears	 to	 be	 right	 in	 many	 contexts,	 but	 is
essentially	right	for	the	wrong	reasons.	However,	aspects	of	Ricardian	theory	are
deeply	 cherished	 both	 by	 the	 political	 left	 and	 the	 right,	 and	 criticizing	 it	 is
problematic.	On	 the	 political	 right,	Ricardian	 trade	 theory	 provides	 the	 `proof'
that	capitalism	and	instant	unrestrained	international	trade	are	in	the	interests	of
all	 inhabitants	of	 the	planet.	The	proof	of	 the	benefits	of	free	trade	is	based	on
what	economists	call	the	labour	theory	of	value,	i.e.	that	human	labour	is	the	sole
source	 of	 all	 value,	 and	 the	 Marxist	 world-view	 is	 also	 based	 on	 this	 same
theory.	As	I	see	it,	the	labour	theory	of	value	was	probably	better	suited	to	make
nineteenth-century	 industrial	 workers	 take	 to	 the	 streets	 than	 to	 explain	 the
wealth	and	poverty	in	today's	world.

Polish	mathematician	Stanislaw	Ulam	once	asked	American	economics	Nobel
prizewinner	Paul	Samuelson	-	who	in	1949	theorized	that	free	trade	will	tend	to
level	out	world	wages	-	whether	he	could	point	to	an	idea	in	economics	that	was
universally	 true	 but	 not	 obvious.	 Samuelson's	 response	 was	 the	 `principle	 of
comparative	 advantage',	 according	 to	 which	 two	 countries	 necessarily	 benefit
from	engaging	 in	 free	 trade	with	each	other,	provided	 their	 relative	production
costs	are	not	identical.	Thus,	an	attack	on	the	philosophical	basis	of	the	free	trade
doctrine	exposes	one	not	only	to	attacks	from	both	sides	of	the	right-left	axis,	but
also	undermines	the	claim	of	economics	to	be	a	`hard	science'.	This	book	brings
back	traditions	in	which	economics	is	not	and	never	can	be	a	`hard	science'.

Chapter	 5	 argues	 that	 today	 in	 many	 poor	 countries	 we	 can	 observe	 the
opposite	of	development	and	progress,	that	is,	retrogression	and	primitivization.
The	 mechanisms	 causing	 this	 primitivization	 are	 explained,	 using	 Mongolia,
Rwanda	and	Peru	as	examples.	To	go	back	to	the	example	of	the	two	tribes	given
above,	 logic	 in	use	only	 a	 few	decades	 ago	admitted	 that	 a	higher	 standard	 of
living	could	be	achieved	by	entering	into	the	Bronze	Age,	even	though	your	own
tribe	might	not	be	as	advanced	as	the	leading	tribe.	The	logic	that	died	with	the
Berlin	Wall	was	that	it	is	better	to	have	an	inefficient	manufacturing	sector	than



not	to	have	a	manufacturing	sector	at	all,	and	such	an	approach	has	led	to	falling
real	wages	in	many	countries	in	Eastern	Europe,	Asia,	Africa	and	Latin	America.

The	recent	responses	from	mainstream	economics	to	the	challenges	of	poverty
are	 discussed	 in	 Chapter	 6.	 In	 order	 to	 find	 remedies,	 it	 is	 necessary	 to
distinguish	 core	 aspects	 of	 economic	 development	 from	 what	 are	 collateral
effects	or	even	just	symptoms.	It	 is	argued	that	by	being	unwilling	 to	critically
evaluate	 these	 core	 metaphors,	 assumptions	 and	 postulates	 of	 economics,
economists	have	recently	been	distracted	by	a	string	of	red	herrings	-	they	have
looked	everywhere	but	at	 the	core	 issues	 in	 the	realm	of	production.	The	same
people	who	were	in	charge	in	the	1990s	are	still	the	ideological	leaders	of	what
is	 supposed	 to	 be	 a	 reconstruction.	 It	 is	 rather	 like	 asking	 Attila	 the	 Hun	 for
advice	on	urban	regeneration.

In	Chapter	7	I	argue	that	knowledge	of	the	historical	process	of	development
can	 prevent	 us	 from	 adopting	 policies	 that	 seem	 logical	 but	 are	 in	 fact	 very
damaging.	In	comparison	to	the	free	trade	that	is	forced	on	poor	countries,	rich
countries	 restrict	 imports	 of	 agricultural	 products	 from	 the	 Third	 World	 and
subsidize	 their	 own	 agriculture.	 Intuitively	 the	 highest	 priority	 is	 put	 on
rectifying	 these	 unfair	 practices,	 but,	 as	 we	 shall	 see	 from	 eighteenth-century
examples,	 the	 removal	 of	 agricultural	 tariffs	 is	 a	 long-standing	 weapon	 in	 the
colonial	armoury.	However	unfair	the	practices	may	seem,	focusing	too	much	on
them	may	 lead	 us	 into	 the	 Panglossian	 trap	 of	 assuming	 that	 if	 we	 only	 had
perfectly	 free	 trade	 and	 laissez-faire,	 the	 visions	 of	 economic	 harmony	would
actually	become	a	reality.	Present	World	Trade	Organisation	(WTO)	rhetoric	 is
that	 the	 South	 stays	 poor	 because	 the	 North	 protects	 its	 agriculture.	 I	 shall
attempt	 to	 show	 that	 the	 world	 is	 not	 so	 constructed	 that	 the	 starving	 South
would	get	rich	if	they	were	only	allowed	to	sell	their	food	to	the	North.

We	cannot	make	the	poor	rich	merely	through	our	direct	and	naive	kindness.
The	world	 is	 so	 complex	now	 that	we	have	 to	 think	 through	 the	 systemic	and
long-term	effects	of	our	actions.	It	is	natural	that	people	who	observe	backward
agriculture	 in	 Africa	 wish	 to	 help	 Africa	 by	 making	 that	 agriculture	 more
efficient.	 Enlightenment	 philosopher	 and	 economist	 David	 Hume,	 however,
suggested	 that	 the	 best	 way	 to	 improve	 agriculture	 is	 through	 the	 roundabout
way	 of	 first	 improving	 manufacturing	 industry	 -	 and	 we	 now	 have	 half	 a
millennium	of	historical	data	to	back	up	Hume's	insight.	Achieving	an	optimum
balance	between	different	economic	sectors	in	a	nation	used	to	be	an	important



part	of	Enlightenment	economics,	but	has	become	totally	lost	as	a	theme	today.

Just	as	we	do	not	create	more	food	in	the	Third	World	by	eating	less	ourselves
-	 at	 the	moment	 famines	are	essentially	caused	by	a	 lack	of	purchasing	power
rather	than	a	lack	of	world	supply	-	we	do	not	create	development	in	the	Third
World	 by	 closing	 down	 First	World	 agriculture.	 This	 book	 argues	 that	 a	 deal
should	 be	 struck	 by	 which	 the	 First	 World	 is	 allowed	 to	 protect	 its	 own
agriculture	 (but	 prevented	 from	 dumping	 its	 surpluses	 on	 the	 world	 markets)
while	 the	 Third	 World	 is	 allowed	 to	 protect	 its	 manufacturing	 and	 advanced
service	 sectors.	 This	 is	 the	 only	 policy	 that	 can	 be	 consistent	 with	 successful
development	policy	over	the	last	500	years.

We	have	collectively	forgotten	how	to	create	wealthy	nations	-	an	art	that	was
successfully	employed	as	recently	as	fifty	years	ago	-	and	so	our	responses	to	the
challenges	of	poverty	 today,	however	well	 intentioned,	amount	 to	an	attack	on
the	symptoms	of	poverty	rather	 than	 its	deep	causes.	Chapter	7	 focuses	on	 the
Millennium	Development	Goals	that	include	worthy	goals	like	reducing	by	half
the	 number	 of	 people	 living	 on	 less	 than	 a	 dollar	 a	 day	 and	 the	 proportion	of
people	who	suffer	from	hunger,	reducing	diseases	and	child	mortality,	as	well	as
educational	and	environmental	goals.	I	argue	that	both	the	Millennium	Goals	and
the	 campaign	 to	 `Make	 Poverty	 History'	 are	 far	 too	 heavily	 biased	 towards
palliative	economics,	aimed	at	easing	the	pains	of	poverty	rather	than	at	making
the	 fundamental	 structural	 changes	 that	 result	 in	 true	 economic	 development.
Rather	than	creating	democracy	and	development,	this	approach	-	regardless	of
the	nobility	 of	 the	 intentions	 -	will	 produce	 a	 crippling	welfare	 colonialism	 in
which	rich	countries	maintain	 their	political	power	over	poor	countries.	This	 is
not	to	say	we	should	not	do	what	we	can	to	relieve	suffering	through	aid,	but	we
must	also	take	on	the	more	important	task	of	understanding	how	poor	countries
can	 become	 richer	 by	 themselves.	 Advocates	 of	 free	 trade	 often	 use	 similar
rhetoric	 for	 their	 policies,	 but	 there	 is	 a	 crucial	 difference:	 while	 I	 argue	 for
development	 over	 assistance	 as	 the	 priority	 for	 the	 world's	 poor,	 I	 want	 to
advocate	development	that	serves	the	world's	poor,	not	passive	transfers	that	in
the	end	take	the	form	of	covert	colonialism.

The	 concluding	Chapter	 8	 charts	 how	 it	 is	 possible	 to	 create	middle-income
countries,	where	all	inhabitants	have	a	purpose	and	a	claim	on	the	necessities	of
life	and	at	 least	some	of	 its	pleasures.	 In	 terms	of	 theory	and	economic	policy,
this	 needs	 nothing	more	 radical	 than	 going	 back	 to	 the	 practices	 of	 trade	 and



development	 as	 they	 were	 practised	 in	 the	 period	 immediately	 following	 the
Second	World	War,	 as	 exemplified	 in	 the	1948	Havana	Charter	 of	 the	 defunct
International	 Trade	Organization	 (ITO),	 that	 is,	 the	 subjugating	 of	 the	 goal	 of
free	trade	to	other	goals	directly	involving	human	welfare.

This	 book	 has	 three	 main	 audiences	 in	 mind.	 First	 of	 all,	 my	 fellow
economists:	the	main	theoretical	objective	of	the	book	is	to	show	why	standard
international	 trade	 theory,	 as	 it	 is	 applied	 today,	 is	 unsuitable	 -	 and	 can	 be
outright	`primitivizing'	-	when	imposed	on	nations	at	widely	different	 levels	of
development.	 The	 book's	 theoretical	 basis	 is	 evolutionary	 or	 Schumpeterian
economics,'	 to	 which	 are	 added	 elements	 from	 the	 historical	 and	 institutional
schools,	past	and	present.	The	economics	of	Joseph	Schumpeter	(1883-1950)	is
presently	in	vogue,	and	the	book	is	true	to	Schumpeter's	frequent	preference	for
Continental	economists	over	their	British	contemporaries	Adam	Smith	(1723-90)
and	 David	 Ricardo	 (1772-1823).	 It	 should	 be	 kept	 in	mind	 that	 Schumpeter's
verdict	on	Ricardo's	highly	abstract	construction	was:	`It	 is	an	excellent	 theory
that	 can	 never	 be	 refuted	 and	 lacks	 nothing	 but	 sense.'4	As	 did	 the	 two	most
important	 economists	 of	 the	 twentieth	 century,	 John	Maynard	 Keynes	 (1883-
1946)	 and	 Schumpeter,	 this	 book	 largely	 defends	 the	 principles	 of	 economic
theory	before	Adam	Smith	-	so-called	mercantilism	-	in	its	context.	The	material
that	 will	 probably	 be	 of	 most	 interest	 to	 professional	 economists	 appears	 in
Appendices	at	the	end	of	the	book.

Second,	 my	 aim	 is	 that	 readers	 without	 a	 grounding	 in	 the	 subject	 will
understand	 what	 follows	 by	 the	 time	 they	 finish	 reading	 the	 book.	 Tightly
packed	 into	 the	 language	 of	 economics	 -	 which	 the	 book	 will	 attempt	 to
demystify	 -	 is	 the	 incontrovertible	 fact	 that	 rich	 countries	 got	 rich	 because	 for
decades,	 often	 centuries,	 their	 states	 and	 ruling	 elites	 set	 up,	 subsidized	 and
protected	 dynamic	 industries	 and	 services.	 They	 all	 emulated	 the	 most
prosperous	countries	at	 the	time,	bringing	their	productive	structures	 into	 those
areas	where	 technological	 change	was	being	 focused.	 In	 this	way	 they	 created
rents	 (a	 return	above	 `normal'	 income)	 that	 spread	 to	capitalists	 in	 the	 form	of
higher	profits,	to	labour	in	the	form	of	higher	wages,	and	to	governments	in	the
form	of	higher	 taxes.	At	 its	core,	colonialism	 is	a	system	that	 seeks	 to	prevent
these	 types	 of	 effects	 from	 being	 produced	 in	 the	 colonies.	 Poor	 countries
specialize	 in	 activities	 that	 have	 one	 or	 more	 of	 the	 following	 three
characteristics:	(a)	they	are	subject	to	diminishing	rather	than	increasing	returns,



(b)	they	are	either	devoid	of	learning	potential;	and/or	(c)	the	fruits	of	learning	-
rather	than	producing	local	wealth	-	are	passed	on	to	their	customers	in	the	rich
countries	 in	 the	 form	 of	 lower	 prices.	 From	 this	 perspective,	 what	 we	 call
`development'	is	essentially	a	knowledge-	and	technology-based	rent	that	often	is
reinforced,	 rather	 than	 reduced,	by	 free	 trade	between	nations	at	very	different
levels	of	development.	In	this	way	some	nations	may	specialize	in	being	wealthy
while	others	specialize	according	to	their	comparative	advantage	in	being	poor.

Both	 these	 audiences	must	 appreciate	 that	 the	main	 difference	 between	 rich
and	poor	countries	is	that	rich	countries	have	all	moved	through	a	stage	without
free	 trade,	 which	 -	 when	 successful	 -	 subsequently	made	 free	 trade	 desirable.
This	mandatory	passage	point	in	the	history	of	all	presently	developed	countries
-	allowing	poor	countries	to	emulate	the	economic	structures	of	rich	countries	-
is	 currently	 outlawed.	Markets	 will	 not	magically	 eradicate	 poverty	 any	 more
than	 they	 will	 magically	 address	 the	 problems	 posed	 by	 global	 warming	 and
environmental	 degradation.	 Only	 a	 confident	 and	 determined	 public	 in	 rich
countries	 can	 ensure	 that	 the	 governments	 of	 poor	 countries	 are	 free	 to	make
decisions	 for	 the	 benefit	 of	 their	 own	 people.	 This	 means	 rejecting	 both	 the
alleged	 rationality	 of	 the	 free	 trade	 orthodoxy	 and	 the	 alleged	 morality	 of	 a
`fairer'	 system	of	global	 trade.	Fair	 trade	under	current	 conditions	could	easily
leave	 extreme	 poverty	 intact.	 It	 also	 means	 keeping	 a	 close	 eye	 on	 our
governments	to	ensure	that	they	are	not	interfering	illegitimately	in	the	internal
affairs	of	poor	countries.	This,	rather	than	agitation	for	a	reduction	in	agricultural
tariffs,	is	likely	to	help	the	world's	poorest.

And	finally,	a	word	to	those	who	live	in	poor	countries,	my	third	audience.	 I
hope	that	what	follows	will	help	to	map	the	mechanisms	that	create	wealth	and
poverty,	creating	a	framework	in	which	to	discuss	how	extreme	poverty	in	your
countries	might	be	addressed.	Understanding	the	mechanisms	at	work	makes	it
possible	 to	open	up	 a	 debate,	 and	 to	 find	policies	with	which	 to	 fill	 the	wider
policy	space	that	is	now	opening	up	for	poor	countries.	Throughout	I	try	not	to
prescribe	what	 I	would	do	 to	 encourage	development,	 but	 to	 suggest	what	 the
great	 architects	 of	 development	 in	 Europe	 and	 the	 United	 States	 would
recommend	today.	If	you	take	anything	from	this	book,	let	it	be	this:	if	you	want
to	 understand	 the	 causes	 of	 American	 and	 European	 prosperity,	 study	 the
policies	of	those	who	created	it,	not	the	advice	of	their	forgetful	successors.

	



A	paradigm	can,	 for	 that	matter,	 even	 insulate	 the	 community	 from	 those
socially	 important	 problems	 that	 are	 not	 reducible	 to	 the	 puzzle	 form,
because	 they	cannot	be	stated	 in	 terms	of	 the	conceptual	 and	 instrumental
tools	the	paradigm	supplies.

Thomas	Kuhn,	The	Structure	of	Scientific	Revolutions,	1962

Even	after	many	years	-	and	despite	the	fact	I	had	not	then	read	Voltaire	-	the	day
when	work	on	this	book	was	started	can	be	determined	fairly	accurately.	It	was
on	 one	 of	 the	 first	 days	 of	 July	 1967,	 during	 my	 last	 high-school	 summer
vacation,	and	I	was	standing	at	the	highest	point	of	the	largest	garbage	dump	in
Lima,	Peru.	Here,	with	a	good	view	of	 the	dump	 itself	and	 the	nearby	slum,	 a
man	 had	 constructed	 a	 dwelling	 from	 old	 steel	 drums.	 The	 exterior	was	 gaily
decorated	with	colourful	banners	waving	in	the	wind,	and	the	owner	had	invited
our	small	group	of	passers-by	in	for	tea.	I	was	in	Peru	as	a	guest	of	a	Peruvian
community	 development	 organization.	 That	 same	 autumn	 I	 was	 to	 head	 a
campaign	 among	 secondary	 school	 students	 in	 Norway,	 collecting	 funds	 for
school	building	in	the	Andes.	Students	in	Norway,	Sweden	and	Finland	got	one
day	off	from	school,	and	the	money	we	made	was	donated	to	buy	construction
material	for	a	large	number	of	small	schools	to	be	built	by	the	Andean	villagers
themselves.

Why	are	they	so	poor?	My	Peruvian	sojourn	was	only	into	its	second	day	and
the	 question	was	 gradually	 taking	 form.	The	 background	 for	my	question	was
that	most	of	the	people	I	observed	at	work	-	the	luggage	handlers	at	the	airport,
the	 bus	 drivers,	 the	 hotel	 personnel,	 the	 barbers,	 the	 shop	 attendants	 -	 did	 not
seem	to	be	any	less	efficient	than	the	people	performing	the	same	tasks	back	in
Norway.	 The	 mature	 formulation	 of	 the	 question	 gradually	 developed	 into:
`What	 is	 it	 about	 this	 "market"	 that	 rewards	 people	 with	 the	 same	 level	 of
productivity	 with	 such	 different	 real	 incomes	 in	 different	 countries?'	 The	 day



after	 the	 tea	 party	 -	when	 the	 stench	 of	 garbage	 had	 almost	 disappeared	 from
skin	 and	 clothing	 -	my	 fellow	 students	 from	 Sweden	 and	 Finland	 and	 I	 were
President	Fernando	Belaunde's	 lunch	guests	at	 the	presidential	palace.	While	 it
was	clear	to	all	of	us	 that	building	schools	was	a	good	idea,	no	one	seemed	to
have	 any	 clear	 ideas	 about	 the	 causes	 of	 poverty.	 I	 decided	 to	 look	 up	 the
explanation	 in	 an	 encyclopaedia	 when	 I	 got	 home,	 but	 without	 success.	 My
curiosity	had	been	whetted.	Why	 is	 the	 real	wage	of	 a	bus	 driver	 in	 Frankfurt
sixteen	 times	 higher	 than	 the	 real	 wage	 of	 an	 equally	 efficient	 bus	 driver	 in
Nigeria,	as	the	World	Bank	recently	calculated?	I	set	out	to	find	an	answer,	and
this	book	is	the	result.

After	 undergraduate	 studies	 in	 Switzerland	 and	 an	 MBA	 from	 Harvard,	 I
started	a	manufacturing	firm	in	Italy.	The	question	from	the	Lima	garbage	dump,
however,	persisted.	The	strange	thing	was	that	so	few	people	seemed	even	to	be
interested	in	the	question.

In	1967,	just	as	now,	economists	tended	to	claim	that	free	trade	would	increase
economic	 equality,	 levelling	 out	 wages	 between	 the	 rich	 and	 the	 poor	 of	 this
world.	In	fact,	their	confidence	in	this	theory	has	grown	since	then.	Free	trade	is
seen	as	a	system	with	all	winners	and	no	losers.	So	why	does	such	a	collective
conviction	 arise	 in	 certain	 historical	 periods	 -	 the	 1760s,	 1840s	 and	 1990s	 -
`proved'	by	economic	theory,	that	if	high-tech	engineers	and	people	who	make	a
living	washing	dishes	are	placed	in	two	different	countries	and	start	trading,	they
will	suddenly	obtain	the	same	real	wages?	Important	social	problems	and	even
revolutions	 have	 always	 followed	 in	 the	 wake	 of	 such	 theories	 -	 both	 in	 the
1760s	and	1840s	and	now	-	before	less	abstract	and	more	practical	theories	take
over	 the	 academic	 scene,	 repairing	 the	 social	 evils.	 American	 economist	 Paul
Krugman	showed	great	insight	when	he	claimed	that	in	certain	historical	periods
previous	knowledge	is	forgotten,	and	ignorance	rules.

As	 the	 years	 passed,	 I	 came	 to	 understand	 that	 there	 are	 different	 types	 of
economic	theories,	and	that	the	reason	my	question	was	not	asked	was	that	 the
ruling	 economic	 theory	 worked	 on	 assumptions	 that	 not	 only	 produced	 the
wrong	answers,	but	also	the	wrong	questions	(see	figure	1).	No	such	thing	as	a
theory	of	uneven	development	existed	in	standard	economics.	This	whole	set	of
problems	fascinated	me	to	the	extent	that	I	took	time	off	from	my	small	firm	in
order	to	look	for	a	possible	answer	through	a	Ph.D.	in	economics	in	the	United
States.	 I	 intuitively	 shunned	 theoretical	 abstractions	 that	 seemed	 to	 exclude



features	that,	in	practical	life,	could	be	decisive	in	producing	wealth	or	poverty.
Much	 later	 I	 found	Goethe	had	expressed	 this	 so	well:	 `Grey,	my	 friend,	 is	all
theory.	Green	is	the	golden	tree	of	life.'

Figure	 1	 Inappropriate	 Assumptions	 Generate	 the	Wrong	 Questions.	 `Peanuts'
cartoon	by	Charles	Schulz

Only	years	 later	 it	became	clear	 to	me	 that	Harvard	Business	School,	over	a



period	of	two	years,	had	intensively	brainwashed	me	into	an	alternative,	but	now
defunct,	 economics	 tradition	 that	 kept	 closer	 to	 the	 tree	 of	 real	 life	 than
economics	does	today.	The	case	study	methodology	of	business	schools	is	based
on	 that	 of	 the	 German	 Historical	 School	 of	 Economics.	 During	 twelve	 years'
study	 at	 German-speaking	 universities,	 Edwin	 Gay	 (1867-1946),	 Harvard
Business	School	founder	and	first	Dean	during	a	period	of	more	than	ten	years,
had	been	inspired	by	German	economist	Gustav	Schmoller	(1838-1917)	and	his
historical	approach	to	economics.'	Standard	economics	too	often	trains	people	to
see	the	world	through	sets	of	methodological	and	mathematical	lenses,	and	such
methods	create	important	blind	spots.	In	contrast,	the	historical	approach	broadly
gathers	evidence	whereby	relevance	is	the	only	valid	criterion	for	inclusion.	This
book	analyses	globalization	as	a	Harvard	Business	School	case	study,	but	with
the	 aim	 of	 maximizing	 real	 wages	 rather	 than	 profits.	 A	 Harvard	 Business
School	 document	 defines	 the	 curiosity	 that	 drives	 good	 research:	 `After
continuously	 observing	 and	 studying	 and	 thinking,	 you	 stumble	 across
something	and	think	"I	don't	understand	that.	There's	some	mismatch	of	existing
theory	 and	my	observation	of	 reality.	 It	 doesn't	 fit.	 I	 think	 it's	 important	 -	 and
either	 I've	got	 it	wrong	or	 they've	got	 it	wrong.	 I	want	 to	 find	Out.	 1112	This
contrasts	with	how	research	in	standard	textbook	economics,	limited	by	its	tools
and	assumptions,	moves	along	the	path	of	least	mathematical	resistance3	rather
than	one	of	maximum	relevance.

Initially	I	studied	poor	countries	in	order	to	understand	their	poverty.	Later	it
became	clear	to	me	that	poverty	is	the	normal	state	of	affairs	and	this	correlates
with	 economists'	 perceptions	 of	 the	 world.	 Traditionally,	 wealth	 and	 poverty
used	 to	 be	 explained	 by	 recognizing	 that	 different	 economic	 activities	 were
qualitatively	different	 as	 carriers	 of	wealth,	 a	 perspective	 that	 has	 been	 lost	 in
today's	 dominant	 theory,	 although	 poor	 country	 economies	 correspond	 much
more	closely	to	the	conditions	assumed	in	standard	textbook	economics	than	do
the	 economies	 of	 rich	 countries.	At	 this	 point	 it	 is	 necessary	 to	 introduce	 and
explain	two	sets	of	key	terms	that	describe	the	differences	between	the	economic
activities	that	typically	dominate	the	poor	countries	and	those	that	dominate	the
rich	 countries:	 `perfect'	 and	 `imperfect'	 competition	 and	 `increasing'	 and
`diminishing'	returns.

`Perfect	 competition'	 or	 `commodity	 competition'	 means	 that	 the	 producer
cannot	 influence	 the	price	of	what	he	produces,	he	 is	 facing	a	 `perfect'	market



and	 literally	 reads	 in	 the	 newspaper	 what	 the	 market	 is	 willing	 to	 pay.	 This
situation	is	typically	found	in	markets	for	agricultural	or	mining	products.	With
perfect	competition	normally	goes	a	situation	referred	to	as	`diminishing	returns':
as	production	is	expanded,	after	a	certain	point,	more	units	of	 the	same	input	-
capital	and/or	labour	-	will	produce	smaller	and	smaller	amounts	of	new	output.
In	other	words,	if	you	put	more	and	more	tractors	or	more	labour	into	the	same
potato	 field,	 after	 a	 certain	 point	 each	 new	 person	 or	 each	 new	 tractor	 will
produce	 less	 than	 the	 last	 unit	 added.	 Perfect	 competition	 and	 diminishing
returns	 are	 assumed	 to	 be	 the	 normal	 state	 of	 affairs	 in	 standard	 textbook
economics.

When	 production	 is	 expanded	 in	manufacturing	 industry,	 cost	 developments
go	in	the	opposite	direction	-	down	rather	than	up.	Once	mechanized	production
has	 been	 set	 up,	 the	 larger	 the	 volume	 of	 output,	 the	 lower	 the	 cost	 per	 unit
produced.	 The	 first	 copy	 of	 a	 software	 product	 costs	 a	 lot	 to	 produce,	 but
subsequent	copies	 have	 a	 very	 low	 cost.	Manufacturing	 and	 service	 industries
have	 no	 immediate	 inputs	 provided	 by	 nature,	 no	 fields,	 mines	 or	 fishing
grounds	that	are	limited	in	quantity	or	quality.	They	experience	falling	costs	-	or
increasing	 returns	 to	 scale	 -	 as	 volumes	 of	 production	 increase.	 It	 is	 very
important	 for	 industrial	 companies	 and	 advanced	 service	 providers	 to	 have	 a
large	 share	 of	 the	 market,	 because	 this	 larger	 volume	 also	 gives	 them	 lower
production	costs	(due	to	the	increasing	returns).	The	increasing	returns	produce
market	power:	to	a	large	extent	they	are	able	to	influence	the	price	of	what	they
sell.	This	is	termed	`imperfect	competition'.

It	is	important	to	understand	that	these	four	concepts	are	intimately	connected.
Generally	increasing	returns	goes	with	imperfect	competition;	indeed,	the	falling
unit	 cost	 is	 one	 cause	 of	 the	 market	 power	 under	 imperfect	 competition.
Diminishing	returns	-	the	inability	to	extend	production	(beyond	a	certain	point)
at	falling	cost	-	combined	with	the	difficulty	of	product	differentiation	(wheat	is
wheat,	while	car	brands	are	very	different)	are	key	elements	in	creating	perfect
competition	in	 the	production	of	raw	material	commodities.	The	exports	of	 the
rich	contain	 the	 `good'	effects	 -	 increasing	 returns	 and	 imperfect	 competition	 -
whereas	 traditional	 exports	 of	 poor	 countries	 contain	 the	 opposite,	 the	 `bad'
effects.

For	centuries	the	term	`manufacturing'	was	synonymous	with	the	combination
of	 technological	 change,	 increasing	 returns	 and	 imperfect	 competition.	 By



cultivating	 manufacturing,	 nations	 captured	 the	 `good'	 type	 of	 economic
activities.	 I	 argue	 that	 this	 has	 been	 the	 pattern	 of	 success	 starting	 in	England
under	Henry	VII,	via	the	industrialization	of	continental	Europe	and	the	United
States,	 to	 the	 more	 recent	 successes	 of	 Korea	 and	 Taiwan.	 Over	 the	 last	 few
decades,	 however,	 more	 and	 more	 service	 industries	 operate	 with	 rapid
technological	 change	 and	 increasing	 returns,	 and	 the	 distinction	 between
industry	and	services	has	become	blurred.	At	the	same	time	industrial	products
manufactured	in	high	volumes	have	acquired	many	of	the	commodity	attributes
(but	not	the	diminishing	returns)	that	used	to	characterize	agriculture.

Rich	countries	display	generalized	imperfect	competition,	activities	subject	to
increasing	returns,	and,	as	I	gradually	began	to	understand,	all	have	become	rich
in	exactly	the	same	way,	through	policies	steering	them	away	from	raw	materials
and	diminishing	 returns	 activities	 into	manufacturing,	where	 the	opposite	 laws
tend	 to	 operate.	 I	 also	 found	 that	 the	 key	 terms	 seem	 to	 have	 changed	 their
meanings	over	 time.	Some	300	years	ago	English	economist	John	Cary	(1649-
1720)	 recommended	 `free	 trade',	 but	 at	 the	 same	 time	 was	 so	 outraged	 that
merchants	 shipped	 raw	wool	 abroad	 that	 he	 and	 his	 contemporaries	 discussed
`punishing	 the	 Exporter	 with	 Death'.	 `Free	 trade'	 then	 meant	 the	 absence	 of
monopolies,	not	the	absence	of	tariffs.	It	was	Cary's	`cult	of	manufacturing'	that
laid	the	foundation	for	Europe's	wealth.

It	became	increasingly	clear	to	me	that	the	mechanisms	of	wealth	and	poverty
had,	during	several	historical	periods,	been	much	better	understood	than	they	are
today.	My	1980	Ph.D.	thesis	attempted	to	check	the	validity	of	Antonio	Serra's
seventeenth-century	 theory	 of	 development	 and	 underdevelopment.	 Serra	 is	 a
very	 important	 person	 in	 this	 account	 because	 he	 was	 the	 first	 economist	 to
produce	a	theory	of	uneven	economic	development	in	1613,	his	Breve	trattato	or
`Brief	treatise'.	Very	little	is	known	of	Serra's	life	apart	from	the	fact	that	he	was
a	jurist	who	wrote	a	book	when	he	was	in	 jail	 in	Naples.	He	sought	to	explain
why	his	home	town	of	Naples	remained	so	poor	in	spite	of	its	bountiful	natural
resources,	while	Venice,	precariously	built	on	a	swamp,	was	at	the	very	centre	of
the	 world's	 economy.	 The	 key,	 he	 argued,	 was	 that	 Venetians,	 barred	 from
cultivating	 the	 land	 like	 the	 Neapolitans,	 had	 been	 forced	 to	 rely	 on	 their
industry	 to	make	a	 living,	harnessing	 the	 increasing	returns	 to	scale	offered	by
manufacturing	activities.	In	Serra's	view	the	key	to	economic	development	was
to	have	a	large	number	of	different	economic	activities,	all	subject	to	the	falling



costs	of	increasing	returns.	Paradoxically,	being	poor	in	natural	resources	could
be	a	key	to	becoming	wealthy.

Using	 the	 South	 American	 Andean	 countries	 as	 case	 studies,	 I	 found	 the
development	of	Bolivia,	Ecuador	and	Peru	corresponded	to	Serra's	assertions	of
the	 mechanisms	 at	 work.	 In	 the	 late	 1970s	 I	 started	 collecting	 the	 genetic
material	 of	 theories	 and	 practice	 of	 uneven	 economic	 growth	 over	 the	 last
centuries,	in	the	form	of	books,	pamphlets	and	journals.	In	spite	of	the	fact	that
many	of	the	mechanisms	of	wealth	and	poverty	were	identified	and	described	in
ancient	Greece,	the	logical	starting	point	seemed	to	be	the	late	1400s,	the	time	of
invention	of	patents	(Venice)	and	the	birth	of	modern	industrial	policy	with	the
ascension	 of	 Henry	 VII	 to	 the	 throne	 of	 England	 (1485).	 Understanding	 and
describing	 the	 mechanisms	 that	 created	 wealth	 and	 poverty	 since	 that	 time
became	my	project.

My	research	restarted	in	1991,	just	after	the	fall	of	the	Berlin	Wall,	the	event
that	 Francis	 Fukuyama	 saw	 as	 `the	 end	 of	 history'.	 The	 centrally	 planned
economies	had	failed,	and	it	was	therefore	taken	for	granted	that	free	trade	and
the	market	economy	would	make	every	country	of	the	world	equally	rich.	How
this	 `end-ofhistory'	 logic	would	develop	can	best	be	understood	 in	 light	of	 the
Cold	War	World	View	(CWWV)	that	developed	among	mainstream	economists.
For	reasons	that	will	be	further	discussed	in	the	next	chapter,	the	Cold	War	had
obliterated	not	only	theoretical	issues	that	were	seen	as	important	in	the	past,	but
also	 past	 axes	 and	 dividing	 lines	 of	 agreement	 and	 disagreement.	 Issues	 that
once	 were	 considered	 key	 to	 the	 understanding	 of	 uneven	 development	 had
vanished	without	 leaving	 traces	 in	 our	 contemporary	 discourse.	 It	 is	 therefore
important	to	be	able	to	step	outside	the	CWWV	and	reconsider	earlier	economic
theories:	 for	 example,	 in	 a	 CWWV,	Karl	Marx	 and	Abraham	 Lincoln	 occupy
positions	on	opposite	 extremes	of	 the	political	 axis,	Marx	 representing	 the	 left
with	 a	 big	 state	 and	 a	 planned	 economy,	 Lincoln	 representing	 the	 right	 with
freedom	 and	 markets.	 In	 their	 own	 time,	 however,	 Lincoln	 and	 Marx	 found
themselves	on	the	same	side	of	 the	economic	dividing	 line.	They	both	disliked
English	economic	theory	that	left	out	the	role	of	production,	free	trade	that	was
imposed	on	a	nation	too	early,'	and	slavery.	There	 is	even	a	polite	exchange	of
letters	 between	 the	 two	 men.	 Perfectly	 consistent	 with	 this,	 Karl	 Marx
contributed	a	regular	weekly	column	to	the	New	York	Daily	Tribune,	the	organ
of	Lincoln's	Republican	Party,	from	1851	to	1862.	This	is,	of	course,	not	to	say



that	Marx	and	Lincoln	agreed	on	everything	-	but	they	agreed	that	what	creates
wealthy	nations	are	industrialization	and	technological	change.

In	 the	 twentieth	 century,	 the	 very	 conservative	AustrianAmerican	 economist
Joseph	 Schumpeter	 (1883-1950)	 showed	 that	 political	 affinity	 and	 economic
understanding	do	not	necessarily	match.	In	the	foreword	to	the	Japanese	edition
of	 his	 book	 The	 Theory	 of	 Economic	 Development	 (German	 edition,	 1912;
English	 edition,	 1934;	 Japanese	 edition,	 1937),	 Schumpeter	 stresses	 the
similarities	 between	Marx's	 dynamic	 understanding	 of	 the	world	 and	 his	 own,
but	observes	that	these	similarities	are	`obliterated	by	a	very	wide	difference	in
general	 outlook'.	 In	 fact,	 the	 best	 industrial	 policies	 probably	 emerge	 when
Marxists	and	Schumpeterians	join	together	along	the	political	axis,	as	it	may	be
argued	they	did	in	Japan	after	the	Second	World	War.

The	 bestselling	 book	 ever	 in	 the	 history	 of	 economic	 thought	 is	 Robert	 L.
Heilbroner's	 The	 Worldly	 Philosophers	 (1969).	 In	 the	 last	 edition	 during	 his
lifetime	(1999),	Heilbroner	closes	the	book	with	the	sad	view	that	this	important
branch	 of	 economics	 -	 experiencebased	 and	 not	 founded	 on	 numbers	 and
symbols	alone	-	was	about	 to	die	out.	This	 is	 the	 type	of	economics	 that	made
Europe	rich,	and	also	gave	birth	to	the	case	method	at	Harvard	Business	School.
Only	 later	 did	 I	 understand	 that	 I	 had	 become	 a	 necrophile	 economist	 in	 the
tradition	described	by	Heilbroner.	Those	who	reasoned	the	way	I	did	-	and	there
were	many	-	were	mostly	long	dead.	About	thirty	years	later	my	book	collection
stands	at	around	50,000	volumes,	documenting	the	history	of	economic	thought
and	policy	of	the	last	500	years.	This	penchant	for	ideas	of	the	past,	however,	is
combined	 with	 very	 wide	 observations	 of	 the	 varieties	 of	 present	 realities.
During	 my	 careers	 I	 have	 been	 `on	 the	 job'	 in	 forty-nine	 countries,	 on	 all
inhabited	continents,	as	well	as	having	visited	some	just	as	a	tourist.

During	 these	 thirty	 years,	 ideas	 located	 outside	 the	 interpretation	 of	 history
and	 politics	 that	 accompanied	 the	 right-left	 axis	 of	 the	Cold	War	World	View
were	 decidedly	 unfashionable.	 It	 soon	 became	 evident	 that	 economists	 as	 a
group	correspond	to	the	old	European	definition	of	a	nation:	a	group	of	people
united	in	a	common	misconception	about	their	own	past	and	a	common	dislike
of	their	neighbours	(in	this	case	neighbouring	fields	like	sociology	and	political
science).	 The	 conventional	 canonical	 sequence	 in	 the	 history	 of	 economic
thought	 differs	 greatly	 from	 the	 sequence	 of	 economics	 books	 that	were	most
studied	and	most	influential	in	their	time.	Harvard	librarian	Kenneth	Carpenter's



carefully	produced	list	of	the	thirty-nine	economics	texts	most	sold	before	18506
contains	a	number	of	influential	works	that	are	totally	neglected	by	historians	of
economic	 thought.	 In	 fact,	 the	 founding	fathers	of	economics,	according	 to	 the
standard	history	of	economic	thought,	the	French	Physiocrats,	had	only	little	and
indirect	influence	on	economic	policies.	Physiocracy	never	reached	England,	for
example,	where,	curiously,	its	critics	were	translated	long	before	the	Physiocrats
themselves.	Their	ideas	were	shortlived	even	in	France,	where	they	were	brought
down	 by	 the	 calamitous	 consequences	 of	 their	 implementation	 in	 the	 form	 of
food	 scarcities	 and	 famines,	 and	 the	 competing	 ideas	 of	 the	 antiPhysiocrats	 -
who	 are	 hardly	 ever	 mentioned	 in	 the	 history	 of	 economic	 thought	 -	 quickly
carried	the	day.	In	fact,	the	spark	that	ignited	the	storm	of	the	Bastille	was	when
news	 reached	 Paris	 that	 the	 anti-Physiocrat	 Jacques	 Necker	 (1732-1804)	 had
been	 replaced	 as	 Minister	 of	 Finance.	 Necker	 is,	 strikingly,	 also	 the	 only
economist	 to	 be	 represented	 with	 three	 bestselling	 economics	 works	 on
Carpenter's	honour	list.

It	 became	 increasingly	 clear	 to	me	 that	 the	 type	 of	 economic	 understanding
employed	by	the	presently	wealthy	countries	during	their	transition	from	poor	to
rich	 had	 been	 lost.	The	 lack	 of	 general	 interest	 in	my	 chosen	 subject,	 and	 the
assistance	 of	 a	 small	 network	 of	 specialized	 book	 dealers,	 facilitated	 the
collection	 of	 material	 of	 this	 now	 defunct,	 but	 still	 highly	 relevant	 economic
logic.	Not	only	were	the	theories	that	had	made	rich	countries	rich	disappearing
from	 modern	 textbooks	 and	 the	 practice	 of	 economics,	 the	 texts	 that	 had
produced	 the	 successful	 economic	 policies	 of	 the	 past	 were	 also	 disappearing
from	libraries	around	the	world.	It	was	as	if	the	genetic	material	of	past	wisdom
was	slowly	being	destroyed.	The	big	American	university	libraries	have	a	policy
requiring	that	one	of	them	must	retain	a	copy	of	every	book,	but	this	is	a	strategy
not	without	 risks:7	 the	Library	of	Congress	 is	 sometimes	known	 to	 `lose'	 their
copy.	When	the	only	known	copy	of	a	book	by	one	of	Germany's	most	important
eighteenth-century	 economists,	 Johann	 Friedrich	 von	 Pfeiffer	 (1718-87),	 was
lost	from	the	University	of	Heidelberg	library	during	the	Second	World	War,	it
was	assumed	that	no	copies	were	to	be	found	in	Germany.8	It	was	therefore	very
satisfying	to	find	a	copy	a	few	years	ago.

In	the	ominous	year	1984,	Baker	Library	at	Harvard	University	discarded	all
books	that	had	not	been	taken	out	during	the	last	fifty	years,	among	them	most	of
the	 library's	 collection	 on	 Friedrich	 List	 (1789-1846;	 an	 important	 German



theorist	 on	 industrial	 policy	 and	 uneven	 growth).	 A	 Boston	 book	 dealer
subsequently	 informed	me	 that	he	had	obtained	books	from	Baker	Library	 that
`almost	 have	 your	 name	written	 on	 them',	 as	 he	 put	 it.	 Ten	 years	 later	 I	 was
visiting	 a	 Harvard	 professor	 doing	 comparative	 work	 on	 Adam	 Smith	 and
Friedrich	List.	When	he	complained	about	the	lack	of	material	on	Friedrich	List
in	Baker	Library,	I	could	explain	why.	In	order	to	prove	my	point	I	faxed	through
the	title	pages	of	the	books	he	needed,	with	the	Harvard	`discarded'	stamp	neatly
covering	the	bookplate.

Another	case	in	point	is	the	New	York	Public	Library,	which,	some	time	in	the
1970s,	 decided	 to	 microfilm	 their	 entire	 collection	 of	 pamphlets,'	 and
subsequently	threw	the	original	material	away	as	scrap	paper	for	recycling.	By	a
miracle	 the	material	was	saved	by	collector	Michael	Zinman	and	 resurfaced	 in
his	barn	in	Ardsley,	New	York,	some	twenty	years	later.	A	London	book	dealer
informed	me	about	this,	and	on	two	different	visits	my	librarian	wife	and	I	spent
a	 total	 of	 four	 days	 almost	 literally	 wading	 around	 in	 an	 estimated	 170,000
pamphlets	that	had	had	their	spines	cut	off	to	facilitate	microfilming.	We	brought
home	about	2,300.	Here	was	the	whole	history	of	US	economic	policy	back	to
the	early	1800s,	hundreds	of	speeches	in	Senate	and	House	(they	were	all	issued
separately)	 and	 thousands	 of	 items	 documenting	 what	 really	 happened	 as	 the
United	States	grew	from	poverty	to	wealth.	The	few	valuable	pamphlets,	the	first
editions	 of	David	Ricardo	 that	 had	 also	 been	 sent	 for	 recycling,	were	 already
gone,	but	these	were	of	no	interest	to	me	because	the	texts	are	readily	available.
The	 real	 treasures	 were	 the	 obscure	 items	 that	 documented	 the	 debates	 on
economic	policy,	not	only	in	the	USA,	but	in	a	dozen	other	foreign	countries	and
languages.	This	debate	 tends	 to	be	 reflected	neither	 in	 the	economic	history	of
the	 United	 States	 -	 too	 often	 written	 in	 the	 `manifest	 destiny'	 tradition	 of
history'0	-	nor	in	the	history	of	economic	thought.	Small	portions	of	the	debate
are	 found,	 however,	 in	 the	 study	 of	 political	 thought	 in	 the	 USA.	 To	 a	 large
extent	the	Americans	have	had	their	own	history	hidden	from	them	under	a	veil
of	rhetoric	and	ideology.

History	 reveals	 how	 rich	 countries	 got	 rich	 by	 methods	 that	 by	 now	 had
generally	been	outlawed	by	the	`conditionalities'	of	the	Washington	Consensus."
Appearing	on	the	scene	in	1990,	immediately	after	the	fall	of	the	Berlin	Wall,	the
Washington	 Consensus	 required,	 among	 other	 things,	 trade	 liberalization,
liberalization	 of	 inflows	 of	 foreign	 direct	 investments,	 deregulation	 and



privatization.	 The	 Washington	 Consensus	 reforms,	 as	 they	 were	 carried	 out,
became	virtually	synonymous	with	neo-liberalism	and	`market	fundamentalism'.

By	 the	 early	 1990s,	 the	 theories	 of	 Joseph	 Schumpeter	 were	 becoming
fashionable.	Fortunately,	in	the	mid-1970s,	my	Harvard	course	in	the	history	of
economic	 thought	 was	 taught	 by	 Arthur	 Smithies	 -	 probably	 Schumpeter's
closest	 friend	 at	 Harvard12	 -	 and	 essentially	 developed	 into	 a	 course	 on
Schumpeter	and	his	theories.	Although	Schumpeter	himself	was	not	interested	in
poverty,	 his	 theories	 seemed	 to	 me	 to	 describe	 poverty	 by	 default,	 and	 could
provide	a	theory	explaining	why	the	Washington	Consensus	principles	proved	so
damaging	to	so	many	of	the	world's	poorest	countries.

