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Economic Relations between the Advanced Market Economies

Liberal View of World Economy
· Markets should direct economic activity

· Greater wealth results from a complex division of labor driven by self-interest

· Greater wealth will result from the “hidden hand” of the market rather than government

· Individuals acting in their own self-interest produce optimal outcome for society

· Free trade is beneficial for the world economy

· States should allow firms to specialize in what they produce most efficiently

· States should trade freely with one another along these lines, free of government intervention

· If states specialize in their comparative advantage, wealth is maximized

Mercantilist View of World Economy
· Politics should direct economic activity

· Focus on beneficial effects of state involvement in economic activity

· Wealth is a means to maximize power

· Economics should serve the interests of the state in the competition for power

· Subsidies - grants paid by a government to an enterprise that benefits the public
· Tariffs - government taxes on imports or export
· Non-tariff barriers - import quotas and regulations

· Dumping - selling goods abroad at a price below that charged in the domestic market
· Balance of trade surpluses

· Currency devaluation – decreasing the value of a country's currency relative to that of foreign countries
	
	Liberalism
	Mercantilism

	Actor
	Individual
	State

	Goal
	Max. Wealth
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	Relations
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Interwar Years, 1919 - 1939

· Widespread use of mercantilist policies

· Protectionism - the policy of imposing duties or quotas on imports in order to protect home industries from overseas competition
· Currency devaluation, fragmentation of monetary system

Bretton Woods Conference, 1944

· Delegates viewed economic catastrophe of interwar years as partial cause for WWII, sought to design a liberal system of free trade and open monetary relations

· Result: IMF, GATT, IBRD, IMF
· System of fixed, but adjustable exchange rates (price of gold fixed at 34 $US an ounce, all other currencies fixed price in terms of $US)
· IMF monitors exchange rates and provide loans if price of currency is threatened

GATT

· Interwar years suggested need an institution to promote trade and adjudicate disputes

· ITO fails, GATT created: forum and rules for trade liberalization, dispute resolution mechanism

Principles of Trade Liberalization

· Nondiscrimination: most favored nation status ( this multilateralizes trade
· Reciprocity: equal concessions ( this creates a domestic constituency for trade

IBRD

· Designed to provide aid to war devastated economies and promote development in the poorer areas of the world

· Less developed countries (LDCs) 

Evolution of the World Economy: 1948 - 1973

· Unprecedented period of economic prosperity

· IMF: system of exchange rates performs reasonably well. US trade deficits finance system
· GATT  “Rounds”
· Kennedy Round (1967) tariffs on all manufactured goods at minimal levels
· Tariffs remain on items produced by LDCs – textiles, apparel, and footwear
· Trade restricted by NTBs
· IBRD: reconstruction completed, switches focus to alleviation of poverty. creation of “World Bank”

Turbulent 1970s

· “Nixon Shocks” – announced US$ would no longer be convertible to gold; 10% surcharge on imports into the US (distanced US from official policy of economic liberalism).
· Rise of floating exchange rates (currency exchange rate which is determined by free market forces, rather than being fixed by a government)
· Oil Shocks, 1973 & 1979: 400% increase in price of oil
· Tokyo Round lowers NTBs: agreements adopted on several non-tariff topics, based on "code reciprocity", i.e., a country could adopt some agreements and reject others (’73-’79)
· Rise of neomercantilism: European CAP, voluntary export restraints

Uruguay Round, 1987 - 1994

· Broadens trade negotiations to cover agriculture, services, and intellectual property

· Reforms dispute settlement mechanism

· Creation of World Trade Organization (WTO)

WTO
· WTO mandate is to liberalize trade

· Critics of WTO claim it fails to take into account environment, health, or safety concerns when settling disputes

· WTO supporters claim these social concerns invite protectionism from sectors facing pressures of trade liberalization

· Seattle Meetings (1999), Doha Round initiated as “development round” (2001)

· Focus on agriculture, service, trade rules, and intellectual property

· Accord reached in Geneva (July 2004) to push forward negotiations

Changes in International Financial System

· Oil Shocks 1973 & 1979

· Petrodollar recycling

· Privatization of international finance

· Debt and currency crises

· “Reforming the international financial architecture” 

European Integration 

· Federalism v. Functionalism
· Federalism: state unification should be whole-hearted, all at once (top-bottom approach)
· Functionalism: start with cooperation among some actors in uncontroversial areas, gradually move upward (bottom-up approach)
· Neofunctionalism & Spillover Effects
· Neofunctionalism: should develop some central political institutions with power to oversee and direct integration. 

· Spillover effects: as states see economic benefits from some activities, they’d be willing to give broader authority, so yoou’d have spillover effects until integrating forces were overwhelming
· Integration process: ECSC, EEC & Euratom

· EC: from customs union to common market

· EU: common currency, foreign and security policy, justice and internal policy

· Current issues: Euroskepticism, EU deficit procedure, enlargement (May 2004), Constitution, Turkey?
Theoretical Questions

· What explains the origins of the Bretton Woods system?

· What explains the evolution of trade and monetary relations?

· How important is hegemony in understanding the world economy? Institutions? Ideas? Class interests?

· Do economic policy decisions tend to be governed by liberalism, mercantilism, or both?

