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PREFACE

My book Globalization and Its Discontents was written just

after I left the World Bank, where | served as senior vice
president and chief economist from 1997 to 2000. That
book chronicled much of what | had seen during the time | was at the
Bank and in the White House, where | served from 1993 to 1997 as a
member and then chairman of the Council of Economic Advisers under
President William Jefferson Clinton. Those were tumultuous years; the
1997-98 East Asian financial crisis pushed some of the most successful
of the developing countries into unprecedented recessions and depres-
sions. In the former Soviet Union, the transition from communism to
the market, which was supposed to bring new prosperity, instead
brought a drop in income and living standards by as much as 70 per-
cent. The world, in the best of circumstances, marked by intense com-
petition, uncertainty, and instability, is not an easy place, and the
developing countries were not always doing the most they could to
advance their own well-being. But | became convinced that the
advanced industrial countries, through international organizations like
the International Monetary Fund (IMF), the World Trade Organization
(WTO), and the World Bank, were not only not doing all that they
could to help these countries but were sometimes making their life more
difficult. IMF programs had clearly worsened the East Asian crisis, and
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the "shock therapy" they had pushed in the former Soviet Union and its
satellites played an important role in the failures of the transition.

I covered many of these topics in Globalization and Its .Discontents. |
felt | had a unique perspective to bring to the debate, having seen poli-
cies being formulated from inside the White House, and from inside
the World Bank, where we worked alongside developing countries to
help develop strategies to enhance growth and reduce poverty. Equally
important, as an economic theorist, | spent almost forty years working
to understand the strengths, and limitations, of the market economy.
My research had not only cast doubt on the validity of general claims
about market efficiency but also on some of the fundamental beliefs
underlying globalization, such as the notion that free trade is necessar-
ily welfare enhancing.

In my earlier book, | described some of the failures of the interna-
tional financial system and its institutions, and showed why globaliza-
tion has not benefited as many people as it could and should have. And |
sketched out some of what needs to be done to make globalization work—
especially for the poor and developing countries. The book included
some proposals for reforming the world financial system and the
international financial institutions that govern it, but space did not
allow me to flesh out these proposals.

Just as my time in the White House and at the World Bank put me
in a unique position to understand globalization's problems, so too has it
provided me with the basis for this sequel. During my years in Washington,
I traveled the world and met many government leaders and officials,
as | studied the successes and failures of globalization. After | left
Washington to return to academia, | remained involved in the
globalization debate. In 2001, I received the Nobel Prize for my earlier
theoretical work on the economics of information. Since then, | have
visited dozens of developing countries, continued my discussions with
academics and businesspeople, with prime ministers, presidents, and
parliamentarians on every continent, and been involved in fora debat-
ing development and globalization involving every segment of our
global society.

When | was about to leave the White House for the World Bank,
President Clinton asked me to stay on as the chairman of his Council
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of Economic Advisers and as a member of his cabinet. | declined,
because | thought that the task of designing policies and programs that
would do something about the abject poverty which plagued the less
developed world was a far more important challenge. It seemed terri-
bly unfair that in a world of richness and plenty, so many should live
in such poverty. The problems were obviously difficult, but I felt con-
fident something could be done. | accepted the World Bank's offer, not
only because it would give me new opportunities to study the problems
but because it would provide me a platform from which I could sup-
port the interests of the developing countries.

In my years at the World Bank, | came to understand why there was
such discontent with the way globalization was proceeding. Though
development was possible, it was clear that it was not inevitable. I had
seen countries where poverty was increasing rather than decreasing,
and | had seen what that meant—not just in statistics but in the lives
of the people. There are, of course, no magic solutions. But there are a
multitude of changes to be made—in policies, in economic institu-
tions, in the rules of the game, and in mindsets—that hold out the
promise of helping make globalization work better, especially for the
developing countries. Some changes will occur inevitably—China's
entry into the global scene as a dominant manufacturing economy and
India's success, in outsourcing, for instance, are already forcing changes
in policies and thinking. The instability that has marked global finan-
cial markets during the past decade—from the global financial crisis of
1997-98 to the Latin American crises of the early years of the new mil-
lennium, to the falling dollar beginning in 2003—has forced us to
rethink the global financial system. Sooner, or later, the world will have
to make some of the changes | suggest in the following chapters; the
question is not so much whether these or similar changes will occur, but
when—and, more important, whether they will occur before another
set of global disasters or after. Haphazard changes that are done quickly
in the wake of a crisis may not be the best way to reform the global eco-
nomic system.

The end of the Cold War has opened up new opportunities and
removed old constraints. The importance of a market economy has
now been recognized and the death of communism means that govern-
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ments can now turn away from ideological battles and toward fixing
the problems of capitalism. The world would have benefited had the
United States used the opportunity to help build an international eco-
nomic and political system based on values and principles, such as a
trade agreement designed to promote development in poor countries.
Instead, unchecked by competition to "win the hearts and minds" of
those in the Third World, the advanced industrial countries actually
created a global trade regime that helped their special corporate and
financial interests, and hurt the poorest countries of the world.

Development is complex. Indeed, one of the main criticisms leveled
against the IMF and other international economic institutions is that
their one-size-fits-all solutions do not—can not—capture these com-
plexities. Yet, out of the myriad of global economic narratives, some
general principles do arise. Many of the successful developing countries
have some policies in common, which each adapted to its own situa-
tion. One of this book's objectives is to explain these points in common.

| should say a word about the relationship between my earlier
research, especially that connected with the work that led to the Nobel
Prize, my policy positions during my years in Washington, and my
subsequent writings, especially in Globalization and Its Discontents and in
The Roaring Nineties.'

My earlier academic work on the consequences of imperfect and
limited information and imperfect competition led me to an awareness
of the limitations of markets. Over the years I, and others, have
extended that work into macro-economics. My work in the economics
of the public sector had emphasized the need for balance between the
government and the market—perspectives close to those of the Clin-
ton administration, and which I helped articulate in the annual Eco-
nomic Report of the President in the years | served on the Council of
Economic Advisers. When | came to the World Bank, | was troubled
by what | saw: the Bank—and, even more, the IMF—pushing conser-
vative economic policies (such as the privatization of social security)
that were exactly the opposite of those for which I had fought so hard
when | was at the White House. Worse, they were using models that
my theoretical work had done so much to discredit. (I was, of course,
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even more troubled to learn that Clinton's own Treasury was pushing
these policies.)

My economic research had shown the deep underlying flaws in IMF
economics, in "market fundamentalism,” the belief that markets by them-
selves lead to economic efficiency. Intellectual consistency—consistency
with my earlier academic work—impelled me to voice my concerns
that the policies which they were pushing in, for instance, East Asia,
might only make matters worse. To do any less would have been a dere-
liction of my responsibilities.

What we had fought for while | was in the Clinton administration
was relevant, not just to Americans but to the rest of the world as well.
As | moved from the Clinton administration to the World Bank, I con-
tinued to push for the right balance between the private and public sec-
tors and to advance policies promoting equality and full employment.
The issues | raised during my tenure at the World Bank—which
received a warm reception by many of the economists there—are the
same ones | raised in Globalization and Its Discontents.

The passions evoked by the global financial crises and the difficult
transitions from communism to a market economy have now faded.
Today, these matters can be looked at more calmly and, as | describe in
chapter 1, on many of the pivotal issues there is an emerging consen-
sus that resembles the ideas put forth in Globalization and Its Discon-
tents. That book helped change the debate about how globalization
should be reshaped. A number of these ideas are widely accepted now,
and even the IMF has come round to my point of view that allowing
unfettered flows of speculative capital is extremely risky. Of course, as
the continuing clashes between the Left and Right in the United States
and elsewhere remind us, there remain large areas of disagreement
about both economics and basic values. Indeed, one of my main criti-
cisms of the international economic institutions is that, regardless of
the circumstances, they have supported one particular economic per-
spective—one which | think, in many ways, is misguided.