My	 work	 involved	 connecting	 several	 different	 academic	 disciplines:	 most
importantly	 evolutionary	 (Schumpeterian)	 economics,	 development	 economics,
the	 history	 of	 economic	 thought	 and	 economic	 history.	 It	 seemed	 as	 if	 an
understanding	 of	 uneven	 economic	 growth	 would	 need	 two	 new	 academic
angles:	 a	 nonMarxist	 theory	 of	 uneven	 growth"	 and	 the	 history	 of	 economic
policy.	 Both	 subjects	 were	 absent,	 yet	 they	 were	 highly	 interconnected.	 The
history	 of	 economic	 thought	 tells	 us	what	Adam	Smith	 said	England	 ought	 to
have	 done,	 but	 no	 branch	 of	 academia	 seemed	 to	 worry	 much	 about	 what
England	 actually	 did,	which	proved	 to	 be	 very	 different	 from	what	 Smith	 had
advised.

A	passage	 in	a	 letter	 from	Niccolo	Machiavelli,	dated	10	December	1513,14
describes	my	mood	of	many	years:

I	return	home	and	enter	my	study;	on	the	threshold	I	take	off	my	workday
clothes,	 covered	with	mud	and	dirt,	 and	put	on	 the	garments	of	court	 and
palace.	 Fitted	 out	 appropriately,	 I	 step	 inside	 the	 venerable	 court	 of	 the
ancients,	 where,	 solicitously	 received	 by	 them,	 I	 nourish	 myself	 on	 that
food	that	alone	is	mine	and	for	which	I	was	born;	where	I	am	unashamed	to
converse	with	them	and	to	question	them	about	the	motives	of	their	actions,
and	 they,	 in	 their	 human	 kindness,	 answer	me	 [my	 italics].	 And	 for	 four
hours	at	a	time	I	feel	no	boredom,	I	forget	all	my	troubles	...	I	absorb	myself
into	them	completely.

A	few	words	now	directed	particularly	to	readers	from	the	Third	World.	At	first
sight	 this	may	come	across	as	an	ethnocentric	European	book.	It	does	not	start



off,	 for	 example,	 with	 Norwegian-American	 economist	 Thorstein	 Veblen's
(1857-1929)	 view	 of	 capitalism	 as	 an	 advanced	 system	 of	 piracy,	 although
history	tells	us	that	this	is	also	a	legitimate	perspective.	Instead	I	focus	on	how
Europe	 created	 the	 economic	 power	 that	 made	 their	 dominance	 -	 their
`economies	of	scale	in	the	use	of	force'	-	possible.	The	book	does	not	consider
the	 crimes	 and	 injustices	 committed	 by	 whites,	 Europeans	 and	 others,	 in	 the
Third	World.	 It	 tries	 to	 focus	 on	 the	much	more	 subtle	 -	 and	 in	 the	 long	 term
even	more	harmful	-	effects	of	economic	and	social	theories	which	leave	out	key
determinants	 of	what	 creates	wealth	 and	 poverty.	The	 book	 does	 not	 focus	 on
slavery	 itself,	 but	 on	 slavery's	 legacies	 in	 productive,	 social	 and	 land	 tenure
systems	 which	 block	 economic	 development	 to	 this	 very	 day.	 Its	 focus	 is	 on
understanding	 capitalism	 as	 a	 system	 of	 production,	 and	 on	 appropriate	 and
inappropriate	economic	policies.

Most	civilizations	that	have	existed	have	not	been	European,	and	an	important
part	of	the	European	story	is	the	emulation	of	technologies	and	skills	from	other
continents,	 from	the	Muslim	world,	 from	Asia	and	also	 from	Africa."	 In	1158,
Bishop	Otto	 of	 Freising	 repeated	what	 had	 long	 been	 known,	 that	 `all	 human
power	and	learning	had	its	origins	in	the	East'.	Recent	contributions	have	shown
how	similar	China	and	Europe	were	as	late	as	in	1700.16	It	is	clear	that	Europe
and	the	West's	view	of	the	rest	of	the	world	has	for	a	long	time	been	persistently
filtered	through	Eurocentric	prejudice	against	other	peoples	and	their	cultures.17
Recently,	it	has	been	argued	that	Eurasia	had	the	cards	stacked	in	their	favour	in
terms	of	climate,	germs	and	domesticable	animals.18	The	 role	of	 the	cow	as	a
prototype	 machine	 producing	 milk,	 meat	 and	 manure	 has	 similarly	 been
highlighted.

However,	 it	 is	 also	 possible	 to	 see	 Europe	 from	 another	 angle,	 that	 of	 a
`laggard'	 continent	 that	 did	not	 consolidate	 its	 frontiers	 until	 after	 the	 siege	 of
Vienna	 by	 Islam	 in	 1683.	 During	 the	 thousand	 years	 between	 the	 time	 of
Muhammad	 and	 the	 siege	 of	 Vienna,	 Europe	 was	 continuously	 defending	 its
eastern	 and	 southern	 frontiers	 against	Mongols	 and	 against	 Islam,19	 partly,	 of
course,	 as	 a	 result	 of	 Europe's	 own	 aggression.	 The	 Mongol	 invasion	 had
reached	the	Adriatic	coast	in	Dalmatia	and	far	into	what	is	now	Poland	when	the
death	of	the	Great	Khan	made	the	Mongols	return	home	in	1241.	Constantinople
fell	to	Islam	in	1453,	marking	the	demise	of	the	eastern	Roman	Empire	and	the
end	 of	 perhaps	 the	 only	 millennial	 empire	 the	 world	 has	 ever	 seen,	 the



Byzantine.	 As	 a	 consequence	 Islam	 gained	 control	 over	 the	 Balkans	 and	 the
eastern	 Mediterranean.	 Venice,	 defender	 of	 Europe's	 south-eastern	 flank,
gradually	lost	her	possessions	in	the	eastern	Mediterranean,	and	a	turning	point
in	 favour	 of	 the	 disunited	 Europeans	 came	 only	 in	 1571	 with	 the	 battle	 of
Lepanto,	at	which	the	major	European	forces	had	briefly	united.

What	made	Europe	so	strong	subsequently?	And	-	looking	at	the	present	huge
gaps	 in	 world	 income	 -	 how	 and	 why	 was	 development	 in	 Europe	 so	 evenly
distributed	by	the	1700s,	from	northern	Sweden	to	the	Mediterranean?	Why	is	it
seemingly	 impossible	 to	 repeat	 the	 same	 experience	 in	 Africa?	 Many	 factors
clearly	 contributed	 to	 Europe's	 forging	 ahead:	 the	 geographic	 position	 of	 its
sources	of	energy	(coal);	 later	 the	availability	of	food,	wood	and	markets	 from
the	 colonies;	 but	 also	 its	 brutality,	 religious	 zeal,	 organizational	 ability,
institutional	 creativity	 (e.g.	 double-entry	 book-keeping)	 and	 intellectual
curiosity.

Most	 important	 in	 my	 view	 were	 several	 mechanisms	 that	 emerged	 from
Europe's	large	diversity	and	fragmentation	(geographical,	climatic'20	ethnic	and
political).	This	 diversity	 and	 fragmentation	 -	which	 tended	 to	 be	 absent	 in	 the
large	Asian	empires	-	created	a	large	pool	of	alternative	ideas	and	approaches	in
the	`market'	for	ideas,	and	was	the	starting	point	for	the	rivalry	that	created	the
continuous	emulation	among	the	different	states.	Above	all,	Europe's	history	is	a
history	of	how	economic	policy	was	able	to	overcome	the	formidable	barriers	to
wealth	that	had	been	created	by	geography,	climate	and	also	culture.	Travellers
who	journeyed	to	distant	places	like	Norway	200	years	ago,	for	example,	did	not
envisage	the	country	as	ever	being	able	to	develop	further.

The	basic	strategy	that	made	Europe	so	evenly	rich	was	what	Enlightenment
economics	called	emulation,21	and	the	extensive	toolbox	that	was	developed	for
the	purpose	of	emulating.	The	Oxford	English	Dictionary	defines	`emulation'	as
`the	endeavour	to	equal	or	surpass	others	in	any	achievement	or	quality;	also,	the
desire	or	ambition	to	equal	or	to	excel'.	Emulation	was	essentially	a	positive	and
active	 effort,	 to	 be	 contrasted	 with	 envy	 or	 jealousy.22	 In	 modern	 terms
emulation	 finds	 its	 approximate	 counterparts	 in	 the	 terminology	 of	 American
economist	 Moses	 Abramovitz	 (1912-2000),	 whose	 ideas	 of	 catching-up	 and
forging	ahead	resonate	with	the	same	understanding	of	dynamic	competition.

Modern	economics	recommends	a	strategy	of	 `comparative	advantage'	based



on	David	Ricardo's	trade	theory,	that	a	nation	should	specialize	in	that	economic
activity	where	 it	 is	 relatively	 least	 inefficient	 (see	Appendix	 I).	After	 the	1957
Sputnik	 shock	 that	 made	 it	 evident	 that	 the	 Soviet	 Union	 was	 ahead	 of	 the
United	 States	 in	 the	 race	 into	 space,	 the	 Soviet	 Union,	 armed	 with	 Ricardian
trade	theory,	could	have	argued	scientifically	that	the	comparative	advantage	of
the	United	States	was	in	agriculture,	not	 in	space	 technology.	The	USA	should
therefore	 produce	 food,	 while	 the	 Soviet	 Union	 should	 engage	 in	 space
technology.	But	 in	 this	 case	President	Eisenhower	 chose	 emulation	 rather	 than
comparative	 advantage.	 The	 establishment	 of	 NASA	 in	 1958	 was	 a	 policy
measure	in	the	best	spirit	of	the	Enlightenment	-	it	was	an	institution	created	in
order	 to	emulate	 the	Soviet	Union	-	but	quite	contrary	 to	 the	spirit	of	Ricardo.
Ricardian	 economics	 has	 in	 fact	 created	 elements	 of	 self-referential	 logic,
reminiscent	of	the	worst	caricatures	of	scholasticism.	Because	the	dynamics	that
create	 the	 need	 for	 emulation	 have	 been	 eliminated	 from	 the	 theory,	 the
Ricardian	 frame	 of	 mind	 creates	 counter-intuitive	 policy	 conclusions.	 The
dynamic	elements	of	technological	change	and	progress	that	create	the	intuitive
logic	of	emulation,	rather	than	static	specialization,	are	simply	not	there.

For	Third	World	readers	it	is	also	worth	noticing	that	the	continental	European
economists	 who	 are	 the	 `heroes'	 of	 this	 book	 were	 surprisingly	 mainly	 non-
ethnocentric.	 Giovanni	 Botero	 (c.1544-1617),	 who	 successfully	 explored	 the
reasons	only	cities	were	wealthy,	produced	a	famous	book	on	world	geography,
the	Relazioni	 Universali	 ('Universal	 Relations').	 In	 this	 work	 the	 diversity	 of
world	 cultures	 is	 enthusiastically	 described.	 The	 Saami,	 the	 aboriginals	 of
northern	Scandinavia,	are	celebrated	for	their	skills	in	building	boats	without	the
use	 of	 nails	 and	 for	 having	 probably	 the	 fastest	 means	 of	 transportation
anywhere:	 the	 reindeer	 sleigh	 on	 snow.	 Two	 of	 Germany's	 most	 important
eighteenth-century	economists,	Christian	Wolff	(1679-1754)	-	also	an	important
philosopher	 -	 and	 Johann	 Heinrich	 Gottlob	 von	 Justi	 (1717-71),	 wrote	 books
praising	Chinese	 civilization;	 Justi	 also	 praised	 the	 Incas.23	They	 both	 argued
that	Europe	should	emulate	non-European	institutions.	In	1723	Wolff	was	in	fact
ordered	 to	 leave	 the	University	of	Halle	 -	 at	 the	 time	dominated	by	Pietists,	 a
Protestant	movement	-	within	forty-eight	hours	or	be	hanged	for	his	comments
that	Chinese	philosophy	and	ethics	were	admirable	and	showed	that	moral	truths
could	 be	 found	 outside	 Christendom.	 Saved	 by	 the	 rivalry	 between	 the	 small
German	states,	Wolff	moved	 to	 a	 neighbouring	 state	where	 the	 ruler	 had	been
attempting	 to	 recruit	 him	 to	his	 own	University	 of	Marburg.	 In	 fact	 it	may	be



argued	that	European	ethnocentricity,	an	important	ingredient	in	colonialism	and
imperialism,	 only	 became	 strong	 during	 the	 1770s	 when	 previous	 `ethnic
nations'	 came	 to	 stand	 in	 the	 way	 of	 emerging	 nation-states	 and	 empires.
(Incidentally,	I	have	not	attempted	to	pass	the	analysis	of	economists	of	the	past
through	 a	 filter	 of	 contemporary	 political	 correctness.	When	Marx	 and	 others
refer	 to	 `barbarism'	 and	 'civilization'	much	 in	 the	 same	way	 one	would	 today
refer	to	`poverty'	and	`development',	I	have	left	the	original	wording	intact.)

This	 book	 suggests	 that,	 based	 on	 the	 presence	 of	 diversity,	 fragmentation,
emulation	and	rivalry	mentioned	above,	capitalism	as	it	developed	in	Europe	can
be	 usefully	 understood	 as	 a	 system	 of	 unintended	 consequences,	 subsequently
systematically	 observed	 and	disciplined	 into	 policy	 tools	 and	 institutions.	This
way	of	viewing	capitalism	as	a	somewhat	 `accidental'	phenomenon	revives	 the
analytical	 tradition	 of	 German	 economist	 Werner	 Sombart	 (1863-1941),	 later
followed	up	by	Schumpeter.	Adam	Smith	(1776)	remarked	that	we	get	our	daily
bread	not	from	the	kindness	of	the	baker	but	from	his	desire	to	make	money.	We
are	fed	as	an	unintended	by-product	of	the	baker's	greed.	Indeed,	the	discussion
as	 to	what	extent	private	vices	could	be	 trusted	 to	create	public	benefits	was	a
key	eighteenth-century	debate.	For	centuries	Europeans	offered	a	huge	diversity
of	 approaches	 to	 technology	 and	 to	 institutions.	 The	 combination	 of	 diversity
and	 emulation	 created	 a	 multitude	 of	 theoretical	 schools	 and	 technological
solutions	 across	 Europe.	 These	 multitudes	 of	 ideas	 and	 their	 products	 were
continuously	 compared,	 moulded	 and	 developed	 in	 marketplaces.	 The
competition	between	city-states	-	later	between	nation-states	-	financed	flows	of
inventions	 that	 also	 emerged	 here	 as	 unintended	 by-products	 of	 the	 emulation
between	nations	and	 their	 rulers	 in	war	and	 luxury.	Once	 it	had	been	observed
that	 throwing	 resources	 at	 problems	 during	 wartime	 produced	 inventions	 and
innovations,	this	mechanism	could	be	replicated	in	times	of	peace.

Europeans	observed	early	on	that	generalized	wealth	was	found	only	in	areas
where	agriculture	was	absent	or	only	played	a	marginal	role,	and	came	to	be	seen
as	 an	 unintended	 by-product	 when	 many	 diverse	 branches	 of	 manufacturing
were	brought	together	in	large	cities.	Once	these	mechanisms	were	understood,
wise	economic	policy	could	spread	wealth	outside	these	few	'naturally	wealthy'
areas.	Policies	of	emulation	could,	 indeed,	also	spread	wealth	 to	 formerly	poor
and	 feudal	 agricultural	 areas,	 but	 they	 involved	massive	market	 interventions.
For	 laggard	 nations	 market	 interventions	 and	 wise	 economic	 policies	 could



substitute	 for	 the	 natural	 and	 geographical	 advantages	 that	 produced	 the	 first
wealthy	 states.	We	can	 further	 imagine	 that	 export	 taxes	on	 raw	materials	 and
import	taxes	on	finished	products	were	originally	means	for	raising	revenues	in
poor	 nations,	 but	 that	 a	 by-product	 of	 these	measures	 was	 to	 increase	 wealth
through	the	growth	of	domestic	manufacturing	capacity.	This	blend	of	purposes
was	already	clear	in	England	under	Edward	III	(1312-77).

Thus	 rivalry,	 war	 and	 emulation	 in	 Europe	 created	 a	 dynamic	 system	 of
imperfect	 competition	and	 increasing	 returns.	New	knowledge	and	 innovations
spread	 in	 the	 economy	as	 increased	profits	 and	 increased	wages,	 and	 as	 larger
bases	 for	 government	 taxation.	 European	 economic	 policy	 was	 based	 for
centuries	on	the	conviction	that	the	introduction	of	a	manufacturing	sector	would
solve	 the	 fundamental	 economic	 problems	 of	 the	 time,	 creating	 much-needed
employment,	profits,	higher	wages,	a	larger	tax	base	and	a	better	circulation	of
the	currency.24	Italian	economist	Ferdinando	Galiani	(1728-87),	whom	Friedrich
Nietzsche	called	the	most	intelligent	person	of	the	eighteenth	century,	stated	that
`from	 manufacturing	 you	 may	 expect	 the	 two	 greatest	 ills	 of	 humanity,
superstition	 and	 slavery,	 to	 be	 healed'.25	 Standard	 textbook	 economics	 which
seeks	 to	 understand	 economic	 development	 in	 terms	 of	 frictionless	 `perfect
markets'	 totally	misses	 the	point.	Perfect	markets	are	 for	 the	poor.	 It	 is	equally
futile	to	try	to	understand	this	development	in	terms	of	what	economists	refer	to
as	`market	failure'.26	Compared	to	textbook	economics,	economic	development
is	a	giant	failure	of	perfect	markets.

The	spread	of	wealth	in	Europe,	and	later	in	the	other	developed	parts	of	the
world,	was	a	 result	of	conscious	policies	of	emulation:	 the	market	was	a	 force
tamed,	like	the	wind,	for	the	purpose	of	reaching	a	defined	goal	or	destination.
You	may	not	necessarily	be	going	in	the	direction	that	the	wind,	or	the	market,
happens	 to	 be	 blowing.	 Cumulative	 factors	 and	 path	 dependencies	 cause	 the
winds	 of	 the	 market	 to	 blow	 towards	 progress	 only	 when	 a	 high	 level	 of
development	has	already	been	reached.	The	poorer	the	nation,	the	less	the	winds
of	laissez-faire	blow	in	the	right	direction.	For	this	reason,	the	issue	of	free	trade
and	 other	 policy	 decisions	 is	 one	 of	 context	 and	 timing.	 In	 the	 absence	 of	 a
specific	 context,	 economists'	 arguments	 for	 or	 against	 free	 trade	 are	 as
meaningless	as	doctors	discussing	medication	without	knowledge	of	symptoms
or	diagnosis.	The	absence	of	context	in	standard	textbook	economics	is	therefore
a	 fatal	 flaw,	 barring	 any	 degree	 of	 qualitative	 understanding.	 Historically



successful	policies	have	depended	on	`governing	the	market'	(Robert	Wade)	and
`getting	 the	 prices	 wrong'	 (John	 Kenneth	 Galbraith	 and	 Alice	 Amsden).
Colonialism	was,	at	its	core,	a	system	where	these	effects	were	not	 intended	to
take	place,	 and	 our	 failure	 to	 understand	 the	 connections	 between	 colonialism
and	poverty	is	a	significant	barrier	to	understanding	poverty.27

The	 doctrine	 of	 comparative	 advantage,	 originating	 with	 Ricardo,	 is	 the
bedrock	 of	 today's	 international	 economic	 order.	 A	 prominent	 American
economist,	Paul	Krugman,	claims	that	`intellectuals'	do	not	understand	Ricardo's
idea	of	comparative	advantage,	which	is	`utterly	true,	immensely	sophisticated	-
and	 extremely	 relevant	 to	 the	 modern	 world'.zs	 I	 argue	 the	 reverse:	 that
Ricardian	 economics,	 by	 eliminating	 from	 economic	 theory	 a	 qualitative
understanding	 of	 economic	 change	 and	 dynamics,	 has	 created	 an	 economic
theory	 that	 makes	 it	 possible	 for	 a	 nation	 to	 specialize	 in	 being	 poor.	 In
Ricardian	 theory	 the	economy	 is	not	going	anywhere,	 there	 is	no	progress	and
consequently	 nothing	 to	 emulate.	 With	 its	 stated	 confidence	 in	 comparative
advantage	as	a	solution	to	the	problems	of	the	poor,	the	Washington	Consensus
has	 flatly	 prohibited	 the	 toolbox	 of	 emulation,	 a	 toolbox	 we	 argue	 can
demonstrate	an	impressive	trackrecord	of	success	over	500	years,	from	the	late
1400s	to	the	Marshall	Plan	of	the	1950s	and	1960s.

	





...the	 general	 reader	 will	 have	 to	 make	 up	 his	 mind,	 whether	 he	 wants
simple	answers	to	his	questions	or	useful	ones	-	in	this	as	in	other	economic
matters	he	cannot	have	both.

Joseph	 Alois	 Schumpeter,	 Austrian-
American	economist,	1932

Aristotle	was	of	the	opinion	that	large	centres	of	commerce	ought	to	be	located
away	 from	 the	 big	 cities,	 but	 archaeologists	 can	 tell	 us	 that	Aristotle	was	 not
listened	to;	in	reality	the	trading	areas	were	central	parts	of	the	big	cities.	Adam
Smith's	book,	The	Wealth	of	Nations	(1776),	told	the	English	they	should	open
up	 for	 free	 trade,	 but	 history	 tells	 us	 that	 in	 reality	more	 customs	 duties	were
collected	 in	 England	 than	 in	 France	 during	 the	 first	 hundred	 years	 following
Smith's	book,	even	though	France	is	now	considered	to	have	been	the	bastion	of
protectionism.	 `Conventional	 wisdom'	 tells	 us	 England	 grew	 rich	 through
Smithian	 laissez-faire	policies	and	free	 trade	whereas	economic	historians	who
delve	into	the	matter	consistently	come	up	with	quite	different	results.	William
Ashworth	recently	concluded:	`If	there	was	a	unique	English/British	pathway	of
industrialization,	 it	was	 less	a	distinct	entrepreneurial	and	technocentric	culture
than	one	predominantly	defined	within	an	 institutional	 framework	 spearheaded
by	the	excise	(tax)	and	a	wall	of	tariffs'.'

Today	 the	 Chicago	 economists	 -	 broadly	 representing	 the	 theoretical
foundation	 of	 the	 present	 wave	 of	 globalization	 and	 of	 the	 Washington
institutions	 -	 proclaim	 to	 the	 rest	 of	 the	 world	 that	 state	 and	 municipal
governments	 should	 not	 intervene	 in	 the	 economy.	 In	 reality	 Chicago's	Mayor
Daley	spends	millions	of	dollars	of	public	funds	establishing	incubators	for	high-
tech	 industries.	 Even	 in	 the	 same	 city	 the	 gap	 between	 rhetoric	 and	 reality	 is
huge.

In	 Washington	 DC,	 the	 US	 Small	 Business	 Administration	 annually	 uses
federal	money	for	loans	and	guarantees	exceeding	$20	billion	to	support	private



American	companies.	Not	many	blocks	away,	 the	Washington	institutions	-	 the
World	 Bank	 and	 the	 IMF	 -	 continue	 their	 traditional	 policies	 of	 placing
`conditionalities'	 on	 poor	 countries	 that	 prevent	 them	 from	 setting	 up	 similar
institutions	in	the	Third	World.	A	few	years	ago,	the	state	of	Alabama	used	$253
million	to	subsidize	a	Mercedes-Benz	plant.	State	officials	claim	the	presence	of
the	 plant	 created	 income	 that	 recovered	 the	 costs	 in	 five	 years,	 and	 the	 deal
subsequently	 brought	 in	 four	 other	 auto	 plants.2	 This	 is	 the	 same	 logic	 that
historically	has	been	employed	by	poor	countries	when	industrializing,	although
they	 generally	 use	 tariffs	 rather	 than	 direct	 subsidies.	 In	 the	 case	 of	 both
subsidies	and	tariffs,	although	the	costs	are	passed	on	to	the	general	public,	the
public	will	 find	 itself	 better	 off	 in	 the	 future.	Such	 logic	 always	 trades	 off	 the
short-term	 interests	 of	 consumers	 and	 the	 long-term	 interests	 of	 the	 same
consumers	in	their	role	of	producers,	who	will	have	more	employment	at	higher
wages	than	before.	Newsweek	hailed	the	entrepreneurial	initiative	of	the	state	of
Alabama,	but	normally	criticizes	poor	countries	that	attempt	to	use	the	same	type
of	mechanisms.	No	doubt	 traditional	 economists	will	 criticize	 the	 existence	 of
both	 the	US	Small	Business	Administration	 and	Alabama's	 industrial	 policies.
The	 point	 is	 that	 they	 are	 not	 listened	 to	 in	 the	United	 States,	 where	 abstract
`high	theory'	is	only	permitted	to	determine	the	policies	of	the	poor	world.

In	practical	terms,	then,	lofty	economic	rhetoric	is	for	export	to	others,	while
completely	different	pragmatic	principles	are	adhered	to	for	the	realities	at	home.
George	W.	Bush	preaches	free	 trade	for	 the	benefit	of	all.	 In	reality	 the	United
States	subsidizes	and	protects	an	array	of	products,	from	agriculture	to	high-tech
industry.	 Paul	Krugman,	who	has	 been	 very	 influential	 on	 trade	 and	 industrial
policy	 outside	 the	 United	 States,	 complains	 that	 no	 one	 listens	 to	 standard
Ricardian	 trade	 theory	 at	 home:	 `the	 view	 of	 trade	 as	 a	 quasi-military
competition	is	the	conventional	wisdom	among	policy-makers,	business	leaders,
and	influential	intellectuals..	.It	is	not	just	that	economics	has	lost	control	of	the
discourse;	the	kind	of	ideas	that	are	offered	in	a	standard	economics	textbook	do
not	enter	into	that	discourse	at	all...	13

There	is	an	important	pattern	here:	since	its	founding	fathers,	the	United	States
has	always	been	torn	between	two	traditions,	 the	activist	policies	of	Alexander
Hamilton	 (1755-1804)	 and	 Thomas	 Jefferson's	 (1743-1826)	 maxim	 that	 `the
government	 that	 governs	 least,	 governs	 best'.	 Alexander	 Hamilton	 was	 a	 key
figure	behind	the	establishment	of	 the	first	central	bank	of	 the	United	States	 in



1791,	while	Thomas	 Jefferson	 fought	 it	 and	contributed	 to	 its	 closing	down	in
1811.	With	time	and	usual	American	pragmatism,	this	rivalry	has	been	resolved
by	 putting	 the	 Jeffersonians	 in	 charge	 of	 the	 rhetoric	 and	 the	Hamiltonians	 in
charge	 of	 policy.	 Today's	 economic	 theorists	 have	 an	 important	 mission	 in
producing	 Jeffersonian/Ricardian	 rhetoric,	 which,	 as	 Paul	 Krugman	 points	 out
above,	is	not	very	influential	on	the	domestic	market.

In	 this	 the	 United	 States	 followed	 the	 example	 of	 England.	 In	 the	 1820s	 a
member	 of	 the	House	 of	Representatives	 commented	 that,	 like	 so	many	 other
English	 products,	 the	 theories	 of	 David	 Ricardo	 seemed	 to	 be	 produced	 for
export	purposes	only.	Therefore	the	American	maxim	of	the	1820s,	`Don't	do	as
the	English	tell	you	to	do,	do	as	the	English	did',	may	today	be	safely	updated	to
`Don't	do	as	the	Americans	tell	you	to	do,	do	as	the	Americans	did'.

Wealthy	 nations	 have	 a	 tendency	 to	 force	 upon	 poor	 nations	 theories	 they
themselves	never	have	followed	and	probably	never	will.	Looking	behind	`high
theory'	 in	 order	 to	 observe	 what	 actually	 happens	 therefore	 becomes	 an
important	exercise.	Unlike	the	history	of	economic	thought	(what	theorists	said
ought	 to	 happen),	 the	 history	 of	 economic	 policy	 (what	 policies	were	 actually
followed)	is	a	non-existent	academic	discipline.	Thorstein	Veblen	distinguished
between	esoteric	theories,	abstract	theories	reserved	for	the	initiated	priesthood,
and	 exoteric	 theories,	 the	practical	 theories	 for	 everyman.	The	problem	 is	 that
the	esoteric	theories	have	had	much	less	practical	influence	than	the	historians	of
economic	 thought	 have	 led	 us	 to	 believe.	 Since	 Adam	 Smith,	 however,	 these
esoteric	theories	have	been	successfully	employed	as	an	ideological	bulwark	for
propaganda	purposes.	A	good	example	of	this	is	today's	mainstream	international
trade	 theory	 which	 `proves'	 that	 everyone	 will	 be	 equally	 rich	 under	 a	 pure
market	economy.

A	similar	observation,	that	the	richest	nations	generally	have	many	more	trade
restrictions	than	their	ideology	professes,	was	made	in	the	eighteenth	century	by
Italian	economist	Antonio	Genovesi	(1712-69):

There	 are	 those,	 who	 by	 liberty	 of	 trade	 mean	 two	 things:	 an	 absolute
licence	for	manufacturers	to	work	without	regulations	of	measurements,	of
weights,	of	forms,	of	colours,	etc.,	and	one	no	less	absolute	for	merchants	to
circulate,	 export,	 and	 import	 everything	 which	 they	 like,	 without	 any
restrictions,	 without	 excises,	 without	 tariffs,	 without	 customs	 duties.	 But



this	liberty,	except	among	adventurous	people	on	the	Moon,	does	not	exist
in	any	country	on	Earth:	on	the	contrary	you	will	find	it	nowhere	less	than
in	those	nations	that	best	understand	trade.4

Also,	historically,	global	free	trade	has	been	a	chimera,	and	those	who	adhered	to
it	 least	 during	 the	 crucial	 moments	 of	 their	 development	 have	 become	 the
world's	most	successful	economies.	The	standard	argument	these	days	is	to	show
that	wealth	is	strongly	correlated	with	the	`openness'	of	economies.	This	is	akin
to	measuring	the	income	of	people	still	attending	university	with	those	who	have
graduated	 and	 are	 already	 on	 the	 labour	 market,	 and	 later	 concluding	 that
education	does	not	pay	because	university	students	have	 lower	 incomes.	 In	 the
past,	 a	period	of	protecting	a	manufacturing	 sector	has	been	mandatory	 for	 all
presently	rich	nations.	The	educational	function	of	this	period	is	emphasized	by
the	 term	 `educational	 tariffs'	 (Erziehungszoll,	 opp	 fostringstoll)	 used	 in
Germanic	 languages.	The	English	 term	used	 to	 be	 `infant	 industry	 protection',
which	was	something	virtually	everyone	understood	was	necessary.	Comparing
countries	that	have	been	through	this	stage	with	countries	that	have	not	is	simply
not	meaningful.

The	 rhetoric-reality	 gap	 becomes	 even	 more	 disturbing	 when	 the	 same
theorists	use	different	theories	for	different	purposes.	Problems	located	far	away
are	solved	according	to	esoteric	and	abstract	principles.	When	the	problems	to	be
solved	 are	 nearer	 to	 home,	 common	 sense,	 pragmatism	 and	 experience	 are
allowed	 to	 enter	 into	 the	 picture.	 Adam	 Smith	 -	 whose	 Wealth	 of	 Nations
appeared	during	the	American	Revolution	-	claimed	that	the	United	States	would
make	a	grave	mistake	 if	 it	 attempted	 to	protect	 its	manufacturing	 industry.	An
important	 reason	 for	 the	 1776	 American	 fight	 for	 independence	 was	 that,	 as
colonial	 masters	 have	 always	 done,	 England	 had	 prohibited	 manufacturing
industry	 in	 the	 American	 colonies	 (among	 the	 exceptions	 were	 tar	 and	masts
which	 the	 English	 needed).	 Tellingly,	 in	 the	 same	 book	 (albeit	 in	 a	 different
section)	 Adam	 Smith	 declared	 that	 only	 nations	 with	 a	 native	 manufacturing
industry	could	ever	win	a	war.	Alexander	Hamilton,	the	first	US	Secretary	of	the
Treasury,	had	read	Adam	Smith,	and	wisely	based	the	industrial	and	commercial
policy	 of	 the	 United	 States	 on	 Smith's	 experience-based	 claim	 that	 only
manufacturing	nations	win	wars,	rather	than	on	his	theoretical	claim	about	free
trade.

Following	 England's	 practice	 rather	 than	 her	 theory,	 the	 United	 States



protected	 their	 manufacturing	 industry	 for	 close	 to	 150	 years.	 The	 theory	 on
which	 today's	 economic	 order	 rests	 claims	 that	 free	 trade	will	 lead	 to	 `factor-
price	 equalization',	 that	 is	 that	 prices	 of	 labour	 and	 capital	will	 tend	 to	 be	 the
same	 all	 over	 the	world.	Few	economists	 tell	 their	 children	 that	 they	might	 as
well	 start	 a	 career	 washing	 dishes,	 where	 they	 might	 have	 a	 `comparative
advantage',	 rather	 than	 seek	 a	 career	 as	 a	 lawyer	 or	 medical	 doctor,	 because
factor-price	 equalization	 is	 just	 around	 the	 corner.	 As	 private	 citizens,
economists	realize	that	the	choice	of	economic	activity	will	largely	determine	the
living	standard	of	their	children.	On	an	international	level,	the	same	economists
are	unable	to	sustain	that	same	opinion	because	their	toolbox	is	pitched	at	such	a
high	 level	 of	 abstraction	 that	 virtually	 no	 tools	 are	 available	 to	 distinguish
qualitatively	 between	 economic	 activities.	 At	 this	 level,	 standard	 economic
theory	`proves'	that	an	imaginary	nation	of	shoeshine	boys	and	people	washing
dishes	 will	 achieve	 the	 same	 wealth	 as	 a	 nation	 consisting	 of	 lawyers	 and
stockbrokers.	Economists,	then,	advise	Africa's	children	based	on	a	completely
different	type	of	understanding	from	what	they	use	when	they	advise	their	own
children.	As	Thorstein	Veblen	has	said	about	 this	 type	of	problem:	economists'
instincts	have	been	contaminated	by	their	education.

That	a	nation	specializes	according	to	its	`comparative	advantage'	means	that
it	 specializes	where	 it	 is	 relatively	most	 efficient	 compared	 to	 another	 nation.
Appendix	 I	 shows	how	 this	 trade	 theory	 creates	 the	 possibility	 for	 a	 nation	 to
achieve	 a	 `comparative	 advantage'	 in	 being	 poor	 and	 ignorant.	 This	 happens
because	the	trade	theory	that	forms	the	basis	of	today's	world	economic	order	is
based	on	nations	exchanging	 identical	 labour	hours	 -	devoid	of	any	qualitative
features	 -	 against	 other	 such	 labour	 hours,	 in	 a	 system	 where	 production	 is
absent.	 Ricardian	 trade	 theory	 sees	 a	 Stone	 Age	 labour	 hour	 on	 a	 par	 with	 a
Silicon	 Valley	 labour	 hour,	 and	 therefore	 predicts	 that	 economic	 integration
between	 these	 two	 types	 of	 economies	 will	 produce	 economic	 harmony	 and
equalization	of	wages.

In	very	broad	terms,	one	can	distinguish	between	two	main	types	of	economic
theory.	 One	 is	 based	 on	 metaphors	 from	 nature,	 generally	 from	 physics.
Examples	of	these	metaphors	are	`the	invisible	hand'	that	keeps	the	earth	in	orbit
around	the	sun	(late	1700s)	or	the	equilibrium	metaphor,	based	on	the	science	of
physics	as	it	stood	in	the	1880s.	What	this	book	refers	to	as	`standard	textbook'	is
based	on	 the	 equilibrium	metaphor,	which	physicists	 themselves	 abandoned	 in



the	 1930s.	 This	 theory	 is	 built	 from	 the	 abstract	 metaphor	 downwards,	 and
`being	an	economist'	essentially	means	someone	analysing	the	world	through	the
glasses	 and	 tools	 provided	 by	 the	metaphor.	 This	 is	 the	 theory	 the	 profession
uses	on	Africa's	children.

The	 other	 type	 of	 economic	 theory	 is	 based	 on	 experience,	 built	 from	 the
ground	 upwards,	 and	 often	 appears	 as	 practical	 policies	 before	 being	 distilled
into	theory.	The	city-state	of	Venice	practised	a	certain	kind	of	economic	policy
for	centuries,	 long	before	economist	Antonio	Serra	codified	this	practice	into	a
theory	 and	 explained	why	 it	worked.	Much	 in	 the	 same	way	Stone	Age	 tribes
chewed	 on	willow	 bark	 in	 order	 to	 cure	 headaches	 thousands	 of	 years	 before
Bayer	 codified	 the	 active	 substance	 as	 salicylic	 acid	 (salix	 =	 willow)	 and
produced	aspirin.	Equally,	early	medieval	sailors	in	the	Mediterranean	prevented
scurvy	 by	 bringing	with	 them	 oranges	 and	 lemons	 centuries	 before	 vitamin	C
was	isolated	in	1929.	It	is	perfectly	possible	to	cure	illnesses,	economic	or	other,
simply	 by	 lesson-drawing	 without	 having	 a	 complete	 understanding	 of	 the
mechanisms	at	work.

This	 less	 abstract	 type	 of	 economics	 is	 normally	 based	 on	 biological
metaphors	rather	than	on	metaphors	from	physics.	Ever	since	the	codification	of
Roman	law	around	AD	400,	the	human	body	has	been	a	metaphor	for	the	social
sciences.	 Its	 most	 celebrated	 manifestation	 can	 perhaps	 be	 found	 in	 Thomas
Hobbes's	Leviathan,	both	in	 terms	of	 its	political	analysis	and	in	its	 impressive
frontispiece	 showing	 the	 incarnation	 of	 the	 state	 literally	 formed	 from	 its
citizens.'	This	type	of	theory	is	based	on	a	qualitative	and	holistic	understanding
of	the	`body'	to	be	studied,	and	delivers	a	type	of	understanding	where	important
elements,	such	as	synergies	between	disparate,	yet	interdependent	parts,	are	not
reducible	to	numbers	and	symbols.	Charles	Darwin	(1809-82)	introduced	a	new
kind	of	biological	metaphor,	 in	which	changes	 in	 society,	 such	as	 innovations,
become	 like	 nature's	 mutations.	 While	 his	 theoretical	 nemesis,	 the	 French
naturalist	 jean	Baptiste	Lamarck	(1744-1829),	was	of	 the	opinion	that	acquired
traits	 could	be	 inherited,	 their	 two	approaches	 actually	 complement	 each	other
well	when	transferred	from	the	biological	to	the	economic	realm.	For	Lamarck's
is	a	metaphor	well	suited	 to	economics,	where	knowledge	and	experience	may
accumulate	over	generations.	This	experience-based	theory,	open	to	synergies	as
well	as	changes,	is	the	one	used	by	economists	when,	as	private	individuals,	they
are	 able	 qualitatively	 to	 distinguish	 between	 economic	 activities,	 and



consequently	 advise	 their	 own	 children	 against	 specializing	 in	 the	 world
economy	according	to	a	comparative	advantage	in	washing	dishes.

These	 metaphors	 all	 have	 their	 advantages	 and	 disadvantages.	 The	 highly
abstract	 metaphors	 from	 physics	 are	 powerful	 in	 the	 accuracy	 of	 their
recommendations,	so	that	free	trade	will	lead	to	the	levelling	out	of	wages	across
rich	 and	 poor	 countries	 (factor-price	 equalization).	 One	 key	 problem	 is	 that
physics-based	 economics	 is	 unable	 to	 capture	 qualitative	 differences	 between
economic	 activities	 that	 end	 up	 as	 quantifiable	 differences	 in	 income.	 The
abstract	physics-based	models	lose	both	the	creative	elements	contributed	by	the
Renaissance	 and	 the	 taxonomies	 creating	 order	 in	 diversity	 that	 was	 a	 key
contribution	 of	 the	 Enlightenment.	 Regardless	 of	 the	 level	 of	 education	 of	 a
person	washing	dishes	in	a	restaurant,	his	or	her	wage	level	will	never	rise	to	the
level	of	a	high-tech	engineer's.	Without	changing	profession,	the	person	washing
dishes	has	specialized	in	being	relatively	poor	in	any	labour	market.	That	nations
can	also	 specialize	 in	being	poor	 is	 inconceivable	 to	 economists	working	with
physics-based	 metaphors,	 because	 their	 theory	 lacks	 the	 tools	 with	 which	 to
distinguish	 qualitatively	 between	 economic	 activities.	 These	 economists
therefore	 do	 not	 accept	 that	 poor	 nations	 should	 attempt	 to	 manoeuvre
themselves	 into	economic	activities	 that	might	 increase	 the	general	wage	level,
as	presently	rich	countries	have	all	done.	Physics-based	models	are	also	unable
to	handle	novelty	and	innovations:	that	something	qualitatively	new	can	happen
in	 the	world.	They	 also	miss	 the	 synergies,	 linkages	 and	 systemic	 effects	 that
constitute	 the	 glue	 that	 bonds	 economies	 and	 societies	 together.	 Margaret
Thatcher's	 claim	 that	 `there	 is	 no	 such	 thing	 as	 society'	 is	 a	 direct	 and	 logical
conclusion	of	today's	textbook	economics.

Francis	Bacon	(1561-1626)	is	an	important	figure	in	the	history	of	experience-
based	 economic	 understanding.	 Bacon	 was	 driven	 by	 what	 Veblen	 calls	 `idle
curiosity',	 a	 not-for-profit	 inquisitive	 spirit.	 Fittingly	 Bacon	 died	 from
pneumonia	contracted	while	testing	the	effect	of	freezing	on	the	preservation	of
meat	by	going	out	in	a	blizzard	and	stuffing	chickens	with	snow.	The	chickens
were	 preserved,	 but	 Bacon	 died.	 The	 reactions	 to	 David	 Ricardo's	 abstract
theories	 were	 in	 essence	 -	 both	 in	 England	 by	 the	 Reverend	 Richard	 Jones
(1831)6	and	in	the	United	States	by	John	Rae	(1834)'	-	attempts	to	re-Baconize
economics.	 However,	 such	 experience-based	 economics	 is	 generally	 based	 on
biological	metaphors,	which	are	much	less	accurate	and	do	not	produce	the	same



clear-cut	answers.	Experience-based	theories	bring	to	the	surface	trade-offs	that
rarely	exist	in	physics-based	theories,	which	tend	to	encourage	the	same	kind	of
economic	 policies	 regardless	 of	 context	 ('one	 size	 fits	 all').	 Free	 trade,	 for
example,	is	absolutely	necessary	in	order	to	create	wealth	in	many	contexts,	but
in	 others	 the	 same	 principle	 of	 free	 trade	 will	 reduce	 a	 nation's	 wealth.	 As	 a
result	of	this,	as	in	Schumpeter's	quote	heading	this	chapter,	economics	gives	us
a	 choice	 between	 simple	 explanations	 that	 are	 not	 very	 relevant	 and	 more
complex	explanations	that	are	more	relevant.

Using	 the	 human	 body	 as	 a	 metaphor	 for	 society	 has	 the	 advantage	 of
highlighting	synergies,	interdependencies	and	complementarities	in	an	economic
system.	 As	 opposed	 to	 physics-based	 metaphors,	 the	 body	 metaphor	 also
captures	 the	 idea	 of	 humans	 as	 spiritual	 beings	 with	 a	 creative	 brain	 as	 an
economic	factor.	In	the	end,	the	basic	moving	force	of	human	economic	society
is	what	Friedrich	Nietzsche	calls	`the	capital	of	spirit	and	will':	new	knowledge,
entrepreneurship	 and	 organizational	 capabilities,	 private	 and	 public.	 Recently,
modern	evolutionary	economics	has	 attempted	 to	 recapture	 these	elements	 and
apply	 them	favourably	 to	 industrial	policies	 in	 the	Third	World.	With	 time	 this
may	develop	into	a	substitute	for	Heilbroner's	worldly	philosophers.

There	 is,	 however,	 no	 need	 to	 be	 overly	 polemical,	 for	 these	 two	 types	 of
economic	thinking	are	in	many	ways	complementary.	We	need	them	both,	just	as
we	need	right	and	left	feet	in	order	to	walk,	as	British	economist	Alfred	Marshall
(1842-1924)	 expressed	 it	more	 than	 a	 century	 ago.8	 Physics-based	 economics
gives	us	an	illusion	of	order	in	the	chaos	that	surrounds	us,	but	it	is	important	to
be	 aware	 that	 this	 refuge	 is	 created	 at	 the	 expense	 of	 abdicating	 from
understanding	 a	 whole	 range	 of	 qualitative	 aspects	 of	 the	 economic	 world.
Forgetting	 that	 the	 physics-based	 models	 are	 not	 reality	 itself,	 but	 merely
extremely	 simplified	 models	 of	 this	 reality,	 may	 lead	 to	 grave	 mistakes.	 One
example	of	such	a	mistake	 is	 the	way	globalization	has	been	 introduced	 in	 the
form	of	shock	 therapy.	 Instead	of	 the	predicted	 factor-price	equalization,	many
countries	now	experience	a	factor-price	polarization	compared	to	the	rest	of	the
world.	Rich	nations	get	richer	while	many	poor	nations	grow	poorer.	Since	this
cannot	happen	in	the	physics-based	models,	it	takes	the	world	community	a	very
long	time	before	any	action	is	taken	to	correct	this	undesired	development.	The
problem	 is	 that	 the	 physics-based	models	 that	 have	 virtually	monopolized	 the
discourse	tend	to	exclude	precisely	those	factors	that	create	wealth,	 factors	 that



are	 present	 in	 wealthy	 countries	 but	 not	 in	 poor	 ones:	 imperfect	 competition,
innovations,	synergies	between	economic	sectors,	economies	of	scale	and	scope
and	the	presence	of	economic	activities	which	make	these	factors	possible.	We
shall	return	to	these	factors	later.