Developing Countries in the World Economy

Economic Development: Framing the Problem

· Imperialism. raw materials exported, profits repatriated, expertise limited, economies distorted.  North developed on the back of the South.

· Decolonization. changing from colonial to independent status. Latin America: 19th century; Africa, Asia, Middle East: 1945 – 1975

· Indicators: Income Gap, Human Development Gap (life exp, education, income)

Theories of Development:1950s
· Economic liberalism

· International exchange should be organized based on a division of labor governed by specialization and comparative advantage free of government intervention

· Free trade organized along these lines will benefit all nations

· Modernization theory

· LDCs were in an earlier stage of development than the advanced market economies

· “Be like us”: LDCs should emulate the West

· idea: economic development encourages political development, and the two were necessarily compatible. LDCs should economically develop to catch up to the West.

Practice of Development: 1950s

· Principles of economic liberalism enshrined in the GATT. “Trade as an engine of growth.”

· Modernization theory stressed internal changes were necessary to LDCs.

· Urbanization, education, socialization, industrialization

· Processes would be accelerated by free trade, foreign investment, and foreign aid

Theories of Development: 1960s – 1980s

· Neocolonialism

· Former imperial powers continue to control and exploit post-colonial societies after decolonization 

· “The essence of neocolonialism is that the State which is subject to it is, in theory, independent and has all the outward trappings of international sovereignty.  In reality, its economic system and thus its political policy is directed from the outside.”

· Free trade cast LDCs in role of primary product exporters and importers of manufactured goods

· Access to capital governed by North: banks, aid, IMF, and IBRD

· Political mechanism: coups against reformist governments

· Cultural mechanism: spread of Western culture, religion, and education undermined ability of post-colonial societies to develop independent world views
· Dependencia
· LDCs do not compete on a level playing field

· Structure of international trade, aid, and investment operates against the interests of the South creating asymmetric interdependence (dependence) between LDCs and the West

· Structure of international trade produces an unequal and unfair division of labor in which LDCs export primary products and import manufactured and high-tech goods

· Unequal terms of trade

· Prices of LDC products tend to much lower than imports from the West

· Prices of LDC products tend to volatile

· Differential income-elasticity of demand 

· Foreign aid from West, IMF, and IBRD served the interests of the West

· MNCs inflict more costs than benefits

· Technology and capital transfer? Distortion of economy.  Worker exploitation.

Practice of Development II: 1960s -1980s.

· Import-substitution industrialization (ISI)

· Develop domestic substitutes for products a state imports

· Use high tariffs and government policies to develop and encourage the growth of infant industries

· Press for changes in the rules of international trade

· Group of 77 pushed for creation of new agency to study changes in trade rules at the UNCTAD
· Oil Shock 1973 provides LDCs with increased leverage over North to promote claims.  

· New International Economic Order (NIEO)

· Reparations for colonialism and regulation of MNCs

· Index price of primary products to price of manufactured goods

· Encourage preferential and non-reciprocal treatment in trade

· Increase the transfer of grants

· Generalized System of Preferences (GSP)

· Allowed states to conclude country- and product- specific arrangements for preferential and non-reciprocal access to markets

· Lomé Convention: EC offers duty-free and quota-free access to ACP states in return for MFN status

1980s and the International Debt Problem

· Petrodollar recycling

· Oil shock 1979, Interest rate increases, Recession in West = No ability to service debts

· Debt Crisis 1980s

· Nearly 40 states in Latin America, Africa, Middle East, and Asia encounter difficulties with creditors

· IMF and World Bank involvement: austerity and structural adjustment
· “The Lost Decade” – 1980s

· Debt crisis discredited neocolonialism, dependencia, and ISI policies

· Infant industries never grew up

· Inefficient industries and government spending financed by heavy foreign borrowing

· Domestic markets were not large enough to achieve economies of scale
Neomercantilism & NICs

· State should intervene in economy to promote economic wealth and thus power

· Develop a niche in the international economy and utilize state to promote exports in this niche

· State should aggressively pursue policies that change the basic structure of production

· Export-oriented strategy

· Selected industries targeted with fiscal and financial incentives

· Tariffs and NTBs protected these selected industries

· Currency devalued

· Promoted high level of domestic savings and investment 

· Practitioners: The Asian Tigers (Singapore, South Korea, Taiwan, and Hong Kong) and the New Asian Tigers (Thailand, Malaysia, Philippines, Indonesia)

· Newly Industrialized Countries (NICs)

Washington Consensus & 1990s

· Success of NICs engaging with international economy and failure of policies seeking to change or disengage with international economy leads to ascendancy of liberalism  

· Washington Consensus

· Free trade and foreign direct investment

· Privatization and deregulation

· Market-based exchange rates 

· Fiscal discipline

· Policies were promoted by the US, IMF, World Bank, and a new generation of policymakers in LDCs

· Policies were adopted by a number of states – particularly in Latin America – but with mixed success

· Backlash against the Washington Consensus

Where do we go from here?

· Doha “development” round

· G- 20  and Geneva agreement on agriculture (July 2004)

· Regional integration

· Mercosur

· African Union & New Partnership for African Development (NEPAD)

· NAFTA – more trade and employment v. more foreign control and underemployment. FTAA and APEC?

· Debt relief

· Highly Indebted Poor Countries initiative (HIPC)

· Debt for nature swaps?