This book reflects my faith in democratic processes; my belief that
an informed citizenry is more likely to provide some checks against the
abuses of the special corporate and financial interests that have so dom-
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Mated the globalization process; that ordinary citizens of the advanced
industrial countries, as well as of the developing world, share a com-
mon interest in making globalization work. | hope that this book, like
its predecessor, will help transform the globalization debate—and, ulti-
mately, the political processes which shape globalization.

Globalization is the field on which some of our major societal
conflicts—including those over basic values—play out. Among the
most important of those conflicts is that over the role of government
and markets.

It used to be that conservatives could appeal to Adam Smith's "invis-
ible hand"—the notion that markets and the pursuit of self-interest
would lead, as if by an invisible hand, to economic efficiency. Even if
they could admit that markets, by themselves, might not engender a
socially acceptable distribution of income, they argued that issues of
efficiency and equity should be separated.

In this conservative view, economics is about efficiency, and issues of
equity (which, like beauty, so often lies in the eyes of the beholder)
should be left to politics. Today, the intellectual defense of market fun-
damentalism has largely disappeared.? My research on the economics of
information showed that whenever information is imperfect, in partic-
ular when there are information asymmetries—where some individu-
als know something that others do not (in other words, always)—the
reason that the invisible hand seems invisible is that it is not there.3
Without appropriate government regulation and intervention, markets
do not lead to economic efficiency.’

In recent years we have seen dramatic illustrations of these theoreti-
cal insights. As I described in my book The Roaring Nineties,' the pur-
suit of self-interest by CEOs, accountants, and investment banks did
not lead to economic efficiency, but rather to a bubble accompanied by
massive misallocations of investment. And the bubble, when it burst,
led, as they almost always do, to recession.

Today, by and large, there is (at least among economists, if not
among politicians) an understanding of the limitations of markets. The
scandals of the nineties in America and elsewhere brought down
"Finance and Capitalism American Style" from the pedestal on which
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they stood for too long. More broadly, Wall Street's perspective, which
is often shortsighted, is being recognized as antithetical to develop-
ment, which requires long-term thinking and planning.

There is also a growing recognition that there is not just one form of
capitalism, not just one "right" way of running the economy. There are,
for instance, other forms of market economies—such as that of
Sweden, which has sustained robust growth—that have led to quite
different societies, marked with better health care and education and
less inequality. While Sweden's version may not work as well elsewhere,
or may not be appropriate for a particular developing country, its suc-
cess demonstrates that there are alternative forms of effective market
economies. And when there are alternatives and choices, democratic
political processes should be at the center of the decision making—not
technocrats. One of my criticisms of the international economic insti-
tutions is that they tried to pretend that there were not trade-offs—a
single set of policies made everyone better off—while the essence of
economics is choice, that there are alternatives, some of which benefit
some groups (such as foreign capitalists) at the expense of others, some
of which impose risks on some groups (such as workers) to the advan-
tage of others.

Among the central choices facing all societies is the role of govern-
ment. Economic success requires getting the balance right between the
government and the market. What services should the government
provide? Should there be public pension programs? Should govern-
ment encourage particular sectors with incentives? What regulations, if
any, should it adopt to protect workers, consumers, and the environment?
This balance obviously changes over time, and will differ from country to
country. But I shall argue that globalization, as it has been pushed, has
often made it more difficult to obtain the requisite balance.

I also hope to show that while globalization's critics are correct in
saying it has been used to push a particular set of values, this need not
be so. Globalization does not have to be bad for the environment,
increase inequality, weaken cultural diversity, and advance corporate
interests at the expense of the well-being of ordinary citizens. In Mak-
ing Globalization Work, | attempt to show how globalization, properly
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managed, as it was in the successful development of much of East Asia,
can do a great deal to benefit both the developing and the developed
countries of the world.

Attitudes toward globalization, and the failures and inequities asso-
ciated with the way it has been managed, provide a Rorschach test for
both countries and their people, revealing their fundamental beliefs
and attitudes, their perspectives on the role of government and the
market, the importance they attach to social justice, and the weight
they put on noneconomic values.

Economists who place less importance on reducing income inequal-
ity are more prone to think that the actions governments might take to
reduce that inequality are too costly, and may even be counterproduc-
tive. These "free market" economists are also more inclined to believe
that markets, by themselves, without government intervention, are
efficient, and that the best way to help the poor is simply to let the
economy grow—and, somehow, the benefits will trickle down to the
poor. (Interestingly, such beliefs have persisted, even as economic
research has undermined their intellectual foundations.)

On the other hand, those who, like me, think that markets often fail
to produce efficient outcomes (producing too much pollution and too
little basic research, for instance) and are disturbed by income
inequalities and high levels of poverty; also believe that reducing that
inequality can cost less than the conservative economists predict. Those
who worry about inequality and poverty also see the enormous costs of
not dealing with the problem: the social consequences, including alien-
ation, violence, and social conflict. They are also more sanguine about
the possibilities for government interventions; while governments
sometimes, or even often, are less efficient than one might have hoped,
there are notable instances of success, several of which I discuss in the
pages that follow. All human institutions are imperfect, and the chal-
lenge for each is to learn from the successes and failures.

These perspectives on the importance of dealing with inequality and
poverty are mirrored in differences in views about their origins. By and
large, those who are concerned about inequality see much of it as aris-
ing out of luck—the luck of being born with good genes or with rich
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parents (the "sperm lottery")," or the luck of buying a piece of real
estate in the right place at the right time (just before oil is struck, or
before a local real estate bubble develops).' Those who are less con-
cerned feel that wealth is a reward for hard work. In this view, redistri-
bution of income not only takes away incentives for work and savings
but is almost immoral, for it deprives individuals of their just rewards.

Paralleling these positions are stances on a host of other issues.
Those who are less concerned about inequality and more concerned
about economic efficiency tend to be less concerned with noneco-
nomic values such as social justice, the environment, cultural diversity,
universal access to health care, and consumer protection. (There are
many exceptions, of course—conservatives, for instance, who worry
about the environment.)

I emphasize these connections between economic and cultural atti-
tudes to emphasize how much it matters to whom we entrust key
aspects of economic decision making. If one delegates decision making
to "conservatives,” almost inevitably one will get economic policies and
outcomes that reflect their political interests and cultural values.' This
book obviously reflects my own judgments and values; at least, |
hope to be transparent, and present both sides of the ongoing eco-
nomic debates.

SAVING GLOBALIZATION FROM ITS ADVOCATES

Some seventy years ago, during the Great Depression, the British econ-
omist, John Maynard Keynes, formulated his theory of unemploy-
ment, which detailed how government action could help restore the
economy to full employment and growth. Keynes was vilified by con-
servatives, who saw his prescription as increasing the role of govern-
ment. They seized on the budget deficits that inevitably accompany a
downturn as an occasion to cut back on government programs. But
Keynes actually did more to save the capitalist system than all the pro-
market financiers put together. Had the advice of the conservatives
been followed, the Great Depression would have been even worse; it
would have been longer and deeper, and, the demand for an alternative
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to capitalism would have grown. By the same token, | believe that
unless we recognize and deal with the problems of globalization, it will
be difficult to sustain its current momentum.

Globalization, like development, is not inevitable—even though
there are strong underlying political and economic forces behind it. By
most measures, between World War | and World War |1, both the pace
and extent of globalization slowed, and even reversed. For example,
measures of trade, as a percentage of GDP, actually declined." If glob-
alization leads to lower standards of living for many or most of the
citizens of a country and if it compromises fundamental cultural
values, then there will be political demands to slow or stop it.

The path of globalization will, of course, be changed not only by the
force of ideas and experiences (ideas about whether trade or capital
market liberalization will improve growth and the actual experiences
with these reforms, for example) but also by global events. In recent
years, 9/11 and the war on terrorism, the war in Irag, and the emer-
gence of China and India have all redefined the globalization debate in
ways that | will discuss.

This book is as much about how politics has been used to shape the
economic system as it is about economics itself. Economists believe
that incentives matter. There are strong incentives—and enormous
opportunities—to shape political processes and the economic system
in ways that generate profits for some at the expense of the many.