Alternative	experience-based	economics,	the	methodology	still	used	at	Harvard
Business	School,	will	be	referred	to	collectively	as	the	Other	Canon.9	The	Other
Canon	is	intended	as	a	concept	that	unites	economic	approaches	and	theories	that
employ	observable	facts,	experience	and	lesson-drawing	as	the	starting	point	for
theorizing	about	economics.	Since	the	late	1400s,	only	the	Other	Canon	type	of
economics	-	with	its	insistence	that	economic	activities	are	qualitatively	different
as	carriers	of	economic	growth	-	has	been	able	to	bring	nation	after	nation	out	of
poverty.	Once	economic	growth	has	been	achieved,	hegemonic	nations	have	 in
sequence	switched	from	biology-based	to	physics-based	economics,	as	England
did	in	the	late	eighteenth	century	and	the	United	States	did	in	the	mid-twentieth
century.	 To	 understand	 how	 their	 policies	 worked	 and	 why	 these	 successful
nations	might	have	 shifted,	 the	Other	Canon	will	have	 to	be	explored	 in	 some
detail.

For	 centuries,	 the	 experience-based	 type	 of	 economic	 theory	 ruled	 alone.
Today's	standard	abstract	theory	is	less	than	250	years	old	and	has	its	roots	in	the
Physiocratic	school	that	for	a	brief	period	dominated	the	economic	policy	of	pre-
revolutionary	France.	Writing	after	 the	Industrial	Revolution	was	in	full	swing,
Adam	 Smith,	 although	 categorized	 as	 an	 anti-Physiocrat	 by	 his	 own
contemporaries,	 carried	 over	 some	 of	 the	 Physiocratic	 teachings.	 The	 abstract
model	 really	 gelled	 only	 with	 David	 Ricardo	 and	 his	 Principles	 of	 Political
Economy	 and	 Taxation	 (1817).	 As	 we	 shall	 see,	 on	 three	 historical	 occasions
these	 abstract	 principles	 have	 brought	 deprivation,	 hunger	 and	 huge	 social
problems	when	applied	in	inappropriate	contexts.

The	 Cold	 War	 World	 View	 brought	 with	 it	 the	 virtual	 extinction	 of	 the
experience-based	Other	Canon	tradition.	Ricardo's	theory	became	the	only	game
in	 town	 -	 both	 on	 the	 political	 left	 and	 the	 political	 right.	 Figure	 2	 shows	 the
family	tree	of	economics	as	it	was	reproduced	on	the	inside	back	cover	of	Paul
Samuelson's	Economics	-	the	textbook	that	dominated	the	teaching	of	economics
for	more	than	a	generation.	Both	communism	and	liberalism	-	both	Joseph	Stalin
and	Milton	Friedman	-	trace	their	historical	roots	back	to	Ricardo.	The	Cold	War



was	 thus	 essentially	 a	 civil	war	between	 two	 factions	of	Ricardian	 economics,
although	they	shared	several	common	features:	 in	their	mature	forms	they	tend
not	to	recognize	the	importance	of	technology,	of	entrepreneurship,	or	any	role
of	the	state.	In	communism	the	state	was	supposed	to	`wither	away'.	To	achieve
the	mythical	equilibrium,	communism10	simply	replaced	the	market	with	a	huge
calculator.	Just	as	social	democrats	tended	to	be	the	first	casualties	in	civil	wars
between	communists	and	liberalists,	in	the	crossfire	between	the	Ricardian	right
and	left,	the	less	abstract	Other	Canon	tradition	virtually	died	out.1

Traditions,	 though,	seldom	vanish	entirely	and	many	economists,	dissatisfied
with	both	extremes,	have	continued	to	work	up	alternatives:	my	work	is	indebted
to	 them.	 Figure	 3	 shows	 the	 family	 tree	 of	 500	 years	 of	 the	 alternative
economics.	The	Other	Canon	 tradition	has	been	 the	one	determining	economic
policy	in	all	nations	which	have	taken	the	path	from	being	poor	to	being	wealthy.
England	 started	 down	 this	 path	 in	 1485	 and	 continued	 for	 centuries	 and
continental	Europe	rapidly	followed	suit.	The	Scandinavian	countries	-	today	so
dependent	 on	 free	 trade	 due	 to	 their	 small	 home	markets	 -	 followed	 the	 same
policy	for	centuries,	until	(at	different	points	in	time)	they	were	ready	to	compete
globally.	The	United	States	did	the	same	thing,	starting	just	after	 independence
in	1776,	and	then	in	the	1820s	in	a	most	aggressive	way.



Figure	2	Samuelson's	family	tree	of	economics,	1976



Figure	3	The	Other	Canon	family	tree	of	economics

My	purpose	 is	not	 to	present	 the	mosaic	of	 theories	 I	have	named	 the	Other
Canon	as	a	rigid	example	of	eternal	truths.	On	the	contrary,	the	`truth'	in	terms	of
economic	policy	is	always	an	exceedingly	complex	phenomenon.	The	real	world
presents	extremely	difficult	 trade-offs,	across	 time	and	even	generations,	under
conditions	 of	 uncertainty.	 Any	 policy	 recommendation	 will	 depend	 totally	 on



context	 and	 structural	 issues	 (the	 convenient	 German	 word	 is
Strukturzusammenhange),	and	therefore	on	specific	knowledge.	In	Appendix	II
the	Other	Canon	is	compared	to	standard	textbook	economics.	This	comparison
will	probably	have	the	greatest	appeal	to	professional	economists.

Victor	 Norman,	 an	 international	 trade	 theorist,	 describes	 today's	 standard
textbook	 economics	 succinctly:	 `One	 of	 the	 nice	 things	 about	 economics	 as	 a
science	is	that	it	is	just	a	way	of	thinking,	factual	knowledge	does	not	exist.'12	In
this	 theoretical	 world,	 reality	 and	 factual	 knowledge	 occasionally	 enter	 as
disturbing	elements.	When	 reproached	by	a	 friend	 that	his	 theory	did	not	 tally
with	the	facts,	Ricardo	is	supposed	to	have	replied	that	`that's	so	much	worse	for
the	facts'.13

As	 hinted	 at	 earlier,	 both	 poles	 of	 Ricardian	 economics	 developed	 into
something	 resembling	 a	 religion.14	 During	 the	 Cold	 War,	 reality-based
economics	-	 the	historical	schools	 in	Europe	and	 the	 institutional	school	 in	 the
United	 States	 -	 were	 crowded	 out	 and	 virtually	 disappeared.	 In	 Ricardian
economics	form	tends	to	achieve	priority	over	observations	of	reality.	Standard
textbook	economics	 is	 created	 as	 an	 abstraction	 from	an	 economic	 scenario	 in
the	 same	 way	 that	 the	 game	 of	 chess	 is	 created	 as	 an	 abstraction	 of	 a	 war
scenario.	But	 just	 as	 the	war	 in	 Iraq	 is	 not	 solved	 by	 referring	 to	 the	 rules	 of
chess,	the	problems	of	world	poverty	are	not	solved	by	referring	to	an	economic
theory	that	does	not	contain	key	variables	from	factual	knowledge."

In	 the	 Other	 Canon	 tradition,	 knowledge	 on	 the	 macro	 level	 is	 achieved
exclusively	 through	 detailed	 factual	 knowledge	 of	 what	 happens	 at	 the	 micro
level.	 In	 fact,	 this	 type	 of	 understanding	 requires	 the	 economist	 to	 move
consistently	between	these	levels,	taking	the	elevator	between	the	high	and	low
levels	 of	 abstraction.	 This	 is	 the	 opposite	 strategy	 from	 the	 one	 described	 by
Victor	Norman	above:	here	relevance	is	at	the	core,	and	form	is	only	considered
as	it	reflects	relevant	facts.	Other	Canon	economics	has	a	 large	 toolbox	and	all
tools	that	may	reflect	relevant	reality	are	allowed.	In	today's	standard	economics
the	 focus	 is	on	mathematics	 and	precision	more	 than	on	 the	object	of	 analysis
itself,	 the	 economy.	 As	 has	 been	 observed	 by	 others,	 the	 toolbox	 and	 the
incentive	system	of	 the	profession	combine	 to	make	most	economists	prefer	 to
be	 accurately	 wrong	 than	 approximately	 correct.	 As	 regards	 qualitative
understanding,	mathematical	rigour	has	developed	into	a	rigor	mortis.



The	abstract	standard	theory	as	it	is	used	today	towards	the	poor	countries	of
the	 world	 assumes	 a	 world	 without	 variation	 and	 diversity,	 without	 friction,
conflicts	 or	 trade-offs,	where	 new	knowledge	 is	 free	 and	 hits	 every	 person	 on
earth	 simultaneously	 as	 manna	 from	 heaven	 ('perfect	 information').	 Had	 this
been	a	book	written	exclusively	for	economists,	this	would	have	been	the	place
to	discuss	the	assumptions	of	standard	economics,	assumptions	which	are	there
essentially	because	its	proponents	chose	to	model	society	based	on	the	physics	of
the	 1880s.	 However,	 we	 shall	 enter	 only	 briefly	 into	 the	 discussion	 of	 the
specific	 assumptions,	 simply	 to	 flag	 up	 the	 mother	 of	 all	 assumptions:	 the
equality	 assumption.	Assuming	 away	 all	 differences	 -	 between	 human	 beings,
between	economic	 activities,16	 among	 nations	 -	 the	 economics	 profession	 has
made	its	choice.	Simplicity	has	been	chosen	at	the	cost	of	relevance.	Economics
has	 lost	 the	 art	 of	 organizing	 the	world	by	 creating	categories	 and	 taxonomies
which	characterized	 the	birth	of	modern	 sciences	during	 the	Enlightenment.	 In
doing	 that,	 all	 factors	 qualitatively	 differentiating	 a	 twelve-year-old	 and	 his
shoeshine	 `firm'	 based	 in	 a	 Lima	 slum	 from	 Microsoft	 as	 a	 firm	 have	 been
eliminated.	With	 it,	 any	 explanation	 as	 to	why	Bill	Gates	 and	 his	 country	 are
wealthier	than	the	shoeshine	boy	and	his	country	has	also	been	eliminated.	The
two	of	 them	have	been	averaged	out	 as	 `the	 representative	 firm'.	Adding	bells
and	 whistles	 to	 the	 basic	 model	 may	 satisfy	 the	 modellers	 -	 and	 many	 such
models	exist	-	but	this	approach	is	unlikely	to	produce	the	kind	of	understanding
among	 the	 general	 public	 that	 is	 required	 in	 order	 to	 induce	 a	 much-needed
policy	change.

The	core	assumption	of	`perfect	information'	in	reality	implies	that	humankind
must	consist	of	 individuals	 that	are	all	alike,	cloned	versions	of	Robert	Musil's
man	 without	 any	 qualities.	 17	 As	 nineteenth-century	 German	 economists
suggested,	 quantification	 in	 this	 type	 of	 theory	 implied	 adding	 together
quantities	devoid	of	any	qualities	(qualitatslose	labour	and	capital	devoid	of	any
skills.	The	conclusion	so	proudly	reached	by	standard	international	trade	theory,
that	a	world	trade	will	provide	`factor-price	equalization'	is	in	fact	already	built
into	the	basic	assumptions	of	the	theory	itself;	a	theory	in	which	all	the	elements
are	equal	and	identical	cannot	produce	anything	but	equality	of	outcome.

One	 result	 of	 the	 twentieth-century	development	of	 economics	 is	 the	 loss	of
two	 important	dimensions:	 time	(history)	and	space	(geography).	The	world	of
economics	became	a	fairy-tale	world,	lacking	time,	space	and	friction,	a	world	of



automatic	and	timeless	harmony,	where	an	oak	grows	 to	enormous	proportions
in	the	same	time	that	is	 taken	to	cut	it	down	(i.e.	zero	time).	One	result	of	 this
high	level	of	abstraction	is	that	things	repeatedly	happen	that	are	not	supposed	to
happen.	One	example	of	 this	 is	 the	Asian	 financial	crisis;	another	 is	 that	 some
nations	become	poorer	under	globalization.

Today's	standard	economics	-	as	applied	to	poor	countries	-	fails	to	recognize
the	 importance	of	 increasing	 returns	 (the	 fact	 that	 in	 some	economic	activities
costs	 fall	 as	 the	 volume	 of	 production	 increases),	 technological	 change	 -	 the
possibility	of	which	varies	widely	between	economic	activities	-	and	synergies,
factors	 that	acting	 together	produce	 the	cumulative	causations	or	 reactions	 that
create	 the	 structural	 change	 we	 call	 economic	 development.	 Above	 all,	 the
theoretical	approaches	do	not	allow	for	diversity	and	heterogeneity.	My	claim	is
that	as	a	result	of	the	above	factors,	economic	growth	is	activity-specific;	it	can
take	 place	 in	 some	 economic	 activities,	 but	 not	 in	 others.	 These	 factors	 are
sometimes	 present	 in	 the	 `toy	 models'	 of	 the	 economists,	 even	 in	 models
developed	 by	 the	 Washington	 institutions.	 However,	 perhaps	 as	 a
misunderstanding	of	 `the	scientific	method',	with	very	 few	exceptions	standard
economics	admits	only	one	factor	of	reality	at	a	time.18	Other	aspects	of	the	real
world	must	wait	outside	for	their	turn,	and	are	also	considered	in	isolation.	Thus
the	major	part	of	the	economists'	toolbox	always	consists	of	physics-based	tools,
and	as	a	consequence	standard	theory	and	standard	policies	always	carry	the	day.
In	 order	 to	 understand	 the	 dynamics	 of	 wealth	 and	 poverty,	 the	 Other	 Canon
requires	that	all	physicsbased	assumptions	are	dropped	simultaneously.

Increasing	 returns	 is	 a	 principle	 that	 can	 be	 used	 without	 being	 fully
understood,	 just	 as	 we	 saw	 in	 the	 cases	 of	 chewing	 willow	 bark	 to	 cure
headaches,	and	eating	citrus	 to	prevent	 scurvy.	Way	back	 in	history	Europeans
recognized	 the	 wealth-producing	 effects	 of	 manufacturing	 without	 necessarily
relating	this	to	increasing	returns.	Common	sense	precedes	science.	As	Edward
Misselden,	an	early	English	economist,	put	it	in	the	1620s:	`before	we	knew	it	by
sense,	now	we	know	it	by	science'.	The	origin	of	increasing	returns	is	normally
considered	 to	 be	 Adam	 Smith's	 famous	 pin	 factory.	 As	 usual,	 what	 happened
before	Adam	Smith	is	ignored.	Xenophon	(c.	427-355	BC),	whose	Oeconomicus
gave	 economics	 its	 name,	 described	 systemic	 increasing	 returns	 in	 his	 book
Poroi.	 In	1613	Antonio	Serra	 -	whom	Joseph	Schumpeter	notes	as	 `the	 first	 to
compose	a	scientific	treatise	...	on	economic	principles	and	policy'	i9	-	described



increasing	 returns	 and	 the	 virtuous	 circles	 of	 wealth	 they	 produce	 with
considerably	 more	 clarity	 than	 Smith	 did	 in	 1776.	 German	 economist	 Ernst
Ludwig	Carl	(1682-1743)	described	the	phenomenon	of	increasing	returns	in	his
threevolume	 work	 '20	 using	 the	 very	 same	 pin	 factory	 later	 used	 and	 made
famous	by	Smith.

Since	Antonio	Serra	put	 them	at	 the	core	of	 the	mechanisms	causing	wealth,
increasing	returns	have	led	a	tumultuous	life	in	the	history	of	economic	thought.
Being	allowed	 to	present	his	 ideas	 to	 the	Viceroy	 in	1613,	Serra	was	 ridiculed
and	sent	back	to	jail	where	he	probably	died	a	few	years	later.	However,	in	the
1750s	Serra's	 ideas	were	 again	 resurrected	 by	 the	 first	 professor	 of	 economics
south	 of	 Germany,	 Antonio	 Genovesi.	 Later,	 building	 their	 economic	 theories
around	 the	opposite	phenomenon,	 the	diminishing	 returns	 found	 in	agriculture,
increasing	 returns	was	 completely	 abandoned	 by	 Robert	Malthus	 (1766-1834)
and	his	friend	David	Ricardo.	Referring	 to	a	new	edition	of	Serra	published	 in
1803,	 in	 the	 1840s	 and	 1850s	 two	 German	 economists	 Friedrich	 List	 (1789-
1846)	and	Wilhelm	Roscher	 (1817-94)	put	 increasing	 returns	back	on	 the	map
both	 in	 terms	 of	 policy	 and	 theory.	 The	 founder	 of	 neo-classical	 economics
Alfred	Marshall	(1842-1924)	keeps	the	reference	to	increasing	returns,21	but	it
later	disappears	from	neo-classical	theory.	Increasing	returns	had	a	revival	in	the
United	 States	 in	 the	 1920s,	 with	 important	 articles	 in	 1923	 by	 Frank	Graham
(1890-1949)	and	in	1928	by	Allyn	Young	(1876-1929),	but	was	promptly	thrown
out	 again	 in	 the	 1930s	 by	 another	 American	 economist,	 Jacob	 Viner	 (1892-
1970),	 on	 the	 basis	 that	 it	 was	 incompatible	 with	 equilibrium.	 In	 the	 1980s,
increasing	 returns	 was	 reintroduced	 in	 international	 trade	 theory	 by	 Paul
Krugman,	but	its	relevance	was	soon	dismissed	with	great	authority	by	Jagdish
Bhagwati	as	Krugman's	`youthful	surrender	to	irrational	exuberance'.22

Politically,	 increasing	 returns	 is	 a	 hot	 potato.	 If	 you	 assume	 all	 economic
activities	 are	 equally	 subject	 to	 increasing	 returns	 -	 as	 Adam	 Smith	 and
(sometimes)	 Paul	 Krugman	 does,	 you	 have	 an	 even	 better	 argument	 for	 free
trade.	 In	Chapter	4	 I	 shall	 explain	why.	On	 the	other	hand,	 if	you	assume	 that
some	 activities	 (agriculture)	 are	 subject	 to	 diminishing	 returns	 while	 others
(manufacturing	and	advanced	services)	are	subject	 to	 increasing	returns,	as	did
Antonio	Serra,	Frank	Graham	and	(sometimes)	Paul	Krugman,	you	get	a	theory
clearly	 explaining	why	 poor	 countries	 should	 industrialize	 (see	Appendix	 III).
After	 the	 1850s	 increasing	 returns	 was	 used	 as	 the	 main	 argument	 for



industrializing	continental	Europe.

During	 the	 last	 twenty	 years	 increasing	 returns	 has	 featured	 prominently	 in
research,	 however	 the	 increasing	 returns	 argument	 is	 rarely	 freed	 from	 the
`equality	 assumption'	 referred	 to	 above;	 the	 hugely	 different	 `windows	 of
opportunity'	 for	 achieving	 scale	 in	 different	 industries	 are	 also	 referred	 to
infrequently.	Nor	are	the	different	skill	 levels	and	income	possibilities	found	in
Adam	Smith's	pin	factory	much	mentioned.	Economics	may	have	rediscovered
increasing	 returns	 -	 there	 are	 quite	 public	 rivalries	 between	 three	 American
economists,	Brian	Arthur,	Paul	Krugman	and	Paul	Romer'23	on	the	question	of
`fatherhood'	 -	 yet	 the	 reluctance	 to	 combine	 this	 insight	with	 the	diversity	 and
heterogeneity	of	the	real	world	blocks	the	potential	 to	use	increasing	returns	in
order	to	explain	uneven	development.

Charles	Babbage	 (1791-1871),	 otherwise	 known	 for	 his	 contributions	 to	 the
basic	 design	 of	 computers,	 actually	 went	 into	 an	 English	 pin	 factory	 with	 a
Baconian	 mind	 and	 provides	 us	 with	 wage	 data.24	 The	 person	 tinning
(whitening)	the	pin	earned	6	shillings	a	day,	while	 the	people	straightening	 the
wire	only	had	a	wage	of	1	shilling	per	day.	Increasing	returns	and	specialization
here	 begin	 to	 reveal	 why	 economic	 growth	 is	 so	 uneven.	 The	 risk	 with
globalization	is	that	the	value	chains	of	production	are	broken	up	in	such	a	way
that	 the	 rich	 countries	 take	 all	 the	 highskill	 jobs,	 in	 this	 case	 tinning	 the	 pin,
while	 activities	 similar	 to	 the	 straightening	 of	 the	wire	 are	 farmed	out	 to	 poor
countries.	Poor	countries	tend	to	specialize	in	the	economic	activities	which	rich
countries	 can	 no	 longer	mechanize	 or	 innovate	 further,	 and	 are	 then	 typically
criticized	for	not	innovating	enough.

The	fact	of	the	matter	is	that	the	Washington	institutions	force	the	conclusions
of	 standard	 textbook	 economics	 upon	 the	 nations	 that	 are	 under	 their	 wings
(which	 are	 most	 poor	 countries).	 The	 damage	 caused	 by	 excluding	 factors	 of
crucial	relevance	varies	with	each	nation's	situation.	The	price	of	the	monopoly
power	of	an	extremely	abstract	economic	theory	is	in	reality	carried	by	the	poor.
A	 nation	 exporting	 goods	 where	 there	 is	 rapid	 technological	 progress,	 large
increasing	 returns	 and	 important	 national	 synergies	 suffers	 little	 from	 these
factors	not	being	part	of	ruling	economic	theory:	they	have	them	in	reality.	Poor
countries	which	often	export	articles	where	the	same	crucial	elements	are	absent
-	 no	 technical	 change,	 no	 increasing	 returns	 and	 no	 synergies	 -	 are	 the	 ones
bearing	 the	damage.	Furthermore,	a	 task	 requiring	much	physical	 strength	will



not	hurt	someone	who	possesses	this	strength,	only	those	who	don't.	As	we	shall
see	 later,	 there	 are	 plenty	 of	 good	 arguments	 for	 introducing	 free	 trade,	 but
Ricardo's	thesis	is	not	one	of	them.	In	the	context	of	a	rich	country,	Ricardo	and
his	trade	theory	are	simply	right	for	the	wrong	reason	-	a	situation	that	causes	no
harm	-	while	for	a	poor	country	he	is	simply	wrong.

Joseph	Schumpeter	claimed	that	economics	suffered	from	what	he	called	 the
`Ricardian	 Vice';	 that	 is,	 building	 economic	 theory	 on	 a	 priori	 assumptions
without	 any	 empirical	 foundations.	 To	 this	we	may	 today	 add	 a	 `Krugmanian
Vice',	which	consists	 in	having	developed	 theories	 that	describe	 the	 real	world
better	than	standard	theory,	but	refusing	to	use	them	in	practical	politics.	We	can
add	 to	 this	what	 Swedish	Nobel	 Laureate	 (1974)	Gunnar	Myrdal	 (1898-1987)
calls	 `opportunistic	 ignorance',	 whereby	 we	 are	 open	 to	 a	 world	 where	 the
assumptions	of	economic	`science'	are	juggled	in	order	to	achieve	political	goals.
The	 European	Common	Market	 was	 promoted	 to	 electorates	 on	 a	 premise	 of
increasing	returns	that	would	increase	wealth	(the	Cecchini	Report,	1988).	When
the	same	politicians	needed	a	theory	for	trade	with	Africa,	they	chose	Ricardo's
trade	 theory,	where	 increasing	returns	are	assumed	not	 to	exist.	The	politicians
could	just	as	well	have	turned	the	assumptions	around,	and	used	a	theory	where
Africa	would	have	to	build	its	own	industry	(where	there	are	increasing	returns)
and	where	 the	single	market	would	have	made	much	 less	sense	because	of	 the
absence	of	 increasing	returns.	The	choice	of	which	assumptions	are	 to	be	used
under	which	circumstances	is	in	the	end	a	result	of	vested	interests	and	political
power.	Together	with	 the	 rhetoric-reality	 gap,	 economic	 assumptionjuggling	 is
an	 important	 tool	 in	 the	power	game	 that	keeps	poor	nations	poor:	economics,
power	and	ideology	intertwine.

Technology	and	 increasing	 returns,	which	are	 the	main	 sources	of	 economic
power,	 create	 economic	 barriers	 to	 entry.	 By	 keeping	 technology	 and	 the
increasing/diminishing	 returns	 dichotomy	 out	 of	 international	 trade	 theory,
economists	become	useful	fools/tools	for	the	vested	interests	of	the	nations	that
are	in	power.	Once	this	dichotomy	is	included,	some	countries	will	grow	richer
and	others	poorer	under	globalization	(see	Appendix	III).	In	this	real	world,	rich
countries,	specializing	in	the	right	economic	activities,	will	develop	`economies
of	scale	in	the	use	of	force'25	and	a	`capacity	for	coercion'.26

During	 the	 late	 1700s,	 English	 economic	 theory	 diverged	 from	 continental
European	 theory.	During	 the	 first	 Industrial	Revolution,	Adam	Smith	 -	 among



other	 things	 also	 a	 customs	 official	 -	 described	 the	 world	 economy	 as	 a
`commercial	society'	 focused	on	buying	and	selling,	 rather	 than	on	production.
At	 the	 same	 time	 continental	 European	 economists,	 e.g.	 Johann	 Beckmann
(1739-1811)	 in	 Gottingen,	 were	 writing	 about	 production,	 technology	 and
knowledge	 as	 the	 basis	 for	 wealth	 creation.	 Inventions	 are	 also	mentioned	 by
Adam	Smith,	 but	 in	 his	 theory	 they	 are	 produced	 outside	 the	 system,	 they	 are
exogenous.	Production,	knowledge	and	inventions	disappear	from	Adam	Smith's
economic	theory	because	he	reduces	both	production	and	trade	to	`labour	hours'.
In	1817	Ricardo	 followed	 in	Smith's	 footsteps,	 creating	 an	 even	more	 abstract
theory	based	on	`labour'	-	a	concept	devoid	of	any	qualities	-	as	 the	measuring
rod	 for	value.	Later	 in	 the	 century	Karl	Marx	wrote	 in	 the	production-focused
tradition	 of	 German	 social	 science	 on	 the	 dynamics	 and	 the	 social	 problems
created	 by	 capitalism.	 Unfortunately,	 when	 Marx	 arrived	 at	 the	 point	 of
providing	 a	 solution	 to	 the	 problems	 of	 capitalism,	 he	 reached	 for	 Ricardo's
labour	 theory	 of	 value.	 This	 was	 a	 totally	 foreign	 element	 in	 the	 German
tradition	where	knowledge,	new	ideas	and	technology	were	seen	as	 the	driving
forces	 of	 the	 economy.	 His	 choice	 had	 very	 serious	 long-term	 consequences,
allowing	Ricardo's	abstract	 thinking	to	rule	along	the	whole	political	axis	from
left	 to	 right	 during	 the	 Cold	War	 period	 and	 beyond.	 Recognizing	 this	 in	 the
middle	 of	 the	 Cold	War,	 in	 1955,	 Nicholas	 Kaldor	 (1908-86)	 wrote	 that	 `the
Marxian	 theory	 is	 really	 only	 a	 simplified	 version	 of	 Ricardo,	 clothed	 in	 a
different	garb'.27

Communism	 and	 liberalism	 thus	 became,	 if	 not	 siblings	 at	 least	 cousins,
abstract	theoretical	systems	towering	above	the	trivial	details	of	the	real	world.
Both	 theories	 lack	what	we	have	 referred	 to	as	 the	capital	of	human	spirit	and
will	(Geist-	and	WillensKapital):	new	knowledge,	innovations,	entrepreneurship,
leadership	and	organizational	 capabilities.	The	production	process	having	 been
reduced	 to	 the	 application	of	 identical	 labour	 hours,	 the	world	 economy	 could
thus	 also	be	 reduced	 to	 the	buying	and	 selling	of	 goods	 that	 had	 already	been
produced.	 Human	 action	 was	 similarly	 reduced	 to	 supplying	 identical	 labour
hours,	 devoid	 of	 any	 qualities,	 and	 to	 being	 a	 consumer.	 Communism	 could
replace	the	market	where	supply	and	demand	met	with	a	gigantic	calculator,	and
claim	 to	 create	 the	 same	 result.	 With	 Friedrich	 von	 Hayek	 (1899-1992),
liberalism	 acquired	 an	 entrepreneur	 who	 created	 equilibrium	 in	 the	 economy.
The	 really	 important	 entrepreneur	 -	 Schumpeter's	 entrepreneur	 who	 disrupts
equilibrium	with	his	 innovations	and	thus	creates	economic	growth	-	could	not



easily	be	formalized,	and	was	left	outside	the	system.

Ricardian	 economics'	 first	 wave	 of	 popularity	 peaked	 in	 mid1840.	 Social
problems,	finding	their	revolutionary	outlet	in	all	large	European	nations	except
England	and	Russia	between	1848	and	1871,	demonstrated	 that	 the	market	did
not	 create	 economic	harmony	 in	 the	 absence	of	wise	policies.	By	 the	1890s	 it
was	 clear	 that	 Ricardo's	 abstract	 system	 -	 where	 all	 assumptions	 with	 the
exception	of	diminishing	returns	did	not	reflect	reality	-	was	at	the	root	of	all	evil
both	on	the	political	right	and	the	political	left.28	Two	distinguished	historians	of
economic	 thought	 who	 were	 educated	 in	 the	 1890s	 -	 Wesley	 Clair	 Mitchell
(1874-1948)	of	the	United	States	and	Othmar	Spann	(1878-1950)	of	Germany	-
both	 wrote	 books	 with	 the	 English	 title,	 Types	 of	 Economic	 Theory,	 and
established	 that	many	 types	of	 economic	 theory	now	existed,	with	 the	abstract
Ricardian	version	being	just	one	option.

In	spite	of	this,	and	in	spite	of	the	total	dominance	of	nonRicardian	economics
in	 the	 United	 States	 and	 on	 the	 Continent	 during	 the	 first	 forty	 years	 of	 the
twentieth	 century,	 the	 postSecond	 World	 War	 push	 for	 mathematization'29
combined	 with	 the	 Cold	 War,	 brought	 about	 a	 resurgence	 in	 Ricardian
dominance.	 Again,	 as	 in	 the	 1840s,	 the	 market	 was	 seen	 as	 a	 producer	 of
automatic	harmony	and	the	revolutions	that	brewed	in	the	1840s	were	as	a	result
of	social	inequities	within	nation-states.	However,	similar	social	problems	have
appeared	today,	this	time	arising	more	between	nations	than	within	nations.

The	 close	 kinship	 between	 communist	 planning	 and	 neo-liberalism	makes	 it
easy	for	economists	to	move	from	one	political	extreme	to	the	other,	from	being
Ricardians	on	the	left	to	being	Ricardians	on	the	right.	Ricardian	doctrine	along
the	 whole	 political	 axis	 created	 a	 common	 front	 against	 experience-based
economics.	 This	 is	 one	 of	 the	 explanations	 for	 the	 problems	 faced	 by	 the
European	Union's	Lisbon	Strategy,	which	combined	the	need	for	innovation	with
the	need	for	social	cohesion.	The	 two	pillars	of	 the	Lisbon	Strategy	are	 totally
alien	 to	standard	 textbook	economics,	and	as	such	met	so	much	resistance	 that
they	were	gradually	watered	down	to	something	more	compatible.	The	situation
in	the	USA	is	different;	here	the	larger	rhetoric-reality	gap	makes	it	possible	to
apply	an	active	industrial	policy	relatively	undisturbed	by	textbook	economics.

If	we	were	 to	analyse	 the	economics	profession	as	a	branch	of	production,	a
number	of	anomalies	would	soon	become	apparent.	One	 is	what	we	could	call



the	 `primary	 incentive	 system':	 as	Paul	Samuelson	 pointed	 out	 in	 a	New	York
Times	interview	many	years	ago,	`economists	work	for	the	applause	of	their	own
peers'.30	Other	sciences,	such	as	medicine,	are	able	to	balance	peer	praise	with
feedback	from	the	reality	of	recovering	or	failing	patients.	A	second	anomaly	is
that	any	development	-	from	the	point	of	view	of	the	poor	of	this	world	it	might
be	 either	 progress	 or	 retrogression	 -	 is	 strongly	 path-dependent:	 over	 recent
generations	economics	itself	has	followed	a	path	of	least	mathematical	resistance
that	has	been	unable	to	include	such	path-dependencies.	Third,	as	Thomas	Kuhn,
Karl	 Popper	 and	 others	 have	 pointed	 out,	 `normal	 science'	 tends	 to	 proceed
within	 a	 given	 framework	 until	 the	 path	 has	 been	 exhausted,	 and	 a	 radical
paradigm	 shift	 takes	 place.	 What	 is	 special	 about	 economics	 is	 that	 the	 two
parallel	approaches	 seem	 to	 exist	 simultaneously.	 To	 borrow	 a	metaphor	 from
American	 economist	 Kenneth	 Arrow,	 the	 Other	 Canon	 tradition	 `acts	 like	 an
underground	 river,	 springing	 to	 the	 surface	 only	 every	 few	 decades'.	 The
existence	 of	 two	 parallel	 traditions	 paves	 the	 way	 for	 the	 opportunism	 and
assumption-juggling	we	 have	 commented	 on:	 one	 highbrow	 theory	 for	 export
and	a	much	more	pragmatic	theory	at	home.	In	the	greater	picture,	the	two	types
of	economic	analysis	go	cyclically	in	and	out	of	fashion.	During	some	periods	-
the	1760s	in	France,	the	1840s	in	Europe	as	a	whole	and	the	1990s	in	virtually
the	whole	world	-	one	extremely	abstract	way	of	thinking	achieved	a	completely
dominating	position.	In	all	cases	the	social	costs	were	very	high.

The	 choice	 of	 a	 tool	 carries	with	 it	 an	 inherent	 logic.	As	Mark	Twain	said:
`when	all	you	have	is	a	hammer,	all	problems	start	to	look	like	nails'.	The	way
economics	was	`mathematized'	reinforced	the	weaknesses	already	inherent	in	the
Ricardian	 system	 -	 its	 inability	 to	 include	 facets	 of	 reality	 that	 are	 important
determinants	 for	 wealth	 and	 poverty.	 German	 philosophy	 employs	 the	 term
`verstehen'	 for	 a	 type	 of	 qualitative	 understanding	 which	 is	 irreducible	 to
numbers	 and	 symbols.31	 Philosopher	 Hans-Georg	 Gadamer	 (1900-2002)
describes	this	type	of	understanding	as	something	close	to	the	essence	of	what	it
means	to	be	a	human	being.	If	we	try	to	understand	other	human	beings	solely
through	 what	 is	 quantifiable	 -	 height,	 weight,	 percentage	 of	 water	 and	 trace
minerals	-	many	other	key	aspects	are	overlooked.	In	fact,	it	may	be	argued	that
through	this	purely	quantitative	understanding,	the	difference	between	a	human
being	 and	 a	 big	 jellyfish	 consists	 in	 a	 few	 percentage	 points	 of	 dry	matter	 in
favour	 of	 the	 human	 being.	 Something	 similar	 happens	 to	 economics	 when
economists	 attempt	 to	 handle	 society	 in	 a	 way	 that	 is	 totally	 dominated	 by



quantities	and	symbols:	the	use	of	mathematics	too	often	crowds	out	qualitative
understanding.	The	Enlightenment	created	classification	systems	-	taxonomies	-
to	achieve	a	better	understanding	of	the	world	around	us.	Creating	the	categories
'invertebrates'	and	`vertebrates'	was	an	 initial	attempt	at	differentiating	 jellyfish
and	 humans.	 However,	 economics	 is	 virtually	 devoid	 of	 such	 taxonomies:	 it
builds	its	accuracy	precisely	on	the	lack	of	any	taxonomies,	on	an	absence	of	any
systematic	 attempt	 at	 observing	 and	 classifying	 observable	 differences.	 Once
more	 than	 one	 category	 is	 introduced	 simultaneously,	 for	 example,	 increasing
and	diminishing	 returns,	 economic	 theory	 produces	 inequality	 and	disharmony
rather	than	equality	and	harmony.

As	Ludwig	Wittgenstein	argued,	mathematics	tends	to	become	self-referential.
Albert	Einstein	expressed	the	same	scepticism	regarding	the	use	of	mathematics:
`As	far	as	the	statements	of	mathematics	refer	to	reality,	they	are	not	certain,	and
as	far	as	they	are	certain,	they	do	not	refer	to	reality.'	As	it	is	generally	used	in
economics,	 mathematics	 renders	 an	 inward-looking	 `autistic'	 relationship	 to
reality,	where,	 for	 example,	 in	 international	 trade	 theory	 it	may	be	 argued	 that
the	conclusions	follow	directly	from	the	assumptions.	A	system	where	all	agents
and	all	 inputs	 are	qualitatively	 identical,	 applied	 in	 a	world	devoid	of	 context,
will	 necessarily	 produce	 sameness	 as	 a	 result.	 Herein	 lies,	 as	 I	 see	 it,	 the
explanation	 as	 to	 why	 economics	 produces	 economic	 harmony	 as	 its	 natural
outcome.	 The	 conclusions	 are	 already	 built	 into	 the	 assumptions.	 In	 their
rebellion	against	present-day	economics,	French	economics	students	seized	upon
this	point	in	an	amusing	way	when	they	created	the	movement	for	`post-autistic
economics'.32

Dissatisfaction	 with	 the	 state	 of	 economics	 is	 thus	 clearly	 growing.	 The
following	analysis	by	a	well-known	historian	of	the	profession,	Mark	Blaug,	is
becoming	almost	mainstream:

Modern	 economics	 is	 `sick'.	 Economics	 has	 increasingly	 become	 an
intellectual	 game	 played	 for	 its	 own	 sake	 and	 not	 for	 its	 practical
consequences.	Economists	have	gradually	converted	the	subject	into	a	sort
of	 social	 mathematics	 in	 which	 analytical	 rigor	 as	 understood	 in	 math
departments	is	everything	and	empirical	relevance	(as	understood	in	physics
departments)	is	nothing.	If	a	topic	cannot	be	tackled	by	formal	modelling,	it
is	simply	consigned	to	the	intellectual	underworld.33



The	same	self-referential	and	inward-looking	attitude	-	locking	out	reality	-	was
the	 hallmark	 of	 the	 scholastics	 or	 `schoolmen'.	 Any	 child	 in	 Denmark	 and
Norway	knows	the	way	their	countries'	first	great	author	(and	economist)	Ludvig
Holberg	 (1684-1754)	 made	 fun	 of	 the	 scholastic	 traits	 of	 science	 in	 his	 day.
Holberg	lets	a	learned	young	man	from	the	capital	`prove'	to	a	poor	and	horrified
country	woman	 that	 she	 is,	 in	 fact,	 a	 stone:	 `A	 stone	 cannot	 fly.	Mother	Nille
cannot	 fly.	 Therefore	 Mother	 Nille	 must	 be	 a	 stone.'	 In	 Gulliver's	 Travels
Jonathan	Swift	(1667-1745)	makes	fun	of	science	in	a	similar	way.	Even	early	in
the	twentieth	century,	in	1926,	Danish	economist	L.	V.	Birck	recognized	that	the
same	 type	of	problem	was	creeping	back,	 and	wrote	an	article	called	`Modern
Scholasticism'	.14

The	first	to	use	abstract	mathematics	in	economics	were	the	Italian	economists
in	 the	 mid-1700s.	 After	 an	 initial	 enthusiasm	 they	 abandoned	 the	 attempt
because	they	found	that	matters	were	made	more	complicated	without	adding	to
the	 analysis.	 In	 1752	 mathematician	 Ignazio	 Radicati	 warned	 his	 economist
friends:	 `You	 will	 do	 with	 political	 economy	 what	 the	 scholastics	 did	 with
philosophy.	In	making	things	more	and	more	subtle,	you	do	not	know	where	to
stop.'35	Today's	economists	somewhat	naively	tend	to	look	at	mathematics	as	a
`neutral'	tool,	not	recognizing	Mark	Twain's	point	that	the	choice	of	tools	heavily
influences	one's	perspective.

However,	 I	 am	 not	 arguing	 against	 quantification	 and	 mathematics,	 I	 am
arguing	against	this	being	the	only	recognized	form	of	doing	economics	and	am
asking	 for	 room	 to	 bring	 qualitative	 analysis	 back	 to	 academic	 economics.
Quantitative	and	qualitative	understandings	of	the	world	are	complementary.	The
problem	is	that	most	factors	creating	a	world	polarized	in	wealth	and	poverty	are
of	 a	 nature	 requiring	 an	 understanding	 of	 qualitative	 differences.	 Economists
have	 created	 the	 same	 type	 of	 handicap	 for	 themselves	 as	 someone	writing	 a
thesis	 on	 various	 types	 of	 snow	 would	 have	 if	 she	 or	 he	 chose	 to	 write	 in
Swahili.	In	this	particular	case,	Saami	or	an	Inuit	language	would	provide	much
better	 media	 for	 communication.	 Like	 the	 scholastics	 against	 whom
Enlightenment	 philosophers	 were	 fighting,	 economics	 has	 chosen	 a	 language
which	may	degenerate	into	`conventional	wisdom'	contrary	to	all	common	sense,
such	as	`Mother	Nille	is	a	stone'

Like	 standard	 textbook	 economics,	 in	 its	 extreme	 form	 scholasticism	 also
`proves'	things	that	contradict	common	sense	and	intuition.	Samuelson's	factor-



price	 equalization,	 which	 will	 happen	 under	 free	 trade,	 is	 an	 example	 of
counterintuitive	 scholasticism	 in	 economics.	 Deirdre	 McCloskey,	 American
economist,	makes	 the	point	 about	 standard	 economics	proving	counterintuitive
propositions	 very	 clearly.	 The	 example	 she	 uses	 is	 Nobel	 Laureate	 Robert
Fogel's	 `proof'	 that	 the	 railway	 was	 not	 important	 in	 the	 development	 of	 the
United	States,	because	railways,	compared	to	canals,	only	improved	GDP	by	2.5
per	 cent.	 This	 kind	 of	 reasoning	would	 prove	 that	 the	 heart	 is	 an	 unimportant
organ	because	it	only	represents	2.5	per	cent	of	the	weight	of	the	human	body.	In
1971	Robert	Heilbroner	asked	the	question	`Is	Economics	Relevant?'	The	answer
to	that	question	has	been	increasingly	`no'.

To	 return	 to	 the	 quote	 from	 Thomas	 Kuhn	 that	 introduced	 Chapter	 1:	 the
ruling	economic	paradigm	does	not	supply	the	tools	which	simultaneously	grasp
the	most	important	factors	that	make	economic	development	-	by	its	very	nature
-	such	an	uneven	process.

Two	types	of	economic	theory	and	two	theories	of	globalization

The	 two	 broad	 types	 of	 theory	 discussed	 here	 produce	 different	 views	 of
globalization.	 In	 fact	 two	 Nobel	 Laureates	 in	 economics	 have	 provided	 two
largely	 conflicting	 theories	 of	 what	 will	 happen	 to	 world	 income	 under
globalization.

In	the	first	type	of	theory,	based	on	the	standard	assumptions	of	neo-classical
economic	 theory,	 Paul	 Samuelson	 `proved'	 mathematically	 that	 unhindered
international	 trade	 will	 produce	 `factor-price	 equalization',	 which	 in	 essence
means	that	the	prices	paid	to	the	factors	of	production	-	capital	and	labour	-	will
tend	to	be	the	same	all	over	the	world.36

In	the	second	type	of	theory,	based	on	the	alternative	tradition	we	have	broadly
labelled	 the	 `Other	 Canon',	 Swedish	 economist	 Gunnar	 Myrdal	 was	 of	 the
opinion	 that	world	 trade	would	 tend	 to	 increase	already	existing	differences	 in
incomes	between	rich	and	poor	nations.

The	 economic	 policies	 of	 the	 Washington	 Consensus	 -	 the	 basis	 for	 the
economic	policies	 imposed	by	 the	World	Bank	and	 the	 International	Monetary
Fund	-	are	exclusively	built	on	the	type	of	theory	which	is	represented	by	Paul
Samuelson.	 The	 developments	 of	 the	 1990s	 are	 in	 sharp	 conflict	 with



Samuelson's	ideas,	but	confirm	Myrdal's	assertion:	rich	nations	as	a	group	seem
to	converge	into	a	cluster	of	wealthy	countries,	while	the	poor	seem	to	converge
towards	 poverty,	 with	 the	 gap	 between	 them	 rising.	 Paul	 Samuelson's	 theory
seems	to	be	able	to	explain	what	goes	on	inside	the	group	of	rich	nations,	while
Gunnar	Myrdal's	theory	seems	to	be	able	to	explain	the	development	of	relative
wealth	 between	 the	 group	 of	 rich	 nations	 and	 the	 group	 of	 poor	 nations.
Samuelson's	 theory	 is	 not	harmful	 to	nations	which	have	 already	established	a
comparative	advantage	 in	 increasing	 returns.	 It	 is,	however,	extremely	 harmful
to	those	nations	that	have	not	passed	the	mandatory	passage	point	of	a	conscious
industrialization	policy.

The	 kind	 of	 theory	 that	 Myrdal	 proposed	 is	 today	 almost	 extinct:	 it	 either
exists	only	in	fragments	or	in	a	perverted	form	tied	to	neo-classical	economics	as
`New	 Institutional	 Economics'.	 In	 its	 original	 form,	 it	 is	 rarely	 taught	 in	 the
economics	 departments	 in	 today's	 leading	 universities.	 Economists	 as	 a	 group
are	 therefore	 very	 reluctant	 to	 see	 that,	 when	 it	 comes	 to	 understanding	 the
relationship	between	rich	and	poor	countries,	Myrdal	might	provide	better	 tools
than	Samuelson.

Covering	only	the	broad	outlines	of	world	development,	Samuelson's	 type	of
theory	 can	 claim	 a	 certain	 degree	 of	 success	 in	 predicting	 the	 developments
within	each	group	of	nations.	The	rich	nations	tend	towards	being	more	equally
rich,	while	 the	poor	 seem	 to	 converge	 towards	 being	 equally	 poor.	A	 result	 of
this	is	that	the	`medium-rich'	or	middle-income	nations	are	disappearing,	and	the
two	convergence	groups,	rich	and	poor,	stand	out	as	isolated	clusters	in	a	scatter
diagram	-	as	in	Myrdal's	prediction.