Open, democratic processes can circumscribe the power of special
interest groups. We can bring ethics back into business. Corporate gov-
ernance can recognize the rights not only of shareholders but of others
who are touched by the actions of the corporations.” An engaged and
educated citizenry can understand how to make globalization work, or
at least work better, and can demand that their political leaders shape
globalization accordingly. | hope this book will help make this vision a
reality.
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CHAPTER I

Another World Is Possible

I n a vast field on the outskirts of Mumbai, activists from around the

world gathered for the World Social Forum in January 2004. The
first Forum to be held in Asia, this meeting had a very different feel
from those held in Porto Alegre, Brazil, in the four previous years. Over
100,000 people attended the week-long event, and the scene was, like
India itself, a colorful crush of humanity. Fair trade organizations
staffed rows of stalls selling handmade jewelry, colorful textiles, and
housewares. Banners strung along the streets proclaimed, "HANDLOOM
IS A BIGGEST EMPLOYMENT SOURCE IN INDIA." Columns 0f demonstra-
tors banged drums and chanted slogans as they wended their way
through the crowds. Loincloth-clad groups of dalit activists (members
of the castes that used to be known as untouchables), representatives of
workers' rights organizations and women's groups, the UN and non-
governmental organizations (NGOs) all rubbed shoulders. Thousands
gathered in temporary meeting halls the size of aircraft hangars to hear a
program of speakers that included former Irish president Mary
Robinson (former UN High Commissioner for Human Rights,
1997-2002) and Nobel Peace Prize winner Shirin Ebadi. It was hot
and humid and there were crowds everywhere.

Many conversations took place at the World Social Forum. There
was debate about how to restructure the institutions that run the world
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and how to rein in the power of the United States. But there was one
overriding concern: globalization. There was a consensus that change is
necessary, summed up in the motto of the conference: "Another world
is possible.” The activists at the meeting had heard the promises of
globalization—that it would make everyone better off; but they had
seen the reality: while some were in fact doing very well, others were
worse off. In their eyes, globalization was a big part of the problem.

Globalization encompasses many things: the international flow of
ideas and knowledge, the sharing of cultures, global civil society, and
the global environmental movement. This book, however, is mostly
about economic globalization, which entails the closer economic inte-
gration of the countries of the world through the increased flow of
goods and services, capital, and even labor. The great hope of global-
ization is that it will raise living standards throughout the world: give
poor countries access to overseas markets so that they can sell their
goods, allow in foreign investment that will make new products at
cheaper prices, and open borders so that people can travel abroad to be
educated, work, and send home earnings to help their families and
fund new businesses.

| believe that globalization has the potential to bring enormous ben-
efits to those in both the developing and the developed world. But the
evidence is overwhelming that it has failed to live up to this potential.
This book will show that the problem is not with globalization itself
but in the way globalization has been managed. Economics has been
driving globalization, especially through the lowering of communica-
tion and transportation costs. But politics has shaped it. The rules of
the game have been largely set by the advanced industrial countries—
and particularly by special interests within those countries—and, not
surprisingly, they have shaped globalization to further their own inter-
ests. They have not sought to create a fair set of rules, let alone a set of
rules that would promote the well-being of those in the poorest coun-
tries of the world.

After speaking at the World Social Forum, Mary Robinson, Delhi
University chancellor Deepak Nayaar, International Labour Organiza-
tion president Juan Somavia, and | were among the few who went on
to the World Economic Forum in Davos, the Swiss ski resort where the
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global elite gather to mull over the state of the world. Here, in this
snowy mountain town, the world's captains of industry and finance
had very different views about globalization from those we heard in
Mumbai.

The World Social Forum had been an open meeting, bringing
together vast numbers from all over the world who wanted to discuss
social change and how to make their slogan, "Another world is possi-
ble," a reality. It was chaotic, unfocused, and wonderfully lively—a
chance for people to see each other, make their voices heard, and to
network with their fellow activists. Networking is also one of the main
reasons that the movers and shakers of the world attend the invitation-
only event at Davos. The Davos meetings have always been a good
place to take the pulse of the world's economic leaders. Though largely
a gathering of white businessmen, supplemented by a roster of govern-
ment officials and senior journalists, in recent years the invitation list
has been expanded to include a number of artists, intellectuals, and
NGO representatives.

In Davos there was relief, and a bit of complacency. The global
economy, which had been weak since the bursting of the dot-corn bub-
ble in America, was finally recovering, and the "war on terror" seemed
to be under control. The 2003 gathering had been marked by enor-
mous tension between the United States and the rest of the world
over the war in Iraq, and still earlier meetings had seen disagreement
over the direction which globalization was taking. The 2004 meeting
was marked with relief that these tensions had at least been modulated.
Still there was worry about American unilateralism, about the world's
most powerful country imposing its will on others while preaching
democracy, self-determination, and human rights. People in the
developing world had long been worried about how global
decisions—decisions about economics and politics that affected their
lives—were made. Now, it seemed, the rest of the world was worried also.

I have been going to the annual meetings at Davos for many years
and had always heard globalization spoken of with great enthusiasm.
What was fascinating about the 2004 meeting was the speed with
which views had shifted. More of the participants were questioning
whether globalization really was bringing the promised benefits—at
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least to many in the poorer countries. They had been chastened by the
economic instability that marked the end of the twentieth century, and
they worried about whether developing countries could cope with the
consequences. This change is emblematic of the massive change in
thinking about globalization that has taken place in the last five years
all around the world. In the 1990s, the discussion at Davos had been
about the virtues of opening international markets. By the early years
of the millennium, it centered on poverty reduction, human rights,
and the need for fairer trade arrangements.

At a Davos panel on trade, the contrast in views between the devel-
oped and developing countries was especially marked. A former World
Trade Organization official said that if trade liberalization—the lower-
ing of tariffs and other trade barriers—had not fully delivered on its
promise of enhanced growth and reduced poverty, it was the fault of
the developing countries, which needed to open their markets more to
free trade and globalize faster. But an Indian running a micro-credit
bank stressed the downside of free trade for India. He spoke of peanut
farmers who could not compete with imports of Malaysian palm oil.
He said it was increasingly difficult for small and medium-sized busi-
nesses to get loans from banks. This was not surprising. Around the
world, countries that have opened up their banking sectors to large
international banks have found that those banks prefer to deal with
other multinationals like Coca-Cola, IBM, and Microsoft. While in
the competition between large international banks and local banks the
local banks often appeared to be the losers, the real losers were the local
small businesses that depended on them. The puzzlement of some lis-
teners, convinced that the presence of international banks would
unambiguously be better for everyone, showed that these businessmen
had paid little attention to similar complaints from Argentina and
Mexico, which saw lending to local companies dry up after many of
their banks were taken over by foreign banks in the 1990s.

At both Mumbai and Davos, there was discussion of reform. At
Mumbai, the international community was asked to create a fairer
form of globalization. At Davos, the developing countries were
enjoined to rid themselves of their corruption, to liberalize their mar-
kets, and to open up to the multinational businesses so well repre-

Another World Is Possible 7

sensed at the meeting. But at both events there was an understanding
that something had to be done. At Davos the responsibility was placed
squarely on the developing countries; at Mumbai, it was on the entire
international community.

THE TWO FACES OF GLOBALIZATION

In the early 1990s, globalization was greeted with euphoria. Capital
flows to developing countries had increased sixfold in six years, from
1990 to 1996. The establishment of the World Trade Organization in
1995—a goal that had been sought for half a century—was to bring
the semblance of a rule of law to international commerce. Everyone
was supposed to be a winner—those in both the developed and the
developing world. Globalization was to bring unprecedented prosper-
ity to all.

No wonder then that the first major modern protest against global-
ization—which took place in Seattle in December 1999, at what was
supposed to be the start of a new round of trade negotiations, leading
to further liberalization—came as a surprise to the advocates of open
markets. Globalization had succeeded in unifying people from around
the world—against globalization. Factory workers in the United States
saw their jobs being threatened by competition from China. Farmers
in developing countries saw their jobs being threatened by the highly
subsidized corn and other crops from the United States. Workers in
Europe saw hard-fought-for job protections being assailed in the name
of globalization. AIDS activists saw new trade agreements raising the
prices of drugs to levels that were. unaffordable in much of the world.
Environmentalists felt that globalization undermined their decades-
long struggle to establish regulations to preserve our natural heritage.
Those who wanted to protect and develop their own cultural heritage
saw too the intrusions of globalization. These protestors did not accept
the argument that, economically at least, globalization would ulti-
mately make everybody better off.

There have been many reports and commissions devoted to the
topic of globalization. | was involved in the World Commission on the
Social Dimensions of Globalization, which was established in 2001 by
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the International Labour Organization (created in 1919 in Geneva to
bring together government, business, and labor). Co-chaired by Presi-
dent Benjamin W. Mkapa of Tanzania and President Tarja Kaarina
Halonen of Finland, our commission issued a highly skeptical report in
2004. A few lines go a long way to understanding how much of the
world feels about globalization:

The current process of globalization is generating unbalanced out-
comes, both between and within countries. Wealth is being created, but
too many countries and people are not sharing in its benefits. They
also have little or no voice in shaping the process. Seen through
the eyes of the vast majority of women and men, globalization has not
met their simple and legitimate aspirations for decent jobs and a
better future for their children. Many of them live in the limbo of the
informal economy without formal rights and in a swathe of poor
countries that subsist precariously on the margins of the global
economy. Even in economically successful countries some workers and
communities have been adversely affected by globalization.
Meanwhile the revolution in global communications heightens
awareness of these disparities ... these global imbalances are morally
unacceptable and politically unsustainable.’

The commission surveyed seventy-three countries around the
world. Its conclusions were startling. In every region of the world
except South Asia, the United States, and the European Union (EU),
unemployment rates increased between 1990 and 2002. By the time
the report was issued, global unemployment had reached a new high of
185.9 million. The commission also found that 59 percent of the
world's people were living in countries with growing inequality, with
only 5 percent in countries with declining inequality.' Even in most of
the developed countries, the rich were getting richer while the poor
were often not even holding their own.

In short, globalization may have helped some countries—their
GDP, the sum total of the goods and services produced, may have
increased—nbut it had not helped most of the people even in these

Another World Is Possible 9

countries. The worry was that globalization might be creating rich
countries with poor people.

Of course, those who are discontented with economic globalization
generally do not object to the greater access to global markets or to the
spread of global knowledge, which allows the developing world to take
advantage of the discoveries and innovations made in developed coun-
tries. Rather, they raise five concerns:

e The rules of the game that govern globalization are unfair, specifi-
cally designed to benefit the advanced industrial countries. In fact,
some recent changes are so unfair that they have made some of the
poorest countries actually worse off.

o Globalization advances material values over other values, such as a
concern for the environment or for life itself.

e The way globalization has been managed has taken away much of
the developing countries' sovereignty, and their ability to make deci-
sions themselves in key areas that affect their citizens' well-being. In
this sense, it has undermined democracy.

e While the advocates of globalization have claimed that everyone will
benefit economically, there is plenty of evidence from both develop-
ing and developed countries that there are many losers in both.

e Perhaps most important, the economic system that has been pressed
upon the developing countries—in some cases essentially forced
upon them—is inappropriate and often grossly damaging. Globaliza-
tion should not mean the Americanization of either economic policy
or culture, but often it does—and that has caused resentment.

The last is a topic that touches both those in developed and devel-
oping countries. There are many forms of a market economy—the
American model differs from that of the Nordic countries, from the
Japanese model, and from the European social model. Even those in
developed countries worry that globalization has been used to advance
the "Anglo-American liberal model™ over these alternatives—and even
if the American model has done well as measured by GDP, it has not
done well in many other dimensions, such as the length (and, some
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would argue, the quality) of life, the eradication of poverty, or even the
maintenance of the well-being of those in the middle. Real wages in the
United States, especially of those at the bottom, have stagnated for
more than a quarter century, and incomes are as high as they are partly
because Americans work far longer hours than their European counter-
parts. If globalization is being used to advance the American model of a
market economy, many elsewhere are not sure they want it. Those in the
developing world have an even stronger complaint—that globaliza- ' tion
has been used to advance a version of market economics that is more
extreme, and more reflective of corporate interests, than can be found
even in the United States.

Globalization and poverty

Critics of globalization point to the growing numbers of people living
in poverty. The world is in a race between economic growth and pop-
ulation growth, and so far population growth is winning. Even as the
percentages of people living in poverty are falling, the absolute number
is rising. The World Bank defines poverty as living on less than $2 a
day, absolute or extreme poverty as living on less than $1 a day.

Think for a minute what it means to live on one or two dollars a day.3
Life for people this poor is brutal. Childhood malnutrition is endemic,
life expectancy is often below fifty years, and medical care is scarce.
Hours are spent each day searching for fuel and drinkable water and
eking out a miserable livelihood, planting cotton on a semi-arid plot of
land and hoping that this year the rains will not fail, or in the backbreak-
ing toil of growing rice in a meager half acre, knowing that no matter
how hard one works there will be barely enough to feed one's family.

Globalization has played a part both in the biggest successes—and
in some of the failures. China's economic growth, which was based on
exports, has lifted several hundred million people out of poverty. But
China managed globalization carefully: it was slow to open up its own
markets for imports, and even today does not allow the entry of hot
speculative money—money that seeks high returns in the short run
and rushes into a country in a wave of optimism only to rush out again
at the first hint of trouble. China's government realized that while the
rush in might bring a short-lived boom, the recessions and depressions
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that could be expected to follow would bring long-lasting damage, more
than offsetting the short-run gain. China avoided the boom-and-bust
that marked other countries in East Asia and Latin America (as we will
see in chapter 2), maintaining growth in excess of 7 percent every year.

The sad truth, however, is that outside of China, poverty in the
developing world has increased over the past two decades. Some 40
percent of the world's 6.5 billion people live in poverty (a number that
is up 36 percent from 1981), a sixth-877 million—Ilive in extreme
poverty (3 percent more than in 1981). The worst failure is Africa, where
the percentage of the population living in extreme poverty has increased
from 41.6 percent in 1981 to 46.9 percent in 2001. Given its increas-
ing population, this means that the number of people living in extreme
poverty has almost doubled, from 164 million to 316 million.'

Historically, Africa is the region most exploited by globalization:
during the years of colonialism the world took its resources but gave
back little in return. In recent years, Latin America and Russia have also
been disappointed by globalization. They opened up their markets, but
globalization did not deliver on its promises, especially to the poor.

Income and higher living standards are important, but the depriva-
tions of poverty go beyond a lack of money. When | was chief economist of
the World Bank, we published a study called Voices of the Poor. A team of
economists and researchers interviewed some 60,000 poor men and women
from sixty countries in order to find out how they felt about their
situation." Unsurprisingly, they stressed not just their inadequate
income but their feelings of insecurity and powerlessness. Those with-
out jobs, especially, felt marginalized, shunted aside by their societies.

For those who have a job, much of this insecurity arises from the risk
of being thrown out of it or of wages plummeting—seen so dramati-
cally in the crises in Latin America, Russia, and East Asia at the end of
the 1990s. Globalization has exposed developing countries to more
risks, but markets to insure against these risks are notably absent. In
more advanced countries, governments fill in the gap by providing
pensions for senior citizens, disability payments, health insurance, wel-
fare, and unemployment insurance. But in developing countries, govern-
ments are typically too poor to implement social insurance programs.
What little money they have is more likely to be spent on basic educa-
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tion and health, and on building infrastructure. The poor are left to
fend for themselves and so are vulnerable when the economy slows
down or jobs are lost due to competition from foreign countries. The
wealthy have a buffer of savings to protect them, but the poor do not.

Insecurity was one of the major concerns of the poor; a sense of
powerlessness was another. The poor have few opportunities to speak
out. When they speak, no one listens; when someone does listen, the
reply is that nothing can be done; when they are told something can be
done, nothing is ever done. A remark in the World Bank report, from
a young woman in Jamaica, captures this sense of powerlessness:
"Poverty is like living in jail, living under bondage, waiting to be free."