In	 the	 theory	 based	 on	 barter	 and	 exchange	 -	 today	 represented	 by	 the	 neo-
classical	 standard	 theory	 -	 the	 economy	 is	 a	 machine	 that	 creates	 economic
harmony	 as	 long	 as	 it	 is	 left	 to	 itself.	 Thus	 today's	 focus	 is	 on	 financial	 and
monetary	variables.	 In	 this	 theory,	 the	 factors	 causing	 economic	growth	 -	 new
knowledge,	new	technology,	synergies	and	infrastructure	-	are	either	kept	outside
of	the	theory,	or	they	disappear,	in	an	abstract	search	for	averages,	such	as	`the
representative	firm'.	The	opposite	happens	in	the	productionbased	theory,	where
the	financial	and	monetary	variables	become	the	scaffolding	necessary	to	build
the	 central	 concern,	namely	 the	productive	 capacity	of	 a	nation.	 It	 is	 precisely
because	 the	abovementioned	 factors	are	 ignored	 that	 standard	 theory	arrives	at
the	 conclusion	 that	 globalization	 will	 benefit	 everybody	 equally,	 even	 if	 a



country	is	still	in	the	Stone	Age	knowledge-wise.	Development,	then,	tends	to	be
seen	 as	 accumulation	 of	 capital	 rather	 than	 emulation	 and	 assimilation	 of
knowledge.

The	 differences	 between	 the	 two	 theories	 of	 economics	 are	 profound,	 and
result	from	two	opposing	ideas	of	 the	most	fundamental	human	characteristics,
and	 the	most	 basic	 human	 activity.	Adam	 Smith	 and	Abraham	Lincoln	 neatly
define	 these	 two	different	views	of	human	nature	and	 their	 resulting	economic
theories.

The	barter-based	theory	was	set	out	in	Adam	Smith's	Wealth	of	Nations:

The	division	of	labour	arises	from	a	propensity	in	human	nature	to	...	truck,
barter	and	exchange	one	thing	for	another	...	It	is	common	to	all	men,	and	to
be	found	in	no	other	race	of	animals,	which	seem	to	know	neither	this	nor
any	other	 species	of	 contracts	 ...	Nobody	ever	 saw	a	dog	make	a	 fair	and
deliberate	exchange	of	one	bone	for	another	with	another	dog.

Lincoln	described	his	production	and	innovation-based	theory	in	a	speech	in	the
1860	election	campaign:

Beavers	build	houses;	but	 they	build	 them	in	nowise	differently,	or	better,
now	 than	 they	did	 five	 thousand	years	 ago	 ...	Man	 is	not	 the	only	animal
who	labours;	but	he	is	the	only	one	who	improves	his	workmanship.	These
improvements	he	effects	by	Discoveries	and	Inventions.

These	 two	 different	 visions	 of	 the	 fundamental	 economic	 characteristics	 of
human	 beings	 lead	 to	 widely	 diverging	 economic	 theories	 and	 proposals	 for
economic	 policy.	 Adam	 Smith	 does	 in	 fact	 discuss	 inventions,	 but	 they	 come
from	somewhere	outside	of	the	economic	system	(they	are	exogenous),	they	tend
to	be	seen	as	free	(perfect	information)	and	they	tend	to	hit	all	societies	and	all
individuals	simultaneously.	In	the	same	way,	innovations	and	new	technologies
are	created	automatically	and	free	of	charge	by	an	invisible	hand	that,	in	today's
economic	 ideology,	 is	 called	 `the	market'.	 In	 their	 resistance	 to	Adam	Smith's
view	of	humankind,	it	is	notable	that	Abraham	Lincoln	and	Karl	Marx,	generally
considered	opposite	poles	in	the	right-left	axis	of	modern	politics,	are	entirely	in
agreement.



The	 two	 types	 of	 theory	 set	 out	 two	 very	 different	 origins	 for	 humankind:
either,	for	the	Lincoln	type,	`in	the	beginning	there	were	social	relations'	or,	for
Smith,	 `in	 the	 beginning	 there	 were	 markets'.	 In	 The	 Great	 Transformation
(1944),	Karl	Polanyi	(1886-1964)	discusses	 the	consequences	of	Adam	Smith's
establishing	`the	bartering	savage'	as	the	axiom	of	economics:

A	host	of	writers	on	political	economy,	social	history,	political	philosophy,
and	 general	 sociology	 had	 followed	 in	 Smith's	 wake	 and	 established	 his
paradigm	of	 the	bartering	savage	as	an	axiom	of	 their	 respective	sciences.
In	point	of	fact,	Adam	Smith's	suggestions	about	the	economic	psychology
of	early	man	were	as	false	as	Rousseau's	were	on	the	political	psychology
of	 the	 savage.	Division	of	 labor,	 a	 phenomenon	as	old	 as	 society,	 springs
from	 differences	 inherent	 in	 the	 facts	 of	 sex,	 geography,	 and	 individual
endowment;	 and	 the	 alleged	 propensity	 of	 man	 to	 barter,	 truck,	 and
exchange	 is	 almost	 entirely	 apocryphal.	 While	 history	 and	 ethnography
know	 of	 various	 kinds	 of	 economies,	 most	 of	 them	 comprising	 the
institution	 of	markets,	 they	 know	 of	 no	 economy	 prior	 to	 our	 own,	 even
approximately	 controlled	 and	 regulated	 by	 markets.	 This	 will	 become
abundantly	clear	from	a	bird's-eye	view	of	the	history	of	economic	systems
and	 of	 markets,	 presented	 separately.	 The	 role	 played	 by	 markets	 in	 the
internal	economy	of	the	various	countries,	 it	will	appear,	was	insignificant
up	 to	 recent	 times,	 and	 the	 change-over	 to	 an	 economy	dominated	by	 the
market	pattern	will	stand	out	all	the	more	clearly.37

The	two	quotes	from	Lincoln	and	Smith	encapsulate	the	two	types	of	European
economic	theory	as	they	have	developed	in	Europe	over	the	last	250	years,	with
two	very	different	underlying	views	of	humankind.	In	the	English	tradition,	Type
A,	 a	 human	 brain	 is	 a	 passive	 tabula	 rasa	 inhabiting	 a	 pleasure-calculating
machine,	 avoiding	 pain	 and	 maximizing	 pleasure.	 This	 view	 leads	 to	 a
hedonistic	 and	barter-based	 economics	with	 a	 corresponding	value	 system	 and
incentive	system.	Economic	growth	tends	to	be	seen	as	a	mechanical	addition	of
capital	to	labour.	In	the	continental	tradition,	Type	B,	the	essence	of	a	human	is	a
potentially	 noble	 spirit	 with	 an	 active	 brain,	 constantly	 registering	 and
classifying	 the	 world	 around	 him	 according	 to	 set	 schemata.	 Economics	 then
becomes	 centred	 on	 production	 rather	 than	 barter,	 and	 on	 the	 production,
assimilation	and	diffusion	of	 knowledge	 and	 innovations.	The	driving	 force	of
the	continental	type	of	economics	is	not	capital	per	se,	but	Nietzsche's	Geist-	and



Willens-Kapital,	the	human	spirit	and	will.	If	one	believes	in	Type	A,	then	Type
B	 becomes	 irrelevant,	 and	 vice	 versa.	 The	 first	 view	 of	 humankind	 makes	 it
possible	to	produce	a	simple,	calculable	and	quantifiable	static	economic	theory.
The	 second	 view,	 of	 a	 much	 more	 complex	 being,	 also	 needs	 a	 much	 more
complex	 and	dynamic	 theory,	 the	 core	 of	which	 is	 irreducible	 to	 numbers	 and
symbols.	It	is	important	to	note	that	`conventional	wisdom'	in	one	type	of	theory
may	 be	 viewed	 in	 an	 entirely	 different	 light	 in	 the	 other	 type.	 To	 Jeremy
Bentham	 `curiosity'	 was	 a	 nasty	 habit,	 to	 Thorstein	 Veblen	 `idle	 curiosity'
became	the	mechanism	by	which	human	society	accumulates	knowledge.

A	 hundred	 years	 ago,	 Thorstein	 Veblen	 vehemently	 attacked	 the	 basis	 of
Ricardian	 economics.	 Like	 Polanyi	 later,	 Veblen,	 in	 his	 characteristic	 derisive
style,	 argued	 that	 primitive	 economic	 behaviour	 could	 not	 be	 understood	 in
Smithian	and	Ricardian	 terms:	 `A	gang	of	Aleutian	 Islanders	 slashing	about	 in
the	wrack	and	surf	with	rakes	and	magical	incantations	for	the	capture	of	shell-
fish	are	held,	in	point	of	taxonomic	reality,	to	be	engaged	in	a	feat	of	hedonistic
equilibration	in	rent,	wages,	and	interest.'	This	is	what	economics	was	supposed
to	be	about,	regardless	of	time,	space	and	context.

In	 his	 1898	 article	 `Why	 is	 economics	 not	 an	 evolutionary	 science',	 Veblen
attempted	 to	 form	 the	 basis	 for	 an	 alternative	 to	 the	 Type	 A	 view	 of	 man,	 a
passive	hedonistic	creature	thrown	about	by	outside	events,	and	instead	bring	in
a	Type	B	 economic	view.	Like	 Jonathan	 Swift	 and	Ludvig	Holberg	 150	 years
earlier,	one	of	Veblen's	weapons	was	irony:

The	 hedonistic	 conception	 of	 man	 is	 that	 of	 a	 lightning	 calculator	 of
pleasures	and	pains	who	oscillates	like	a	homogeneous	globule	of	desire	of
happiness	 under	 the	 impulse	 of	 stimuli	 that	 shift	 him	 about	 the	 area,	 but
leave	 him	 intact.	 He	 has	 neither	 antecedent	 nor	 consequent.	 He	 is	 an
isolated	definitive	human	datum,	in	stable	equilibrium	except	for	the	buffets
of	the	impinging	forces	that	displace	him	in	one	direction	or	another.	Self-
imposed	in	elemental	space,	he	spins	symmetrically	about	his	own	spiritual
axis	until	the	parallelogram	of	forces	bears	down	upon	him,	whereupon	he
follows	the	line	of	the	resultant.	When	the	force	of	the	impact	is	spent,	he
comes	 to	 rest,	a	 self-contained	globule	of	desire	as	before.	Spiritually,	 the
hedonistic	 man	 is	 not	 a	 prime	mover.	 He	 is	 not	 the	 seat	 of	 a	 process	 of
living,	 except	 in	 the	 sense	 that	 he	 is	 subject	 to	 a	 series	 of	 permutations
enforced	upon	him	by	circumstances	external	and	alien	to	him.3x



In	spite	of	this,	Thorstein	Veblen	was	later	offered	the	honour	of	being	president
of	the	American	Economics	Association,	a	decision	that	is	difficult	to	understand
today.

From	the	point	of	view	of	our	understanding	of	wealth	and	poverty,	it	may	be
somewhat	unkindly	argued	that	Adam	Smith's	most	important	contribution	was
in	 fact	 what	 he	 caused	 to	 be	 exogenized	 or	 removed	 -	 from	 later	mainstream
economics.	Following	Adam	Smith,	 four	 important	 concepts	 for	understanding
economic	development	were	ostracized	from	the	mainstream	model:

1.	 The	 concept	 of	 innovation,	 which	 had	 been	 important	 in	 English	 social
science	 for	 more	 than	 150	 years,	 from	 Francis	 Bacon's	 An	 Essay	 on
Innovations	 in	 the	 early	 seventeenth	 century	 to	 James	 Steuart's	 (1767)	An
Inquiry	into	the	Principles	of	Political	Oeconomy.

2.	 The	 insight	 that	 economic	 development	 results	 from	 synergistic	 effects	 and
that	people	sharing	a	job	market	with	innovative	industries	will	have	higher
wages	 than	 others,	 both	 recurring	 themes	 in	 European	 economic	 thinking
since	the	fifteenth	century.

3.	The	realization	that	different	economic	activities	can	be	qualitatively	different
carriers	of	economic	development.

4.	The	reduction	by	Adam	Smith	of	both	production	and	trade	into	labour	hours
paved	 the	way	 for	 today's	 still	 dominant	Ricardian	 trade	 theory	where	 the
world	economy	is	conceived	and	understood	as	Adam	Smith's	bartering	dogs
exchanging	labour	hours	-	void	of	any	qualities	-	with	each	other.

Adam	Smith's	first	work	was	on	astronomy,	and	the	metaphor	adopted	by	Smith
and	 his	 followers	 remains	 influential	 in	 contemporary	 economics:	 just	 as	 the
planets	are	kept	in	orbit	around	the	sun	by	an	invisible	hand,	so	will	the	invisible
hand	of	the	market	economy	automatically	find	its	equilibrium	as	long	as	people
do	not	interfere.	There	is,	then,	a	very	fine	line	dividing	the	invisible	hand	of	the
market	and	simple	faith	in	fate	and	providence.	In	fact,	we	find	that	Adam	Smith
even	attributed	the	distribution	of	land	to	providence	rather	than	to	social	forces.
But	even	so,	the	invisible	hand	would	come	to	the	aid	of	the	poor:



The	 produce	 of	 the	 soil	 maintains	 at	 all	 times	 nearly	 that	 number	 of
inhabitants	which	it	is	capable	of	maintaining.	The	rich	only	select	from	the
heap	what	 is	most	precious	and	agreeable.	They	consume	 little	more	 than
the	poor,	and	in	spite	of	their	natural	selfishness	and	rapacity,	 though	they
mean	only	their	own	conveniency,	though	the	sole	end	which	they	propose
from	 the	 labours	 of	 all	 the	 thousands	 whom	 they	 employ,	 be	 the
gratification	of	 their	own	vain	and	 insatiable	desires,	 they	divide	with	 the
poor	 the	 produce	 of	 all	 their	 improvements.	 They	 are	 led	 by	 an	 invisible
hand	to	make	nearly	the	same	distribution	of	the	necessaries	of	life,	which
would	 have	 been	 made,	 had	 the	 earth	 been	 divided	 into	 equal	 portions
among	all	its	inhabitants,	and	thus	without	intending	it,	without	knowing	it,
advance	the	interest	of	the	society,	and	afford	means	to	the	multiplication	of
the	 species.	 When	 Providence	 divided	 the	 earth	 among	 a	 few	 lordly
masters,	it	neither	forgot	nor	abandoned	those	who	seemed	to	have	been	left
out	in	the	partition.	These	last	too	enjoy	their	share	of	all	that	it	produces.	In
what	 constitutes	 the	 real	 happiness	 of	 human	 life,	 they	 are	 in	 no	 respect
inferior	to	those	who	would	seem	so	much	above	them.	In	ease	of	body	and
peace	of	mind,	all	the	different	ranks	of	life	are	nearly	upon	a	level,	and	the
beggar,	who	suns	himself	by	the	side	of	the	highway,	possesses	that	security
which	kings	are	fighting	for.	(The	Theory	of	Moral	Sentiments)"

Smith	uses	the	invisible	hand	to	produce	a	truly	Panglossian	vision	of	society,	an
attitude	that	carries	over	in	today's	standard	economics.	With	the	invisible	hand,
in	unison	with	the	four	previous	economic	insights	his	system	abandoned,	Adam
Smith	 created	 the	 foundations	 of	 an	 ideology	 that	 considers	 the	 economy	 a
Harmonielehre	 (theory	 of	 harmony)	 where	 the	 market	 is	 assumed	 to	 bring
automatic	harmony	and	equalize	welfare.	Needless	 to	say,	 the	consequences	of
this	for	modern	economic	policy	are	staggering.

It	is	useful	to	think	of	the	economy	as	being	made	up	of	two	different	spheres
(see	figure	4).	On	the	one	hand	one	has	the	complex,	heterogeneous	and	chaotic
world	of	the	real	economy,	encompassing	the	production	of	numerous	goods	and
services,	from	shoelaces	to	hotels	and	barbers.	On	the	other	hand	there	exists	a
far	more	homogeneous	financial	side,	where	we	find	all	the	activities	of	the	real
economy	translated	into	dollars	and	cents.	Today's	theory	of	globalization	tends
to	 assume	 that	 all	 the	 different	 economic	 activities	 embraced	 by	 the	 real
economy	 are	 qualitatively	 equal	 as	 bearers	 of	 economic	 development,	 and



therefore	that	globalization	and	free	trade	will	automatically	result	in	economic
harmony.	 In	 real	 life,	 economic	 inequality	 results	 from	 the	 diversity	 and	 the
complexities	inside	the	`black	box'	of	the	real	economy.

Apart	from	ridiculing	the	naive	belief	that	free	trade	could	produce	harmony,
the	philosopher	Friedrich	Nietzsche	also	identified	a	further	element,	in	addition
to	 bartering	 and	 innovating,	 that	 divides	 human	 beings	 from	 the	 rest	 of	 the
animal	kingdom:	humans	are	the	only	animals	able	to	keep	promises.	This	view
raises	 the	 need	 for	 institutions,	 norms	 and	 routines,	 laws	 and	 rules,	 incentives
and	 disincentives,	 whether	 these	 are	 expectations	 a	 society	 agrees	 to	 share	 or
formal	 rules	upheld	by	punishments	 for	 those	who	 fail	 to	 adhere	 to	 them.	The
market	itself	is	in	fact	such	an	institution,	enabled	to	function	and	yet	restrained
by	 a	 number	 of	 formal	 and	 informal	 rules.	 Such	 institutions,	 however,	 have	 a
tendency	to	be	taken	for	granted	in	modern	economics.	After	Francis	Bacon	 in
the	 early	 seventeenth	 century,	 economic	writers	 long	 believed	 that	 institutions
reflected	the	mode	of	production	of	any	society.	Today	the	World	Bank	tends	to
turn	this	insight	on	its	head,	and	wants	to	explain	that	poverty	arises	in	countries
as	a	 result	of	 the	 institutions	 they	 lack,	disregarding	 the	 important	connections
between	mode	of	production,	technology	and	institutions.



Figure	4	The	circular	flow	of	economics

The	first	time	a	barter	and	exchange	type	of	theory	predominated	was	with	the
Physiocrats	 in	 France	 in	 the	 1760s.	 The	 second	 time	was	 in	 the	world	 of	 the
1840s.	 Mainly	 to	 provide	 its	 industrial	 workers	 with	 cheap	 bread,	 England
stopped	protecting	its	own	agriculture	with	tariffs	and	simultaneously	sought	to
make	 other	 countries	 stop	 protecting	 their	 industry.	 The	 belief	 was	 that	 the
growing	 social	 inequalities	 -	 what	 for	 a	 century	 would	 be	 called	 the	 `social
question'	 -	 would	 disappear	 as	 soon	 as	 one	 removed	 all	 restrictions	 on	 the
economy.	In	the	end,	however,	it	led	to	even	greater	unrest.	The	modern	welfare
state	was	built	from	this	chaos	brick	by	brick.	Germany	was	the	first	mover.	A
politically	 diverse	 group	 of	 economists	 united	 in	 the	 Association	 for	 Social
Policy	 (Verein	 fur	 Sozialpolitik)	 and	 Chancellor	 Bismarck	 agreed	 to	 their
analysis	of	the	problem	and	to	the	solutions	they	proposed.	To	a	large	extent	this
group's	analysis	was	similar	to	that	supplied	by	Karl	Marx,	but	Marx's	solution	-
to	turn	the	social	pyramid	on	its	head	-	was	not	accepted.	As	Anthony	Giddens
puts	 it	 in	The	Third	Way:	 `The	 ruling	groups	who	put	 up	 the	 social	 insurance
system	in	imperial	Germany	in	the	late	nineteenth	century	despised	laissezfaire
economics	as	much	as	they	did	socialism.'40	This	is	the	brand	of	economics	that
has	virtually	died	out.

No	 historical	 period	 resembles	 the	 1990s	 as	much	 as	 the	 1840s	 in	 terms	 of
economic	 policy.	 Both	 periods	 were	 characterized	 by	 irrational,	 infinite
optimism	based	on	a	technological	revolution.	Stephenson	tested	the	first	steam
locomotive,	 The	 Rocket,	 in	 1829,	 and	 by	 1840	 the	 age	 of	 steam	 was	 in	 full
bloom.	In	1971,	Intel	developed	its	first	microprocessor,	and	in	the	1990s	a	new
technoeconomic	 paradigm	 was	 again	 unfolding.	 Such	 paradigms,	 based	 on
explosions	 in	 the	 productivity	 of	 specific	 sectors,	 carry	 with	 them	 possible
quantum	 leaps	 of	 development.	 But	 they	 also	 bring	 with	 them	 speculative
frenzies	 and	 numerous	 projects	 and	 practices	 which	 try	 to	 make	 normal
industries	 perform	 like	 the	 core	 industries	 of	 the	 paradigm.41	 The	 dubious
accounting	practices	of	Enron	were	virtually	the	same	as	those	Thorstein	Veblen
had	heavily	criticized	a	hundred	years	earlier.	In	the	late	nineteenth	century,	the
US	Leather	Corporation	sought	to	build	up	its	stock	value	in	the	same	way	as	the
US	 Steel	 Corporation,	 the	 Microsoft	 of	 its	 day.	 At	 the	 end	 of	 the	 twentieth
century,	many	companies	sought	to	gain	a	similar	stock	value	to	Microsoft,	but
failed.	 In	both	historical	periods,	 they	were	helped	by	a	euphoric	stock	market



which	all	 too	readily	wanted	 to	believe	 it	 could	be	 true,	 and	 for	a	 long	 time	 it
was	 true	simply	because	enough	people	believed	 it.	But	producing	 leather	was
not	producing	steel,	and	few	companies	had	the	market	power	of	Microsoft,	and
as	a	consequence	many	cases	had	an	unhappy	ending.

Extraordinary	Popular	Delusions	and	the	Madness	of	Crowds	was	the	title	of	a
book	on	stock	market	crashes	published	by	Charles	Mackay	in	1841.	In	the	same
year	Friedrich	List	published	his	book	arguing	that	free	trade	had	to	be	brought
about	slowly	and	systematically	in	order	not	to	make	poor	countries	poorer.	Just
as	popular	consciousness	in	such	periods	expects	stock	values	to	go	through	the
roof,	no	matter	the	industry	in	question,	at	the	same	time	a	parallel	illusion	was
created	 that	everybody	would	be	richer	as	 long	as	 the	market	was	given	a	 free
reign.	John	Kenneth	Galbraith	called	this	`market	totemism'.	These	two	periods,
the	1840s	and	the	1990s,	experienced	the	strongest	faiths	ever	in	the	market	as
the	 only	 way	 to	 ensure	 harmony	 and	 development.	 In	 the	 1840s	 this
phenomenon	 was	 called	 `free	 trade',	 today	 the	 same	 phenomenon	 is	 called
`globalization'.	 For	 a	 long	 period	 of	 time,	 the	 stock	 market	 failed	 to	 see	 the
differences	well	 enough	between	 the	 enormous	 growth	 in	 productivity	 and	 the
dominating	 market	 position	 of	 the	 companies	 carrying	 the	 techno-economic
paradigm,	companies	like	US	Steel	and	Microsoft	on	the	one	hand,	and	mature
industries	like	those	producing	leather	and	other	low-tech	products	on	the	other.
Even	 now,	 politicians	 the	 world	 over	 seem	 convinced	 that	 it	 has	 been	 the
openness	 of	 the	 economy	 and	 its	 free	 trade,	 rather	 than	 its	 technological
breakthroughs,	 that	 have	 made	 Silicon	 Valley	 wealthy.	 This	 illusion	 was
catastrophic	for	the	small	 investors	who	had	put	 their	 life	savings	 into	projects
that	 turned	 out	 to	 be	 bubbles.	 The	 parallel	 illusion	 of	 `free	 trade'	 is	 equally
damaging	 for	 the	 inhabitants	of	 countries	 like	Peru	and	Mongolia,	who,	 in	 the
name	 of	 globalization,	 lost	 their	 industry.	 Friedrich	 List	 committed	 suicide	 in
1846,	 a	 few	months	 after	England	had	 seemingly	 succeeded	 in	 convincing	 the
rest	of	Europe	to	abandon	its	tariffs	on	industrial	products	by	removing	her	own
tariffs	on	agricultural	products.	After	his	death,	however,	List's	 theory	that	free
trade	had	to	wait	until	all	countries	were	industrialized,	was	quickly	adopted	in
practical	policy	across	Europe	and	the	USA.	It	may	be	argued	that	List's	was	still
the	reigning	theory	when	the	European	Union	slowly	and	successfully	integrated
Spain	in	the	1980s.

The	historical	paradox	here	 is	 that	 it	 is	 specifically	during	 the	periods	when



new	technologies	are	fundamentally	changing	the	economy	and	society	-	as	with
steam	 in	 the	1840s	and	 information	 technology	 in	 the	1990s	 -	 that	 economists
turn	to	trade-	and	barter-based	theories	in	which	technology	and	new	knowledge
have	no	place.	One	can	say,	in	the	spirit	of	Friedrich	List,	that	they	confuse	the
carrier	of	progress,	trade,	with	its	cause,	technology.	The	same,	ironically,	can	be
said	of	Adam	Smith's	 theory	of	economic	development.	Smith	did	not	seem	to
take	notice	of	the	Industrial	Revolution	occurring	around	him	as	he	formulated
it.

During	the	first	period	of	globalization	-	from	the	1840s	to	the	outbreak	of	the
First	World	War	-	the	rich	countries	became	ever	more	industrialized,	while	the
Third	World	remained	technologically	underdeveloped.	It	was	this	first	wave	of
globalization	 that	seriously	dug	 the	ditch	dividing	 rich	 and	poor	 countries	 in	 a
process	 in	which	 the	colonies,	as	 the	practice	had	been	 for	centuries,	were	not
allowed	to	industrialize.	As	long	as	the	latest	wave	of	globalization	builds	on	the
same	principles	as	the	first	-	in	other	words,	as	long	as	poor	countries	continue	to
specialize	 in	 the	production	of	 raw	materials	 -	 it	cannot	achieve	more	 than	 the
first	one	did:	an	 increase	 in	 the	difference	between	rich	and	poor,	even	 though
some	new	countries	may	join	the	rich.

As	 the	 great	 German	 economist	 Gustav	 Schmoller	 said	 at	 the	 founding
meeting	 of	 the	Association	 for	 Social	 Policy	 in	 1872:	 `Society	 today	 is	 like	 a
ladder	where	 the	middle	 steps	 are	 rotten.'	 Society	 becomes	 polarized	 between
rich	and	poor,	 and	middleincome	nations	 tend	 to	disappear.	The	attempts	 from
the	1950s	until	 the	1970s	 to	create	middle-income	countries	by	 industrializing,
even	 if	 their	 industries	 were	 not	 yet	 internationally	 competitive,	 were	 later
destroyed	by	shock	therapies	of	too	sudden	free	trade.	These	countries	(we	will
later	examine	the	example	of	Mongolia)	were	deindustrialized	and	fell	back	into
increasing	 poverty.	 If	 there	 was	 anything	 the	 theorists	 of	 the	 past,	 like	 James
Steuart	 and	Friedrich	List,	warned	 against,	 it	was	 sudden	 changes	 in	 the	 trade
regime.	Production	systems	need	time	to	learn	to	adjust.	Continental	Europe	was
not	 fooled	 by	English	 attempts	 to	 remain	 the	 only	 industrialized	 nation	 in	 the
world	in	the	nineteenth	century	-	by	their	vision	of	a	global	economic	harmony
where	 the	 rest	 of	 the	 world	 produced	 raw	 materials	 to	 exchange	 for	 English
industrial	 goods.	 The	 rest	 of	 Europe,	 and	 overseas	 countries	 with	 large
populations	of	European	emigrants	-	the	USA,	Canada,	Australia,	New	Zealand,
South	Africa	 -	 followed	 the	same	policy	England	 itself	 had	 followed	 since	 the



end	 of	 the	 fifteenth	 century:	 a	 relatively	 high	 tariff	 protection	 to	 encourage
industrialization.	 In	 spite	 of	 its	 natural	 protection	 through	 high	 transportation
costs,	the	USA	chose	to	build	its	enormous	steel	 industry	behind	tariff	walls	of
up	to	100	per	cent.	Although	the	majority	of	immigrants	may	have	been	farmers,
the	farmers	were	the	chief	beneficiaries	of	the	existence	of	an	industrial	sector,
as	Abraham	Lincoln	noted:	 `[I	 cannot]	 tell	 the	 reason	 ...	 [but	high	 tariffs	will]
make	everything	the	farmers	[buy]	cheaper.'

Today,	just	as	in	the	1840s,	we	have	a	dominant	economic	theory	which	says
these	 distributional	 problems	 will	 not	 happen.	 Although	 now	 repackaged,	 the
myth	 of	 the	 bartering	 dogs	 is	 still	 at	 the	 heart	 of	 how	mainstream	 economics
understands	 the	 world	 economy.	 The	 financial	 crisis	 that	 shook	 Asia	 and	 the
world	in	the	1990s	was	an	example	of	a	crisis	economists	were	convinced	could
not	happen,	because	the	market	itself	would	solve	all	problems.	In	the	1840s,	the
social	 crisis	 was	 largely	 national,	 as	 the	 gulf	 separating	 rich	 and	 poor	 grew
within	the	borders	of	the	individual	nations,	and	the	welfare	state	helped	resolve
this	 problem	 in	Europe.	 Today,	 however,	 `the	 social	 question'	 has	 acquired	 an
international	dimension,	as	the	gulf	separating	rich	and	poor	nations	grows	ever
wider.42

Even	in	my	own	country,	Norway,	the	idea	that	industrialization	would	help	to
build	 the	 country	 was	 extremely	 important.	 In	 1814,	 as	 a	 result	 of	 the
Napoleonic	War,	 Norway	 had	 been	 ceded	 from	 Denmark	 to	 Sweden.	 In	 June
1846,	 the	 British	 Parliament	 enacted	 the	 famous	 repeal	 of	 the	 Corn	 Laws,
allowing	free	trade	in	corn,	an	event	today	celebrated	as	the	great	breakthrough
of	free	trade.	Little	is	said	about	what	happened	in	reality.	In	March	1847,	less
than	 a	 year	 after	 the	 `great	 breakthrough',	 the	 Swedish-Norwegian	 Tariff
Commission	 presented	 a	 report.	 In	 this	 report	 the	Norwegian	members	 argued
for	 an	 increase	 in	 the	 taxes	 put	 on	 Swedish	 goods,	 while	 the	 Swedes,	 the
`colonial	 power',	 wanted	 a	 full	 customs	 union.	 One	 argument	 was	 that	 the
Norwegian	treasury	needed	the	customs	duties,	but,	as	 the	Norwegian	historian
John	 Sanness	 says,	 `the	 chief	 argument	was	 that	 the	 frail	 Norwegian	 industry
would	 have	 been	 suffocated	 if	 it	 was	 not	 given	 tariff	 protection	 against	 the
stronger	 and	more	mature	Swedish	 industry'.	Norway	was	 in	 the	 end	 awarded
this,	 and	 there	 was	 no	 disagreement	 there	 that	 it	 was	 not	 necessary	 and
beneficial.	The	great	debate	over	economic	policy	at	 the	 time	was	not	whether
one	should	protect	industry	-	almost	everybody	could	agree	to	that	-	but	how	this



should	be	done.	Today	the	frail	industry	of	the	Third	World	is	being	suffocated
by	 the	 same	 free	 trade	Norway	was	able	 to	defend	 itself	 against	 for	 a	 century.
The	fact	that	Norway	is	in	need	of	free	trade	today	neither	means	that	it	needed	it
150	years	ago,	nor	that	poor	countries	need	it	now.

Norway	and	Sweden	were	competitors	at	the	time	because	their	exports	were
so	similar.	Norway's	call	for	protection	therefore	caused	outrage	in	Sweden.	The
Norwegian	negotiators	claimed	Norway's	new	industry	could	not	afford	to	 lose
its	tariff	protection,	which	even	the	most	powerful	countries	at	the	time	had	not
dared	 to	 do.	 A	 tariff	 union	 meant	 that	 Swedish	 industry	 would	 be	 bound	 to
annihilate	Norwegian	 industry,	 and	 everybody	at	 the	 time	knew	 that	 a	 country
without	 industry	 was	 doomed	 to	 be	 a	 poor	 country.	 `The	 thought	 process
corresponded	 to	 the	 normal	 industrial	 protectionism	 of	 the	 times,	 as	 with
Friedrich	List,'	says	John	Sanness.	`New	industries	needed	tariff	protection,	but
the	 tariffs	 should	 gradually	 become	 superfluous.'	 This	 is	 the	 dynamic	 that	we
have	forgotten	today.

Simultaneously	with	industrial	development,	from	the	1840s	Europe	started	a
new	race	to	obtain	colonies,	a	race	culminating	in	the	Berlin	conference	of	1884,
at	which	Africa	was	carved	up	among	the	European	states.	At	the	same	time	the
expansion	 of	 the	 United	 States	 began.	 As	 a	 result	 of	 the	 war	 with	 Mexico
between	1845	and	1848	the	USA	took	possession	of	large	areas	of	what	had	until
then	 been	 Mexican	 territory:	 Texas,	 California,	 Arizona,	 New	 Mexico	 and
Colorado.	Somewhat	 later,	while	 the	US	and	Europe	were	 still	protecting	 their
industries,	China	 and	 Japan	were	 forced,	with	 the	 help	 of	military	 threats	 and
power,	to	sign	treaties	where	they	agreed	not	to	protect	theirs.	For	a	while	China
and	 Japan	 became,	 economically,	 virtual	 colonies.	 In	 Japanese	 and	 Chinese
history	books	 these	 `unfair	 treaties'	 retain	 an	 importance	 and	 are	 still	 regarded
with	indignation.	Africans	also	still	 remember	 their	parallel	case	when	 in	1888
Chief	 Lobengula	 was	 cheated	 into	 granting	 away	 excessive	 rights	 to	 Cecil
Rhodes.	Chief	Lobengula's	later	protests	to	Queen	Victoria	were	to	no	avail.

Since	 1990	 the	World	 Trade	Organization	 trade	 negotiations	with	 the	 Third
World	have	once	again	brought	back	the	days	of	`unfair	treaties'.	Empire	is	again
not	such	a	bad	word,	and	the	firsthand	reports	I	receive	from	African	delegates
on	the	way	the	`green	room'	negotiations	take	place	certainly	brings	back	visions
of	Chief	Lobengula	and	his	fate.



In	1994	I	met	one	person	who	understood	he	had	signed	away	rights	he	should
not	 have.	 I	 arrived	with	 a	 group	 at	 the	Carondelet	 Palace	 in	Ecuador's	 capital
Quito	 for	 a	 meeting	 with	 President	 Sixto	 Duran	 Ballen.	 The	 president,	 an
architect	 by	 profession,	was	 a	 charming	 and	 grandfatherly	 figure,	 and	 the	 last
president	of	Ecuador	 to	 serve	his	 full	 constitutional	 four-year	 term.	But	on	 the
day	we	 arrived	 he	 was	 furious.	 In	 exchange	 for	 promises	 of	 large	 grants	 and
loans,	 the	 Washington	 institutions	 had	 previously	 convinced	 him	 to	 abruptly
remove	industrial	tariffs	in	order	for	Ecuador	to	specialize	in	supplying	bananas
to	the	world.	The	deindustrialization	process	had	lowered	employment	and	real
wages,	 and	 in	 fact	 I	was	 there	with	a	group	organizing	micro-finance	 loans	 in
order	 to	 help	 create	 new	 employment.	 The	 promised	 grants	 and	 loans	 had	 not
appeared,	 the	 president	 said,	 and	 just	 before	we	 arrived	he	 had	been	 informed
that	 the	 European	 Union	 had	 slapped	 heavy	 import	 duties	 on	 Ecuadorian
bananas.	Ecuador	is	a	much	more	efficient	producer	of	bananas	than	the	former
French	 and	 English	 colonies	 in	 the	 Caribbean,	 not	 to	 mention	 the	 banana
producers	in	the	Canary	Islands	and	Greece.	By	taxing	Ecuadorian	bananas,	but
not	those	of	Europe	and	its	former	colonies,	the	European	Union	passed	the	cost
for	what	were	de	facto	subsidies	for	inefficient	banana	producers	on	to	the	most
efficient,	 Ecuador.43	 Duran	 Ballen	 realized	 he	 had	 been	 cheated,	 but	 the
manufacturing	industry	he	and	his	predecessors	had	sacrificed	was	irretrievably
gone.	 I	 awaited	 the	 publication	 of	 his	 memoirs44	 with	 interest	 to	 see	 if	 this
moment	 of	 truth	 was	 referred	 to,	 but	 the	 book	 was	 dominated	 by	 the	 war
between	 Ecuador	 and	 Peru	 during	 his	 presidency.	 He	 wanted	 his	 political
memory	to	be	associated	with	the	war	with	Peru	rather	than	his	responsibility	for
further	deindustrialization	and	falling	real	wages.

The	foundation	for	colonialism	-	that	it	is	morally	defensible	to	keep	countries
as	producers	of	raw	materials	only	-	is	found	in	the	economic	theory	of	Ricardo.
Before	Ricardo,	economists	largely	agreed	that	colonies	were	consciously	made
poorer.	English	economists	sometimes	made	 the	excuse	 that	 `if	everybody	else
does	 it,	 then	 so	 must	 we'.	 The	 most	 important	 German	 economist	 of	 the
eighteenth	century,	 Johann	Heinrich	Gottlob	von	 Justi,	was	of	 the	opinion	 that
the	colonies	would	soon	realize	that	they	were	being	cheated,	and	rebel	to	obtain
their	own	industries.	In	the	case	of	the	USA,	who	rebelled	and	liberated	herself
from	England	in	1776,	he	was	right.

Today	we	are	again	in	the	middle	of	a	new	globalization	period	with	the	same



elements	 present:	 the	 same	vision,	 based	 on	 the	 same	 economists	 -	 Smith	 and
Ricardo	-	of	a	well-balanced	world	with	a	`natural'	division	of	labour,	with	some
countries	exporting	raw	materials	and	importing	industrial	goods,	and	this	time
also	advanced	services.	The	industrial	structures	of	poor	countries	become	more
and	more	like	those	of	colonialism	and	the	same	economic	theories	that	gave	us
colonialism	 now	 give	 us	 a	 neocolonialism.	 Africa	 is	 being	 divided	 into	 a
complex	 network	 of	 areas	 with	 different	 trade	 agreements	 -	 the	 so-called
spaghetti	 bowl	 -	 in	 which	 the	 EU	 and	 the	USA	 try	 to	 increase	 their	 fields	 of
interest.	The	map	of	 these	 trade	 agreements	 is	 not	 very	different	 from	the	one
resulting	 from	 the	Berlin	 conference	of	1884.	The	outcome	 is	 that	 the	African
countries	are	being	prevented	from	practising	the	kind	of	trade	they	really	need:
trade	among	themselves	that	later	grows	towards	global	free	trade	in	the	Listian
manner.	The	EU	works	hard	to	make	Egypt	buy	strongly	subsidized	EU	apples,
thereby	 ousting	 the	 apple	 producers	 of	 Lebanon,	 who	 have	 traditionally
delivered	their	produce	to	Egypt.	The	centre-periphery	conditions	of	colonialism
are	strengthened	again,	now	not	only	by	profitable	industrial	goods,	but	also	by
subsidized	 agricultural	 products.	 Small	 African	 industrial	 markets	 are	 not
integrated	 into	 a	 larger	 market	 that	 might	 have	 industrialized	 Africa.	 Instead,
industrial	Africa	is	increasingly	fragmented,	and	while	some	countries	are	better
off	than	others,	each	market	is	relatively	open	to	the	killing	competition	from	the
North.	To	believe	that	these	conditions	can	be	improved	by	letting	poor	countries
export	their	agricultural	products	to	the	industrialized	countries	is	an	illusion.	No
country	 without	 an	 industrial	 sector	 (today	 we	 have	 to	 change	 the	 term	 to	 a
combined	industry-and-service	sector)	has	ever	managed	to	raise	the	wage	level
of	its	farmers.

In	the	first	`globalization	period'	direct	slavery	was	abolished,	and	at	the	1884
Berlin	conference	the	European	states	were	able	to	carve	up	Africa	under	a	veil
of	 rhetoric	about	human	 rights.	At	 that	 time	missionaries	were	 able	 to	 remedy
the	worst	of	people's	physical	destitution,	but	 their	most	 important	contribution
was	 to	calm	people	by	promising	 them	a	better	afterlife.	Today	many	Africans
see	parallels	with	this.	While	Africa	has	been	heavily	deindustrialized	-	even	the
strongest	 advocates	 for	 globalization	 have	 to	 admit	 that	 most	 of	 sub-Saharan
Africa	has	become	poorer	during	the	last	twenty-five	years	-	many	organizations
work,	as	did	the	missionaries,	to	try	to	alleviate	the	worst	symptoms	of	poverty.
And	the	 industrialized	countries	contribute	heavily	 to	relieve	 the	suffering,	 just
as	 people	 used	 to	 contribute	 to	 the	 missions.	 After	 three	 not	 very	 successful



`development	 decades'	 under	 the	 direction	 of	 the	 United	 Nations,	 the	 world
community	 has	 largely	 given	 up	 developing	 the	 poorest	 countries.	 In	 the
Millennium	 Goals,	 which	 took	 over	 from	 the	 `development	 decades',	 the
ambition	 to	 develop	 the	 Third	 World	 has	 been	 toned	 down	 considerably	 in
favour	 of	 an	 attempt	 to	 relieve	 the	 worst	 symptoms	 of	 poverty,	 by	 providing
medicines,	mosquito	 nets	 and	 pure	 drinking	 water.	 Just	 as	 cancer	 patients	 are
given	palliative	treatment	-	treatment	that	relieves	the	pain	without	attempting	to
cure	the	disease	-	we	are	witnessing	an	increasing	focus	on	palliative	economics
as	a	substitute	for	development	economics.

It	is	interesting	that	even	a	country	like	Norway,	so	long	a	kind	of	colony	itself
and	with	several	current	initiatives	aimed	at	making	the	world	a	better	place,	has
`forgotten'	 the	strategy	we	fought	for:	 to	obtain	 industry	and	economic	growth.
We	have	forgotten	that	central	to	our	own	nation-building	there	was	an	industrial
policy	 which	 was	 the	 opposite	 of	 the	 principles	 we	 today	 force	 on	 the	 Third
World.	 After	 the	 Second	 World	 War	 the	 Labour	 government,	 aided	 by	 the
Marshall	 Plan,	 reindustrialized	 Norway	 extremely	 successfully.	 Today's
government,	led	by	the	same	Labour	party,	makes	a	point	of	prohibiting	the	same
policies	for	others	that	made	us	rich.	Yet	we	have	ambitions	to	be	champions	in
palliative	economics,	in	relieving	the	symptoms	of	poverty.

Stage	theories

History	 -	 it	 has	been	 said	 -	was	 created	 to	prevent	 everything	 from	happening
simultaneously.	Therefore,	one	way	economists	and	historians	have	attempted	to
organize	history	is	to	establish	sequences	of	periods	or	stages	of	development.45
For	historians,	the	material	from	which	humankind's	tools	were	made	(e.g.	stone
or	bronze)	 has	 become	 universally	 accepted	 as	 the	 basis	 for	 establishing	 early
historical	periods:	the	Stone	Age	(Mesolithic,	Neolithic),	the	Bronze	Age.	Other
criteria	could	have	been	used,	for	instance,	based	on	social	organization,	but	the
technology	variable	was	chosen.

In	anthropology,	too,	the	idea	that	technology	is	an	important	determinant	 for
society	 is	 an	old	one,	 the	discussion	of	 the	 relationship	between	 irrigation	and
centralized	 government	 being	 a	 classical	 example.	 With	 political	 science	 and
Jean	 Bodin's	 (1530-96)	 study	 of	 the	 republic,	 the	 idea	 of	 stages	 in	 human
development	was	born.	 If	we	define	sociology	as	starting	with	Auguste	Comte



(1798-1857),	the	idea	of	stages	was	there	from	the	very	beginning	of	that	social
science	 as	 well.	 In	 economics,	 theories	 of	 stages	 were	 central	 both	 to	 the
important	 French	 economist	 and	 statesman	 Robert-Jacques	 Turgot	 and	 in	 the
teachings	of	Adam	Smith.	In	his	book	on	the	early	stage	theories	from	1750	to
1800,	 economist	Ronald	Meek	 (1917-78)	 goes	 so	 far	 as	 to	 suggest	 that	 `there
was	a	certain	sense	...	in	which	the	great	eighteenthcentury	systems	of	"classical"
political	economy	in	fact	arose	out	of	the	four	stage	theories'.46	In	spite	of	this,
any	concept	of	economic	stages	today	is	peripheral,	almost	alien,	to	economists.
Each	 stage	 represented	 a	 mode	 of	 production,	 and	 it	 was	 obvious	 that	 each
successive	stage	represented	human	progress.

Incipient	ideas	of	stage	theories	are	found	in	antiquity,	both	in	Greece	and	in
Rome.	One	may	read	Tacitus's	(C.AD	55-120)	Germania	in	such	a	way	that	`the
relative	degree	of	civilization	of	the	different	Germanic	tribes	depended	upon	the
extent	to	which	agriculture	and	pasturage,	rather	than	hunting,	preponderated	in
their	mode	of	subsistence'.47	The	idea	of	stages	grew	out	of	the	idea	of	cycles,
an	old	idea	in	political	history.	Cycle	theories	are	given	importance	both	by	Arab
economist	 and	 historian	 Ibn	 Khaldun	 (1332-1406)	 and	 by	Machiavelli	 (1469-
1527).	With	Jean	Bodin,	one	of	the	path-breakers	of	the	Renaissance,	comes	the
idea	that	historical	cycles	may	have	a	cumulative	and	upward	trend:	the	idea	of
progress.	 At	 the	 same	 time	 Bodin	 discusses	 the	 embryonic	 nation-state	 (the
republic),	its	institutions,	laws	and	taxation.

Whereas	Bodin	puts	much	emphasis	on	geographical	and	climatic	conditions,
Francis	Bacon,	in	his	Novum	Organum	(1620),	gives	another	explanation	when
discussing	the	startling	differences	between	the	conditions	of	life	in	the	various
parts	of	the	world.	Bacon	postulates	that	`this	difference	comes	not	from	soil,	not
from	climate,	not	from	race,	but	from	the	arts'.48	As	already	mentioned,	Bacon
was	 an	 important	 scientist	 in	 experience-based,	 but	 also	 in	 production-based,
economic	 theory.	 Bacon's	 idea	 that	 the	 material	 condition	 of	 a	 people	 is
determined	 by	 its	 `arts'	 -	 by	 whether	 they	 are	 hunters	 and	 gatherers,	 herders,
farmers	or	industrial	workers	-	was	central	to	the	nineteenth-century	German	and
North	 American	 conflict	 with	 England	 over	 economic	 theory	 and	 industrial
policy.	 During	 the	 Enlightenment,	 historian	 William	 Robertson	 continued	 the
Baconian	 tradition:	 `In	 every	 inquiry	 concerning	 the	 operations	 of	 men	 when
united	 together	 in	 society,	 the	 first	 object	 of	 attention	 should	be	 their	mode	of
subsistence.	Accordingly	as	that	varies,	their	laws	and	policies	must	be	different.'