What is true for poor people is too often true for poor countries.
While the idea of democracy has spread and more countries have free
elections than, say, thirty years ago,' developing countries find their
ability to act eroded both by new constraints imposed from outside
and by the weakening of their existing institutions and arrangements
to which globalization has contributed. Consider, for instance, the
demands imposed on developing countries as a condition for aid.
Some might make sense (though not all, as we will see in chapter 2).
But that is not the point. Conditionality undermines domestic politi-
cal institutions. The electorate sees its government bending before for-
eigners or giving into international institutions that it believes to be
run by the United States. Democracy is undermined; the electorate
feels betrayed. Thus, although globalization has helped spread the idea
of democracy, it has, paradoxically, been managed in a way that under-
mines democratic processes within countries.

Moreover, it is perceived—quite rightly, | think—that the way glob-
alization is currently managed is not consistent with democratic prin-
ciples. Little weight is given, for instance, to the voices and concerns of
the developing countries. At the International Monetary Fund, the
international institution charged with oversight of the global financial
system, a single country—the United States—has effective veto. It is
not a question of one man one vote, or one country one vote: dollars
vote. The countries with the largest economies have the most votes—
and it is not even today's dollars that count. Votes are determined
largely on the basis of economic power at the time the IMF was estab-
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lished sixty years ago (with some adjustments since). China, with its bur-
geoning economy, is underrepresented. As another example, the head of
the World Bank, the international organization charged with promoting
development, has always been appointed by the president of the United
States (without even having to consult his own Congress). American pol-
itics, not qualifications, are what matters: experience in development, or
even experience in banking, is not required. In two instances—the
appointments of Paul Wolfowitz and Robert MacNamara—the back-
ground was defense, and both these former secretaries of defense were
associated with discredited wars (Iraq and Vietnam).

REFORMING GLOBALIZATION

The globalization debate has gone from a general recognition that all
was not well with globalization and that there was a real basis for at
least some of the discontent to a deeper analysis that links specific poli-
cies with specific failures. Experts and policymakers now agree on the
areas where change has to take place. This book is concerned with the
hardest question of all: What changes, large and small, will enable
globalization to live up to its promise, or at least more nearly do so?
How do we make globalization work?

Making globalization work will not be easy. Those who benefit from
the current system will resist change, and they are very powerful. But
forces for change have already been set in motion. There will be
reforms, even if they are piecemeal ones. | hope that this book will help
lead to reforms based on a broader vision of what is currently wrong.
It also provides a number of specific suggestions for how to make glob-
alization work better. Some of these are small, and should meet little
resistance; others are big, and may not be implemented for years.

There are many things that must be done. Six areas where the inter-
national community has recognized that all is not well illustrate both
the progress that has been made and the distance yet to go.

The pervasiveness of poverty

Poverty has, at last, become a global concern. The United Nations and
multinational institutions such as the World Bank have all begun
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focusing more on poverty reduction. In September 2000, some 150
heads of state or government attended the Millennium Summit at the
United Nations in New York and signed the Millennium Development
Goals, pledging to cut poverty in half by 2015.” They recognized the
many dimensions to poverty—not just inadequate income, but also,
for instance, inadequate health care and access to water.

Until recently, IMF perspectives have been paramount in economic
policy discussions, and the IMF traditionally focused on inflation
rather than on wages, unemployment, or poverty. Its view was that
poverty reduction was the mandate of the World Bank, while its own
mandate was global economic stability. But focusing on inflation and
ignoring employment led to the obvious result: higher unemployment
and more poverty. The good news is that, at least officially, the IMF has
now made poverty reduction a priority.

By now it has become clear that opening up markets (taking down
trade barriers, opening up to capital flows) by itselfwill not "solve" the
problem of poverty; it may even make it worse. What is needed is both
more assistance and a fairer trade regime.

The need for foreign assistance and debt relief

At Monterrey, Mexico, in March 2002 at the International Conference
on Financing for Development, which was attended by 50 heads of
state or government and 200 government ministers, among others, the
advanced industrial countries committed themselves to substantial
increases in assistance—to 0.7 percent of their GDP (though so far few
countries have lived up to those commitments, and some—especially
the United States—are a far way off).? In tandem with the recognition
that aid should be increased has come a broad agreement that more
assistance should be given in the form of grants and less in loans—not
surprising given the constant problems in repaying the loans.

Most telling of all, however, is the altered approach to conditional-
ity. Countries seeking foreign aid are typically asked to meet a large
number of conditions; for instance, a country may be told that it must
quickly pass a piece of legislation or reform social security, bankruptcy,
or other financial systems if it is to receive aid. The enormous number
of conditions often distracted governments from more vital tasks.
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Excessive conditionality was one of the major complaints against the
IMF and the World Bank. Both institutions now admit that they went
overboard, and in the last five years they have actually greatly reduced
conditionality.

Many developing countries face a huge burden of debt. In some,
half or more of their governmental spending or foreign exchange earn-
ings from exports has to be used to service this debt—taking away
money that could be used for schools, roads, or health clinics. Devel-
opment is difficult as it is; with this debt burden, it becomes virtually
impossible.

Once a year, the leaders of the major industrial countries (called the
G-8) get together to discuss major global problems. At the 2005 G-8
summit, held in Gleneagles, Scotland, the leaders of the advanced
industrial countries agreed to write off completely the debt owed to the
IMF and the World Bank by the poorest eighteen countries of the
world, fourteen of which are in Africa." Even after two previous
attempts at debt reduction, many developing countries still have an
enormous debt overhang. As | write this, the world's developing coun-
tries owe roughly $1.5 trillion to creditors including international banks,
the IMF, and the World Bank. Approximately one-third of that is owed
by low-income countries." And in spite of debt forgiveness, the level of
indebtedness by low-income countries has continued to increase.

Debt and how the world deals with countries that cannot fulfill their
debt obligations is unfortunately not just a problem for low-income
countries. Russia's default threatened, at least for a moment, to precip-
itate a global financial crisis. Argentina's default at the end of 2001—
the largest in history—prompted even the IMF to weigh the advantages
of some regular restructuring mechanism, the analogue to bankruptcy
proceedings for private debt. This was a major step forward.

The aspiration to make trade fair

Trade liberalization—opening up markets to the free flow of goods and
services—was supposed to lead to growth. The evidence is at best
mixed." Part of the reason that international trade agreements have
been so unsuccessful in promoting growth in poor countries is that
they were often unbalanced: the advanced industrial countries were
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allowed to levy tariffs on goods produced by developing countries that
were, on average, four times higher than those on goods produced by
other advanced industrial countries.> While developing countries were
forced to abandon subsidies designed to help their nascent industries,
advanced industrial countries were allowed to continue their own enor-
mous agricultural subsidies, forcing down agricultural prices and
undermining living standards in developing countries.

In the aftermath of the Seattle riots, as a closer look was taken at past
trade agreements, it became clear that at least some of the discontent
was justified. The poorest countries had actually been made worse off
by the last trade agreement. And the world responded: at Doha, in
November 2001, there was an agreement that the next round of trade
negotiations should focus on the needs of the developing countries.
(Regretfully, as we shall see in chapter 3, in the subsequent years
Europe and the United States largely reneged on the promises that had
been made at Doha.)

The limitations of liberalization

In the 1990s, when the policies of liberalization failed to produce the
promised results, the focus was on what the developing countries had
failed to do. If trade liberalization did not produce growth, it was
because the countries had not liberalized enough, or because corrup-
don created an unfavorable climate for business. Today, even among
many of the advocates of globalization, there is more awareness of
shared blame.