Human	institutions	were	determined	by	their	mode	of	production	rather	than	the
other	 way	 around.	 Today's	 `new	 institutional	 economics',	 based	 on	 standard
textbook	economics,	tends	to	reverse	the	arrows	of	causality,	blaming	poverty	on
the	lack	of	institutions	rather	than	on	a	backward	mode	of	production.

During	the	Enlightenment,	particularly	between	1750	and	1800,	stage	theories
were	 centre-stage,	 particularly	 in	 England	 and	 France.	 From	 1848	 onwards,
during	 the	 expansion	 and	 geographical	 extension	 of	 industrial	 society	 and	 the
retreat	 of	 Ricardian	 economics,	 stage	 theories	 again	 became	 part	 of	 the
economists'	toolbox	-	this	time	especially	in	the	USA	and	Germany.	At	the	time,
the	 fundamental	 changes	 which	 could	 be	 observed	 made	 it	 obvious	 that	 the
world	was	 entering	 a	 historical	 period	 that	was	 qualitatively	 different	 from	 all
previous	ones.

The	stage	theories	born	during	the	first	Industrial	Revolution	-	those	of	Turgot
and	of	the	early	Adam	Smith	-	follow	humans	first	as	hunters	and	gatherers,	then
as	shepherds	of	domesticated	animals,	then	as	farmers,	finally	reaching	the	stage
of	commerce.	Most	 significantly,	English	classical	 economists	 tended	 from	 the
late	 eighteenth	 century	 on	 to	 concentrate	 their	 analysis	 on	 the	 last	 stage	 of
evolution,	on	commerce	-	on	supply	and	demand	and	on	prices	-	rather	than	on
production.	 During	 the	 nineteenth	 century,	 German	 and	 American	 economists
insisted	 on	 a	 very	 different	 interpretation	 of	 the	 development	 stages.	To	 them,
the	previous	stages	were	all	built	on	ways	of	producing	goods,	and	they	saw	it	as
a	 grave	 mistake	 to	 classify	 the	 next	 stage	 of	 development	 another	 way.	 This
difference	of	opinion	essentially	laid	the	foundation	for	the	ways	that	nineteenth-
century	 German	 and	 American	 economic	 policy	 came	 to	 differ	 from	 that
prescribed	by	English	theory.	To	English	economists	the	last	stage	was	`The	Age
of	 Commerce'.	 To	 German	 and	 American	 economists	 the	 last	 stage	 was	 `The
Age	of	Industry'.

This	 is	 the	 key	 point	 where	 today's	 standard	 textbook	 economics,	 the
descendant	of	Adam	Smith's	`Age	of	Commerce',	deviates	from	the	production-
based	 economics	 I	 refer	 to	 as	 the	 Other	 Canon,	 a	 descendant	 of	 continental
European	 (particularly	German)	 and	American	 economics.	Having	 ignored	 the
importance	 of	 technology	 and	 production,	 as	 was	 stated	 previously,	 modern
international	 trade	 theory	 insists	 that	 free	 trade	 between	 a	 Neolithic	 tribe	 and
Silicon	Valley	will	tend	to	make	both	trading	partners	equally	rich.	Other	Canon
trade	theory,	on	the	other	hand,	insists	that	free	trade	is	beneficial	to	both	parties



only	when	they	have	both	reached	the	same	stage	of	development.

Stage	 theories	 are	 also	 useful	 for	 understanding	 the	 important	 issues	 of
population	and	sustainable	development.	The	preColumbian	population	of	North
America,	consisting	essentially	of	hunters	and	gatherers,	has	been	estimated	as
low	as	2-3	million	people,	whereas	the	pre-Columbian	population	of	the	Andes,
having	 reached	 the	 agricultural	 stage,	 has	 been	 calculated	 at	 12	 million.	 This
gives	 a	 population	 density	 thirty	 to	 fifty	 times	 higher	 in	 the	 apparently
inhospitable	Andes	than	on	the	fertile	prairies.	Thus	the	concept	of	sustainability
only	 becomes	meaningful	 when	 combined	 with	 a	 technology	 variable,	 with	 a
mode	of	production.

Because	 the	 focus	 of	 analysis	 was	 to	 be	 trade	 and	 commerce,	 and	 not
production,	English	and,	later,	neo-classical	economic	theory	slowly	came	to	see
all	economic	activities	as	being	qualitatively	alike.	Theories	of	production	which
were	 later	 added	 to	 this	AngloSaxon	 tradition	of	 economics	 -	 today's	 standard
theory	-	essentially	came	to	regard	production	as	a	process	of	adding	capital	to
labour	in	a	rather	mechanical	way,	similar	to	that	of	adding	water	to	genetically
identical	plants	growing	under	identical	conditions.	Economics	developed,	to	use
Schumpeter's	phrase,	`the	pedestrian	view	that	it	is	capital	per	se	that	propels	the
capitalist	 engine'.	Because	we	 perceive	 capital	 as	 the	 source	 of	 growth,	 rather
than	 technology	 and	 new	 knowledge,	 we	 send	 money	 to	 a	 pre-manufacturing
Africa,	 capital	 that	 cannot	 be	 profitably	 invested.	 German	 and	 American
economists	 a	 hundred	 years	 ago	 would	 have	 understood	 that	 the	 mode	 of
production	in	Africa	-	the	lack	of	a	manufacturing	sector	-	is	the	cause	of	poverty
rather	than	the	lack	of	capital	per	se.	As	both	the	conservative	Schumpeter	and
the	radical	Marx	agreed:	capital	 is	sterile	without	 investment	opportunities	 that
are	 essentially	 products	 of	 new	 technology	 and	 innovations.	 American	 and
German	economists	a	hundred	years	ago	also	understood	synergies:	that	only	the
presence	of	manufacturing	made	modernization	of	agriculture	possible.

Standard	 textbook	 economics	 fails	 to	 consider	 how	 differing	 technological
windows	 of	 opportunity	 create	 huge	 variations	 in	 economic	 activities,	 and
consequently	also	widely	different	opportunities	for	adding	capital	to	labour	in	a
potentially	profitable	way.	The	first	Industrial	Revolution	was	essentially	one	in
cotton	 textile	 production.	 The	 countries	 without	 that	 industrial	 sector	 -	 the
colonies	-	had	no	industrial	revolution.	Everyone	understands	the	importance	of
the	Industrial	Revolution,	but	Ricardo's	trade	theory	convinces	us	that	Stone	Age



tribes	would	become	as	rich	as	industrial	countries	if	they	would	only	embrace
free	trade.	It	is	important	to	note	that	I	am	not	constructing	a	straw	man	to	attack
here.	As	shown	by	the	quote	from	WTO	Secretary	General	Renato	Ruggiero	in
the	 introduction,	 this	 was	 indeed	 the	 vision	 that	 shaped	 the	 world	 economic
order	after	the	end	of	the	Cold	War.

In	 one	 of	 its	 more	 far-fetched	 defences	 of	 free	 trade,	 the	 journal	 Foreign
Policy,49	 in	 an	 essay	 entitled	 `Trade	or	Die',	 argues	 that	 the	 lack	of	 free	 trade
was	 the	 reason	 the	 Neanderthals	 died	 out.	 The	 fact	 is	 that	 the	 coexistence	 of
Neanderthals	and	humans	took	place	before	humans	started	trading,	when	trade
was	 at	 best	 an	 insignificant	 ritual	 gift-giving	 between	 tribes.50	 Nevertheless
economists	 are	 stuck	 with	 Adam	 Smith's	 fanciful	 invention	 of	 the	 bartering
savage	 as	 our	 ancestor.	However,	 on	 a	 different	 page	 in	 the	 same	 issue,	when
discussing	the	relative	costs	of	movie	tickets,	Foreign	Policy	falls	down	on	 the
common	 sense	 understanding	 of	 the	 importance	 of	manufacturing	 for	 national
wealth:	 `A	 night	 at	 the	 movies	 is	 relatively	 cheap	 in	 countries	 with	 large
domestic	industries'	(p.	31).

The	standard	economics	tradition	also	came	to	disregard	completely	the	`soil'
in	which	the	process	of	adding	water	to	the	plant	(capital	to	labour)	took	place,
in	other	words	the	historical,	political	and	institutional	context	of	the	process	of
development.	Standard	economic	theory	considers	neither	 the	obvious	focusing
of	technical	change	at	any	point	in	time,	nor	the	extreme	variation	in	 `windows
of	opportunity"'	between	different	economic	activities	which	is	the	result	of	this
focusing	effect,	nor	the	context	in	which	this	process	takes	place.

As	the	German	historical	tradition	and	the	American	institutional	school	died
out,	 economists'	 understanding	 of	 production	 -	 of	 what	 used	 to	 be	 called
`industrialism'	 -	 as	 the	 true	 source	 of	 wealth	 further	 declined.	 Swedish
institutional	economist	Johan	Akerman	brilliantly	explains	how	production	was
lost	-	right,	left	and	centre:

Capitalism,	property	rights,	 income	distribution	came	to	be	considered	 the
essential	features,	whereas	the	core	contents	of	industrialism	-	technological
change,	 mechanization,	 mass	 production	 and	 its	 economic	 and	 social
consequences	-	partly	were	pushed	aside.	The	reasons	for	this	development
are	 probably	 found	 in	 the	 following	 three	 elements:	 Firstly,	 Ricardian
economic	theory	...	became	a	theory	of	`natural'	relations,	established	once



and	 for	 all,	 between	 economic	 concepts	 (price,	 interest,	 capital,	 etc).
Secondly,	the	periodic	economic	crises	are	important	in	this	respect	because
the	immediate	causes	of	the	crises	could	be	found	in	the	monetary	sphere.
Technological	change,	the	primary	source	creating	growth	and	transforming
society,	 disappeared	 behind	 the	 theoretical	 connections	which	were	made
between	 monetary	 policy	 and	 economic	 fluctuation.	 Thirdly,	 and	 most
importantly,	Marx	and	his	doctrine	could	capitalize	on	the	discontent	of	the
industrial	 proletariat.	His	 teachings	 gave	 hope	 of	 a	 natural	 law	which	 led
towards	the	`final	struggle',	when	the	pyramid	of	income	distribution	would
be	turned	on	its	head,	the	lower	classes	should	be	the	powerful	and	mighty.
In	 this	 ongoing	 process	 the	 technological	 change	 came	 to	 be	 considered
only	as	one	of	the	preconditions	for	class	struggle.52

In	 short,	 all	 across	 the	 political	 spectrum	 production	 as	 the	 core	 of	 human
economic	 activity	 was	 lost.	 UNCTAD's	 2006	 report	 on	 the	 least	 developed
countries,	 `Developing	 Productive	 Capacities',53	 is	 one	 attempt	 to	 bring
production	back	to	the	core	of	development	economics.	The	report	cites	several
of	the	ideas	I	have	presented	in	this	book.

	



Around	the	thirteenth	century	the	Florentines,	Pisans,	Amalfitans,	Venetians
and	Genoese	began	adopting	a	different	policy	 for	enhancing	 their	wealth
and	power	because	 they	noticed	 that	 the	 sciences,	 the	 cultivation	 of	 land,
the	application	of	the	arts	and	of	industry,	and	the	introduction	of	extensive
trade	 could	 produce	 a	 large	 population,	 provide	 for	 their	 countless	 needs,
sustain	great	 luxury	and	gain	 immense	 riches	without	having	 to	add	more
territories.

Sebastiano	Franci,	Milanese	Enlightenment	reformer,	1764

A	new	view	of	the	world:	from	zero-sum	game	to	innovation	and	growth

Since	time	immemorial	the	majority	of	the	Earth's	inhabitants	have	lived	simple
lives,	in	relative	poverty,	in	an	often	fragile	balance	between	population	size	and
the	resources	available	to	them.	As	Alfred	Marshall,	one	of	the	founders	of	neo-
classical	economics,	expressed	it,	all	migrations	in	history	have	been	created	by
diminishing	 returns:	 an	 increasing	 density	 of	 population	 set	 off	 against	 an
unchanged	availability	of	natural	resources	and	unchanged	technology.	We	find
this	mechanism	described	in	the	Bible	(Genesis	13:	6)	when	the	tribes	of	Israel
had	 to	part	because	`the	 land	was	not	able	 to	bear	 them,	 that	 they	might	dwell
together:	 for	 their	 substance	was	 great,	 so	 that	 they	 could	 not	 dwell	 together'.
Although	 luxury	 goods	 gradually	 came	 into	 being,	 these	were	 for	 the	 selected
few,	and	riches	were	mainly	gained	by	the	conquest	of	new	territories.

In	 such	 a	 world,	 wealth	 and	 poverty	 were	 a	 zero-sum	 game;	 wealth	 was
basically	acquired	by	already	existing	riches	changing	owners.	This	view	of	the
world,	 which	must	 also	 have	 existed	 from	 time	 immemorial,	 was	 codified	 by
Aristotle	 and	 shaped	 the	 worldview	 of	 scholasticism,	 the	 philosophy	 of	 late
medieval	Europe.	`One	man's	benefit	is	another	man's	loss,'	confirms	St	Jerome
(c.341-420).	 As	 late	 as	 1643	 the	 Englishman	 Sir	 Thomas	 Browne	 (1605-82)



argued	that	`all	cannot	be	happy	at	once	because	the	glory	of	one	state	depends
upon	 the	 ruins	 of	 another'.	 History	 tended	 to	 be	 cyclical,	 as	 described	 by
fourteenth-century	Arab	historian	and	economist	Ibn	Khaldun.	For	him	societies
were	formed	through	social	cohesion,	and	there	were	desert	societies	and	 town
societies.	 A	 desert	 tribe	 conquered	 a	 town,	 but	 decayed	 as	 it	 became	 more
refined	and	weaker,	 and	after	 a	 certain	number	of	 generations	 the	 town	would
again	be	conquered	by	a	new	desert	tribe.

The	 changes	 Sebastiano	 Franci	 describes	 above	 as	 taking	 place	 in	 certain
Italian	cities	have	their	origins	in	a	fundamental	change	to	the	traditional	world-
view.	This	mentality	switch,	which	asserted	itself	in	many	ways,	was	a	product
of	 the	 late	 Renaissance.	Many	 factors	 combined	 to	 cause	 the	 zero-sum	 game
gradually	 to	 disappear	 as	 the	 dominant	 world-view,	 and	 at	 the	 same	 time	 to
introduce	an	element	of	progress	over	and	above	the	cyclical	nature	of	history.
Several	of	these	new	elements	can	be	traced	far	back	in	time,	but	only	during	the
Renaissance	 did	 they	 gather	 sufficient	 critical	 mass	 to	 enable	 a	 change	 of
traditional	world-view	and	forge	a	new	cosmology.	These	new	core	elements	of
the	Renaissance	-	which	for	the	first	time	in	history	created	generalized	wealth	in
certain	geographical	 areas	 -	have	disappeared	 from	current	 economic	 thinking.
One	important	underlying	reason	for	the	inability	to	remedy	world	poverty	today
is	 that	 these	 discoveries	 of	 the	 Renaissance	 -	 and	 later	 those	 of	 the
Enlightenment	 -	 are	 not	 easily	 formalized	 in	 the	 language	 in	 which	 modern
economists	have	chosen	to	express	themselves.

It	was	very	clear	 to	people	early	on	 that	most	wealth	was	 to	be	found	 in	 the
cities,	and	particularly	in	certain	cities.'	The	cities	were	the	home	of	free	citizens;
in	 the	 countryside,	 people	 were	 generally	 serfs,	 belonging	 to	 the	 soil	 and	 the
local	 lord.	 Arising	 from	 these	 observations	 were	 investigations	 into	 an
understanding	 of	 the	 factors	 that	 made	 the	 cities	 so	 much	 wealthier	 than	 the
countryside.	Gradually,	 the	wealth	of	 the	cities	was	perceived	 to	be	a	 result	of
synergies:	people	of	many	different	trades	and	professions	sharing	a	community.
Florentine	 scholar	 and	 statesman	 Brunetto	 Latini	 (c.1220-94)	 described	 this
synergy	as	'il	ben	commune',	or	`the	common	weal'.	Most	early	economists,	the
mercantilists	 and	 their	 German	 counterparts	 -	 the	 cameralists	 -	 used	 such
synergies	as	a	fundamental	element	in	their	understanding	of	wealth	and	poverty.
`It's	 the	common	weal	 that	makes	 the	cities	great,'	 repeats	Niccolo	Machiavelli
(1469-1527)	almost	three	hundred	years	after	Brunetto	Latini.



With	this	social	understanding	of	wealth	as	a	phenomenon	that	could	only	be
understood	 as	 a	 collective	 phenomenon,	 the	 Renaissance	 rediscovered	 and
flagged	 the	 importance	 and	 creativity	 of	 the	 individual.	Without	 keeping	 both
these	perspectives	 in	mind	 -	 the	common	weal	and	 the	 role	of	 the	 individual	 -
neither	 the	 Renaissance	 view	 of	 society	 nor	 the	 phenomenon	 of	 economic
growth	can	be	understood.	This	theoretical	ambivalence,	keeping	the	interests	of
both	 society	 and	 the	 individual	 in	 mind	 as	 units	 of	 analysis,	 characterized
continental	 European	 economic	 theory,	 particularly	German,	 up	 to	 the	 Second
World	War,	 but	has	 subsequently	 almost	disappeared.	 In	 the	 twentieth	 century,
analyses	of	 this	point	 led	 to	 important	debates	 about	 the	 relationships	between
different	 forms	of	 freedom	(for	 instance,	 the	 trade-off	between	 the	 right	 of	 the
individual	to	carry	weapons	versus	the	right	of	the	rest	of	society	not	to	be	shot).
The	loss	of	this	dual	theoretical	perspective	-	exemplified	by	Margaret	Thatcher's
`There	 is	 no	 such	 thing	 as	 society'	 -	 seriously	 inhibits	 our	 understanding	 of
poverty	 and	 failing	 states.	 The	 methodology	 of	 standard	 economics	 too	 often
makes	it	blind	to	genuine	synergies.

Aristotle's	 view	 of	 the	 world	 as	 a	 zero-sum	 game	 slowly	 gave	 way	 to	 an
increasing	understanding	that	new	wealth	could	be	created	-	not	only	conquered
-	 through	 innovation	and	creativity.	The	gradual	 change	 in	 the	meaning	of	 the
word	`innovation'	elucidates	this	development.	In	1277	Roger	Bacon	(c.1214-94)
was	arrested	in	Oxford	for	`suspect	innovations',	a	heresy	consisting	of	searching
for	 knowledge	 outside	 the	Bible	 and	 the	works	 of	Aristotle.	When,	 about	 300
years	 later,	 Francis	 Bacon	 (1561-1626)	 wrote	 an	 essay,	 Of	 Innovations,
innovations	were	accepted	as	carriers	of	increased	human	wealth	and	happiness.
In	his	utopian	vision,	The	New	Atlantis,	Francis	Bacon	describes	a	state	where
innovation	 holds	 the	 seat	 of	 honour	 and	 people	 have	 invented	 self-propelling
vehicles,	 submarines,	 microphones	 and	 medicines	 to	 prolong	 life.	 Bacon	 also
describes	 the	 world's	 first	 `national	 research	 council',	 Salomon's	 House.	 The
growth	 of	 manufacturing	 activities	 broke	 the	 vicious	 circles	 of	 diminishing
returns,	creating	what	was	for	a	very	long	time	the	exclusive	privilege	of	cities:
increasing	 returns.	 As	 previously	 mentioned,	 increasing	 returns	means	 that	 as
production	expands	-	even	without	technical	change	-	the	cost	of	production	per
unit	 falls.	 Antonio	 Serra	 (1613)	 formulates	 the	 recipe	 for	 a	 wealthy	 state	 as
consisting	 of	 increasing	 returns	 combined	 with	 a	 large	 division	 of	 labour,	 in
other	words	in	maximizing	the	number	of	different	professions	and	activities	in
the	city.



England's	 story	 is	 the	prototype	of	how	a	country	goes	 from	poor	 to	 rich.	 It
was	policy	before	it	became	written	theory,	but	even	in	1581	author	John	Hales
understood	 the	 importance	of	 the	manufacturing	multiplier	 for	national	wealth:
`What	groseness	of	wits	be	we	of	...	that	will	suffer	or	owne	commodities	to	go
and	set	straungers	at	worke,	and	then	buy	them	againe	at	theyr	handes.'2	This	is
the	 basic	 insight	 found	 in	 all	 countries	 that,	 one	 after	 the	 other,	 industrialized.
The	same	principles	were	applied	in	Japan	and	Korea	in	the	second	half	of	the
twentieth	century.

Under	conditions	of	falling	costs	with	increasing	output	-	what	we	have	called
increasing	returns	or	economies	of	scale	-	a	large	population	was	no	longer	seen
as	a	problem	for	seventeenthcentury	economists.	On	the	contrary,	economies	of
scale	in	production	and	division	of	labour	among	all	the	new	crafts	made	a	large
population	 a	 condition	 for	 economic	 growth.'	 Not	 only	 was	 it	 a	 necessary
precondition	 for	 wealth	 to	 have	 a	 large	 and	 growing	 population,	 the
concentration	 of	 this	 population	 was	 also	 exceedingly	 important.	 English
economist	William	Petty	 (1623-87)	 therefore	 suggested	moving	 the	population
of	Scotland	and	other	then	peripheral	areas	to	London,	where	the	people	would
contribute	 much	 more	 to	 economic	 growth	 than	 they	 were	 able	 to	 do	 in	 the
empty	fringes	of	the	island.	Not	until	after	1798,	when	Thomas	Malthus	(1766-
1834)	 reconstructed	 an	 economic	 theory	 built	 on	 diminishing	 returns	 in
agriculture	 (not	on	 innovation	 and	economies	of	 scale	 in	manufacturing)	did	 a
growing	population	once	more,	as	 in	the	biblical	Genesis,	come	to	be	regarded
as	 a	 problem.	 Malthus	 and	 his	 friend	 Ricardo's	 reintroduction	 of	 diminishing
returns	as	a	core	 feature	of	economics,	and	 the	simultaneous	dismissal	of	both
increasing	 returns	 and	 innovations	 had	 dramatic	 consequences	 because	with	 it
the	previous	understanding	of	wealth	as	a	joint	product	of	synergies,	increasing
returns	and	 innovations,	was	 lost.	The	emphasis	on	diminishing	 returns	gained
Ricardo's	economics	the	name	a	`dismal	science'	and	its	trade	theory	constitutes,
to	this	very	day,	both	the	main	excuse	for	colonialism	and	neo-colonialism	and
the	 core	 of	 the	 mechanisms	 that	 keep	 poor	 countries	 poor.	 Also	 lost	 was	 an
important	 feature	 of	Enlightenment	 science:	 understanding	 differences	 through
the	creation	of	classification	systems	or	taxonomies.

Early	 modern	 Europe	 also	 saw	 a	 marked	 connection	 between	 discoveries	 -
geographical	 and	 scientific	 -	 and	 innovations,	 between	 development	 of	 theory
and	development	of	practice.	A	growing	understanding	of	an	infinite	universe	in



constant	expansion	was	a	condition	for	the	mercantilist	world-view:	as	the	whole
cosmos	could	expand	endlessly,	so	could	the	economy.	Giordano	Bruno	(1548-
1600),	the	scientist	and	hermetic	magus	who	was	burned	at	the	stake	in	Rome	on
1	July	1600	for,	among	other	things,	holding	the	universe	to	be	infinite,	thus	also
contributed	importantly	to	the	opening	up	of	Europe's	economic	cosmology.

At	 the	 very	 core	 of	 the	 process	 of	 economic	 progress	 is	 the	 dynamic
combination	 of	 synergies	 and	 innovations	 under	 conditions	 of	 a	 substantial
specialization	and	division	of	labour.	This	was	clearly	understood	by	economists
as	 early	 as	 the	 seventeenth	 century.	Later	we	 shall	 see	how	 such	 an	 economic
growth	system	was	to	function	in	the	Dutch	town	of	Delft.

Religion	was	 slowly	 loosening	 its	 universal	 grip	 on	 society	 and	 at	 the	 same
time	opening	itself	up	to	innovation,	resulting	in	a	radical	shift	in	the	meaning	of
the	 term	and	 the	 attitude	 towards	 it,	 as	 exemplified	 by	 the	 treatment	 of	Roger
Bacon	 in	 the	 thirteenth	 century	 and	 Francis	 Bacon	 in	 the	 early	 sixteenth
century.4	When	 Constantinople,	 the	 capital	 of	 the	 western	 Roman	 Empire	 of
Byzantium,	 fell	 to	 the	Turks	 in	 1453,	many	 philosophers	moved	 to	 Italy;	 as	 a
result	Western	philosophy	and	the	Western	Church	became	heavily	influenced	by
the	Eastern	Church.	In	the	process	a	more	dynamic	version	of	Genesis	-	the	story
of	Creation	-	gained	a	foothold.	The	reasoning	went	roughly	like	this:	if	man	is
created	in	the	image	of	God,	it	is	our	duty	to	try	to	emulate	God.	What,	then,	is
God's	most	typical	attribute?	It	has	to	be	His	creativity	and	His	innovations;	He
had	created	both	Heaven	and	Earth.	Gradually	it	became	obvious	that	our	role	on
this	Earth	ought	to	be	more	than	that	of	gardeners	and	maintenance	workers	 in
God's	Creation.	God	had	spent	six	days	creating,	and	had	then	left	the	rest	of	the
creation	 to	 humankind.	 Consequently,	 to	 create	 and	 to	 innovate	 became	 our
pleasurable	 duty.	 It	 is	 our	 duty	 to	 populate	 the	 Earth,	 and	 as	 with	 human
propagation	God	had	also	introduced	incentives	for	us	to	innovate	in	the	joy	of
discovering	 new	 things.	 Alexandre	 Koyre	 (1892-1964)	 puts	 it	 this	 way:
humankind	 had	 graduated	 `from	 being	 a	 spectator	 into	 being	 an	 owner	 and
master	 of	 nature."	 Humankind	 had	 set	 out	 on	 an	 expedition	 to	 collect	 new
knowledge,	and	no	matter	how	much	wisdom	was	absorbed,	we	would	keep	on
pushing	the	never-ending	frontiers	of	knowledge.

That,	 briefly,	 is	 the	 story	of	 the	 evolution	of	 the	understanding	of	 economic
growth	 as	 a	 joint	 product	 of	 synergies,	 a	 large	 division	 of	 labour,	 increasing
returns	 and	 new	 knowledge.	 As	 we	 shall	 see,	 it	 was	 also	 understood	 that	 the



potential	 for	 achieving	 growth	 was,	 at	 any	 time,	 limited	 to	 certain	 economic
activities.	 In	other	words,	 economic	growth	was	 activity-specific.	This	 holistic
understanding,	also	taking	qualitative	differences	into	account,	is	at	best	found	in
a	piecemeal	 fashion	 in	 today's	 ruling	economic	 theory.	Elements	of	 the	 story	 -
such	as	increasing	returns	-	are	occasionally,	and	individually	brought	back,	but
no	 longer	are	all	 the	elements	 in	 their	self-reinforcing	 totality	brought	 together
convincingly	 enough	 to	 influence	 the	 economic	 policy	 that	 we	 allow	 poor
countries	to	follow.	Poor	countries	today	are	those	where	these	elements	are	not
yet	 found	 to	 a	 sufficient	 degree.	 Colonies	 were	 regions	 where	 this	 kind	 of
synergetic	interaction	was	not	intended	to	take	place,	and	Ricardian	trade	theory
was	 the	 first	 theory	 that	 made	 colonialism	 morally	 defensible.	 Although	 the
prohibition	of	manufacturing	industries	-	whether	explicit	or	de	facto	-	is	the	key
element	in	any	colonial	and	neo-colonial	policy,	standard	Ricardian	trade	theory
says	this	does	not	matter.	But	our	world	economic	order	is	based	on	this	theory,	a
theory	that	predicts	that	economic	integration	between	an	indigenous	tribe	in	the
Amazon	and	Silicon	Valley	will	tend	to	make	both	communities	equally	rich.

Emulation:	strategic	economic	policy	comes	into	being	with	Henry	VII	of
England	(1485)

That	Europe's	 `islands	of	wealth'	were	often	also	 islands	 in	a	geographic	sense
was	 not	 lost	 on	 early	 economists.	 The	 wealth	 of	 a	 city	 or	 nation	 appeared,
somewhat	paradoxically,	 to	be	inversely	related	 to	 its	natural	wealth.	The	most
important	 areas,	 like	 Holland	 and	 Venice,	 had	 little	 arable	 land.	 They	 had
therefore	been	forced	 into	 specializing	 in	manufacturing	 industry	 and	overseas
trade.	 In	 Florence,	 the	 most	 important	 European	 city-state	 not	 situated	 on	 a
coast,	the	big	landowners	had	been	for	centuries	kept	from	having	any	political
power.	 Consequently,	 as	 in	 the	 coastal	 states,	 the	 interests	 of	 craftsmen,
manufacturers	 and	 traders	 dominated	 the	 life	 of	 the	 city.	 Florence	 understood
very	early	the	basic	mechanisms	that	created	wealth	and	poverty.	For	centuries
the	landowners	formed	a	perennial	threat	to	the	Florentines	as	potential	allies	of
the	enemies	of	 the	state.	Keeping	the	 landowners	away	from	power	had	a	dual
purpose	for	the	citizens	of	Florence:	it	secured	both	economic	power	and	wealth
through	 the	 establishment	 of	 manufacturing	 and	 political	 power.	 To	 avoid
speculation	and	prevent	 shortages	of	 food,	Florence	vehemently	prohibited	 the
transport	 of	 food	 outwards	 from	 the	 city	 storage	 places.	 Economic	 power	 and
patronage	joined	in	creating	a	flourishing	of	 the	arts	as	a	characteristic	of	non-



feudal	 societies.	 This	 historically	 crucial	 link	 between	 political	 structure	 and
economic	structure	-	between	democracy	and	an	economy	diversified	away	from
dependence	on	agriculture	and	raw	materials	-	is	another	crucial	historical	lesson
lost	 today	 when	 we,	 with	 great	 violence	 and	 at	 great	 expense,	 attempt	 to
establish	 democracies	 in	 nations	where	 the	 economic	 structures	 are	 essentially
feudal	and	pre-capitalist.

For	 Europe's	 poor	 nations	 it	 became	 clear	 that	 there	 was	 an	 important
connection	between	 the	production	structure	of	 the	few	wealthy	city-states	and
their	 riches.	 The	 wealthiest	 city-states	 -	 Venice	 and	 those	 in	 Holland	 -	 had
dominant	market	power	in	three	different	areas.	In	economic	terms	they	enjoyed
the	 type	 of	 rents	 we	 have	 referred	 to	 earlier,	 allowing	 increasing	 profits,	 real
wages	and	 taxable	 income.	Both	 had	very	 large	 and	diversified	manufacturing
and	craft	sectors.	In	the	early	1500s	manufacturing	represented	about	30	per	cent
of	all	employment	in	Holland.	Venice	had	40,000	men	employed	in	the	shipyards
(the	arsenale)	alone.	Each	controlled	an	important	market	for	a	raw	material,	salt
in	Venice	and	fish	in	Holland.	Even	in	its	early	stages	of	development,	and	still
relatively	poor,	Venice	always	fought	hard	 to	keep	 its	dominant	position	 in	 the
salt	markets.	 In	Holland	 the	 invention	 of	 salted	 and	 pickled	 herring	 (an	 early
fourteenth-century	invention)	had	created	a	huge	market	that	was	controlled	by
the	Dutch.	Third,	 both	had	built	 up	 a	 very	profitable	 overseas	 trade.	This	 first
prosperity	in	Europe	was	based	on	triple	rents	-	a	triple	market	power	in	types	of
economic	 activities	 that	were	 all	 conspicuously	 absent	 in	 the	 poorer	 European
states:	 manufacturing,	 a	 virtual	 monopoly	 in	 an	 important	 raw	 material	 and
profitable	overseas	trade.	Wealth	had	been	created	and	maintained	behind	huge
barriers	to	entry	created	by	superior	knowledge,	by	possessing	a	large	variety	of
manufacturing	 activities	 that	 created	 systemic	 synergies,	 by	market	 power,	 by
low	costs	created	through	innovations	and	increasing	returns	-	both	in	individual
industries	and	as	systemic	effects	-	by	the	sheer	scale	of	their	operations,	and	by
the	 economies	 of	 scale	 in	 the	 use	 of	 military	 might.	 After	 1485,	 England
emulated	the	triple	rent	structure	that	had	been	created	in	the	resourceless	city-
states	 of	 Europe.	 Through	 very	 heavy-handed	 economic	 intervention,	 England
created	its	own	triple	rent	system:	manufacturing,	long-distance	trade	and	a	raw-
material	 rent	based	on	wool.	The	 success	of	England	would	eventually	 lead	 to
the	demise	of	the	city-states	and	the	growth	of	the	nation-states:	synergies	found
in	the	city-states	were	extended	to	a	larger	geographical	area.	This	was	to	be	the
essence	of	the	mercantilist	project	in	Europe.6



To	 go	 back	 briefly	 to	 economic	 theory:	 before	 Adam	 Smith	 it	 was	 often
understood	 that	 economic	 development	 was	 based	 on	 collective	 rent-seeking,
originating	in	synergies	of	increasing	returns,	innovations	and	division	of	labour
that	were	 found	clustered	only	 in	 the	cities.	This	 is	 the	opposite	of	 the	perfect
competition	 postulated	 by	 today's	 standard	 textbook	 economics.	 Ever	 since
Ricardo's	writings,	 from	the	pinnacle	of	an	 industrialized	England	 in	1817,	 the
pattern	is	the	same:	wealthy	nations	keep	poor	countries	poor	based	on	theories
postulating	 the	non-existence	of	 the	very	factors	 that	created	 their	own	wealth.
As	 we	 shall	 see,	 countries	 that	 have	 got	 rich	 after	 1485	 have	 all	 done	 so	 in
defiance	of	Ricardo's	economic	theories.

History's	 first	 deliberate	 large-scale	 industrial	 policy	 was	 based	 on	 an
observation	 of	 what	 made	 the	 rich	 areas	 of	 Europe	 rich:	 that	 technological
development	in	one	field	in	one	geographic	area	could	extend	wealth	to	an	entire
nation.	King	Henry	VII	of	England,	who	came	to	power	in	1485,	had	spent	his
childhood	 and	 youth	 with	 an	 aunt	 in	 Burgundy.	 There	 he	 observed	 great
affluence	 in	 an	 area	 with	 woollen	 textile	 production.	 Both	 the	 wool	 and	 the
material	 used	 to	 clean	 it	 (Fuller's	 Earth	 or	 aluminium	 silicate)	 were	 imported
from	England.	When	Henry	later	took	over	his	destitute	realm	with	several	years'
future	 wool	 production	 mortgaged	 to	 Italian	 bankers,	 he	 remembered	 his
adolescence	 on	 the	Continent.	 In	Burgundy	not	 only	 the	 textile	 producers,	 but
also	the	bakers	and	the	other	craftsmen	were	well	off.	England	was	in	the	wrong
business,	the	king	recognized	and	decided	on	a	policy	to	make	England	into	a	'
textile-producing	nation,	not	an	exporter	of	raw	materials.

Henry	VII	created	quite	an	extensive	economic	policy	 toolbox.	His	 first	and
most	 important	 tool	 was	 export	 duties,	 which	 ensured	 that	 foreign	 textile
producers	 had	 to	 process	 more	 expensive	 raw	 materials	 than	 their	 English
counterparts.	 Newly	 established	 wool	manufacturers	 were	 also	 guaranteed	 tax
exemption	for	a	period,	and	were	given	monopolies	in	certain	geographical	areas
for	 certain	 periods.	 There	 was	 also	 a	 policy	 to	 attract	 craftsmen	 and
entrepreneurs	from	abroad,	especially	from	Holland	and	Italy.	As	English	wool-
manufacturing	 capacity	 grew,	 so	 did	 the	 export	 duties,	 until	 England	 had
sufficient	production	capacity	to	process	all	the	wool	they	produced.	Then,	about
a	 hundred	 years	 later,	 Elizabeth	 I	 could	 place	 an	 embargo	 on	 all	 raw	 wool
exports	 from	 England.	 In	 the	 eighteenth	 century	 Daniel	 Defoe	 and	 other
historians	saw	the	wisdom	in	this	strategy,	which	they	labelled	the	`Tudor	Plan',



after	the	kings	and	queens	from	that	family.	Like	Venice	and	Holland,	and	by	the
same	 methods,	 England	 had	 acquired	 the	 same	 triple	 rent	 situation:	 a	 strong
industrial	sector,	a	raw	material	monopoly	(wool),	and	overseas	trade.

Several	 English	 historians	 point	 out	 that	 the	 industrial	 policy	 plan	 of	 the
Tudors	was	 the	 real	 foundation	 of	England's	 later	 greatness.	On	 the	Continent
this	plan	was	 to	have	 significant	 consequences.	Florence	was	one	of	 the	 states
hardest	 hit	 by	 the	English	 competition.	The	 Florentines	 tried	 to	make	 do	with
Spanish	wool,	and	they	tried	to	diversify	 from	wool	production	 to	silk,	but	 the
English	policy	was	so	successful	that	the	golden	age	of	Florence	was	definitely
over.

Spanish	wool	producers	were	England's	main	competitors	as	producers	of	raw
materials	and	in	1695	the	English	economist	John	Cary	suggested	that	England
ought	to	buy	all	Spanish	wool	on	the	market	in	order	to	burn	it.	England	did	not
have	 sufficient	 capacity	 to	 process	 this	 wool,	 but	 to	 remove	 the	 raw	material
from	the	market	would	strengthen	their	market	power:

We	could	promote	a	Contract	with	the	Spaniard	for	all	(wool)	he	hath;	and
if	 it	 should	 be	 objected	 that	we	 should	 then	 have	 too	much,	 'tis	 better	 to
burn	the	Overplus	at	the	Charge	of	the	Public	(as	the	Dutch	do	their	Spices)
than	to	have	it	wrought	up	abroad,	which	we	can't	otherwise	prevent,	seeing
all	the	Wool	of	Europe	is	Manufactured	somewhere.'

The	trade	war	was	really	a	fight	to	be	able	to	carry	out	the	activities	yielding	the
highest	profits,	paying	the	highest	wages	and/or	that	could	be	taxed	the	most.	It
was	 clear	 to	 all	 participants	 that	 strategic	 trade	 policy	was,	 in	 effect,	 `war	 by
other	means'.

For	several	hundred	years	Europe's	trade	policy	was	based	on	the	principle	of
maximizing	the	industrial	sectors	of	each	country,	while	often	at	 the	same	time
damaging	 the	 industry	 of	 other	 countries.	As	 the	German	 economist	 Friedrich
List	 put	 it	 in	 1841:	 for	 several	 hundred	 years	 England's	 economic	 policy	was
based	on	a	simple	rule:	import	of	raw	materials	and	export	of	industrial	products.
To	be	wealthy,	 countries	 like	 England	 and	 France	would	 have	 to	 emulate	 and
copy	 the	 economic	 structures	 of	Venice	 and	Holland,	 but	 not	 necessarily	 their
economic	 policies.	 Countries	 already	 wealthy	 could	 afford	 a	 very	 different
policy	from	those	of	countries	still	poor.	In	fact,	once	a	country	had	been	solidly



industrialized,	 the	very	 same	 factors	 that	 required	 initial	protection	 -	 achieving
increasing	 returns	 and	 acquiring	 new	 technologies	 -	 now	 required	 bigger	 and
more	international	markets	in	order	to	develop	and	prosper.	Successful	industrial
protection	 thus	 carries	 the	 seeds	 of	 its	 own	 destruction:	 when	 successful,	 the
protection	 that	 was	 initially	 required	 becomes	 counterproductive.	 As	 an
anonymous	 Italian	 traveller	 in	Holland	 said	 in	 1786:	 `Tariffs	 are	 as	 useful	 for
introducing	 the	 arts	 [manufacturing]	 in	 a	 country,	 as	 they	 are	 damaging	 once
these	 are	 established.'9	 Here	 lies	 the	 key	 to	 understanding	 the	 timing	 of	 free
trade.	 Again,	 this	 is	 an	 insight	 which	 is	 lost	 in	 today's	 economic	 theory	 as
applied	to	large	parts	of	the	world.

The	 fundamental	 principles	 of	 Henry	 VIPs	 economic	 policy	 toolbox	 have,
since	then,	been	mandatory	ingredients	in	the	economic	policies	of	all	countries
that	 have	worked	 their	way	up	 from	poverty	 to	wealth.	The	exceptions	 to	 this
rule	are	few.	A	small	city-state	devoid	of	resources	but	with	a	huge	hinterland,
like	Hong	Kong,	may	get	rich	in	the	same	`natural'	way	as	Venice	and	Holland
did.	Studying	the	inner	mechanisms	of	such	states,	however,	makes	it	clear	that
the	principle	of	wealth	creation	-	from	the	cost	of	a	taxi	licence	in	Hong	Kong	to
the	city's	huge	corporations	-	is	not	perfect	competition,	but	rent	seeking,	that	is,
profiting	from	imperfect	rather	than	from	perfect	competition.

The	 first	 US	 Secretary	 of	 the	 Treasury,	 Alexander	Hamilton,	 with	 his	 1791
Report	 on	 the	 Manufactures	 of	 the	 United	 States,	 recreated	 a	 toolbox	 very
similar	 to	 that	 of	 Henry	 VII.	 Hamilton's	 stated	 goals	 were	 the	 same:	 a	 larger
division	 of	 labour	 and	 a	 larger	 manufacturing	 sector.	 The	 same	 toolbox	 was
employed	 by	 virtually	 all	 continental	 European	 countries	 in	 the	 nineteenth
century,	 including	 my	 own	 country	 Norway	 in	 the	 European	 periphery.	 The
theories	of	German	economist	Friedrich	List	-	who	had	lived	long	enough	in	the
United	States	to	become	an	American	citizen	-	were	the	main	inspiration	for	the
European	nations	that	followed	England's	policies	and	path	to	industrialization.
List's	 writings	 were	 translated	 into	 many	 languages	 and	 the	 same	 `Listian'
toolbox	was	used	in	Japan	from	the	Meiji	restoration	in	the	1860s	and	in	Korea	-
a	 country	 poorer	 than	 Tanzania	 in	 1950	 -	 from	 the	 1960s	 onwards.	 Poor
countries	are	those	who	have	not	employed	this	toolbox,	or	have	employed	it	for
too	 short	 a	 period	 and/or	 in	 a	 static	 way	 that	 has	 prevented	 the	 competitive
dynamics	 from	 taking	 root.	 The	 comparison	 between	 `good'	 and	 `bad'
protectionism	 in	 Appendix	 IV	 highlights	 the	 qualitative	 differences	 between



protectionist	practices.

The	toolbox	of	economic	emulation	and	development

...the	fundamental	things	apply,	as	time	goes	by.

Sam,	the	pianist,	in	Casablanca

1.	 Observation	 of	 wealth	 synergies	 clustered	 around	 increasing	 returns'
activities	 and	 continuous	 mechanization	 in	 general.	 Recognition	 that
`We	 are	 in	 the	 wrong	 business'.	 Conscious	 targeting,	 support	 and
protection	of	these	increasing	returns'	activities.

2.	Temporary	monopolies/patents/protection	given	to	targeted	activities	in	a
certain	geographical	area.

3.	 Recognition	 of	 development	 as	 a	 synergic	 phenomenon,	 and
consequently	 the	 need	 for	 a	 diversified	 manufacturing	 sector
('maximizing	the	division	of	labour',	Serra,	1613).

4.	 A	 manufacturing	 sector	 solves	 three	 policy	 problems	 endemic	 to	 the
Third	World	 simultaneously:	 increasing	 national	 value	 added	 (GDP),
increasing	employment	and	solving	balance	of	payments	problems.

5.	Attracting	foreigners	to	work	in	targeted	activities	(historically,	religious
persecutions	have	contributed	to	this	in	an	important	way).

6.	 Relative	 suppression	 of	 landed	 nobility	 and	 other	 groups	 with	 vested
interests	based	 in	 the	production	of	raw	materials	(from	Henry	VII	 in
the	1480s	to	Korea	in	the	1960s).	Physiocracy,	the	originator	of	today's
neo-classical	 economics,	 represented	 the	 rebellion	 of	 the	 landowning
class	against	the	policies	on	this	list	in	pre-Revolutionary	France.	The
American	 Civil	War	 is	 a	 prototype	 conflict	 between	 free	 traders	 and
raw	 materials	 exporters	 (the	 South)	 on	 the	 one	 hand	 and	 the
industrializing	class	(the	North)	on	the	other.	Today's	poor	countries	are
the	nations	where	`the	South'	has	won	 the	political	conflicts	and	civil
wars.	Opening	up	too	early	for	free	trade	makes	`the	South'	the	political
winners.	 Standard	 economics	 and	 the	 conditionalities	 of	 the



Washington	 institutions	 de	 facto	 represent	 unconditional	 support	 for
`the	South'	in	all	poor	countries.

7.	Tax	breaks	for	targeted	activities.

8.	Cheap	credit	for	targeted	activities.

9.	Export	bounties	for	targeted	activities.

10.	Strong	support	 for	 the	agricultural	 sector,	 in	 spite	of	 this	 sector	being
clearly	 seen	 as	 incapable	 of	 independently	 bringing	 the	 nation	 out	 of
poverty.

11.	Emphasis	on	learning/education	(UK	apprentice	system	under	Elizabeth
I,	Francis	Bacon's	New	Atlantis,	scientific	academies,	both	in	England
and	on	the	Continent).

12.	Patent	protection	for	valuable	knowledge	(Venice	from	1490s).

13.	Frequent	export	tax/export	ban	on	raw	materials	in	order	to	make	raw
materials	 more	 expensive	 to	 competing	 nations.	 (This	 started	 with
Henry	 VII	 in	 the	 late	 1400s,	 whose	 policy	 was	 very	 efficient	 in
severely	damaging	the	woollen	industry	in	Medici	Florence.)