The most hotly contested policy issue of the 1990s was capital market
liberalization, opening up markets to the free flow of short-term, hot,
speculative money. The IMF even tried to change its charter at its annual
meeting in 1997, held in Hong Kong, to enable it to push countries
to liberalize. By 2003, even the IMF had conceded that, at least for
many developing countries, capital market liberalization had led not to
more growth, just to more instability.B

Trade and capital market liberalization were two key components of a
broader policy framework, known as the Washington Consensus—a
consensus forged between the IMF (located on 19th Street), the World
Bank (on 18th Street), and the U.S. Treasury (on 15th Street)—on
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what constituted the set of policies that would best promote develop-
ment.** It emphasized downscaling of government, deregulation, and
rapid liberalization and privatization. By the early years of the millen-
nium, confidence in the Washington Consensus was fraying, and a post—
Washington Consensus consensus was emerging. The Washington
Consensus had, for instance, paid too little attention to issues of equity,
employment, and competition, to pacing and sequencing of reforms, or
to how privatizations were conducted. There is by now also a consensus
that it focused too much on just an increase in GDP, not on other things
that affect living standards, and focused too little on sustainability—on
whether growth could be sustained economically, socially, politically,
or environmentally. The fact that countries like Argentina—which got
an A+ rating from the IMF for following the Washington Consensus
precepts—did well for a few short years only to later face calamity has
helped to reinforce the new emphasis on sustainability.

Protecting the environment

A failure of environmental stability poses an even greater danger for the
world in the long run. A decade ago, concern about the environment
and globalization was limited mostly to environmental advocacy
groups and experts. Today, it is almost universal. Unless we lessen envi-
ronmental damage, conserve on our use of energy and other natural
resources, and attempt to slow global warming, disaster lies ahead.
Global warming has become a true challenge of globalization. The suc-
cesses of development, especially in India and China, have provided
those countries the economic wherewithal to increase energy usage, but
the world's environment simply cannot sustain such an onslaught.
There will be grave problems ahead if everybody emits greenhouse
gases at the rate at which Americans have been doing so. The good
news is that this is, by now, almost universally recognized, except in
some quarters in Washington; but the adjustments in lifestyles will not
be easy.

A flawed system of global governance
There is now also a consensus, at least outside the United States, that
something is wrong with the way decisions are made at the global level;
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there is a consensus, in particular, on the dangers of unilateralism and
on the "democratic deficit" in the international economic institutions.
Both by structure and process, voices that ought to be heard are not.
Colonialism is dead, yet the developing countries do not have the rep-
resentation that they should.

World War | made clear our growing global interdependence, and
when it was over several international institutions were created. The
most important, the League of Nations, failed in its mission to preserve
the peace. As World War Il was coming to an end, there was a resolve
to do better. The United Nations was created to prevent the wars that
had proven such a scourge during the first half of the twentieth cen-
tury. With memories of the Great Depression of the 1930s still fresh,
two new economic institutions were established: the International
Monetary Fund and the World Bank. At the time, much of the devel-
oping world was still colonized; these institutions were clubs of the rich
countries, and their governance reflected this. They quickly established
"old boy" rules to enhance their control: the United States agreed that
Europe could appoint the head of the IMF, with an American in the
number two position; and Europe agreed that the U.S. president could
appoint the head of the World Bank. If these institutions had been
more successful in ameliorating the problems they were supposed to
address—if, for instance, the IMF had succeeded in ensuring the sta-,
bility of the world's economy—these anachronisms in governance
might have been forgiven. But the IMF failed in its major mission of
ensuring global financial stability—as evidenced so starkly in the global
crises at the end of the 1990s, which affected every major emerging
market economy that had followed the IMF's advice. As the IMF
crafted policies to respond to the crises, it seemed more often to focus
on saving the Western creditors than on helping the countries in crisis
and their people. There was money to bail out Western banks but not
for minimal food subsidies for those on the brink of starvation. Coun-
tries that had turned to the IMF for guidance failed in sustained
growth, while countries like China, which followed its own counsel,
had enormous success. Deeper analyses exposed the role that particular
IMF policies such as capital market liberalization had played in the failures.
While the IMF complained about problems of governance and
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lack of transparency in developing countries, it seemed that the IMF
itself was beset by these same problems. It lacked some of the basic
rules of democratic institutions: namely, transparency, so that citizens
could see what issues were on the table and have time to react, and also
so they could see how officials had voted, so that they could be held
accountable. In addition, there was a need for regulations restricting
officials from moving quickly to private firms as they departed their
public service to the IMF; such restrictions are standard fare in mod-
ern democracies, to reduce the appearance—or reality—of conflicts of
interests, the incentive of servants rewarding potential future employ-
ers through favorable procurement or regulation.

There is a growing consensus both that there is a problem of gover-
nance in the international public institutions like the IMF that shape
globalization and that these problems contribute to their failures. At
the very least, the democratic deficit in their governance has contributed
to their lack of legitimacy, which has undermined their efficacy—
especially when they speak on issues of democratic governance.

The Nation-State and Globalization

Some 150 years ago, the lowering of communication and transporta-
tion costs gave rise to what may be viewed as the earlier precursor of
globalization. Until then, most trade had been local; it was the changes
of the nineteenth century that led to the formation of national
economies and helped to strengthen the nation-state. New demands
were put on government: markets might be producing growth, but
they were accompanied by new social, and in some cases even eco-
nomic, problems. Governments took on new roles in preventing
monopolies, in laying the foundations of modern social security sys-
tems, in regulating banks and other financial institutions. There was
mutual reinforcement: success in these endeavours helped shape and
strengthen the process of nation building, and the increased capabili-
ties of the nation-state led to greater success in strengthening the econ-
omy and enhancing individual well-being.

The conventional wisdom that the United States' development was
the result of unfettered capitalism is wrong. Even today, the U.S. gov-
ernment, for instance, plays a central role in finance. It provides, or
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provides guarantees for, a significant fraction of all credit, with pro-
grams for mortgages, student loans, exports and imports, cooperatives,
and small businesses. Government not only regulates banking and
insures depositors but also tries to ensure that credit flows to under-
served groups and, at least until recently, to all regions in the country—
not just the big money centers.

Historically, the U.S. government played an even larger role in the
economy in promoting development, including the development of
technology and infrastructure. In the nineteenth century, when agri-
culture was at the center of the economy, government created the
whole system of agricultural universities and “extension™ services. Huge
land grants spurred the development of the western railroads. In the
nineteenth century, the U.S. government funded the first telegraph
line; in the twentieth, it funded the research that led to the Internet.

The United States was successful partly because of the role that its
government played in promoting development, in regulating markets,
and in providing basic social services. The question facing developing
countries today is, will their governments be able to play a comparable
role? While the process of globalization has put new demands on
nation-states to address the increasing inequality and insecurity that it
can cause and to respond to the competitive challenges that it presents,.
globalization has, in many ways, limited their capacity to respond. For
instance, globalization has unleashed market forces that by themselves
are so strong that governments, especially in the developing world,
often cannot control them. Governments that attempt to control cap-
ital flows may find themselves powerless to do so, as individuals find
ways of circumventing the regulations. A country may want to raise the
minimum wage but discovers it can't, because foreign companies oper-
ating there will decide to move to a country with lower wages.

Increasingly, a government's inability to control the actions of indi-
viduals or companies is also limited by international agreements that
impinge on the right of sovereign states to make decisions. A govern-
ment that wants to ensure that banks lend a certain fraction of their
portfolio to underserved areas, or to ensure that accounting frame-
works accurately reflect a company's true status, may find it is unable
to pass the appropriate laws. Signing on to international trade agree-
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ments can prevent governments from regulating the influx and outflow
of hot, speculative money, even though capital market liberalization
can lead to economic crises.

The nation-state, which has been the center of political and (to a
large extent) economic power for the past century and a half is being
squeezed today—on one side, by the forces of global economics, and
on the other side, by political demands for devolution of power. Glob-
alization—the closer integration of the countries of the world—has
resulted in the need for more collective action, for people and countries
to act together to solve their common problems. There are too many
problems—trade, capital, the environment—that can be dealt with
only at the global level. But while the nation-state has been weakened,
there has yet to be created at the international level the kinds of dem-
ocratic global institutions that can deal effectively with the problems
globalization has created.

In effect, economic globalization has outpaced political globaliza-
tion. We have a chaotic, uncoordinated system of global governance
without global government, an array of institutions and agreements
dealing with a series of problems, from global warming to international
trade and capital flows. Finance ministers discuss global finance mat-
ters at the IMF, paying little heed to how their decisions affect the envi-
ronment or global health. Environment ministers may call for
something to be done about global warming, but they lack the
resources to back up those calls.