Spain	as	a	frightening	example	of	what	not	to	do

From	 the	 mid-1500s	 the	 theatre	 of	 Europe	 provided	 further	 elucidation	 in
economic	theory	and	policy,	setting	an	example	of	what	a	country	should	not	do.
Spain	 had	 long	 been	 an	 important	 industrial	 state.	 `In	 Europe,	 to	 describe	 the
best	silk	one	once	said	"the	quality	of	Granada".	To	describe	the	best	textiles	one
once	said	"the	quality	of	Segovia",'	wrote	a	Portuguese	economist	in	the	1700s.
By	 then	 Spanish	manufacturing	 industry	was	 history	 and	 the	mechanisms	 that
had	diminished	its	manufacturing	capacity	and	its	wealth	in	tandem	were	eagerly
studied	across	Europe.	Their	conclusions	on	what	had	happened	were	virtually
unanimous.

The	discovery	of	 the	Americas	 led	 to	 immense	quantities	 of	 gold	 and	 silver
flowing	into	Spain.	These	huge	fortunes	were	not	invested	in	productive	systems



but	 actually	 led	 to	 the	 de-industrialization	 of	 the	 country.	 The	 landowners
primarily	 profited	 from	 the	 `funnel	 of	 gold'	 from	 the	Americas,	 as	 they	 had	 a
monopoly	 on	 the	 export	 of	 oil	 and	 wine	 to	 the	 growing	 markets	 of	 the	 New
World.	The	supply	of	such	goods	is	highly	inelastic,	and	subject	to	diminishing
rather	 than	 increasing	 returns.10	 To	 increase	 production,	 particularly	 to	 make
new	 olive	 trees	 yield	 as	 old	 ones,	 takes	 a	 long	 time.	 This	 expansion	 would
produce	 the	 opposite	 of	 increasing	 returns,	 that	 is,	 diminishing	 returns	 which
cause	 the	 cost	 of	 production	 per	 unit	 to	 rise	 rather	 than	 fall.	 The	 result	 of	 the
increased	demand	was	consequently	a	sharp	increase	in	the	price	of	agricultural
products.	At	the	same	time,	nobility	owning	land	were	exempt	from	paying	most
taxes,	so	the	tax	burden	fell	increasingly	on	the	artisans	and	manufacturers.	Their
competitiveness	was,	on	the	other	hand,	already	being	squeezed	by	the	rapid	rise
of	prices	of	agricultural	goods	in	Spain.	This	undid	the	synergies	and	division	of
labour	 in	 Spanish	 cities,	 causing	 a	 de-industrialization	 from	which	 Spain	 only
finally	 recovered	 in	 the	 nineteenth	 century.	 Successful	 states	 protected
manufacturing	 industry,	 unsuccessful	 Spain	 protected	 agriculture	 to	 the	 extent
that	it	killed	manufacturing.

Politically,	the	`civil	war'	between	modern	urban	and	traditional	rural	activities
had	already	been	partly	lost	in	Spain	during	and	after	the	so-called	Guerra	de	los
Comuneros	of	1520-21.	This	prototype	of	a	modern	European	revolution	had	the
long-term	 effect	 of	 seriously	 damaging	 Spanish	 manufacturing	 cities	 like
Segovia.	The	strong	political	power	of	the	sheep-owners'	organization,	La	Mesta
-	to	which	the	Spanish	throne	owed	money	-	added	to	Spain's	pro-raw	material
and	anti-modernizing	economic	policies	at	the	time.	The	Mesta	in	fact	managed
to	wield	 its	power	 in	such	a	way	 that	 their	sheep	were	even	allowed	 to	 invade
agricultural	 land,	 and	 some	 agricultural	 land	 in	 Spain	 was	 converted	 back	 to
grazing.	A	 comparison	 of	 Spain	 and	England	 in	 the	 1500s	 provides	 us	with	 a
useful	and	early	example	of	the	importance	of	where	political	power	lies:	in	the
hands	 of	 those	 who	 have	 a	 vested	 interest	 in	 producing	 raw	 materials	 (as	 in
Spain)	or	with	those	who	have	vested	interests	in	manufacturing	(as	in	England).
This	is	not	to	 imply	 that	 those	who	have	 their	vested	 interest	 in	manufacturing
are	better	or	less	greedy	individuals	than	those	whose	vested	interests	lie	in	the
production	 of	 raw	 materials.	 As	 always,	 capitalism	 must	 essentially	 be
understood	 as	 a	 system	 of	 unintended	 consequences,	 and	 the	 unintended
consequences	 of	 making	 profits	 from	 manufacturing	 are	 different	 from	 those
found	in	nations	where	everybody	makes	their	profits	from	raw	materials.	Once



these	mechanisms	 are	 understood	 it	 is	 possible	 -	 as	 it	was	 for	Henry	VII	 -	 to
produce	 the	 desired	 effects	 through	wise	 economic	 policies.	 Such	 policies	 are
now	outlawed	by	the	Washington	Consensus.

Just	 as	Venice	 and	Holland	were	 regarded	 as	 examples	 to	 be	 copied,	 in	 the
sixteenth	century	Spain	gradually	came	to	be	seen	as	an	example	of	the	type	of
economic	 policy	 and	 economic	 effects	 a	 nation	 should	 avoid	 at	 all	 costs.	 It
became	clear	 that	 the	 riches	 from	 the	colonies	had	 in	 fact	 impoverished	 rather
than	enriched	Spain's	own	capacity	to	produce	goods	and	services.	In	contrast	to
England	 -	 which	 ever	 since	 Henry	 VII	 came	 to	 power	 in	 1485	 had	 actively
protected	 and	 encouraged	 her	 industry	 -	 Spain	 protected	 her	 agricultural
production,	 like	 oil	 and	 wine,	 against	 foreign	 competition.	 By	 the	 end	 of	 the
sixteenth	century,	Spain,	who	had	had	a	considerable	industrial	production,	was
severely	de-industrialized.

It	was	clear	to	the	observers	at	the	time	that	the	enormous	wealth,	all	the	gold
and	silver	flowing	into	Spain,	just	flowed	out	again	and	ended	up	in	a	couple	of
places	-	Venice	and	Holland.	Like	a	slow-moving	tsunami,	it	is	possible	to	study
the	 giant	 wave	 of	 inflation	 that	 spread	 through	 Europe	 with	 its	 epicentre	 in
southern	Spain.	But	why	did	this	flow	of	gold	and	silver	finally	end	up	in	very
limited	 geographical	 areas?	What	 distinguished	Venice	 and	Holland,	where	 so
much	 of	 the	 flow	 of	 Spanish	 gold	 and	 silver	 came	 to	 a	 halt,	 from	 the	 rest	 of
Europe?	The	answer	was	that	they	had	extensive	and	diversified	industry,	and	at
the	same	time	hardly	any	agriculture.	The	realization	spread	through	Europe	that
the	 real	 gold	 mines	 of	 the	 world	 were	 not	 the	 physical	 gold	 mines,	 but
manufacturing	industry.	We	find	the	following	observation	in	Giovanni	Botero's
work	on	what	causes	the	wealth	of	cities:	`Such	is	the	power	of	industry	that	no
mine	of	silver	or	gold	in	New	Spain	or	Peru	can	compare	with	it,	and	the	duties
from	 the	merchandise	 of	Milan	 are	worth	more	 to	 the	Catholic	King	 than	 the
mines	of	Potosi	and	Jalisco."	Italy	is	a	country	in	which	...	there	is	no	important
gold	or	silver	mine,	and	so	is	France:	yet	both	countries	are	rich	in	money	and
treasure	thanks	to	industry.'12

In	various	forms,	 the	statement	 that	manufacturing	was	 the	real	gold	mine	is
found	all	over	Europe	from	the	 late	1500s	 through	the	1700s.	After	Botero	we
find	 this	expressed	by	Tommaso	Campanella	 (1602)	and	Antonio	Genovesi	 (in
the	1750s)	in	Italy,	by	Geronimo	de	Uztariz	in	Spain	(1724/1751)	and	by	Anders
Berch	(1747),	 the	first	economics	professor	outside	Germany,	 in	Sweden:	 `The



real	gold	mines	are	the	manufacturing	industries'.13

In	 pre-Smithian	 economics	 the	 establishment	 of	 manufacturing	 came	 to	 be
seen	as	part	of	a	wider	mission	of	civilizing	society.	Capitalism	was	advanced	as
an	 argument	 for	 repressing	 and	 harnessing	 the	 passions	 of	 humankind,	 for
channelling	 the	 energies	 of	 human	 beings	 into	 something	 creative.14	 Italian
economist	 Ferdinando	 Galiani	 (1728-87)	 stated	 that	 `from	 manufacturing	 you
may	 expect	 the	 two	 greatest	 ills	 of	 humanity,	 superstition	 and	 slavery,	 to	 be
healed'.15	This	became	 the	principle	on	which	European	economic	policy	was
founded,	 and	 which	 industrialized	 European	 nations	 one	 by	 one	 over	 a	 long
period.	 Building	 `civilization',	 building	 a	 manufacturing	 sector,	 and	 later
building	 democracy,	were	 seen	 as	 inseparable	 parts	 of	 the	 same	 process.	 This
conventional	wisdom	was	also	quoted	by	French	statesman	and	political	writer
Alexis	de	Tocqueville	(1805-59)	in	1855:	`I	do	not	know	if	one	can	cite	a	single
manufacturing	 and	 commercial	 nation	 from	 the	Tyrians	 to	 the	 Florentines	 and
the	English,	 that	 has	 not	 also	 been	 free.	Therefore	 a	 close	 tie	 and	 a	 necessary
relation	exists	between	those	two	things:	freedom	and	industry."'

Around	1550,	many	Spanish	economists	began	to	realize	what	was	happening
in	 their	 country,	 and	 produced	 both	 good	 analysis	 and	 sound	 advice.	 As
American	 historian	 Earl	 Hamilton,	 an	 expert	 on	 Spanish	 economy	 and
economics	 of	 this	 period,	 points	 out:	 `History	 records	 few	 instances	 of	 either
such	able	diagnosis	of	fatal	social	ills	by	any	group	of	moral	philosophers	or	of
such	utter	disregard	by	statesmen	of	sound	advice."'	In	1558,	Spain's	Minister	of
Finance,	Luis	Ortiz,	describes	the	situation	in	a	memorandum	to	King	Philip	II:

From	the	raw	materials	from	Spain	and	the	West	Indies	-	particularly	silk,
iron	 and	 cochinilla	 (a	 red	 dye)	 -	 which	 cost	 them	 only	 1	 florin,	 the
foreigners	 produce	 finished	 goods	 which	 they	 sell	 back	 to	 Spain	 for
between	 10	 and	 100	 florins.	 Spain	 is	 in	 this	 way	 subject	 to	 greater
humiliations	from	the	rest	of	Europe	than	those	they	themselves	impose	on
the	Indians.	In	exchange	for	gold	and	silver	the	Spaniards	offer	trinkets	of
greater	 or	 lesser	 value;	 but	 by	buying	back	 their	 own	 raw	materials	 at	 an
exorbitant	price,	the	Spaniards	are	made	the	laughing	stock	of	all	Europe.	'I

The	 fundamental	 idea	 here	 -	 that	 a	 finished	 product	might	 cost	 from	 ten	 to	 a
hundred	times	the	price	of	the	raw	material	needed	for	the	product	-	would	recur
for	centuries	in	European	literature	on	economic	policy.	Between	raw	materials



and	 the	finished	product	 lies	a	multiplier:	an	 industrial	process	demanding	and
creating	 knowledge,	 mechanization,	 technology,	 division	 of	 labour,	 increasing
returns	 and	 -	 above	 all	 -	 employment	 for	 the	 masses	 of	 underemployed	 and
unemployed	 that	 always	 characterizes	 poor	 countries.	 Today,	 the	 economic
models	 of	 the	 World	 Bank	 assume	 full	 employment	 in	 developing	 countries,
even	 though	 in	some	places	no	more	 than	20-30	per	cent	of	 the	workforce	has
what	we	would	 call	 a	 `job'.	 Those	 who	 were	 involved	 in	 economic	 policy	 in
earlier	times	recognized	the	extent	of	the	unemployment,	the	underemployment
and	 the	vagrancy,	and	understood	 that	 the	 labour	 involved	 in	 transforming	raw
materials	 into	 finished	 products	 in	 and	 of	 itself	 would	 increase	 the	 wealth	 of
cities	and	of	nations.	The	main	point,	however,	was	that	the	economic	activities
coming	 into	 existence	 when	 the	 raw	 materials	 were	 refined	 into	 finished
products	 followed	 different	 economic	 laws	 than	 did	 raw	 material	 production.
The	 `manufacturing	 multiplier'	 was	 the	 key	 both	 to	 progress	 and	 political
freedom.

From	 the	 end	 of	 the	 fifteenth	 century	 until	 after	 the	 Second	World	War	 the
main	theme	in	economic	policy	-	if	not	in	economic	theory	-	was	therefore	what
we	 can	 call	 `the	 cult	 of	 manufacturing	 industry'.	 This	 involved	 talking	 about
`planting'	industry	in	the	same	way	one	would	`plant'	useful	species	from	foreign
lands.	Two	different	 institutions	serving	similar	purposes	were	both	established
in	 the	 late	 1400s:	 the	 protection	 of	 new	 knowledge	 through	 patents	 and	 the
transfer	 of	 the	 same	 knowledge	 into	 new	 geographical	 areas	 through	 tariff
protection.	Both	were	based	on	the	very	same	type	of	economic	understanding:
the	creation	and	geographic	spread	of	new	knowledge	through	the	instigation	of
imperfect	 competition.	 An	 indispensable	 part	 of	 this	 process	 of	 development
were	 the	 institutions	 that	 `got	 the	 prices	wrong'	 compared	 to	what	 the	market
would	have	done	if	left	alone:	the	patents	that	created	a	temporary	monopoly	for
new	inventions	and	 the	 tariffs	 that	distorted	 the	prices	 for	manufactured	goods
and	enabled	new	 technologies	 and	new	 industries	 to	be	established	away	from
the	place	they	were	first	invented.

These	 inventions	and	 innovations	were	created	 in	a	way	 that	markets,	 left	 to
themselves,	would	never	be	able	to	reproduce.	Today's	economic	policy	and	the
Washington	 institutions	 vigorously	 defend	 only	 one	 of	 these	 institutions	 -	 the
patents	 that	 create	 ever-increasing	 income	 flows	 to	 very	 few	 and	 very	 rich
countries	-	while	the	very	same	Washington	institutions	vehemently	prohibit	the



tools	that	allow	the	geographical	spread	of	imperfect	competition	in	the	form	of
new	 industries	 to	 other	 countries.	 Protecting	 imperfect	 competition	 in	 the	 rich
countries	is	accepted,	but	not	in	the	poor.	This	is	what	I	have	referred	to	as	the
`assumption-juggling'	of	economic	theory:	other	theories	are	used	at	home	than
those	that	are	allowed	in	the	Third	World,	following	the	old	colonial	pattern.	The
economic	power	game	always	results	in	the	same	Golden	Rule	principle:	the	one
who	has	the	gold	makes	the	rules.

In	the	early	1700s	a	rule	of	thumb	developed	for	economic	policy	in	bilateral
trade,	 a	 rule	 that	 rapidly	 spread	 throughout	 Europe.	When	 a	 country	 exported
raw	 materials	 and	 imported	 industrial	 goods,	 this	 was	 considered	 bad	 trade.
When	 the	same	country	 imported	 raw	materials	 and	 exported	 industrial	 goods,
this	was	 considered	 good	 trade.19	 It	 is	 particularly	 interesting	 to	 observe	 that
when	a	country	exported	industrial	goods	in	exchange	for	other	industrial	goods,
this	was	considered	good	trade	for	both	parties.	To	use	a	term	once	employed	by
UNCTAD:	symmetrical	trade	is	good	for	all	parties,	asymmetrical	trade	does	not
benefit	the	poor	countries.

This	 was	 why	 the	 most	 eager	 advocates	 of	 industrialization	 -	 for	 tariff
protection	-	like	Friedrich	List,	were	also	the	most	eager	advocates	of	free	trade
and	 globalization	 after	 all	 countries	 had	 industrialized.	 As	 early	 as	 the	 1840s
Friedrich	 List	 had	 a	 recipe	 for	 `good	 globalization':20	 if	 free	 trade	 developed
after	all	countries	of	 the	world	had	 industrialized,	 free	 trade	would	be	 the	best
for	everyone.	The	only	 thing	we	disagree	about	 is	 the	 timing	for	adopting	 free
trade,	 and	 the	 geographical	 and	 structural	 sequence	 in	which	 the	 development
towards	free	trade	takes	place.

As	late	as	during	the	reconstruction	of	Europe	after	the	Second	World	War,	we
find	that	this	type	of	economic	understanding	was	still	present.	After	the	war,	US
industry	was	 vastly	 superior	 to	 the	 industry	 of	 Europe.	 Yet	 nobody	 suggested
that	Europe	should	follow	its	own	comparative	advantage	in	agriculture	-	on	the
contrary,	 everything	was	 done	 to	 re-industrialize	 Europe	 through	 the	Marshall
Plan.	This	was	essentially	a	plan	to	re-industrialize	Europe	using	the	traditional
policy	 toolbox,	 including	 heavy	 protection	 of	 manufacturing	 industries.	 One
difference	from	previous	 centuries	was	 that	 in	post-Second	World	War	Europe
farming	 also	 had	 to	 be	 protected.	 It	 is,	 however,	 of	 crucial	 importance	 to
understand	 that	 twentieth-century	 protection	 of	 agriculture	 was	 for	 entirely
different	 reasons	 from	 the	 protection	 of	 manufacturing.	 Developing	 a



manufacturing	 base	 was	 aggressive	 protection	 aimed	 towards	 industrialization
and	 higher	 real	 wages,	 whereas	 the	 protection	 of	 agriculture	 was	 defensive
protectionism	 aimed	 at	 preventing	 the	 income	 of	 the	 agricultural	 sector	 from
falling	 too	 far	 behind,	 as	 successful	 aggressive	 protectionism	 forced	 up	 the
wages	in	the	non-agricultural	sectors	of	the	economy.	In	other	words,	protecting
manufacturing	industry	that	allows	the	creation	of	new	jobs	and	makes	national
wages	rise	is	based	on	a	very	different	logic	from	the	protection	of	employment
in	 agriculture	 from	 its	 competitors	 in	 poorer	 countries.	 The	 first	 type	 of
protectionism	is	to	increase	the	wage	level	in	the	whole	country	by	means	of	the
synergies	that	are	created,	the	second	type	helps	farmers	and	the	regions	where
farming	dominates.	The	need	for	these	two	different	kinds	of	protectionism	will
only	be	fully	understood	when	the	qualitative	differences	between	manufacturing
and	agriculture	are	explained	in	the	next	chapter.

Germany	follows	in	England's	footsteps	(1648)

France	 and	other	 countries	were	 soon	 imitating	 the	English	 strategies	 that	 had
been	 so	 successful	 under	 the	 Tudors.	 These	 strategies	 became	 nation-building
projects	at	a	time	when	the	small	city-states	had	irretrievably	lost	their	power	to
nations	that	had	managed	to	consolidate	and	enlarge	`the	common	weal'	to	larger
geographical	 areas	 with	 larger	 markets.	 In	 France,	 the	 famous	 statesman	 jean
Baptiste	Colbert	(1619-83)	developed	the	industry	and	 the	 infrastructure	which
united	the	country.	The	goal	was	to	unite	the	country	with	`perfect	competition'
inside	 and	 protect	 its	 increasing	 returns	 and	 labour	 intensive	 industries	 from
foreign	competition.	Throughout	the	eighteenth	century,	in	Europe,	Colbert	was
generally	referred	to	as	`the	great	Colbert'.

Now	we	shall	 take	a	closer	 look	at	Europe's	 `delayed	nation',	Germany.	Veit
Ludwig	von	Seckendorff	(1626-92)	was	the	founder	of	German	economics.	His
times	were	 characterized	 by	war	 and	misery.	The	Thirty	Years	War	 (1618-48)
had	wiped	out	as	much	as	70	per	cent	of	the	civilian	population	in	some	parts	of
Germany.	 The	 war	 had	 started	 as	 an	 internal	 religious	 war,	 but	 gradually
involved	 many	 of	 the	 great	 powers	 of	 Europe	 at	 the	 time,	 including	 Spain,
France,	Denmark	and	Sweden.	The	war	had	no	winners,	but	 it	became	clear	 to
many	Germans	that	the	real	loser	was	civilization	itself.	When	Seckendorff	was
sixteen,	his	father	-	a	German	serving	in	the	Swedish	army	-	was	beheaded	as	a
presumed	 spy	 in	 a	North	German	 town.	When	Seckendorff	 died	 at	 the	 age	 of



sixty-six,	the	army	of	Louis	XIV	of	France	had	just	laid	waste	the	German	state
of	 the	Rhineland-Palatinate.	 In	 the	meantime	Germany	had	had	a	war	with	 the
Turks,	who	besieged	and	almost	managed	to	conquer	Vienna,	and	two	more	wars
with	France.	This	had	 led	 to	Strasbourg,	where	Seckendorff	had	studied,	being
lost	to	France.	The	Peace	of	Westphalia	(1648)	-	at	the	end	of	 the	Thirty	Years
War	-	left	a	Germany	fragmented	into	more	than	300	small	states.	I	mention	this
because	in	my	view	Germany's	way	out	of	this	war-torn	barbarism	also	contains
important	 lessons	 for	 today's	 failed	 and	 failing	 states.	Germany's	way	out	was
based	on	a	production	strategy,	a	building	up	of	trade	and	 industry	consciously
diversified	from	agriculture	and	raw	material	production.	The	key	to	success	was
to	 emulate	 the	 economic	 structure	 of	 a	 country	 where	 peace	 and	 prosperity
reigned	-	and	the	example	to	follow	was	the	Dutch	one.21

With	 help	 from	 his	 father's	 colleagues	 Seckendorff	 found	 employment	with
another	 ex-officer	 of	 the	 Swedish	 army,	 Duke	 Ernest	 of	 Saxe-Gotha,	 called
Ernest	 the	 Pious.	 Among	 other	 duties,	 Seckendorff's	 responsibility	 was	 the
enormous	 library	 that	Duke	Ernest	 had	 acquired,	 originally	 from	 the	 spoils	 of
war.22	This	library	can	still	be	visited	in	the	impressive	castle	and	administrative
building	established	by	Duke	Ernest	in	Gotha.	Thus	the	young	Seckendorff	had
access	 to	all	 the	most	 important	writings	 in	economics	and	political	 science	of
his	times,	and	one	of	his	tasks	was	to	present	summaries	of	many	of	them	to	his
Duke.	 In	 1656,	 at	 thirty	 years	 old,	 Seckendorff	 published	 his	 most	 important
work,	Der	 Teutsche	 Fiirstenstaat	 (The	German	 principality),	whose	 thesis	was
based	around	two	old	 traditions:	a	detailed	description	of	a	country,	its	history,
people,	administration,	 institutions	and	resources	 that	had	been	customary	ever
since	 thirteenth-century	 Italy,	 and	 secondly	 the	 old	 German	 Furstenspiegel
(literally	the	`king's	mirror')	textbooks	or	`owner's	manuals'	for	kings	and	princes
on	how	to	rule	their	countries.	Seckendorff's	book	remained	in	print	for	the	next
ninety-eight	years	-	a	very	long	life	for	a	textbook.

Some	 years	 later	 Seckendorff	 travelled	 to	 the	 Dutch	 Republic	 with	 Duke
Ernest.	As	was	the	case	with	so	many	other	observers	of	the	time,	the	affluence,
peace,	freedom	and	tolerance	he	experienced	in	Holland	made	a	deep	and	lasting
impression	on	Seckendorff.	When	he	returned	home,	he	felt	the	need	to	elaborate
on	 his	 advice	 for	 German	 princes	 with	 a	 supplement,	 Additiones,	 which	was
published	in	1664,	and	subsequently	always	printed	with	the	main	book.	In	this
supplement	 we	 get	 Seckendorff's	 most	 important	 economic	 insights.	 His



experiences	 in	 Holland	 confirmed	 the	 theory	 he	 had	 formulated	 in	 the	 Gotha
library,	about	the	importance	of	cities	and	industry	in	the	creation	of	wealth.	The
works	of	Italian	economist	Giovanni	Botero,	whose	most	famous	work,	On	the
Greatness	 of	 Cities,	 was	 originally	 published	 in	 1588,	 are	 today	 found	 in	 the
Gotha	 library	 in	 thirty	 different	 editions	 all	 published	 before	 1655.	 We	 can
assume	that	most	of	them	were	already	there	in	Seckendorff's	time.

Seckendorff	 understood	 the	 importance	 of	 having	many	 different	 trades	 and
crafts	represented	in	the	cities,	and	that	craftsmen	move	from	the	countryside	to
the	cities,	where	they	can	earn	more.	At	the	same	time	he	is	modern	in	his	worry
over	 the	 lack	 of	 competition	 among	 the	 craftsmen.	 Duke	 Ernest	 invested	 in
infrastructure,	and	a	relatively	unsuccessful	attempt	was	made	to	make	the	rivers
of	 the	 principality	 as	 navigable	 as	 Dutch	 canals.	 The	 policies	 of	 Seckendorff
enabled	people	to	move	more	freely,	by	removing	duties	and	taxes,	and	in	them
we	find	the	beginnings	of	a	welfare	state,	with	the	state	taking	on	responsibility
for	helping	the	old	and	the	sick.

What	did	Seckendorff	and	other	economists	of	the	time	see	in	the	Netherlands
that	made	such	a	deep	impression?	We	know	quite	a	lot	about	industry	and	trade
in	 the	 Dutch	 city	 of	 Delft	 at	 the	 time	 Seckendorff	 visited	 the	 country,	 and
without	 knowing	 whether	 he	 ever	 visited	 Delft,	 we	 can	 use	 this	 city	 as	 an
example.	 German	 economist	 Werner	 Sombart's	 theories	 about	 war23	 and
luxury24	can	in	Delft	be	seen	represented	by	the	Navy	and	by	the	art	of	painting
as	strong	incentives	in	the	development	of	capitalism.	But	with	its	microscope-
makers-turned-scientists	 the	 city	 also	 confirmed	 the	 Norwegian-American
economist	Thorstein	Veblen's	view	that	idle	curiosity	-	also	independent	of	profit
motives	-	is	another	strong	moving	force	of	capitalism.	Delft	in	the	seventeenth
century	 exemplified	 how	 maritime	 warfare,	 art	 as	 a	 luxury	 product,	 and
scientific	curiosity	can	create	innovations	and	affluence	in	the	same,	very	widely
diversified	clusters	of	production.	The	 importance	of	diversity	per	se	 -	another
factor	 lost	 in	 today's	 standard	 economics	 -	 is	 stressed	 by	 virtually	 all	 foreign
observers	of	 the	Netherlands	at	 the	 time.	Centrally	 in	 the	Delft	cluster	we	 find
the	manufacturers	of	glass	lenses	-	magnifying	lenses	-	that	were	used	for	quality
control	in	the	textile	industry.

By	the	fifteenth	century	Flemish	and	Dutch	painters	were	pioneers	in	the	use
of	oil-based	paint	on	canvas,	where	Italian	painters	painted	al	fresco	with	water-
based	paint	on	freshly	plastered	walls.	The	Dutch	painters	obtained	their	linseed



oil	and	their	linen	and	hemp	canvas	from	the	Navy	and	merchant	marine,	where
these	materials	were	used	in	the	treatment	of	wood	and	in	the	production	of	sails.
In	the	1600s	Delft	took	over	from	Florence	as	Europe's	foremost	manufacturer	of
glass	for	scientific	uses.	As	mentioned,	handheld	lenses	were	used	in	the	textile
industry,	 but	 the	 lens	manufacturers	 also	 found	 other	 fields	 of	 use.	 The	Navy
needed	 binoculars	 and	 telescopes,	 and	 some	 of	 the	 glass	 lens	 manufacturers
started	 producing	 microscopes.	 Sometimes	 these	 microscope	 producers
themselves	 became	 scientists,	 describing	 the	 new	 world	 revealed	 by	 the
microscopes.	 Delft's	 great	 microscope	 manufacturer	 and	 scientist,	 Antoni	 van
Leeuwenhoek	 (1632-1723),	 created	 a	 synergy	 between	 textile	 industry,
microscope	production	and	natural	science,	focused	around	the	glass	lenses.	To
register	his	findings,	he	employed	artists	as	illustrators.	The	painter	Jan	Vermeer
(1632-75),	 who	 lived	 right	 around	 the	 corner	 from	 van	 Leeuwenhoek,	 started
using	 a	 sort	 of	 primitive	 camera	 with	 glass	 lenses,	 a	 camera	 obscura,	 in	 his
painting.	A	recent	movie	about	Vermeer	shows	this.25	The	links	between	art	and
science	 are	 strengthened	 when	 Vermeer,	 before	 his	 death,	 named	 van
Leeuwenhoek	as	executor	of	his	will.

Another	 result	 of	 the	Navy's	operations	was	 the	need	 for	maps.	These	maps
have	 a	 conspicuous	 place	 in	 many	 of	 Vermeer's	 paintings;	 indeed,	 one	 of	 his
biographers	 comments	 on	 his	 `map	mania'.	 In	 Italy,	 maps	 had	 generally	 been
produced	 as	 woodcuts.	 Now	 the	 Dutch	 started	 producing	 copperplate
engravings.	 Copper	 and	 brass	 were	 materials	 used	 both	 to	 produce	 the	 Navy
binoculars	and	the	scientific	microscopes,	 thus	creating	one	more	 link	between
science,	art	and	naval	warfare.	Another	Dutchman,	also	born	in	1632,	who	also
started	his	career	as	a	glass	lens	producer	was	Baruch	Spinoza,	the	philosopher.
Figure	 5	 illustrates	 the	 `national	 innovation	 system'	 that	 people	 could	 observe
when	visiting	Holland	in	the	period	immediately	following	the	Thirty	Years	War.
Knowledge	 developed	 in	 one	 sector	 would	 `jump'	 to	 apparently	 unconnected
sectors,	proving	 the	point	 that	new	knowledge	 is	created	by	 linking	previously
unconnected	 facts	 or	 events.	Diversity	 per	 se	 came	 to	 be	 understood	 as	 a	 key
ingredient	 in	 economic	 growth,	 and	 this	 diversity	 was	 not	 to	 be	 found	 in
agricultural	 communities	 where	 people	 tended	 to	 produce	 the	 same	 things.26
This	 has	 been	 recognized	 as	 one	 of	 the	 problems	 of	 areas	 producing	 raw
materials:	they	have	little	to	trade	between	them.



Figure	5	Delft,	Holland,	1650s:	an	innovation	system	based	on	diversity

The	Netherlands	at	this	time	was	a	laboratory	where	it	was	possible	to	observe
the	 mechanics	 of	 economic	 development.	 To	 the	 contemporary	 observers	 it
seemed	 clear	 that	 innovations	 and	 affluence	 were	 the	 results	 of	 the	 many
windows	of	opportunities	for	invention	outside	agriculture,	the	falling	unit	costs
of	production	and	the	increasing	returns	found	in	urban	city	activities,	the	extent
of	division	of	labour	and	the	many	different	professions	creating	affluence	as	a
product	of	 synergies.	Based	on	observation	of	 the	 same	phenomena	 in	Venice,
Serra	 describes	 these	 three	 principles	 clearly	 in	 his	work	 of	 1613,	 adding	 that
`one	 factor	 gives	 strength	 to	 the	 other';	 in	 other	 words	 he	 describes	 a	 self-
catalysing	system	of	economic	growth.	Serra	also	includes	a	chapter	on	the	kind
of	economic	policy	a	state	needs	to	create	wealth	based	on	this	type	of	system.	It
is	as	if	these	theorists	said:	if	you	wish	to	estimate	the	wealth	of	a	city,	count	the
number	 of	 professions	 found	 within	 its	 walls.	 The	 larger	 the	 number	 of
professions,	 the	wealthier	 the	 city.	 The	 diversity	 of	 economic	 activities	 was	 a
goal	in	itself	that	made	it	possible	for	new	knowledge	to	`jump'	from	one	sector
to	 the	 other	 as	we	 have	 observed	 in	 Figure	 5.	 These	 theoretical	 developments
continued	the	tradition	of	Brunetto	Latini's	thirteenth-century	ben	commune,	or



common	weal.

The	 goal	 for	 economic	 policy	 thus	 became	 the	 emulation	 of	 the	 economic
structure	 found	 in	 Venice	 and	 in	 Holland,	 the	 bringing	 together	 of	 as	 many
diverse	 professions	 as	 possible,	 all	 subject	 to	 increasing	 returns	 and
technological	 change.	Copying	 the	 economic	policies	of	Venice	 and	 the	Dutch
Republic	 was	 never	 an	 issue.	 Economists	 at	 the	 time	 understood	 that	 their
economic	 structures	 had	 come	 into	 being	 as	 a	 result	 of	 a	 strategic	 geographic
position	for	maritime	purposes,	and	the	scarcity	of	arable	 land.	In	other	words,
the	 development	 strategy	 of	 Europe	 became	 one	 of	 benchmarking	 and
emulation.	 Appendix	 V	 sets	 out	 the	 nine-point	 strategy	 of	 another	 German
economist	 of	 the	 same	 century	 as	 Seckendorff,	 Philipp	Wilhelm	 von	 Hornigk
(1638-1712),	 the	 principles	 that	 had	 to	 be	 followed	 by	 the	 laggard	 German-
speaking	 states	 in	 order	 to	 emulate	 the	 economic	 structures	 of	 rich	 European
countries.	It	is	worth	noticing	that	this	strategy	was	directed	primarily	at	Austria
and	first	published	 in	1684,	only	one	year	after	 the	 last	siege	of	Vienna	by	 the
Turks.	Hornigk's	book	went	 through	 sixteen	editions	and	 remained	 in	print	 for
more	than	a	hundred	years.	The	edition	published	on	the	hundredth	anniversary
of	the	book,	in	1784,	reiterated	its	importance	in	creating	the	economic	success
of	 Austria.	 Typically,	 this	 is	 not	 a	 book	 mentioned	 in	 standard	 histories	 of
economic	thought.

Very	early	on	we	find	the	observation	that	a	proximity	to	cities	also	improves
agricultural	practices.	According	to	Botero:	`The	Dutch	sheep	produce	three	or
four	lambs	at	a	time,	and	the	cows	often	two	calves;	the	cows	produce	so	much
milk	 that	 one	 who	 has	 not	 seen	 it	 would	 not	 believe	 it.'27	 However,	 the	 key
importance	of	the	synergies	between	cities	and	countryside	-	 the	argument	 that
only	 farmers	 sharing	 a	 labour	 market	 with	 a	 manufacturing	 city	 could	 ever
achieve	wealth	-	only	rose	to	real	prominence	during	the	Enlightenment.

Josiah	 Child	 (1630-99),	 a	 governor	 of	 the	 British	 East	 India	 Company,
encapsulates	the	attitude	to	worlds	emulating	economic	policy	by	arguing,	`If	we
intend	to	have	the	Trade	of	the	World,	we	must	imitate	the	Dutch,	who	make	the
worst	 as	well	 as	 the	best	of	 all	manufactures,	 that	we	may	be	 in	 a	 capacity	of
serving	 all	Markets,	 and	 all	 Humours'.	 Similarly,	 Child	 opens	 his	 1668	 book,
Brief	Observations	Concerning	Trade	and	Interest	of	Money,	with	a	comment	on
`the	prodigious	increase	of	the	Netherlanders'	which	is	`the	envy	of	the	present
and	may	be	the	wonder	of	all	future	generations'.	`And	yet,'	he	adds,	`the	means



whereby	they	have	thus	advanced	themselves,	are	sufficiently	obvious,	and	in	a
great	 measure	 imitable	 by	 most	 other	 nations	 ...,	 which	 I	 shall	 endeavour	 to
demonstrate	 in	 the	 following	 discourse'.	 What	 was	 obvious	 to	 Josiah	 Child,
however,	has	been	lost	to	standard	textbook	economics.

The	Germans	were	also	aware	 that,	at	 least	 in	 the	short	 term,	 they	could	not
emulate	 the	 more	 democratic	 political	 system	 of	 the	 Netherlands	 or	 Venice.
There	was	a	clear	connection	between	the	economic	structure	of	a	state	and	its
political	structure.29	In	the	short	term	Germany	had	to	live	with	the	rulers	it	had.
The	 way	 to	 develop	 the	 country	 was	 to	 convince	 the	 rulers	 to	 change	 their
economic	policy,	which	 in	 turn	 -	 in	 the	 long	 term	 -	would	change	 the	 form	of
government	in	a	more	democratic	direction.	The	despotism	of	the	rulers	was	to
develop	into	what	Wilhelm	Roscher	later	called	an	enlightened	despotism	(1868)
and	philosophers	and	economists,	 from	around	1648,	slowly	worked	 to	change
the	perception	of	the	rulers	as	to	what	constituted	a	successful	kingdom.

Seckendorff	was	an	early	proponent	of	this	school	of	economists	and	political
writers	who	were	to	dominate	Europe	in	the	next	century,	writers	who	convinced
the	 kings	 and	 rulers	 that	 their	 right	 to	 rule	 a	 country	 also	 entailed	 a	 duty	 to
develop	 the	 state.	 These	 were	 the	 first	 developmental	 states,	 predecessors	 of
Korea	 and	 Taiwan	 in	 the	 late	 twentieth	 century.	 The	 enlightened	 ruler	 -	 the
`philosopherking'	 in	 Christian	 Wolff's	 terms	 -	 was	 in	 charge	 of	 this
'developmental	 dictatorship',	 and	 the	 role	 of	 the	 economists	 following
Seckendorff	was	to	advise,	assist,	guide,	correct,	flatter	and	cajole	the	rulers	into
doing	 their	 jobs	 properly.	 Many	 economists	 also	 acted	 as	 one-man	 research
councils	and	entrepreneurs	of	last	resort	for	the	kings,	activities	 that	 frequently
got	them	into	financial	trouble.	The	logic	that	emerged	was	`the	better	the	ruler,
the	wealthier	the	people'.	Instead	of	judging	his	success	by	his	own	wealth,	the
ruler's	success	was	to	be	based	on	the	wealth	and	happiness	of	his	people.

The	 first	professor	of	 economics	 in	 the	world	was	Simon	Peter	Gasser,	who
received	his	chair	of	`Economics,	Policy	and	Cameral	Sciences'	at	the	University
of	 Halle,	 Germany,	 in	 1727.	 Almost	 one	 hundred	 years	 would	 pass	 before
England	got	her	first	professorship	in	economics	(Adam	Smith	was	a	professor
of	moral	philosophy).	The	first	economics	 textbook	written	by	 the	world's	 first
professor	 of	 economics,	 Introduction	 to	 the	 Economic,	 Political	 and	 Cameral
Sciences,	starts	out	with	a	poem	written	by	Seckendorff,	which	describes	the	old
ideals	of	a	king	to	be	an	able	hunter,	horseman	and	fencer,	and	then	goes	on	to



describe	the	modern	king	whose	success	is	measured	by	the	welfare	and	justice
found	in	his	realm.3o

Ireland	learning	from	the	past

In	July	1980	Wilhelm	Roscher's	`enlightened	despotism'	came	to	my	mind.	After
finishing	my	Ph.D.	 I	 had	 landed	my	 first	 job	 in	 an	American	 consulting	 firm,
Telesis.	At	 the	 start	 of	my	 first	 assignment	 I	 found	myself,	 in	 the	 company	of
Telesis's	managing	 director,	 in	 Irish	 Prime	Minister	 Charles	 Haughey's	 office.
Just	the	three	of	us.	The	assignment	was	to	evaluate	Irish	industrial	policy	after
the	 Second	World	War	 and	 to	 make	 recommendations	 for	 the	 future,	 and	 we
were	to	report	directly	to	the	Prime	Minister's	office.

Haughey,	 who	 was	 an	 accountant	 by	 profession,	 had	 made	 the	 following
statement	to	the	Irish	nation	on	9	January	of	the	same	year:

I	wish	to	talk	to	you	this	evening	about	the	state	of	the	nation's	affairs	and
the	 picture	 I	 have	 to	 paint	 is	 not,	 unfortunately,	 a	 very	 cheerful	 one.	 The
figures	which	are	 just	now	becoming	available	 to	us	show	one	 thing	very
clearly.	As	a	community	we	are	 living	way	beyond	our	means	 ...	we	have
been	living	at	a	rate	which	is	simply	not	justifiable	by	the	amount	of	goods
and	 services	we	 are	 producing.	 To	make	 up	 the	 difference	we	 have	 been
borrowing	 enormous	 amounts	 of	 money,	 borrowing	 at	 a	 rate	 which	 just
cannot	continue.	A	few	simple	figures	will	make	this	very	clear	...	we	will
just	have	to	reorganize	government	spending	so	that	we	can	only	undertake
those	things	we	can	afford.

Ireland	had	joined	the	European	Community	in	1973,	and	massive	EC	funds	had
floated	 into	 its	agricultural	sector.	However,	 this	had	created	over-capacity	and
highly	 indebted	 farmers	 in	 a	 very	 difficult	 market.	 My	 recollection	 of	 the
meeting	 is	 that	Haughey	had	a	vision:	 `Out	 there	 is	a	new	 technology	coming,
and	I	want	you	to	help	Ireland	be	number	one	in	that	technology'.	Haughey	was
referring	to	information	technology	and	his	vision	was	one	of	emulating	the	rich
countries,	of	catching	up	with	them	and	forging	ahead	with	the	new	technology.	I
was	 the	only	economist	on	 the	 team	in	Ireland,	and	our	advice	was	 later	made
along	the	lines	of	business	analysis.3'

Today,	Haughey	 is	 credited	with	 the	 extremely	 successful	 transformation	 of



the	 Irish	 economy	 from	 the	 1980s	 onwards,	 based	 on	 an	 early	 move	 into
information	 technology.	After	 a	while	 real	wages	 in	 Ireland	 surpassed	 the	 real
wages	 in	 England,	 the	 old	 colonial	 master.	 With	 his	 vision	 and	 leadership,
Haughey	 had	 played	 the	 same	 role	 as	 the	 enlightened	 despots	 of	 eighteenth-
century	Europe.

Much	 of	 the	 year	 following	my	 initial	 meeting	with	 Haughey	was	 spent	 in
Dublin.	From	my	Irish	colleagues	and	from	Trinity	College	Library	I	learned	of
Ireland's	industrial	past.	In	the	late	1600s,	Ireland	-	a	British	colony	-	was	about
to	 take	 the	 lead	 in	 the	most	 important	 industry	 of	 the	 time,	 the	 production	 of
woollen	 cloth.	 A	 flow	 of	 skilled	 Catholic	 immigrants	 from	 the	 Continent	 had
contributed	 to	 this	 development.	 English	 producers	 of	woollen	 cloth	 -	who	 in
their	 turn	were	 fighting	 a	winning	 battle	with	 the	wool	 industry	 of	 Florence	 -
could	 not	 afford	 to	 lose	 her	 competitive	 edge	 to	 the	 Irish.	 They	 successfully
petitioned	the	English	king	to	prohibit	all	exports	of	woollen	cloth	from	Ireland
from	1699.

This	 was	 before	 Ricardo's	 trade	 theory,	 so	 everyone	 knew	 that	 killing	 the
manufacturing	sector	and	forcing	the	Irish	to	send	their	raw	wool	to	England	was
tantamount	 to	 reducing	 the	 country	 to	 poverty.	 Such	 practices	 were	 normally
defended	by	reference	to	the	fact	that	all	European	powers	did	the	same	to	their
colonies.	We	 have	 already	 referred	 to	 the	 English	 economist	 John	 Cary	 who
discussed	the	wisdom	of	`free	trade	and	the	death	penalty	for	the	export	of	raw
materials'.	 The	 same	 John	 Cary	 was	 engaged	 in	 stopping	 the	 Irish	 export	 of
woollen	products.	His	argument	was	based	on	the	economic	metaphor	in	use	at
the	time,	that	of	the	human	body.	Cary	argued	that	England	was	the	head	of	the
body	of	the	Commonwealth,	while	Ireland	was	a	peripheral	limb.	When	conflicts
arose	 within	 the	 body	 of	 the	 common	 weal,	 the	 interests	 of	 the	 head	 had	 to
prevail.	This	 of	 course	 caused	bitter	 resentment	 in	 Ireland,	where	 the	Dean	 of
Trinity	 College,	 John	 HelyHutchinson	 (1724-94),	 wrote	 a	 book	 on	 how	 the
commercial	 restraints	 of	 Ireland	 from	 1699	 had	 reduced	 her	 to	 poverty	 (The
Commercial	Restraints	of	 Ireland	Considered	 in	a	Series	of	Letters	 to	 a	Noble
Lord).	The	book,	published	anonymously,	was	condemned	 to	be	burned	by	 the
common	hangman	for	its	seditious	doctrines.	It	was	the	last	book	in	England	to
suffer	this	fate.

In	 nineteenth-century	 America,	 Irish	 immigrant	 workers	 were	 keenly
supporting	 the	 `American	System	of	Manufactures',	 the	 protective	 system	 that



allowed	the	country	to	industrialize.	They	remembered	that	Ireland	had	had	her
industry	stolen	from	her,	and	did	not	want	their	new	country	to	be	subject	to	the
same	 treatment	 by	 England	 (who	 vehemently	 protested	 against	 American
industrialization	 for	 more	 than	 a	 hundred	 years).	 The	 situation	 was	 a	 bit	 like
prohibiting	Silicon	Valley	from	exporting	electronics	during	the	1990s.	In	1699
Ireland	had	been	prevented	from	emulating;	in	1980	the	country	had	its	revenge
when	it	embarked	on	a	strategy	to	conquer	what	would	become	the	dominating
world	 technology	 for	 future	 decades	 -	 information	 technology.	 This	 would
produce	a	productivity	explosion	that	was	to	catapult	national	wage	levels	above
that	of	the	former	colonial	power.	Maybe	I	am	attributing	too	much	importance
to	 this,	 but	 there	 is	 almost	 an	 epic	 quality	 in	 the	 contrast	 between	 colonial
Ireland	 in	 1699	being	prohibited	 from	using	 the	most	 important	 technology	of
that	 time	 -	 for	 the	 production	 of	woollen	 cloth	 -	 for	 export,	 and	 its	 vindictive
success	 300	 years	 later	 in	 the	 technology	 of	 our	 own	 time	 -	 information
technology.

	



It	is	known	that	primitive	nations	do	not	improve	their	customs	and	habits,
later	to	find	useful	industries,	but	the	other	way	around.

Johann	Jacob	Meyen,	German	economist,	1769

The	bourgeoisie,	by	the	rapid	improvement	of	all	instruments	of	production,
by	the	immensely	facilitated	means	of	communication,	draws	all,	even	the
most	barbarian,	nations	into	civilization.

Karl	Marx	and	Friedrich	Engels,	The	Communist
Manifesto,	1848

Globalization	 -	 as	 it	 is	 interpreted	 by	 the	 Washington	 institutions,	 the	 World
Bank	and	the	IMF	-	is	in	practice	a	very	rapid	economic	integration	of	rich	and
poor	countries	both	as	regards	trade	and	investments.	There	are	many	arguments
for	 such	 free	 trade	 and	 integration;	 some	 of	 them	 are	 cultural,	 such	 as	 the
observation	 that	 free	 trade	 creates	 contacts	 and	 understanding	 among	 different
nations	and	cultures,	but	most	of	 them	are	of	an	economic	nature.	 If	 increased
economic	 integration	 is	 done	 in	 the	 right	way	 and	 at	 the	 right	 pace,	 it	 has	 the
potential	 to	make	 everyone	 -	 rich	 and	poor	 countries	 alike	 -	 economically	 and
socially	better	off.	The	problem	lies	in	the	timing.

The	best	arguments	both	for	and	against	globalization	are	 to	be	found	 in	 the
sphere	 of	 production.	One	 important	 argument	 is	 that	 the	 production	 of	 goods
and	 services	 often	 takes	 place	 under	 considerable	 increasing	 returns	 to	 scale
(economies	 of	 scale):	 the	 bigger	 the	market	 and	 the	more	 units	 produced,	 the
cheaper	it	is	to	produce	the	goods	and	services	we	consume.	There	is	enormous
potential	here	for	increasing	the	welfare	of	all.	To	build	a	plant	that	produces	a



life-saving	medicine	costs	hundreds	of	millions	of	dollars.	The	larger	the	volume
of	 sales	 over	 which	 this	 fixed	 cost	 can	 be	 distributed,	 the	 less	 expensive	 it
becomes	to	treat	each	patient	with	the	drug.

Another	powerful	reason	for	free	trade	is	technological	change	and	innovation,
a	product	of	the	continuous	development	of	new	knowledge.	In	a	larger	market
the	costs	of	innovation	and	technical	change	may	be	distributed	among	a	greater
number	 of	 consumers,	 and	 the	 innovations	 and	 improvements	 will	 potentially
reach	each	individual	world	citizen	more	quickly	and	cheaply.	More	innovations
are	possible	in	bigger	markets.	Had	Thomas	Edison	and	Bill	Gates	only	operated
in	a	 small	market	 -	 say	 Iceland,	with	 less	 than	300,000	 inhabitants	 -	 this	book
would	probably	have	been	produced	with	light	from	a	kerosene	lamp	and	with	a
much	simpler	writing	technology.

A	 third	argument	 is	 synergies	and	cluster	 effects.	Not	only	does	knowledge-
creation	 thrive	 better	 where	 more	 companies	 -	 both	 complementary	 and
competing	 -	 work	 together	 in	 networks;	 as	 we	 saw	 in	 the	 case	 of	 the
Netherlands,	 important	 synergies	 also	 exist	 between	 firms	 and	 activities	 in	 the
most	diverse	fields.	Historically	the	most	important	synergy	effect	has	been	the
one	between	manufacturing	and	agriculture.	 In	a	global	economy	each	country
will	be	able	 to	develop	 its	own	specific	clusters	 (other	 terms	are	 `development
blocks'	 and	 `growth	 poles'),	 where	 companies	with	 complementary	 skills	may
thrive	 and	 grow	 in	 ways	 they	 could	 not	 manage	 alone.	 Also	 here,	 the	 larger
markets	 created	 through	 economic	 integration	 will	 enable	 a	 larger	 division	 of
labour,	more	specialization	and	increased	knowledge.

All	 these	arguments	carry	with	 them	potentially	great	gains	 for	every	one	of
us,	both	in	our	roles	as	producers	and	as	consumers.	Creating	opportunities	 for
increased	wages	 and	 new	 and/or	 cheaper	 goods	 and	 services,	 this	 set	 of	 three
factors	is	responsible	for	the	spectacular	wealth	of	some	countries.

These	 same	 factors	 -	 scale,	 technical	 change	 and	 synergies	 -	work	 together,
reinforcing	 each	 other	 in	mutual	 interdependence.	 Although	 they	 are	 different
theoretical	phenomena,	increasing	returns	to	scale	and	technological	progress	are
often	 very	 difficult	 to	 separate	 in	 practice.'	 It	 is	 impossible	 to	 recreate	 the
technology	used	in	today's	car	production	in	the	small-scale	car	production	of	a
hundred	years	ago.	The	enormous	productivity	increase	Henry	Ford	achieved	in
car	production	was	totally	dependent	on	the	huge	volume	of	vehicles	built.	Ford



understood	 that	 in	 order	 to	make	money	 he	 had	 to	 produce	 so	many	 cars	 that
normal	people	-	like	his	own	workers	-	could	afford	to	buy	them.	He	solved	this
in	a	simple	way.	One	day	in	January	1914	he	doubled	the	wages	of	his	factory
workers	to	$5	a	day.	This	not	only	provided	him	with	workers	with	purchasing
power;	 given	 the	 monotonous	 nature	 of	 the	 assembly	 line	 work,	 it	 also
established	 a	more	 stable	workforce.	 The	 key	 point	 here,	 however,	 is	 that	 the
barriers	to	entry	created	by	the	combination	of	technical	change	(innovation)	and
economies	of	scale	 (increasing	 returns)	made	possible	a	huge	 jump	 in	nominal
wages	 in	 this	 particular	 industry,	 while,	 at	 the	 same	 time,	 the	 price	 of	 cars
continued	to	fall.

Very	 often	 technological	 change	 requires	 increasing	 returns	 created	 by
standardization	-	from	that	of	 the	weights	and	measures	of	medieval	city-states
to	 that	 of	 railway	gauges	 and	 technical	 standards	 for	mobile	 telephones	 today.
Such	standardization	is	also	a	condition	for	network	effects	that	create	a	type	of
increasing	 returns	 (the	 larger	 the	 number	 of	 users,	 the	 larger	 the	 potential
benefits	 for	 the	 individual	 user).	 Using	 the	 telephone	 as	 an	 example	 of	 a
network,	 a	 single	 owner	 of	 a	 phone	 connection	 will	 have	 no	 use	 for	 this
invention	until	there	is	at	least	one	other	subscriber	to	talk	to.	The	usefulness	of
the	network	increases	with	its	size.	Economies	of	scale	(including	economies	of
scope	and	network	effects)	all	depend	on	 synergies	 created	 in	 such	 systems	of
networks.	Universities	 are	 also	 an	 important	 part	 of	 such	 innovatory	 systems.
The	 learning	 processes	 found	 at	 the	 point	 at	 which	 innovation,	 increasing
returns,	 and	 synergy/cluster	 effects	 intersect	 and	 work	 together	 form	 the	 very
essence	 of	 the	 economic	 development	 that	 has	 created	 wealth	 and	 welfare	 in
large	 parts	 of	 the	world.	Today	 this	 idea	 is	 expressed	 in	 the	 notion	 of	 a	 triple
helix,	found	in	the	nexus	between	industry,	government	and	the	university	sector.

From	a	historical	standpoint,	 these	three	factors	have	long	been	at	work,	and
their	 importance	 has	 also	 long	 been	 recognized.	 The	 history	 of	 humankind	 is
marked	 by	 increasing	 productivity,	 and	 increasing	 standards	 of	 living	 have
required	 ever-increasing	 markets.	 We	 can	 identify	 the	 idea	 of	 systemic
increasing	returns	in	the	works	of	the	philosopher	Xenophon,	living	around	400
BC.	 In	 1613,	 Italian	 economist	 Antonio	 Serra,	 whom	 we	 have	 previously
mentioned,	 grouped	 together	 increasing	 returns,	 synergies	 and	 enlightened
government	policy	as	the	characteristics	distinguishing	the	few	rich	city-states	of
Europe	from	the	surrounding	poverty.	This	type	of	theory	-	where	the	choice	of



economic	 activity	 determined	wealth	 -	 dominated	 economic	 policy	 for	 a	 very
long	time.	The	choice	of	profession	would	determine	the	wealth	of	a	society	in
much	the	same	way	that	it	would	determine	the	wealth	of	an	individual.

Towards	the	end	of	the	nineteenth	century,	American	and	German	economists
described	 the	 history	 of	 humankind	 as	 a	 process	 that	 also	 involved	 a
development	 towards	 ever	 larger	 economic	 units.	 This	 was	 the	 geographical
corollary	of	the	stage	theories	discussed	earlier.	A	short	version	of	the	story	goes
like	 this:	 In	 the	 beginning	 human	 beings	 lived	 in	 family-like	 clans,	 organized
around	 reciprocal	 work	 rather	 than	 markets.	 Income	 distribution	 took	 place
largely	as	it	does	in	the	refrigerator	of	a	normal	nuclear	family	today,	according
to	need.	When	someone	married	and	a	new	house	was	needed,	the	whole	group
worked	for	free.	Next	time	it	was	perhaps	your	own	turn	to	need	these	services,
and	 the	 others	 would	 turn	 up	 for	 work.	 For	 a	 group	 of	 people	 spending	 their
whole	lives	together,	such	reciprocity	enabled	a	satisfactory	income	distribution
without	markets.	In	this	setting,	market	transactions	would	seem	as	alien	as	the
idea	of	a	mother	selling	her	milk	to	her	own	baby	would	today.

Long-distance	 trade	 and	 larger	 villages	 slowly	 created	 the	 emergence	 of	 the
city-state	and	qualitative	changes	in	human	society.	Longer	distances,	increasing
professional	 specializations	 (division	 of	 labour)	 and	 greater	 geographical
mobility	 all	 led	 to	 a	 gradual	 breakdown	 of	 the	 old	 systems	 of	 reciprocity:
markets	appeared,	first	probably	as	sites	of	gift	exchange	between	tribes,	then	as
mechanisms	 of	 barter	 with	 established	 ratios	 of	 value	 ('a	 sheep	 for	 a	 sack	 of
potatoes'),	then	as	a	monetarized	economy.	Economic	anthropologists	emphasize
that	 trade	 first	 appeared	between	clans	 and	 tribes,	 not	between	 individuals.	As
already	 noted,	 in	 thirteenth-century	Europe	 it	 was	 clear	 that	 the	wealth	 of	 the
cities	as	opposed	 to	 the	poverty	of	 the	countryside	was	 the	 result	of	 synergies.
`The	common	weal'	-	it	ben	commune	-	was	responsible	for	the	wealth.

The	 next	 step	 was	 the	 emergence	 of	 the	 nation-state.	 The	 builders	 of	 the
nation-state	sought	to	extend	the	same	synergies	that	were	found	in	the	cities	to	a
larger	 geographical	 area.	 Infrastructure	 -	 massive	 resources	 for	 roads,	 canals,
ports	and	later	railways	and	telephone	lines	-	were	key	investments	in	the	project
of	nation-building.	The	joint	economic	and	political	project	that	built	the	nation-
states	was	called	mercantilism.2

As	nation-states	developed,	 the	most	 successful	 city-states	 -	 like	Venice	 and



the	Dutch	 cities	 -	were	 apparently	 left	 behind	 in	 decline	 and	growing	poverty,
both	relatively	and	absolutely.	Economists	at	the	time	clearly	saw	how	political
units	 which	 did	 not	 follow	 in	 the	 race	 towards	 larger	 internal	 markets	 would
inevitably	be	left	behind	economically.	Much	later	-	about	a	hundred	years	ago	-
it	 was	 already	 clear	 to	 economists	 who	 looked	 at	 the	 historical	 relationship
between	 technology	and	geography	 that	 the	next	 techno-economic	stage	would
be	 the	 global	 economy.	 As	 in	 previous	 transitions,	 they	 noted,	 the	 financial
sector	would	be	the	first	to	operate	in	the	larger	geographical	unit.

If	this	is	the	essence	of	the	history	of	humankind	as	it	relates	to	geography	and
technology,	if	there	are	so	many	economic	mechanisms	that	will	enable	greater
welfare	 in	 larger	 geographical	 units,	 if	 there	 even	 seems	 to	 be	 an	 iron	 law	 of
increasing	size	of	human	societies	that	points	to	its	inevitability,	how	can	anyone
in	their	right	mind	be	against	increased	free	trade	and	globalization?

A	 key	 point	 here	 is	 that	 the	 champions	 of	 globalization	 do	 not	 base	 their
arguments	 on	 the	 type	 of	 reasoning	 above.	 Their	 analysis	 and	 their
recommendations	 are	 based	 on	 static	 theoretical	 arguments	 which	 are	 totally
devoid	of	any	historical	analysis,	where	technological	change,	increasing	returns,
and	 synergies	 are	 all	 absent.	 Their	 analysis	 is	 based	 on	Ricardo's	 trade	 theory
(see	Appendix	I),	which	recommends	that	a	nation	should	specialize	where	it	is
most	 effective	 compared	 to	 other	 nations,	 and	 shows	 that	 this	 type	 of
specialization	leads	to	a	gain	in	total	welfare.	Adam	Smith	constructed	the	first
step	that	made	Ricardo's	trade	theory	possible,	by	reducing	all	human	economic
activity	-	be	it	production	or	trade	-	into	labour	hours	devoid	of	any	qualitative
aspects.	Ricardo's	theory	builds	on	this	barter-based	view	of	society	-	of	Smith's
metaphor	 of	 bartering	 dogs	 exchanging	 labour	 hours	 -	 that	 we	 have	 already
discussed.	The	key	economic	factors	discussed	above	are	endogenous,	 they	are
not	part	of	the	mainstream	trade	theory	which	is	the	basis	of	our	present	world
economic	 order,	 the	 ideas	 on	 which	 the	 IMF	 and	 the	World	 Bank	 base	 their
theories.	More	sophisticated	models	exist,	but	they	do	not	influence	policy.

There	is	nothing	in	Ricardo's	theoretical	construct	to	distinguish	a	Stone	Age
labour	 hour	 from	 a	 Silicon	Valley	 labour	 hour.	 Since	 full	 employment	 is	 also
secured,	 international	 trade	 theory	 (as	 it	 is	 practised	 today)	 can	 proudly
announce	 that	 free	 trade	 between	 a	 Silicon	 Valley	 and	 a	 newly	 discovered
Neolithic	 tribe	 in	 the	 Amazon	 will	 produce	 the	 economic	 harmony	 of	 wage
equalization	 (factor-price	 equalization).	 International	 trade	 is	 extremely



important	for	wealth	creation,	but	not	for	the	reason	given	by	Ricardo.	His	static
gains	 (see	Appendix	 I)	 are	 completely	 dwarfed	 by	 the	 dynamic	 gains	 that	 are
possible.	However,	 international	 trade	 also	makes	 possible	 important	 dynamic
losses	of	wealth.	In	wealthy	developed	countries	Ricardo	is	simply	right	for	the
wrong	reason.	In	poor	countries,	where	the	factors	for	creating	wealth	are	absent,
Ricardo	is	wrong	in	a	way	which	keeps	them	poor.

It	 should	 be	 noted	 that	 today's	 capitalist	 society	 -	 that	 essentially	 sees
economic	 growth	 as	 originating	 in	 adding	 capital	 to	 labour	 -	 employs	 a	 trade
theory	based	on	 the	 labour	 theory	of	value	 that	otherwise	only	 survived	 in	 the
communist	ideology.	Capitalist	trade	theory	describes	production	that	takes	place
in	the	absence	of	capital.	We	are	therefore	returning	to	the	confusion	created	by
the	 common	 origins	 of	 Cold	 War	 capitalism	 and	 communism	 in	 Ricardian
economics,	 an	 issue	 discussed	 earlier.	 In	 total	 contradiction	 to	 how	 capitalist
society	 explains	 growth,	 the	 trade	 theory	 with	 which	 capitalism	 controls	 the
world	 has	 no	 role	 for	 capital.	 This	 is	 an	 example	 of	 the	 assumption-juggling
towards	 ends	 that	 ultimately	 become	 political	 which	 is	 a	 core	 feature	 of
mainstream	economics.	Simply	assuming	 that	different	economic	activities	can
at	 any	 time	 profitably	 absorb	 very	 different	 amounts	 of	 capital	 is	 sufficient	 to
invalidate	and	demolish	the	whole	structure	on	which	the	world	economy	rests.
This	highlights	the	crucial	importance	of	what	Nobel	Laureate	James	Buchanan
refers	to	as	the	`equality	assumption'	in	economics.'	This	is	the	most	important,
although	 probably	 least	 discussed,	 assumption	 in	 the	 profession.	 If	 economic
activities	are	all	qualitatively	different,	 standard	 textbook	economics	collapses.
In	 standard	 theory,	 `perfect	 information'	 and	 `perfect	 competition'	 solve	 this
problem	 by	 instantly	 and	 at	 no	 cost	 converting	 Stone	 Age	 society	 to	 Silicon
Valley	 society.	But,	 to	quote	Richard	Nelson,	 the	much	 respected	evolutionary
economist,	`that	ain't	the	way	it	works'.

If	 we	 include	 increasing	 returns,	 effects	 of	 technology	 and	 learning	 and
synergy	 effects,	 we	 can	 develop	 much	 stronger	 arguments	 in	 favour	 of
globalization,	 but	 also	 strong	 arguments	 against	 it	 as	 it	 now	 affects	 the	 poor
periphery.	 The	 factors	we	 have	 analysed	 here	 allow	 for	 a	 theory	 of	 economic
development,	 but	 also	 an	 explanation	 as	 to	 why	 this	 economic	 growth	 is	 so
unevenly	distributed	among	nations.	The	zealots	of	globalization	use	arguments
that	are	static	and	largely	divorced	from	the	dynamics	of	how	economic	growth
actually	 takes	 place.	 By	 bringing	 in	 new	 and	 dynamic	 factors,	 we	 have	 the



building	blocks	for	a	theory	in	which	globalization	-	if	it	is	implemented	in	the
wrong	 sequence	 -	 will	 lead	 to	 a	 situation	 where	 some	 countries	 specialize	 in
being	rich,	while	other	countries	specialize	in	staying	poor.

Increasing	returns	and	their	absence

Not	 all	 products	 and	 services	 are	 produced	 under	 increasing	 returns	 as
production	expands.	The	first	copy	of	a	Microsoft	product	may	cost	$100	million
to	produce,	copies	number	two	to	200	million	-	if	distributed	electronically	-	may
cost	only	a	few	cents	or	 less	 to	produce	and	distribute.	High	fixed	costs	create
important	 economies	 of	 scale	 or	 increasing	 returns.	 This,	 in	 turn,	 creates	 very
high	 barriers	 to	 entry	 for	 competitors,	 and	 leads	 to	 an	 oligopolistic	 market
structure	 far	 removed	 from	 the	 standard	 assumptions	 of	 economic	 theory.
Companies	with	such	cost	structures	are	very	difficult	to	compete	against.

A	person	making	a	living	as	a	house	painter	faces	a	very	different	reality.	Once
he	has	learned	his	profession,	he	will	not	be	able	to	paint	house	number	two	any
faster	than	he	painted	house	number	one.	His	fixed	costs	-	a	ladder	and	brushes	-
will	 not	 add	 up	 to	 much.	 His	 low	 fixed	 costs	 make	 him	 an	 easy	 target	 for
competition.	 The	 house	 painter	 will	 face	 competition	 from	 cheap	 labour,
sometimes	 illegal.	 This	 is	 a	 problem	Microsoft	 and	Bill	Gates	 do	 not	 have	 to
face.	 Independently	 of	 technology,	 increasing	 returns	 on	 the	 one	 hand	 and	 the
lack	 of	 increasing	 returns	 on	 the	 other	 are	 an	 important	 reason	why	 no	 house
painter	can	approach	the	income	level	of	Bill	Gates.

Countries	specializing	in	supplying	raw	materials	to	the	rest	of	the	world	will
sooner	 or	 later	 reach	 the	 point	 where	 diminishing	 returns	 set	 in.	 The	 law	 of
diminishing	returns	essentially	says	that	when	one	factor	of	production	has	been
produced	by	nature	-	as	in	farming,	fisheries	or	mining	-	at	a	certain	point	adding
more	 capital	 and/or	 more	 labour	 will	 yield	 a	 smaller	 return	 for	 every	 unit	 of
capital	or	 labour	added.	Diminishing	 returns	 fall	 into	 two	categories:	extensive
(when	production	is	extended	into	inferior	resource	bases)	and	 intensive	(when
more	labour	 is	added	to	 the	same	plot	of	 land	or	other	fixed	resource).	 In	both
cases	productivity	will	diminish	rather	than	increase	as	the	country	increases	its
production.	Natural	resources	are	available	in	differing	qualities:	fertile	and	less
fertile	land,	good	or	bad	climates,	rich	or	poor	pastures,	mines	with	high	or	low
grades	 of	 ore,	 rich	 or	 less	 rich	 fisheries.	 To	 the	 extent	 that	 these	 factors	 are



known,	a	nation	will	use	 the	best	 land,	 the	best	pastures	and	 the	 richest	mines
first.	As	production	increases	with	international	specialization,	poorer	and	poorer
land	 and	 mines	 will	 be	 brought	 into	 production.	 Natural	 resources	 are	 also
potentially	 non-renewable:	 mines	 can	 be	 emptied,	 fish	 population	 may	 be
exterminated	and	pastures	ruined	by	overgrazing.

In	 the	 absence	 of	 alternative	 employment	 outside	 the	 sector	 depending	 on
natural	 resources,	 a	 population	 will	 be	 forced	 to	 live	 solely	 on	 their	 natural
resources.	At	some	point	 it	will	require	more	work	to	produce	the	same	output
and	 this	 will	 create	 a	 downward	 pressure	 on	 the	 national	 wage	 level.	 Let	 us
assume	that	one	country,	say	Norway,	was	 the	country	best	suited	 in	 the	world
for	 producing	 carrots.	 After	 the	 best	 agricultural	 land	 had	 been	 converted	 to
carrot	production,	 the	country	would	have	 to	utilize	 increasingly	marginal	 land
in	order	 to	grow	carrots.	Every	additional	 ton	of	carrots	would	be	 increasingly
expensive	 to	 produce,	 but	 the	 world	 market	 price	 for	 carrots	 would	 not
compensate	 for	 this.	The	more	 this	 country	 specialized	 in	 the	world	 economy,
the	poorer	it	would	grow.	For	resource-rich	Australia,	this	was	the	key	argument
which	 prompted	 the	 country	 to	 set	 up	 an	 industrial	 sector,	 even	 if	 this	 sector
would	 be	 less	 efficient	 than	 those	 of	 the	 leading	 industrial	 nations,	 the	United
Kingdom	 and	 the	 United	 States.	 The	 existence	 of	 a	 manufacturing	 sector
establishes	a	national	wage	level	which	prevents	countries	from	moving	too	far
into	 diminishing	 returns,	 over-producing	 themselves	 into	 poverty	 and/or
emptying	 the	 fish	 from	 the	 ocean	 and	 the	 mines	 of	 ore.	 The	 environmental
problems	resulting	from	letting	poor	countries	specialize	in	diminishing	returns
activities	 are	 discussed	 in	 my	 article,	 `Diminishing	 Returns	 and	 Economic
Sustainability:	The	Dilemma	of	Resource-based	Economies	under	a	Free	Trade
Regime'.

A	 nation	 specializing	 in	 supplying	 raw	 materials	 within	 the	 international
division	 of	 labour	 will	 -	 in	 the	 absence	 of	 an	 alternative	 labour	 market	 -
experience	 the	 opposite	 effect	 of	 what	 Microsoft	 experiences:	 the	 more
production	 is	 increased,	 the	 higher	 the	 production	 costs	 of	 each	 new	 unit	 of
production.	In	this	respect	the	house	painter's	profession	is	relatively	neutral,	he
works	under	constant	returns	to	scale.	The	form	and	speed	of	globalization	over
the	last	twenty	years	have	resulted	in	the	de-industrialization	of	many	countries,
forcing	them	into	a	situation	where	diminishing	returns	is	the	key	feature	of	their
production.



Economists	who	assume	a	world	where	increasing	returns	is	a	key	feature	will
reach	opposite	conclusions	as	 regards	population	compared	 to	economists	who
assume	 a	 world	 where	 diminishing	 returns	 is	 the	 key	 feature.	 Around	 1750
virtually	 all	 economists	 saw	 growth	 as	 emanating	 from	 the	 increasing	 returns
and	 synergies	 found	 in	 manufacturing.	 Therefore	 they	 all	 saw	 the	 need	 for	 a
large	population	to	boost	the	national	markets.	As	we	have	seen,	when	Malthus
and	his	friend	Ricardo	later	reconstructed	economics	with	diminishing	returns	as
the	 core	 feature,	 their	 science	 deservedly	 received	 the	 nickname	 `the	 dismal
science'.	In	the	recent	past,	when	overpopulation	was	the	favourite	`red	herring'
explaining	poverty,	the	confusion	around	this	issue	produced	conclusions	which
poor	 countries	 with	 some	 justification	 regarded	 as	 racist.	 This	 is	 because
typically	 rich	 industrialized	 countries	 with	 a	 high	 population	 density	 -	 say
Holland	with	 477	 persons	 per	 square	 kilometre	 -	will	 easily	 conclude	 that	 the
poverty	of,	for	example,	Bolivia,	is	due	to	overpopulation,	although	Bolivia	only
has	7	persons	per	square	kilometre.	The	connection	between	mode	of	production
and	 population	 density	 is	 as	 frequently	 overlooked	 as	 that	 between	 mode	 of
production	and	political	structure.	In	both	cases	the	failure	to	connect	these	sets
of	 phenomena	 reinforces	 our	 ignorance	 of	 what	 causes	 poverty.	 This	 leads
contemporary	world	 society	 along	 a	 slippery	 slope	 of	 theoretical	 red	 herrings
(see	Chapter	6),	and	into	a	situation	where	the	symptoms	rather	than	the	causes
of	poverty	are	addressed	(see	Chapter	7).

Recent	particularly	dramatic	examples	of	diminishing	returns	in	action	are	in
Mongolia	 and	 Rwanda.	 In	Mongolia	 virtually	 all	 industry	 disappeared	 after	 a
free	 trade	 shock	 in	 the	 early	 1990s.	 Under	 such	 asymmetric	 globalization	 -
where	 some	 countries	 specialize	 in	 increasing	 returns	 activities	 and	 others	 in
diminishing	 returns	 activities	 -	 the	 country	 specializing	 in	 diminishing	 returns
activities	 will	 easily	 `specialize'	 in	 being	 poor.	 Appendix	 III	 shows	 this
development	 in	 a	 numerical	 example	 provided	 by	 Frank	 Graham,	 a	 former
President	 of	 the	American	Economic	Association.	Rich	 countries	 specialize	 in
man-made	 comparative	 advantages,	 while	 poor	 countries	 specialize	 in	 nature-
made	comparative	advantages.	Comparative	advantages	in	nature-made	exports
will	 sooner	 or	 later	 work	 their	 way	 into	 diminishing	 returns	 because	 Mother
Nature	provided	one	of	 the	 factors	of	production	 in	different	qualities,	and	 the
best	quality	will	normally	be	used	first.4	Such	poor	countries	generally	lack	any
social	policy	or	old	age	pension	provision.	Having	many	children	is	therefore	a
rational	 way	 of	 obtaining	 the	 only	 available	 form	 of	 insurance.	 However,	 the



increasing	 population	 resulting	 from	 this	 soon	 meets	 the	 `flexible	 wall'	 of
increasing	returns	as	in	Mongolia	and	Rwanda.	Global	sustainable	development
therefore	 depends	 on	 poor	 countries	 creating	 employment	 outside	 the
diminishing	 returns	 sector,	 outside	 the	 raw	material-based	 sector	where,	 in	 the
absence	of	an	increasing	returns	sector,	the	Malthusian	vicious	circles	of	poverty
and	rape	of	nature	are	raging.

Technological	change	and	its	absence

The	 windows	 of	 opportunity	 for	 innovation	 and	 technical	 change	 are,	 at	 any
time,	 very	unevenly	distributed	 among	 economic	 activities.	At	 one	point	 there
was	little	technological	change	in	kerosene	lamps	and	a	lot	of	technical	change
in	 electric	 lights.	 As	 we	 shall	 see,	 it	 will	 always	 be	 possible	 for	 a	 nation	 to
specialize	 in	 economic	activities	where	 all	 the	 capital	 in	 the	world	will	 not	 be
able	to	create	innovation	and	productivity	growth.	This	mechanism	also	makes	it
possible	for	a	nation	to	specialize	in	being	poor.

An	 important	 element	 in	 the	 huge	 `social	 problem'	 (as	 it	 was	 called)	 that
dominated	nineteenth-century	European	discourse	was	the	existence	of	so-called
home-workers	 (Heimarbeiter).	They	produced	 the	articles	 that	 industry	had	not
yet	 managed	 to	 mechanize,	 as	 part	 of	 a	 production	 process	 bereft	 of	 any
increasing	 returns	 and	 any	 potential	 for	 innovation.	 These	 were	 homemade
products	 distributed	 as	 industrial	 products.	 Today,	 the	 outsourcing	 of
unmechanizable	 products	 from	 the	 United	 States	 to	 Mexico	 and	 other
neighbouring	countries	recreates	the	conditions	of	the	nineteenth-century	home-
workers	of	Europe.	In	Mexico	this	type	of	industry	-	the	maquila	industry	near
the	American	 border	 -	 grows	 at	 the	 expense	 of	 traditional	 industry,	 but	 as	 the
maquila	pays	lower	wages	than	traditional	industry,	this	development	is	bringing
down	average	Mexican	wages.	A	similar	maquila	effect	is	found	in	agriculture:
the	mechanizable	production	(harvesting	wheat	and	maize)	is	taken	over	by	the
United	 States,	 while	 Mexico	 specializes	 in	 unmechanizable	 production
(harvesting	 strawberries,	 citrus	 fruit,	 cucumbers	 and	 tomatoes),	which	 reduces
Mexico's	 opportunities	 for	 innovation,	 locking	 the	 country	 into	 technological
deadends	and/or	activities	that	retain	labour-intensive	processes.

The	world's	most	efficient	producers	of	baseballs	for	America's	national	sport
are	 found	 in	Haiti,	Honduras	 and	Costa	Rica.	Baseballs	 are	 still	 hand-sewn	as



they	were	when	they	were	invented.	All	the	engineers	and	all	the	capital	of	the
United	States	have	not	managed	to	mechanize	baseball	production.	The	wages	of
the	 world's	 most	 efficient	 baseball	 producers	 are	 miserable.	 In	 Haiti	 they	 are
around	30	cents	an	hour,	some	reports	say	down	to	14	cents	per	hour	in	the	mid-
1990s.	Every	baseball	is	stitched	by	hand	with	108	stitches,	and	each	worker	is
able	to	sew	four	baseballs	per	hour.	This	is	done	by	hand	but	with	the	precision
requirements	of	a	machine-made	product.	The	balls	retail	in	the	USA	for	about
$15	 each.	 Following	 the	 political	 problems	 in	 Haiti	 -	 where	 the	 attempt	 of
President	Jean-Bertiand	Aristide	to	raise	the	minimum	wage	from	33	to	50	cents
an	hour	was	one	of	the	reasons	for	his	fall	from	power	-	much	of	the	production
was	moved	to	Honduras	and	Costa	Rica.	Here	the	wage	level	is	higher,	in	Costa
Rica	slightly	more	than	$1	per	hour.

Golf	balls,	on	the	other	hand,	are	a	high-tech	product,	and	one	of	the	important
producers	-	alone	representing	40	per	cent	of	American	production	-	is	found	in
the	 old	 whaling	 town	 of	 New	 Bedford,	 Massachusetts.	 Research	 and
development	play	important	roles	in	production,	and	in	spite	of	the	high	wages
in	the	area,	direct	labour	costs	represent	only	15	per	cent	of	production	costs.	As
in	 an	 oil	 refinery,	 direct	 labour	 costs	 are	 low	 and	 the	 fact	 that	 they	 have	 little
impact	on	total	production,	coupled	with	the	need	for	qualified	labour,	engineers
and	 specialized	 suppliers,	 contributes	 to	 preventing	 golf	 ball	 production	 from
moving	to	low-wage	countries	like	Haiti.	Production	wages	in	the	New	Bedford
area	amount	to	between	$14	and	$16	per	hour.	The	differing	wage	levels	in	these
two	industrial	sectors	-	baseball	and	golf	ball	manufacture	-	are	a	direct	result	of
uneven	 technological	development.	The	poverty	of	Haiti	 and	 the	wealth	of	 the
United	States	are,	 for	both	countries,	simultaneously	a	cause	of	and	a	 result	of
the	choice	of	what	to	produce.

The	institution	we	call	`the	market'	rewards	the	world's	most	efficient	producer
of	golf	balls	with	an	income	between	12	and	36	times	-	from	$0.30	-	$1	versus
$14-16	per	 hour	 -	more	 than	 the	world's	most	 effective	 producer	 of	 baseballs.
Differences	in	purchasing	power	will	reduce	this	gap,	but	the	difference	in	real
wages	is	still	immense.	In	addition,	the	poor	baseball	producers	are	plagued	with
occupational	illnesses	such	as	the	carpal	tunnel	syndrome.	In	Costa	Rica,	where
conditions	are	clearly	better	than	in	Haiti,	one	company	doctor	estimates	that	90
per	 cent	 of	 the	 workers	 at	 the	 baseball	 factory	 suffer	 from	 some	 kind	 of
occupational	illnesses.	I	have	an	affinity	for	production	plants,	and	have	always



wished	to	observe	a	baseball	factory	from	the	inside.	Once	when	I	was	working
with	microfinance	in	San	Pedro	Sula,	Honduras,	the	sister	of	our	host	managed	a
baseball	factory	and	I	was	told	I	would	be	welcome	to	look	around.	However,	at
the	 last	 minute	 the	 visit	 was	 called	 off,	 apparently	 on	 instructions	 from	 the
foreign	owners.

Appendix	 VI	 shows	 the	 dynamics	 of	 how	 technological	 change	 provides
widely	unequal	opportunities	for	increasing	real	wages,	and	points	to	the	many
factors	 that	 combine	 to	 produce	 this	 effect.	 It	 shows	 a	 classification	 system,	 a
taxonomy,	 of	 the	 quality	 of	 economic	 activities	 in	 terms	 of	 their	 ability	 to
produce	high	standards	of	living.	New	technology	and	innovations	demand	and
create	 new	 knowledge,	 producing	 economic	 activities	 characterized	 by	 high
levels	of	knowledge	and	high	levels	of	income.	These	industries	are	dominated
by	 Schumpeterian	 and	 dynamic	 imperfect	 competition,	 high	 barriers	 to	 entry,
high	 risks	 and	 high	 rewards.	 This	 contrasts	 with	 the	 perfect	 competition	 or
commodity	 competition	 under	 which	 markets	 for	 raw	 materials	 operate.	 As
innovations,	 products	 and	 processes	mature	 and	 age,	 products	 fall	 like	 natural
gravity	 in	 the	 index	 shown	 in	 Appendix	 VI.	 It	 is	 possible	 to	 show	 the
characteristics	that	make	baseballs	a	low-quality	activity	in	terms	of	its	potential
to	produce	wealth,	and	the	characteristics	 that	make	golf	ball	production	into	a
highquality	activity	by	the	same	criteria.

Once	a	considerable	gap	in	real	wages	has	been	created,	the	world	market	will
automatically	assign	economic	activities	 that	are	 technological	dead-ends	-	and
therefore	only	require	unqualified	labour,	for	example,	to	produce	baseballs	-	to
low	 wage	 countries.	 Even	 if	 there	 should	 at	 some	 point	 be	 a	 technological
breakthrough	in	baseball	production,	 this	will	not	help	the	poor	producers.	The
following	 example	 will	 show	 why.	 In	 the	 1980s	 the	 following	 product
information	 could	 be	 found	 on	 a	 typical	 pair	 of	 pyjamas	 sold	 in	 the	 United
States:	 `Fabric	 made	 in	 the	 US,	 cut	 and	 assembled	 in	 Guatemala'.	 Textile
production	 is	highly	mechanized,	so	 the	 fabric	 is	produced	 in	 the	USA.	At	 the
time,	the	cutting	of	fabric	was	done	mechanically,	but	had	to	be	done	in	low	piles
to	 ensure	 uniform	 size	 and	 quality.	 The	 cutting	 was	 done	 by	 the	 same	 cheap
labour	 that	assembles	 the	pyjamas	at	a	 sewing	machine.	Some	 time	during	 the
1990s	a	new	text	was	found	on	pyjama	labels:	`Fabric	produced	and	cut	 in	 the
United	 States,	 assembled	 in	 Guatemala'.	 New	 laser	 technologies	 now	 allowed
high	piles	to	be	cut	automatically	and	with	high	precision,	 thus	eliminating	the



need	for	cheap	labour.	Cutting	the	fabric	could	consequently	be	repatriated	to	the
United	States.

This	 section	 has	 described	 an	 important	 but	 neglected	 element	 in	 the
mechanisms	by	which	the	market,	if	left	to	itself,	will	tend	to	enlarge	rather	than
to	 diminish	 existing	 wage	 differences	 between	 countries.	 The	 magic	 of	 the
market	will	tend	to	enlarge	already	existing	asymmetries	between	rich	and	poor
countries.

Synergies,	cluster	effects	and	their	absence

Cluster	effects	and	synergies	are	important,	but	economic	activities	exist	where
such	effects	do	not	exist,	or	exist	to	a	very	small	degree.	Baseball	production	in
the	poor	neighbouring	countries	of	the	United	States	has	no	local	cluster	effects;
all	 inputs	 to	 the	 final	 assembly	 come	 from	 the	 USA.	 The	 rubber	 core	 of	 the
baseballs	 is	 produced	 in	 a	 factory	 in	Missouri,	 the	 thread	 they	 are	 sewn	with
comes	from	Vermont	and	the	leather	comes	from	Tennessee.

The	 third	 factor	 explaining	 wealth,	 the	 synergy	 effects,	 is	 frequently	 non-
existent	in	the	kind	of	production	which	we	farm	out	to	the	poor	countries.	Quite
often	 it	 is	 even	 stipulated	 that	 such	 synergy	 effects	 shall	 not	 exist,	 because	 a
usual	condition	for	obtaining	 tax-exempt	 imports	 to	 the	USA	 is	 that	 the	 inputs
are	imported	from	the	USA.	Such	is	 the	case	in	the	industrializing	process	that
the	 United	 States	 sponsors	 in	 Africa,	 by	 means	 of	 the	 African	 Growth	 and
Opportunity	 Act	 (AGOA)	 The	 Africans	 may	 export	 the	 products	 of	 their
unqualified	labour	force	to	the	US	only	if	all	the	inputs	are	brought	in	from	the
USA.	The	Africans	have	to	compete	with	the	Haitians,	be	even	poorer,	to	attract
production.	The	competitiveness	of	a	country	is,	according	to	OECD	definition,
to	 raise	 real	wages	while	 still	 remaining	 competitive	 on	 the	world	markets.	 In
most	of	 the	Third	World	 today	 this	situation	 is	 turned	upside	down:	wages	 are
lowered	in	order	to	be	internationally	competitive.

Education	is	increasingly	regarded	as	the	key	to	expanding	wealth	in	the	Third
World.	In	countries	like	Haiti,	which	specialize	in	non-mechanized	production	-
in	technological	dead-ends	-	raising	the	level	of	education	of	the	population	will
not	help	to	increase	the	level	of	wealth	in	the	population.	In	such	countries	the
demand	for	educated	personnel	is	minimal.	Education	is	more	likely	to	increase
the	propensity	 to	emigrate.	A	strategy	based	on	education	 succeeds	only	when



combined	with	an	industrial	policy	that	also	provides	work	for	educated	people,
as	 happened	 in	 East	 Asia.	 A	 key	 point	 in	 the	 globalizing	 process	 of	 the	 last
fifteen	years	is	 that	 this	 type	of	economic	policy	-	which	 today's	rich	countries
have	had,	often	for	hundreds	of	years	-	was	outlawed	by	the	World	Bank	and	the
IMF.	To	 receive	 support	 from	 the	 rich	 countries,	 poor	 countries	 had	 to	 refrain
from	using	the	policies	the	rich	countries	had	used	and	often	still	use.	These	are
the	`conditionalities'	of	the	Washington	institutions.

In	the	earliest	and	most	triumphalist	period	after	the	fall	of	the	Berlin	Wall,	my
Estonian	 colleagues	 tell	 me	 that	 the	 first	 World	 Bank	 consultants	 who	 came
recommended	 that	 their	 country	 should	 close	 its	 universities	 because	 in	 the
future	Estonia	would	have	its	comparative	advantage	in	economic	activities	that
did	not	require	university	education.	Although	no	World	Bank	economist	would
say	 the	 same	 thing	 today,	 and	 although	 the	Estonians	were	 not	 amused	 -	 their
University	of	Tartu	dates	back	to	1632	-	there	was	a	realism	and	honesty	about
this	recommendation	that	has	since	been	lost.	Because	economic	activities	vary
so	enormously	in	their	ability	 to	employ	knowledge,	 it	 is	 indeed	possible	 for	a
country	 to	 specialize	 in	economic	activities	 that	do	not	 require	knowledge	and
education.	By	emphasizing	the	importance	of	education	without	simultaneously
allowing	 for	 an	 industrial	 policy	 that	 creates	 demand	 for	 educated	 people	 -	 as
Europe	has	over	the	last	500	years	-	the	Washington	institutions	are	just	adding
to	the	financial	burdens	of	poor	countries	by	letting	them	finance	the	education
of	people	who	will	 eventually	 find	employment	 only	 in	 the	wealthy	 countries.
An	 education	 policy	 must	 be	 matched	 by	 an	 industrial	 policy	 that	 creates
demand	for	the	graduates.

In	my	experience,	well-educated	Haitians	are	very	easy	to	find	as	taxi	drivers
in	 the	 French-speaking	 part	 of	Canada.	An	 estimated	 82	 per	 cent	 of	 Jamaican
medical	doctors	practise	abroad.	Seventy	per	cent	of	all	 inhabitants	of	Guyana
with	a	university	education	work	outside	the	country.	North	American	hospitals
vacuum	 up	 poor	 English-speaking	 countries	 like	 Trinidad	 for	 nurses,	while	 in
many	 places	 in	 the	Caribbean	Cuban	 nurses	 are	 the	 ones	 that	 keep	 the	 health
sector	 functioning.	 Indirectly,	 the	USA's	 absorption	 of	 Caribbean	 nurses	 helps
solve	Fidel	Castro's	balance	of	payment	problems.

The	 fact	 that	well-educated	people	 from	poor	countries	are	both	wanted	 and
can	 build	 up	 a	 far	 better	 standard	 of	 living	 in	 rich	 countries	 is	 a	 threat	 to	 the
whole	 social	 fabric	 of	 many	 of	 their	 countries:	 the	 most	 competent,	 the	 best



educated,	 flee.	Even	 though	 the	money	 these	emigrants	 send	home	 to	 relatives
amounts	 to	 quite	 a	 capital	 sum	 -	 in	 countries	 like	 El	 Salvador	 this	 flow	 of
emigrant	funds	constitutes	the	largest	source	of	foreign	exchange	-	it	is	generally
spent	for	consumption,	not	for	investments.	My	fellow	economists	in	Haiti	also
maintain	 that	 the	money	 transfers	 from	emigrants	 in	 the	USA	and	Canada	ruin
the	incentives	to	work	for	a	measly	30	cents	an	hour.

Thus	the	arguments	for	globalization	-	under	certain	conditions	-	also	become
the	 arguments	 against	 globalization	 the	 way	 it	 presently	 proceeds.	 A	 better
understanding	 of	 the	 mechanisms	 that	 create	 economic	 growth	 also	 leads	 to
clarification	 of	 the	 reasons	 this	 growth	 is	 so	 unevenly	 distributed	 among
countries	and	 individually.	Logically,	 this	means	 that	economic	policy	must	be
tailored	 to	 the	 specific	 situation	 of	 a	 country,	 which	 is	 how	 it	 has	 been	 for
centuries.	In	medicine,	cure-alls	-	what	the	Americans	often	call	snake	oil	-	are
considered	mere	charlatanism,	completely	unscientific.	In	the	nineteenth	century
an	American	economist	accused	English	economists	of	this	kind	of	quackery,	of
offering	 economic	 snake	 oil,	 the	 same	 medicine	 whatever	 the	 situation	 of	 a
country.	Globalization	 as	 it	 has	 been	 promoted	 by	 the	Washington	 institutions
may	easily	be	accused	of	 the	same	approach.	It	 is	 important	to	understand	that
this	 `one	 size	 fits	 all'	 approach	 is	 the	natural	 and	unavoidable	 result	 of	 today's
ruling	economic	theory,	which	is	devoid	of	any	context	and	devoid	of	any	tools
with	which	to	observe	qualitative	differences,	of	any	taxonomies	or	classification
systems.

The	 internal	 logic	 is	 impeccable,	 but	 as	 Thomas	 Kuhn,	 whose	 words	 head
Chapter	I,	says:	the	paradigm	lacks	the	conceptual	tools	that	would	explain	key
socially	important	problems.