There is a clear need for strong international institutions to deal
with the challenges posed by economic globalization; yet today confi-
dence in existing institutions is weak. The fact that the institutions
which make the decisions suffer, as we have noted, from a democratic
deficit is clearly a problem. It results in decisions that are too often not
in the interests of those in the developing world. Making matters even
worse is the fact that those in the advanced industrial countries, whose
governments dictate the direction of economic globalization, have not
yet developed the underlying sympathies which are necessary to make
the global community work. Of course, when we see earthquakes in
Turkey, or a famine in Ethiopia, or a tsunami in Indonesia—images
that globalization has enabled us to bring into every person's living
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room—we feel enormous sympathy for the victims, and there is an
outpouring of help. But more than that is required.

As the nation-state developed, individuals felt connected to others
within the nation—not as closely as to those in their own local com-
munity, but far more closely than to those outside the nation-state. The
problem is that, as globalization has proceeded, loyalties have changed
little. War shows these differences in attitude most dramatically: Amer-
icans keep accurate count of the number of U.S. soldiers lost, but when
estimates of Iragi deaths, up to fifty times as high, were released, it
hardly caused a stir. Torture of Americans would have generated out-
rage; torture by Americans seemed mainly to concern those in the anti-
war movement; it was even defended by many as necessary to protect
the United States. These asymmetries have their parallel in the eco-
nomic sphere. Americans bemoan the loss of jobs at home, and do not
celebrate a larger gain in jobs by those who are far poorer abroad.

Most of us will always live locally—in our own communities, states,
countries. But globalization has meant that we are, at the same time,
part of a global community. Europeans are, sometimes with difficulty,
learning how to think of themselves both as German or Italian or
British and as European. Closer economic integration has helped. So
too at the global level: we may live locally; but increasingly we will have to
think globally, think of ourselves as part of a global community. This will
entail more than just treating others with respect. It will entail
thinking about what is fair: what, for instance, would a fair trade
regime look like? It will entail putting ourselves in others' shoes: what
would we think is fair or right if we were in their position?" And it will
entail thinking carefully about when we need to impose rules and reg-
ulations to make the global system work, and when we should respect
national sovereignty; allowing each to make the decisions appropriate
for themselves.

A change in mindset will be essential if we are to change the way
globalization is managed. Such a change is already under way. This
chapter has highlighted the enormous changes in attitudes toward
globalization that have occurred in the last decade alone. The debate is,
to a large extent, no longer "anti-" or "pro-" globalization. We have
realized the positive potential of globalization: almost half of humanity
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Asia, including China and India—is being integrated into the global
economy; 2.4 billion people whose countries have suffered colonialism
and exploitation, wars and internal disarray, have seen unprecedented
rates of growth for a quarter of a century or more. This is an event of
historic proportions, and it too has to be put into historical context.
Even in the most successful years of the West, during the Industrial
Revolution or the boom that followed World War Il, growth seldom
exceeded 3 percent. China's average growth over the past three decades
has been triple that. These successes are partly due to globalization. But
we have also seen the darker side of globalization: the recessions and
depressions that global instability has brought with it; the degradation
of the environment as global growth proceeds without global rules; a
continent, Africa, stripped of its assets, its natural resources, and left
with a debt burden beyond its ability to pay. Even the advanced indus-
trial countries are beginning to question globalization, as it brings with
it economic insecurity and inequality; as economic materialism trumps
other values; as countries realize that their well-being, even their sur-
vival, depends on others that they may not trust, such as the unstable
oil regimes in the Middle East and elsewhere. There may be growth,
but most of the people may be worse off. Trickle-down economics,
which holds that so long as the economy as a whole grows everyone
benefits, has been repeatedly shown to be wrong.

Some say globalization is inevitable, that one has to simply accept it
with its flaws. But as most of the world has come to live in democra-
cies, if globalization does not benefit most of the people they will even-
tually react. They can be fooled for a while—they can, for a while,
believe stories that, while the pain is here today, the gain is around the
corner—but after a quarter century or more, such stories lose their
credibility. There have been reversals in globalization before—the
degree of global economic integration, by most measures, fell after
World War [;" and it can happen again. Already the world has seen the
beginnings of a backlash against globalization, even in the countries
that have been its greatest beneficiaries, as attempts by Indian, Chinese,
and Dubai firms to buy companies in the developed world have met
with resistance.

Some of the problems with globalization are inevitable, and we have
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to learn to cope with them: long-standing economic theories,
explained in later chapters, argue that globalization will lead to increas-
ing inequality in the advanced industrial countries as wages, especially
of unskilled workers, are depressed. Downward pressure on wages can
be resisted, but then unemployment will increase. Even the most pow-
erful politicians cannot repeal these laws of economics, try as they
might. But they can help our societies adjust to this great transforma-
tion of our global society, as the nation-state helped the transition to
industrialization more than a century ago.'7

Today, there is an understanding that many of the problems with
globalization are of our own making—are a result of the way globaliza-
tion has been managed. | am heartened as | see mass movements, espe-
cially in Europe, calling for debt relief, and as | see the leaders of most
of the advanced industrial countries calling for a fairer trade regime,
doing something about global warming, and committing themselves to
cutting poverty in half by 2015. But there is a gap between the rheto-
ric and the reality—and many of these leaders are ahead of the people
in their democracies, who may be fully committed to these lofty goals,
but only so long as it does not cost them anything.

| hope that this book will help to change mindsets—as those in the
developed world see more clearly some of the consequences of the poli-
cies that their governments have undertaken. | hope it will convince
many, in all countries, that "another world is possible.” Even more:
that "another world is necessary and inevitable.” We cannot carry on
along the course we have been on. The forces of democracy are too
strong: voters will not allow the continuation of the way that globaliza-
tion has been managed. We are already beginning to see manifestations
of this in elections in Latin America and elsewhere. The good news is
that economics is not zero-sum. We can restructure globalization so
that those in both the developed and the developing world, the current
generations and future generations, can all benefit—though there are
some special interests who will lose out, and they will resist these
changes. We can have stronger economies and societies that put more
weight on values, like culture, the environment, and life itself.
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CHAPTER 2

The Promise of Development

I he back roads of Karnataka, in southern India, are filled with

potholes, and even short distances can take hours by car.

Women labor on the roads breaking stones by hand. The land-
scape is dotted with lone men plowing the dusty fields with oxen. At
roadside stalls, shopkeepers sell biscuits and tea. It's a typical scene in
India, where much of the population is still illiterate and the median
income is just $2.70 a day.

Just a few miles away, in the city of Bangalore, a revolution is taking
place. The gleaming global headquarters of the giant Indian high-tech
and consulting firm Infosys Technologies has become a symbol of a
controversial outsourcing movement, in which American companies
hire Indian workers to do work that was previously done in the United
States and Europe. Although companies have been sending manufac-
turing work to low-wage countries for decades, India's success at
attracting high-skill jobs such as computer programming and customer
service has caused a lot of worry in the United States.

Infosys, which generates some $1.5 billion a year in revenues, has
been a boon to the local economy. Its employees spend money on cars,
housing, and clothes, and at the new restaurants and bars that have
sprung up in Bangalore. Any visitor to Bangalore can feel the rising
prosperity. But the enthusiasm for this new world is not universally
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shared. In the 2004 national election, the ruling Bharatiya Janata Party
(BJP) ran on a platform of "India shining"—and on the lives of some
250 million people India was indeed shining, as their standard of liv-
ing had improved immensely over the previous two decades. But just
ten miles outside Bangalore, and even in parts of the city, poverty can
be seen everywhere; for the other 800 million people of India, the
economy has not shone brightly at all.

About 80 percent of the world's population lives in developing
countries, marked by low incomes and high poverty, high unemploy-
ment and low education. For those countries, globalization presents
both unprecedented risks and opportunities. Making globalization
work in ways that enrich the whole world requires making it work for
the people in those countries.