Instead	of	globalization	bringing	with	it	a	levelling	of	prices	and	standards	of
living	 (factor-price	 equalization)	 in	 some	 countries,	 it	 will	 result	 in	 income
polarization	 (factor-price	 polarization).	 The	 globalizing	 arguments	 of	 the
Washington	 institutions	 are	 based	 on	 different	 premises	 from	 those	 we	 have
mentioned,	 namely	 a	 trade	 theory	 which	 involves	 no	 capital	 (based	 on	 the
labour-theory	 of	 value)	 and	 a	 theory	 of	 growth	 where	 capital	 per	 se	 -	 not
knowledge	and	innovations	-	is	the	engine	for	the	growth	of	capitalism.	It	is	as	if
capital	 -	 money	 -	 will	 automatically	 embody	 human	 knowledge.	 This	 theory
assumes	 that	 everybody	 has	 the	 same	 knowledge	 ('perfect	 information'),	 that
there	 are	 no	 economies	 of	 scale	 (essentially	 no	 fixed	 costs),	 and	 that	 new



knowledge	 is	 free	 and	 hits	 everybody	 in	 the	 world	 at	 the	 same	 time.	 The
paradoxical	element	here	-	one	that	emphasizes	the	scholastic	nature	of	modern
economics	-	is	that	the	assumptions	needed	to	produce	a	harmonious	result	from
international	 trade,	 i.e.	 factor-price	equalization,	are	 the	 same	assumptions	 that
also	 produce	 a	 situation	 where	 there	 would	 be	 no	 trade	 at	 all,	 except	 in	 raw
materials.	If	we,	as	human	beings,	all	had	the	same	knowledge	and	there	were	no
fixed	costs,	there	would	be	no	need	to	specialize	and	therefore	no	need	to	trade
(except	 in	 raw	 materials).	 As	 Nobel	 Laureate	 James	 Buchanan	 explains:	 in	 a
model	`which	embodies	constant	returns	to	scale	of	production	over	all	ranges	of
output,	all	of	which	are	private,	this	economy	would	be	without	trade.	In	such	a
setting,	each	person	becomes	a	complete	microcosm	of	the	whole	society'.'

Paradoxes	of	the	globalization	debate

Impressive	economic	growth	in	China,	India	and	South	Korea	is	being	held	up	as
an	 example	 of	 the	 success	 of	 globalization.	 The	 question	 that	 is	 not	 asked,
however,	 is:	 do	 or	 did	 China,	 India	 and	 South	 Korea	 take	 the	 recommended
medicine	-	immediate	economic	integration?	The	answer	is	clearly	no.	Countries
that	 have	 not	 taken	 the	 recommended	 medicine	 are	 constantly	 being	 used	 as
proof	of	the	excellence	of	globalization.	China,	India	and	South	Korea	have	all,
for	about	fifty	years,	followed	variants	of	a	policy	the	World	Bank	and	IMF	now
prevent	poor	countries	 from	following.	Russia,	on	 the	other	hand,	 is	 a	country
that	followed	the	recommended	shock	therapy,	with	disastrous	consequences.	In
many	cases	in	Eastern	Europe,	industrial	companies	died	even	before	they	had	a
chance	to	figure	out	their	own	costs	as	is	done	in	a	market	economy.

The	globalization	debate	at	 its	most	primitive	 is	a	continuation	of	 the	binary
argument	 of	 the	 Cold	 War.	 Market	 is	 good,	 state	 and	 planning	 are	 bad.	 The
planned	economies	collapsed,	consequently	we	may	safely	assume	that	markets
will	 solve	 all	 our	problems.	From	an	Other	Canon	perspective	 the	wealth	of	 a
nation	 is	 dependent	 on	 what	 that	 nation	 produces.	 The	 laboratory	 of	 history
shows	 that	 symmetric	 free	 trade,	 between	 nations	 at	 approximately	 the	 same
level	of	development,	benefits	both	parties.	Asymmetric	 free	 trade	will	 lead	 to
the	poor	nation	specializing	in	being	poor,	while	the	rich	nation	will	specialize	in
being	rich.	To	benefit	from	free	trade,	the	poor	nation	must	first	rid	itself	of	 its
international	 specialization	 in	being	poor.	For	500	years	 this	has	not	happened
anywhere	without	heavy	market	intervention.



The	difference	of	opinion	lies	in	the	context	and	timing	of	free	trade	-	in	what
contexts	the	different	policies	are	followed.	Free	trade	today	may	be	essential	for
Norway,	while	the	same	free	trade	may	be	very	destructive	for	another	nation	in
a	 completely	 different	 situation.	 We	 shall	 see	 that	 in	 practice	 the	 greatest
opponents	of	free	trade	in	the	short	term	have	at	the	same	time	been	the	keenest
advocates	 for	 free	 trade	 and	globalization	 in	 the	 long	 run.	They	 take	 the	 view
that	different	situations	need	different	solutions.	Today's	economic	 theory	 is	so
abstract	 that	 it	 is	 unable	 to	 take	 the	 situations	 of	 the	 different	 countries	 into
consideration.

It	has	been	mentioned	earlier	that	today's	market	-	and	globalization	euphoria	-
is	 the	 third	 of	 its	 kind	 in	 a	 row,	 the	 first	 being	 in	 France	 in	 the	 1760s
(Physiocracy)	 and	 the	 second	 peaking	 in	 the	 1840s.	 Francois	Quesnay	 (1694-
1744)	 is	 considered	 the	most	 important	 Physiocratic	 author,	 the	 earliest	 of	 the
founding	fathers	of	today's	economic	theory.	Quesnay	was	originally	a	physician
at	the	court	of	Louis	XV,	and	at	the	time	a	common	metaphor	for	the	economy
was	still	the	human	body.	The	shift	from	studying	the	body	to	studying	the	body
politic	 was	 therefore	 not	 as	 unnatural	 as	 it	 may	 seem	 today.	 Quesnay's	 first
important	book,	a	voluminous	work	of	736	pages,	published	in	1730,	was	on	the
practice	 and	 techniques	 of	 bloodletting	 or	 bleeding,6	 which	 at	 the	 time	 was
regarded	as	a	cure	for	most	illnesses.	Quesnay's	and	his	contemporaries'	theory
of	 bloodletting	 and	 his	 economic	 theory	 have	 at	 least	 two	 common	 elements:
both	supposedly	cure	a	 large	number	of	 illnesses	 that	are	produced	by	a	whole
range	 of	 different	 elements	 and	 factors	 ignored	 by	Quesnay;	 both	 instant	 free
trade	(globalization)	and	bloodletting	are	basically	harmless	for	the	healthy,	but
potentially	 extremely	 dangerous	 for	 the	 weak.	 A	 robust	 and	 welldeveloped
nation	with	a	 solid	 industry	will	not	be	hurt	by	Quesnay's	 theory	about	 letting
`natural'	market	forces	rule.	Weakened	individuals	might	die	from	the	bleeding,
as	 poor	 nations	 today	 experience	 deindustrialization	 and	 increased	 poverty	 as
results	of	`natural'	market	forces.

`The	"gap"	between	rich	and	poor	countries	reflects	the	success	of	those
countries	that	embraced	capitalism	and	the	failure	of	those	that	did	not'

This	 title	 is	 a	 quote	 from	 an	 article	 by	 Martin	 Wolf,	 chief	 economics
commentator	of	the	Financial	Times	for	the	influential	American	journal	Foreign
Policy	in	2003.	In	a	clear	and	concise	way	it	encapsulates	the	standard	view	of



the	 reasons	 for	wealth	 and	poverty	 in	 today's	 polarized	world.	Some	countries
chose	 capitalism	 and	 grew	 rich,	 others	 chose	 a	 different	 system	 and	 remained
poor.	In	our	view	Wolf	is	in	fact	right,	but	with	another	definition	of	capitalism
than	 his	 own.	 With	 this	 alternative	 definition	 of	 capitalism	 as	 a	 system	 of
production,	capitalism	in	fact	never	reached	the	colonies	or	agriculture.

As	 the	 Cold	 War	 proceeded,	 two	 different	 definitions	 of	 capitalism
crystallized.	First,	in	`the	free	world',	capitalism	gradually	came	to	be	defined	as
a	 system	 of	 private	 ownership	 of	 the	 means	 of	 production,	 where	 all
coordination	outside	firms	is	left	to	the	market.	This	developed	into	a	definition
that	 excludes	 any	 reference	 to	 production;	 as	 long	 as	 they	 bartered	 without
central	planning	a	Stone	Age	 tribe	would	be	considered	 `capitalist'.	Second,	 in
Marxism,	 capitalism	 was	 a	 system	 defined	 by	 a.	 relationship	 between	 two
classes	 in	 society,	 the	 owners	 of	 the	 means	 of	 production	 and	 the	 workers.
However,	a	 third	definition	of	capitalism	exists,	 a	definition	 that	predominated
until	the	Cold	War,	and	was	crowded	out	because	it	could	not	be	neatly	placed
along	 the	 right-left	 axis.	 If	 we	 follow	 German	 economist	 Werner	 Sombart's
definition	 of	 capitalism,	 instead	 of	 that	 of	 the	 Cold	War,	 we	 understand	 why
capitalism,	 as	 it	 is	 defined	 today,	 is	 a	 system	 within	 which	 it	 is	 possible	 to
specialize	in	being	rich,	or	in	being	poor.

Werner	 Sombart	 considers	 capitalism	 as	 a	 kind	 of	 historic	 coincidence,	 in
which	factors	are	brought	together	by	a	whole	range	of	circumstances.	Still,	he	is
quite	 clear	 that	 economic	 wealth	 is	 a	 result	 of	 its	 being	 willed,	 a	 result	 of	 a
conscious	 policy.	 The	 driving	 forces	 of	 capitalism,	 which	 create	 both	 the
foundation	and	the	conditions	for	the	system,	are,	according	to	Sombart:7

1.	 The	 entrepreneur,	 who	 represents	 what	 Nietzsche	 calls	 the	 `capital	 of
human	 wit	 and	 will',	 the	 human	 agent	 who	 takes	 the	 initiative	 to	 have
something	produced	or	traded.

2.	The	modern	state,	which	creates	the	institutions	enabling	improvements
in	 production	 and	 distribution,	 and	 creates	 the	 incentives	 that	 make	 the
vested	 interest	 of	 the	 entrepreneur	 coincide	 with	 the	 vested	 interests	 of
society	 at	 large.	 Institutions	 encompass	 everything	 from	 legislation	 to
infrastructure,	 patents	 to	 protect	 new	 ideas,	 schools,	 universities,	 and
standardization	of	units	of	measurements,	for	example.



3.	 The	 machine	 process,	 i.e.	 what	 was	 long	 called	 industrialism:
mechanization	of	production	creating	higher	productivity	and	technological
change	 with	 innovations	 under	 economies	 of	 scale	 and	 synergies.	 This
concept	is	very	close	to	what	we	today	call	the	`national	innovation	system'.

In	Sombart's	definition	of	capitalism,	the	rich	countries	were	those	who	emulated
the	leading	industrial	nations	into	`the	Age	of	Industry'.	With	capitalism	defined
in	this	way,	Martin	Wolf	is	actually	right	when	he	claims	that	the	rich	countries
are	 the	 ones	 that	 joined	 the	 mode	 of	 production	 that	 is	 called	 capitalism.
However,	it	is	more	likely	that	Wolf	had	the	Cold	War	definition	in	mind.

When	 these	elements	are	 in	place,	 in	order	 to	 function	capitalism	demands	-
still	 according	 to	 Sombart	 -	 the	 following	 ancillary	 elements	 to	 be	 able	 to
develop	fully:	capital,	labour	and	markets.	These	three	elements	-	the	very	core
of	standard	economic	 theory	-	are,	according	 to	Sombart,	not	at	all	 the	driving
forces	 of	 capitalism,	 they	 are	 just	 auxiliary	 factors	 to	 the	main	 driving	 forces.
Without	the	driving	forces,	the	ancillary	elements	-	capital,	labour	and	markets	-
are	 sterile.	 Both	 the	 conservative	 Schumpeter	 and	 the	 radical	Marx	 agree	 that
capital	 in	 itself,	 without	 innovations	 and	 without	 entrepreneurship,	 is	 sterile.
Adam	Smith's	bartering	dogs	could	not	have	created	capitalism	even	if	they	had
capital,	 labour	 hours	 and	 markets.	Without	 human	 will	 and	 initiative,	 capital,
labour	and	markets	are	meaningless	concepts.

A	 chain	 of	 events,	 unfortunately	 for	 poor	 countries,	 led	 economics	 to	 lose
Sombart's	 definition	 of	 capitalism.	Adam	Smith	 had	 removed	production	 from
economics	 by	 combining	 both	 trade	 and	 production	 into	 labour	 hours.	 Thus
when	 the	 world	 economy	 was	 conceived	 as	 a	 system	 where	 everybody
exchanged	undefined	 `labour	 hours'	without	 technology,	without	 economies	 of
scale	and	without	 synergy	effects	 -	work	 that	 everybody	mastered	 in	 the	 same
way	 -	 the	 path	 was	 cleared	 for	 the	 view	 that	 free	 trade	 could	 be	 considered
beneficial	to	all.	Even	adding	capital	per	se	does	not	create	capitalism.	However,
for	a	long	time	American	and	continental	European	economists	like	Sombart	had
succeeded	in	keeping	alive	an	alternative	economic	tradition,	where	production
was	at	the	core.

The	way	economics	was	formalized	following	the	Second	World	War	further
strengthened	the	weak	points	of	Adam	Smith's	theory.	While	economists	 in	 the
inter-war	 period	 switched	 between	 openminded	 common	 sense	 and	 self-



referential	models,	economics	became	ever	more	introverted.	Not	being	able	to
formalize	Sombart's	main	driving	forces	of	capitalism	-	not	being	able	to	reduce
them	to	numbers	and	symbols	with	the	toolbox	-	they	were	simply	left	out.	This
is	 another	 example	 of	 economics	 proceeding	 along	 the	 path	 of	 least
mathematical	resistance	and	away	from	relevance.	As	with	bloodletting,	the	ones
suffering	 from	 the	 regime	 of	 simplistic	 models	 were	 the	 poor	 and	 the	 weak.
Instead	of	communicating	in	English	and	other	mother	tongues,	communication
increasingly	 became	 purely	mathematical,	 and	 in	 that	way	 lost	 key	qualitative
elements:	 the	 `harder'	 the	 science,	 the	 more	 `scientific'	 it	 became.	 Economics
withdrew	from	the	`soft'	social	sciences	like	sociology,	and	added	to	its	prestige
by	 drawing	 nearer	 to	 `harder'	 sciences	 like	 physics.	 However,	 the	 economists
used	 an	 equilibrium	model	 that	 physics	 had	 already	 left	 behind	 in.	 the	 1930s.
The	 economists	 gradually	 lost	 their	 earlier	 ability	 to	move	between	 theoretical
models	 and	 the	 real	 world	 and	 correct	 the	models	 when	 they	 obviously	 went
against	 ordinary	 common	 sense.8	 Faraway	 countries	 and	 races	 who	 had	 no
political	power	were	the	victims	of	this	development;	in	countries	like	the	USA
politicians	saw	to	it	that	the	theory	was	not	used	if	it	went	against	the	interests	of
their	own	country.	Pragmatism	ruled	at	home,	and	high	theory	ruled	abroad.

Combined	 with	 a	 general	 lack	 of	 knowledge	 of	 history,	 this	 led	 to	 what
Thorstein	Veblen	had	diagnosed	as	contamination	of	the	instincts:	an	 irrelevant
education	leads	to	an	inability	to	communicate	with	what	practical	people	see	as
`common	 sense'.	 Astonishingly	 enough,	 a	 committee	 from	 the	 American
Economic	 Association	 in	 19919	 pointed	 out	 the	 problem	 of	 universities
producing	 `well-educated	 idiot'	 economists:	 `graduate	 programmes	 (in
economics)	may	be	turning	out	a	generation	of	too	many	idiots	savants,	skilled
in	technique	but	innocent	in	real	economic	issues'.10	According	to	the	report,	at
one	unnamed	 `leading'	 university,	 graduate	 students	 could	 not	 `figure	 out	why
barbers'	wages	have	 risen	over	 time',	 but	 they	could	easily	 `solve	a	 two-sector
general	 equilibrium	model	with	 disembodied	 technical	 progress	 in	 one	 sector'.
This	was	the	generation	of	economists	the	Washington	institutions	unleashed	on
the	developing	countries.

Amongst	the	tools	of	economics,	elements	like	entrepreneurship	and	initiative,
governmental	 policy,	 and	 the	 whole	 industrial	 system,	 consisting	 of
technological	change	and	innovations,	economies	of	scale	and	synergies,	turned
out	to	be	impossible	to	quantify	and	reduce	to	numbers	and	symbols.	The	only



things	quantifiable	were	what	Sombart	considered	just	auxiliary	factors:	capital,
markets	 and	 manpower.	 The	 formal	 neo-classical	 economic	 theorists	 stopped
studying	the	driving	forces	of	capitalism,	and	went	on	to	study	only	the	auxiliary
factors.	 As	 usual,	 practical	 policy	 needed	 some	 time	 to	 catch	 up	 with	 theory
development.	This	only	happened	after	the	fall	of	the	Berlin	Wall.	In	his	book	in
defence	 of	 globalization,	Martin	Wolf	 actually	mentions	Werner	 Sombart,	 but
dismisses	him,	in	one	sentence,	as	being	both	a	Marxist	and	a	fascist.	I	I

Theory	 development	 led	 to	what	 Schumpeter	 calls	 `the	 pedestrian	 view	 that
capital	 per	 se	 propels	 the	 capitalist	 engine'.	 The	West	 started	 thinking	 that	 by
sending	 capital	 to	 a	 poor	 country	 with	 no	 entrepreneurship,	 no	 governmental
policy	and	no	industrial	system,	they	could	produce	capitalism.	The	consequence
is	 that	 today	 we	 virtually	 stuff	 money	 down	 the	 throat	 of	 countries	 with	 no
productive	structure	 -	where	 this	money	could	be	profitably	 invested	-	because
they	 are	 not	 allowed	 to	 follow	 the	 industrial	 strategy	 all	 the	 presently	 rich
countries	followed.	Developing	countries	are	given	loans	they	cannot	profitably
utilize,	and	the	whole	process	of	development	financing	becomes	akin	to	that	of
chain	letters	and	pyramid	games.12	Sooner	or	later	the	system	breaks	down,	and
the	 ones	who	 designed	 it,	 standing	 close	 enough	 to	 the	 door	when	 everybody
rushes	 out,	 are	 able	 to	 make	 good	 financial	 profits,	 while	 the	 poor	 countries
themselves	are	the	losers.	This	is	part	of	the	mechanism	that	often	creates	larger
flows	of	funds	from	the	poor	to	the	rich	countries	than	the	other	way	around,	one
of	Gunnar	Myrdal's	`perverse	backwashes'	of	poverty.

It	 is	worth	noting	that,	according	to	Sombart's	definition,	agriculture	was	not
part	of	capitalism.	The	colonies	were	also	kept	out	(a	main	criterion	for	a	colony
was	 to	keep	manufacturing	out)	and	 for	 that	very	 reason	 they	were	doomed	 to
stay	 poor.	 By	 Sombart's	 definition	 of	 capitalism,	 then,	 the	 poverty	 problem	 is
very	different	 from	 the	one	Martin	Wolf	 sees:	Africa	 and	other	 poor	 countries
were	 never	 allowed	 or	 given	 the	 opportunity	 to	 develop	 capitalism	 as	 a
production	system.

Sombart's	definition	of	the	driving	forces	of	capitalism	is	totally	absent	in	the
two	 definitions	 of	 capitalism	 that	 we	 have	 inherited	 from	 the	 Cold	War.	 The
liberalist	 definition	 includes	 neither	 the	 entrepreneur,	 nor	 the	 state,	 nor	 its
dynamic	 institutions,	 nor	 the	 technological	 and	 machine	 processes.	 This
definition	 does	 not	 really	 capture	 capitalism	 as	 a	 system	 of	 production	 rather
than	 as	 a	 system	 of	 trade,	 a	 weakness	 inherited	 from	Adam	 Smith;	 instead	 it
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Welfare states in advanced countries are subject to permanent struggles 
and constant change. Following a period of unprecedented expansion, 
welfare state reform since the mid-1980s has been characterized by vari-
ous and increasingly far-reaching attempts to adapt social protection 
schemes to new socioeconomic challenges and changes in the interna-
tional political economy. Whereas welfare scholars largely agree on the 
expansionary path of post-war welfare state, the direction of social policy 
development was far less coherent in recent decades. On the one hand, 
we have seen an expansion in public social expenditure. On the other 
hand, generosity of classical social transfer schemes followed a different 
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trajectory after the oil price shocks of the 1970s, when the ‘Golden’ post-
war years were replaced by an era of consolidation or even retrenchment. 
Such a focus on expenditure data and generosity profiles of classical wel-
fare branches provides an initial indication that social policy trajectories 
are more complex than simple up and down movements suggest. This 
complexity demonstrates the need to look at shifts and trends between 
and within policy fields, as well as at changing objectives and instruments 
of social policy-making.

We argue that a clear qualitative shift towards supply side orientation 
in welfare state development of Organization for Economic Cooperation 
and Development (OECD) countries has occurred. Across countries, the 
income-replacing, redistributive and solidaristic insurance-based aspects 
of the welfare state have been downplayed in recent reforms in favour 
of investment in skills and health and a focus on monetary incentives, 
individual monitoring, deregulation and service provision (for example, 
childcare) in an effort to raise employment rates. What is more, mar-
kets are not seen as something to be contained but rather as something 
to be used. This approach includes using internal or quasi-markets in 
the provision of social benefits, or even the outright private provision 
of pensions, health and care services. The emergence of a supply side 
welfare state was only briefly halted in the immediate aftermath of the 
global financial crisis, when rich countries, for macro-economic reasons, 
emphasized more traditional automatic stabilizers and temporary cash 
assistance. To be clear, the supply side welfare state, also in contrast to 
earlier neoliberal visions, does not reduce state intervention, but maxi-
mizes its fit with increasingly competitive labour and product markets. 
Social investment is certainly part of that ideal type, but only insofar as 
it benefits employment and economic self-reliance (as can be seen, for 
example, in the reform of disability benefits). Certainly, not all welfare 
states uniformly follow the supply side model today. Still, based on a 
reading of the more detailed policy literature, we argue that a process 
of gradual movement towards this model—understood as a qualitative 
delta-convergence1—has been taking place across the OECD. The pro-
cess is not without setbacks and contradictions, yet it is broadly visible.

1 Importantly, delta-convergence, or the diminishing distance towards a policy model, is not a suf-
ficient condition for other forms of convergence, as pioneers may move ahead faster than policy 
laggards, temporarily increasing the distance between countries (Heichel et al. 2005).
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The implications of the supply side model for the development of 
social inequality are contradictory and will be studied in depth in differ-
ent policy areas in the second part of this volume. On the one hand, with 
its emphasis on market participation (including private insurance provi-
sion), the supply side model risks being increasingly less able to contain 
market-generated inequality. On the other hand, many of the investment 
aspects of the model could mitigate the inequality effects of underem-
ployment, unemployment and insufficient or poorly matching skills.

The aim of this chapter is to take stock of these multi-faceted develop-
ments and their related outcomes. The chapter is structured as follows: in 
the following section we briefly describe the old order of post-war welfare 
state expansion across OECD countries. Reasons for the success story 
of Western welfare states are analyzed and varieties of welfare regimes 
are described. Next, we sketch the major challenges advanced welfare 
states have been facing after their massive expansion in the post-war era. 
Subsequently, policy reactions to these challenges are analyzed. We argue 
that there is a common trend towards supply side-oriented social policy. 
In the conclusion, the contradictory and conditional implications of this 
trend for the development of social inequality are described.

�The ‘Golden Age’ of Welfare State Expansion 
and Varieties of Welfare State Capitalism

Following episodes of mass destruction, economic depression and 
the widespread breakdown of democracy in the first half of the twen-
tieth century, a new political, social and economic order was estab-
lished.  Traumatic experiences, increased social needs and flourishing 
economies in the decades of reconstruction provided the basis for the 
political will and the financial feasibility of post-war welfare state expan-
sion. Against this backdrop, welfare states across the OECD world expe-
rienced a disproportionately large expansion in the form of social security 
coverage towards new beneficiaries, more lenient eligibility requirements 
and higher benefit levels of transfer payments, as well as new programmes 
and policy instruments.
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However, the heyday of welfare state expansion between about 1950 
and 1980 was by no means uniform across countries, nor did expan-
sion dissolve previous national differences. Functionalist explanations 
reach their limits when diversity persists despite economic convergence 
(Therborn 1995; Castles 1998). In addition, we find no lack of variation 
in the institutional set-up and generosity of social policy. Despite the 
disruptive character of World War II, path dependency links the post-
war development of welfare states to the institutional heritage of the 
formative period, with earlier design choices as well as the mere age of 
welfare programmes bringing about characteristic features (Alber 1982). 
In addition, power resource theory attributes cross-national social policy 
differences to political factors, notably the power resources and coalition-
building strategies of the left-wing labour movement (Castles 1978; 
Stephens 1979; Korpi 1983; Garrett 1998; Hicks and Kenworthy 1998; 
Huber and Stephens 2001; Schmidt 2010; Ebbinghaus 2011; Esping-
Andersen 2014; van Kersbergen and Vis 2014, 50).

Political institutions have further been critical for explaining the devel-
opment and cross-national variation of welfare states. Specifically, the 
presence and strength of institutional veto points, such as constitutional 
courts, direct democracy, federalism or presidential veto powers, have 
been identified as inhibiting policy change, which in the post-war period 
implied limitations to public welfare expansion (Huber et al. 1993; Bonoli 
2001; Obinger et al. 2005). Neo-corporatist institutions, in contrast, gen-
erally fostered an expansionary path (Cameron 1978; Katzenstein 1985). 
Moreover, a country’s electoral system has important implications for 
redistribution (Iversen and Soskice 2006). In interaction with a society’s 
denominational landscape, the choice for majoritarian or proportional rep-
resentation shaped political coalition building and, consequently, led to the 
emergence of distinct types of welfare states (Manow 2015).

Finally, ethnic homogeneity is arguably a building block of the soli-
darity needed for the development of an encompassing welfare regime 
(Alesina and Glaeser 2004; Lindert 2004, 71). Countries with a high level 
of ethnic or linguistic fragmentation, such as Switzerland or the United 
States (US), thus may lack the high solidarity necessary for redistribution 
that characterizes the rather homogenous Scandinavian societies.
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Whereas early inquiries in comparative welfare state research relied on 
expenditure data, Esping-Andersen’s regime typology (1990) emphasized 
the differences in the structural make-up of welfare states. The social 
democratic, liberal and conservative-corporatist welfare regimes are dis-
tinguished depending on the degree of decommodification, stratifica-
tion and the role of the family, state or markets in welfare provision. 
Esping-Andersen’s ‘three worlds of welfare state capitalism’ has been 
criticized on various accounts (for an overview, see Arts and Gelissen 
2010; Emmenegger et al. 2015), yet his classification remains the most 
influential and fruitful typology in the field of social policy (Ferragina 
and Seeleib-Kaiser 2011; Emmenegger et al. 2015). While every country 
deviates from the ideal regime types in several aspects, the typology shows 
both descriptive as well as analytical value when it comes to post-war wel-
fare state development. In addition, the typology’s focus on welfare state 
patterns is helpful for understanding their vulnerabilities and reform tra-
jectories in the post-Golden Age period.

�Challenges to Modern Welfare States

The oil crises of the 1970s put an end to the favourable economic condi-
tions that were conducive to pro-welfare expansionary paths, and both 
external as well as domestic challenges became increasingly evident. 
External pressures of economic globalization and European integration 
were central themes in both the academic as well as political debate. 
However, contrasting views exist on the theoretical link between social 
policy and the opening of product, labour and especially capital markets. 
While the efficiency hypothesis predicts a ‘race to the bottom’ in social 
security provision (see Swank 2010; Glatzer and Rueschemeyer 2005), the 
so-called compensation hypothesis expects stagnation or even expansion 
of welfare state efforts. Increased labour market risks are compensated for 
by provision of social benefits for the potential or actual losers of eco-
nomic globalization (Burgoon 2001; Hays 2009).

Beyond the general phenomena of trade openness and economic glo-
balization, the European Union (EU) offers a special case of both eco-
nomic and political integration. Both the direct and indirect influences 
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of the EU on domestic social policy have been analyzed, thus differen-
tiating between deliberate social policy-making at the EU level (posi-
tive integration) and spillover effects from economic policy and market 
building to the social sphere (negative integration), often driven by the 
European Court of Justice. In particular, the second channel of negative 
integration through ‘judges and the markets’ (Leibfried and Pierson 1995;  
Leibfried 2015; see also Roos in this volume) has put considerable reform 
pressure on European welfare states. Furthermore, the unintended con-
sequences of the monetary union in the form of credit bubbles and the 
fiscal constraints imposed by the Treaty of Maastricht in 1993 affected 
social policy in heavily indebted countries. While positive integra-
tion is limited due to institutional obstacles, more recent research has 
stressed the growing importance of soft governance instruments (see, for 
instance, Bieber 2016 on education policy), such as the Open Method of 
Coordination, instruments that are ‘no longer geared towards a transfer 
of sovereignty from the national to the EU level, but rather facilitate col-
laboration among sovereign Member States’ (Kvist and Saari 2014, 193).

Beyond the limited regional scope of the EU, social policy initia-
tives are also launched by global actors, such as the World Bank, the 
International Monetary Fund and the World Economic Forum (see 
Kaasch in this volume). Finally, the collapse of the Soviet bloc not only 
discredited large-scale state intervention and undercut the political legiti-
macy of the welfare state; it also increased the heterogeneity of welfare 
systems and social standards in Europe. The eastern enlargement of the 
EU thus reinforced competitive pressure between member states and, 
at the same time, limited the opportunities for a re-regulation of social 
policy at the European level.

Domestic challenges are arguably pressing even harder on the financial 
and political sustainability of advanced welfare states. De-industrialization, 
the rise of the service economy and skill-biased technological change have 
reduced wage growth, especially at the lower end of wage and skill distri-
bution (Wren 2013). This reduction has been accompanied by a parallel 
unequal distribution of labour market risks. Higher flexibility require-
ments in the service industry, unemployment and the massive rise of 
female labour market participation have facilitated the rise of atypical, 
and often precarious, employment relationships. Politically, this trend has 
been supported by the dualization of employment protection legislation, 
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that is, deregulating employment at the margins while keeping core indus-
trial workers well protected. Most welfare states, especially in Continental 
Europe, rely on contributions based on full-time standard employment, 
which, in turn, influence the level of protection. Labour market segmenta-
tion is spreading across countries, challenging welfare states to moderate 
the detrimental effects on inequality in the labour market, social protec-
tion and political integration (Häusermann and Schwander 2012).

Modifications in household composition due to increasing divorce rates 
and changed norms for family life imply further tasks for the welfare state. 
Ever more single-parent households are faced with high poverty risks (Misra 
et  al. 2012), creating the need for both reliable childcare facilities and 
financial support. Demographic change caused by longer life expectancy as 
well as low fertility rates and longer education has reduced the share of the 
economically active population, leading to a shrinking contribution base 
of social security (Meier and Werding 2014). Finally, economic structural 
change has transformed the party systems of advanced democracies and 
reduced the power resources of unions, while migration and the influx of 
refugees have enhanced the ethnic heterogeneity of Western societies and 
accelerated the rise of right-wing populist parties across Europe.

In a nutshell, domestic as well as international trends have created new 
social needs on the one hand and financial as well as political restrictions 
on the other. The next sections illustrate the reactions of policy-makers 
and the implications of resulting welfare state change for different dimen-
sions of inequality.

�After the ‘Golden Age’: Convergence Towards 
the Supply Side Model, Dualization 
and Individualization of Outcome Risks

�Size and Instruments of Welfare States

In stark contrast to the predictions of a ‘race to the bottom’ between 
countries towards a residual model aiming at low taxes and contributions, 
welfare states today play a more dominant role in the composition of 
public spending and total economic activity than ever before. Figure 2.1  
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shows total public social expenditure and its coefficient of variation for 
21 OECD countries as well as the selected cases of Germany, Sweden and 
the US: the average social expenditure share has risen by eight percent-
age points in the last three decades, from 17 per cent of gross domestic 
product (GDP) in 1980 to 25 per cent in 2012.

At least four functional drivers of such an upward convergence 
potentially play a role: first, changes in legislation and implementation 
increase the generosity of existing programmes and expand into new 
areas—with the most genuine and deliberate expansion of welfare effort 
being driven by political decision-making. Second, demographic age-
ing and rising prices caused by ‘Baumol’s cost disease’2 increase spend-
ing on social services, even in the absence of benefit expansion. Third, 
changes in socioeconomic conditions, and especially drastic recessions 

2 This term refers to the phenomenon that wages in labour-intense services are increasing in line 
with overall wage development, even though productivity in these jobs does not rise accordingly.

Fig. 2.1  Total public social expenditure, 1980–2014. Notes: As a percentage 
of GDP (left axis) and coefficient of variation (right axis). Source: OECD Social 
Expenditure Database, OECD.stats
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as experienced in the recent financial crisis, drive up the demand for 
transfers and services, increasing the number of beneficiaries without 
necessarily changing generosity in the form of eligibility, benefit levels 
or duration. Finally, recessions that drive up demand for transfers and 
services at the same time suppress GDP, which is the denominator of the 
commonly used social expenditure measure. The economic downturns 
in the early 1990s and after 2007 reveal the last two mechanisms of ris-
ing social expenditure shares most markedly, each period accounting for 
about 3 percentage points of social expenditure increase.

Even more striking than this increase is the strong convergence 
between OECD countries in terms of social expenditure within the same 
time period (see Schmitt and Starke 2011; Starke et al. 2008 for more 
detailed analyses), with the coefficient of variation being almost halved 
from 0.30 to 0.16. This convergence is in line with the conclusion of 
many scholars that socioeconomic conditions have been the dominant 
driver of recent welfare effort trends, muting the differential influence of 
political factors such as party composition of a government, which played 
a more prominent role in previous decades (Huber and Stephens 2001; 
Kittel and Obinger 2003; Kwon and Pontusson 2010).

Given the strong effect of socioeconomic conditions on expenditure 
data, drawing conclusions on the content of welfare state change requires 
analyzing social policy instruments and specific policy fields. Such analy-
ses suggest a more nuanced picture compared to the expenditure trajec-
tory: objectives, instruments and core policy fields of welfare state activity 
have been shifted or extended. A particularly dominant trend in social 
policy instruments is the shift from passive cash transfers towards in-kind 
benefits, which predominantly consist of social services such as health-
care, active labour market policy or public childcare. While transfers are 
by no means disappearing, Figs. 2.2(a)–(d) show that replacement rates 
of core cash transfers have consolidated or somewhat retrenched as well 
as converged in advanced democracies during recent decades.

As opposed to cash transfers, expanding social services form one build-
ing block of what has been coined the ‘social investment state’ (Esping-
Andersen et al. 2002; Hemerijck 2012) or ‘active social policy’ (Bonoli 
2013) and what we more broadly describe as the ‘supply side model’. 
Compared to unconditional cash transfers, modern social services tend 
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to be driven more by the aim to improve the capacities of citizens to 
supply their labour to the market than to insure against income loss.  
Figure 2.3 shows that the share of in-kind benefits as a percentage of total 
public social expenditure has risen by about 10 percentage points across 
OECD countries since the early 1980s. Looking at Sweden, Germany 
and the US as representatives of different welfare regime types, we see 
that the latter two have experienced a catch-up process while Sweden is 
back at the same level it was at in 1980—a phenomenon that fits in well 
with the overall lower level of variation between OECD countries and is 
part of the convergence towards a supply side-oriented welfare state.

�Supply Side Model in Selected Social Policy Fields

The description above provides a picture of expansion and convergence 
of expenditure and the shift towards services in overall welfare effort. To 
give a more nuanced picture on substantial changes, one needs to look  

Fig. 2.3  Total public social expenditure in kind, 1980–2014. Note: As a per-
centage of total public social expenditure (left axis) and coefficient of varia-
tion (right axis). Source: OECD Social Expenditure Database, OECD.stats
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at qualitative information regarding specific policy fields. In the develop-
ment towards the supply side model, we find some major trends across 
OECD countries: activating and dualized labour market policy, multi-
pillar pension policy as well as a stronger state involvement in childcare 
services and parental leave regulation within family policy. Furthermore, 
we argue that education policy and health policy need to be addressed 
as important pillars in supply side social policy, as they are at the core of 
social investment strategies.

The trend towards supply side orientation is most apparent in labour 
market policy. Against the backdrop of rising long-term unemployment, 
activation has evolved to become the major player in European labour 
market policy in particular, even though it comes with different com-
binations of enabling and workfare elements (Dingeldey 2007; see also 
Eichhorst et al. 2008 for the varieties of activation policy). The Swedish 
Rehn–Meidner model of the 1950s is generally cited to show that active 
labour market policy has been around for more than half a century, yet 
most scholars agree that its widespread implementation across several 
OECD countries developed from the mid-1990s onwards. Although 
often used synonymously with active labour market policy, the term 
‘activation’ refers both to a stronger reliance on active labour market 
policy and to less generous and more conditional passive labour market 
policy. Furthermore, benefit receipt can be explicitly tied to participation 
in active labour market programmes, so that activation involves a com-
prehensive linkage between the different instruments of labour market 
policy in order to increase employment. Regarding passive labour market 
policy, ‘eligibility criteria have been tightened, benefit levels have been 
reduced, benefits have been made conditional on employment, and the 
duration of receipt has been shortened’ (Kenworthy 2010, 438). Bearing 
in mind the financial sustainability of unemployment insurance, this pas-
sive element of activation is mainly driven by neoliberal concerns about 
the disincentive effect of generous transfers (see Tatsiramos and van Ours 
2014). The common aim of passive elements of activation strategies is the 
quick reintegration of the unemployed into the labour market, with qual-
ity and sustainability of reintegration being at best a secondary concern 
(for the negative effect of ungenerous unemployment benefits on sustain-
ability of reintegration see Wulfgramm and Fervers 2015).
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Apart from providing cash transfers and in-kind benefits, the welfare 
state structures market-based activities through a regulatory framework. 
In the absence of general data on overall welfare regulation, it is informa-
tive to analyze employment protection legislation as the driving force of 
the institutional dualism that is heavily discussed in the debate about the 
dualization between labour market insiders and outsiders (see Schwander 
as well as Dingeldey in this volume; Emmenegger et al. 2012). As shown 
by Fig. 9.1 in Hanna Schwander’s contribution to this volume, regula-
tion of regular employment has been held rather constant in most OECD 
countries (with the exception of Spain), while employment protection 
for temporary workers has been heavily dismantled virtually everywhere. 
In line with overall public social expenditure and the share of in-kind 
benefits, there is a clear pattern of convergence in the overall strictness of 
employment protection legislation across OECD countries.

In the field of retirement policy, supply side orientation can most clearly 
be seen in the attempts of many countries to increase the average retire-
ment age by limiting early retirement options and raising the statutory 
retirement age, and in the shift from defined-benefit pensions towards 
defined-contribution plans (see Heisig in this volume). This shift towards 
defined-contribution plans is to a large extent driven by the transfor-
mation of both Beveridgean and Bismarckian systems (see Hinrichs and 
Lynch 2010) towards multi-pillar pension systems (Clark et  al. 2006; 
Immergut et  al. 2007; Ebbinghaus 2011; OECD 2011). Although 
Beveridgean countries in particular already had earnings-related schemes 
in place as early as the 1960s, the most prominent example of the spread 
of global social policy ideas (see Kaasch in this volume) by a suprana-
tional actor occurred when the World Bank (1994) heavily advocated 
for the extension of single pay-as-you-go public pension systems into 
three pillars. Such multi-pillar systems ideal-typically consist of (1) a tax-
based basic pension scheme, (2) compulsory occupational pensions and 
(3) voluntary private pension savings plans. Today, even Bismarckian 
countries with a strong reliance on public pay-as-you-go pensions, such 
as Germany, extensively subsidize and regulate private pension savings 
plans. Given the choice between transfers, in-kind benefits and regula-
tion as welfare state instruments, we see a gradual shift towards increas-
ingly regulating private provision rather than being limited to public 
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provision. While regulating the general rules for private pension savings 
providers, defined-contribution plans shift the responsibility for welfare 
outcomes from the public onto the individual.

Supply side orientation also becomes apparent in family policy, but 
it manifests itself with an extension of and partial shift in direct state 
responsibility for welfare provision rather than a retreat thereof. Although 
still an example of a mixed-objectives policy field, the framing and instru-
ments of family policy in many countries have undergone a clear para-
digm shift. Family policy has gone from being a pure social policy in 
the sense of income compensation and poverty alleviation to now being 
understood as part of a broader activation, education and partly gender 
equality framework (Lewis 2009; see Ahrens 2012, 87, on examples of 
family policy framing)—albeit on very different levels. Stronger reliance 
on public childcare has at least two mechanisms by which it contrib-
utes towards the supply side model. First, it frees parents from their care 
responsibilities and particularly fosters female labour market supply, thus 
being activating in nature. Second, in the long run, high quality public 
childcare can fulfil an important social investment function, fostering 
equality of chances particularly benefitting children from lower socio-
economic backgrounds (Esping-Andersen et  al. 2002; OECD 2007). 
The extent to which public childcare is truly comprehensive, however, 
still differs between the pioneering Scandinavian countries and conserva-
tive and liberal countries. Furthermore, tax splitting systems and passive 
transfers send contradictory incentives that limit the emergence of dual 
earner/dual carer families, with single (male) breadwinner or extended 
breadwinner models still dominant in Southern and continental coun-
tries (Dingeldey in this volume; Gornick and Meyers 2006; Ciccia and 
Verloo 2012). Overall, we see an expansion of family policy in the direc-
tion of social investment, with OECD countries now spending an aver-
age of 2.5 per cent of GDP, but there is not as clear a trend of convergence 
as in other policy fields.

Although not part of what many European scholars have traditionally 
regarded as social policy, education policy represents a focal area of the 
paradigm shift towards the social investment state and the supply ori-
ented welfare state. This view is by no means new, as education policy has 
been understood as lying at the core of providing welfare and equalizing 
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chances, particularly in Anglo-Saxon countries (Allmendinger and 
Leibfried 2003). Large expansions of enrolment rates in higher education 
(see Fulge in this volume) aim at increasing the high-skilled labour sup-
ply. At the same time, the Bologna process not only intends to improve 
mobility between European higher education institutions but also aims 
at a more structured study progress as well as greater employability with a 
bachelor degree (Schomburg and Teichler 2011). Therefore, the Bologna 
process can be both accredited with and criticized for contributing to 
the supply side model, by aligning university studies with labour market 
requirements rather than with Humboldtian education principles.

Healthcare is among those policy fields in which functional pressure in 
the form of technological and medical progress, demographic change and 
consequences of ‘Baumol’s cost disease’ (Freeman and Rothgang 2010) 
have led to a clear upward convergence of expenditure (Starke et  al. 
2008). Regulatory and structural reforms aiming at efficiency and cost-
containment have been implemented across countries (see, for example, 
Freeman and Moran 2000; Rothgang et  al. 2010). Privatization and 
individualization of healthcare financing peaked in the late 1990s, with 
co-payments representing the lowest level of risk and income solidarity 
(see Schmid et al. in this volume). The acknowledgement of healthcare 
as part of social investment strategies has contributed to a reversal of 
this trend. The supply orientation of healthcare reform is apparent, for 
instance, in the EU health strategy: ‘investing in people’s health as human 
capital helps improve the health of the population in general and rein-
forces employability, thus making active employment policies more effec-
tive, helping to secure adequate livelihoods and contributing to growth’ 
(European Commission 2013, 2).

�Conclusion: Implications of the Supply Side 
Model for Distribution and Redistribution

Welfare states are constantly adapting to socioeconomic conditions as 
well as changing power distributions in the political sphere. While every 
country combines a distinctive mix of cash transfers, in-kind benefits and 
social regulation into its unique welfare state, we identify at least two 
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common social policy trends across OECD countries in recent decades. 
First, quantitatively, we find convergence in overall welfare effort, show-
ing that total public social expenditure has become increasingly simi-
lar and has converged to a higher level compared to previous periods. 
Second, we find that OECD welfare states also show qualitative conver-
gence towards a supply oriented model. Rather than focussing exclusively 
on compensatory transfers that take market outcomes as given exogenous 
influences, supply oriented policies aim at altering primary outcomes by 
providing services, investing in skills formation and setting incentives for 
employment. Alternatively, we see a shift towards individualized risk in 
multi-pillar pension schemes as well as institutional dualism with respect 
to employment protection legislation. But what can we expect from these 
welfare state changes in terms of their effects on inequality? Since subse-
quent chapters will analyze specific policy fields in more detail, we will 
focus on hypothesizing general distributional trends.

Activation and social investment policies aim at fostering employment 
and changing the human capital endowments of citizens, shifting from 
passive towards active and activating policies. Given that many activation 
policies focus on quick reintegration into the labour market rather than 
high-quality employment (Wulfgramm and Fervers 2015), the effect on 
primary distribution is contradictory: the primary distribution should be 
equalized by raising employment levels of previously unemployed or inac-
tive citizens, but wages and employment conditions may actually diverge 
further. Although not traditionally regarded as part of the core of welfare 
state policy, education is becoming increasingly central to policy-makers’ 
attempts to equalize outcomes by improving equality of chances. While 
policies in the field of social investment (such as education and active 
labour market policy) aim at affecting (pre)distribution, policies that indi-
vidualize risk tend to foster the spread of incomes. Contemporary welfare 
states are shifting the responsibility for welfare outcomes to the individual, 
for instance, by strengthening private and especially defined-contribution 
pension plans in multi-pillar structures. Furthermore, deregulation at 
the margins of the labour market while core workers are enjoying broad 
job protection shows that flexibility requirements are unequally distrib-
uted across different labour market groups. Regarding net inequality, the 
trend is rather uniform across traditional social policy fields: replacement 
rates and benefit durations are stagnating or gradually declining across 
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OECD countries, thus limiting the redistributive efforts of national 
economies as seen from a social rights perspective. Yet, increased gross  
inequality—whether due to skill-biased technological change, globaliza-
tion, demographics or even deregulation of employment protection—
brings about higher demands for transfers. Thus, even in the case of lower 
replacement rates, welfare state expenditure is not reduced. The focus is 
shifted towards policy areas that are likely to contribute to future eco-
nomic successes, such as education policy and family policy. Once market 
inequalities are manifest, though, the decreasing focus on compensatory 
transfers means that market inequalities translate into net inequality.
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