We will see in this chapter that there are no magic solutions or sim-
ple prescriptions. The history of development economics is marked by
the quixotic quest to find "the answer," disappointment in the failure
of one strategy leading to the hope that the next will work." For
instance, education is important—but if there are no jobs for those
who are educated, there will not be development. It is important for
developed countries to open up their markets to poorer countries—but
if the developing countries have no roads or ports with which to bring
their goods to market, what good does it do? If productivity in agricul-
ture is so low that farmers have little to sell, then ports and roads will
make little difference. Development is a process that involves every
aspect of society, engaging the efforts of everyone: markets, govern-
ments, NGOs, cooperatives, not-for-profit institutions.

A developing country that simply opens itself up to the outside
world does not necessarily reap the fruits of globalization. Even if its
GDP increases, the growth may not be sustainable, or sustained. And
even if growth is sustained, most of its people may find themselves
worse off.

The debate about economic globalization is mixed with debates
about economic theory and values. A quarter century ago, three major
schools of economic thought competed with each other—free market
capitalism, communism, and the managed market economy. With the
fall of the Berlin Wall in 1989, however, the three were reduced to two,
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and the argument today is largely between those who push free market
ideology and those who see an important role for both government and
the private sector. Of course, these positions overlap. Even free market
advocates recognize that one of the problems in Africa is the lack of
government. And even critics of unfettered capitalism respect the
importance of the market.

Still, there is a huge gap between the different perspectives, and we
should not let ourselves be fooled into thinking there are no differ-
ences. In the last chapter, we described the Washington Consensus
strategy for development. These policies focused on minimizing the
role of government, emphasizing privatization (selling off government
enterprises to the private sector), trade and capital market liberalization
(eliminating trade barriers and impediments to the free flow of capi-
tal), and deregulation (eliminating regulations on the conduct of busi-
ness). Government had a role in maintaining macro-stability, but the
attention was on price stability rather than on output stability, employ-
ment, or growth. There was a large set of dos and don'ts: do privatize
everything, from factories to social security; don't have the government
involved in promoting particular industries; do strengthen property
rights; don't be corrupt. Minimizing government meant lowering
taxes—but keeping budgets in balance.

In practice, the Washington Consensus put little emphasis on
equity. Some of its advocates believed in trickle-down economics, that
somehow all would benefit—though there was little evidence to sup-
port such a conclusion. Others believed that equity was the province of
politics, not economics: economists should focus on efficiency, and the
Washington Consensus policies, they believed, would deliver on that.

The alternative view, which I hold, sees government having a more
active role, in both promoting development and protecting the poor.'
Economic theory and historical experience provide guidance on what
government needs to do. While markets are at the center of any suc-
cessful economy, government has to create a climate that allows busi-
ness to thrive and create jobs. It has to construct physical and
institutional infrastructure—laws ensuring, for instance, a sound bank-
ing system and securities markets in which investors can have confi-
dence that they are not being cheated. Poorly developed markets are
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marked by monopolies and oligopolies; high prices in a vital area like
telecommunications hinder development, so governments must have
strong competition policies. There are many other areas in which mar-
kets, by themselves, do not work well. There will be too much of some
things, like pollution and environmental degradation, and too little of
others, like research. What separates developed from less developed
countries is not just a gap in resources but a gap in knowledge,
which is why investments in education and technology—Ilargely
from government—are so important.

In practice, the advocates of this alternative view also put more
emphasis on employment, social justice, and nonmaterialistic values
such as the preservation of the environment than do those who advocate
a minimalist role for government. Unemployment, for instance, is seen
not just as a waste of resources; it also undermines the individual's sense
of self-worth, and it has a host of undesirable social
consequences—including violence. Proponents of this view often
argue for political reforms as well, to give citizens more voice in
decision making; they point out that conditionality and economic
institutions like independent central banks that are not politically
accountable undermine democracy. By contrast, advocates of the
Washington Consensus express a lack of confidence in democratic
processes, arguing, for instance, that the independence of central
banks is essential for ensuring good monetary policy.

How is it, one might ask, that economists—all trained with years of
schooling, culminating in advanced degrees—cannot agree on what
will lead to development? What is the prime minister of a country to
do, as he is visited by an adviser from the IMF and told to follow the
IMF prescriptions, and then visited by an academic adviser who rec-
ommends the contrary? Both begin with an appeal to economic the-
ory, to the universal laws of economics, the laws of supply and demand.
But economic theory is not monolithic. The Washington Consensus
prescription is based on a theory of the market economy that assumes
perfect information, perfect competition, and perfect risk markets—an
idealization of reality which is of little relevance to developing coun-
tries in particular. The results of any theory depend on its assumptions
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and if the assumptions depart too far from reality, policies based on
that model are likely to go far awry.

Advances in economic theory in the 1970s and 1980s illuminated
the limits of markets; they showed that unfettered markets do not lead
to economic efficiency whenever information is imperfect or markets
are missing (for instance, good insurance markets to cover the key risks
confronting individuals). And information is always imperfect and
markets are always incomplete." Nor do markets, by themselves,
necessarily lead to economic efficiency when the task of a country
is to absorb new technology, to close the "knowledge gap": a central
feature of development. Today, most academic economists agree that
markets, by themselves, do not lead to efficiency; the question is
whether government can improve matters.

While it is difficult for economists to perform experiments to test
their theories, as a chemist or a physicist might, the world provides a
vast array of natural experiments as dozens of countries try different
strategies. Unfortunately, because each country differs in its history
and circumstances and in the myriad of details in the policies—and
details do matter—it is often difficult to get a clear interpretation.
What is clear, however, is that there have been marked differences in
performance, that the most successful countries have been those in
Asia, and that in most of the Asian countries, government played a very
active role. As we look more carefully at the effects of particular
policies, these conclusions are reinforced: there is a remarkable
congruence between what economic theory says government should
do and what the East Asian governments actually did. By the same
token, the economic theories based on imperfect information and
incomplete risk markets that predicted that the free flow of short-
term capital—a key feature of market fundamentalist policies—would
produce not growth but instability have also been borne out.

Twenty-five years ago, it was understandable that there could be a
debate about market fundamentalism and the Washington Consensus
policies. They had not really been tried. (Of course, the theoretical
objections and historical experiences provided a strong word of cau-
tion.) Today, as we see the successes and failures, it is hard to under-
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stand the continuation of that debate—apart from the role of ideology
and the interests that are served by the Washington Consensus policies.
(Even when the economy does not grow, there are some that may do
well from those policies.)

The task of less developed countries today is in some ways easier
than that which faced Europe and the United States as they industrial-
ized in the nineteenth century: they simply have to catch up, rather
than forge into unknown territory. Nevertheless, the task has proven
insurmountable almost everywhere outside of Asia—the most success-
ful example of economic development the world has ever seen. Their
success has been so strong—and they have been successful for so
long—that it is easy to take it for granted. But Asia's growth would
have surprised many experts of the 1950s and 1960s, such as the Nobel
Prize—-winning economist Gunnar Myrdal, who assessed Asia's
prospects as truly bleak.' Conventional wisdom then was that countries
such as Korea should stick to what they were best at: growing rice. The
East Asian miracle shows that rapid development—and growth with
equity, in which the poor and the rich both benefit—is possible, even
though no particular preconditions were in place. Failures elsewhere
show that development is not inevitable.

The differences in performance across regions are startling. While
East Asia averaged 5.9 percent growth over the past thirty years (6.5
percent during the past fifteen years), Latin America and Africa have
been in a race for the lowest overall growth rate, with sub-Saharan
Africa's per capita income actually dropping an average 0.2 percent
each year over the past thirty years.' But both have been outdistanced
by Russia. Russia has seen its income decline since the beginning of its
transition from communism to a market economy by a total of 15 per-
cent; per capita income actually dropped by 40 percent in the first
decade, but the Russian economy has finally begun growing again in
the last five years.

East Asia

Globalization—in the form of export-led growth—helped pull the
East Asian countries out of poverty. Globalization made this possible,
providing access to international markets as well as access to technol-
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ogy that enabled vast increases in productivity. But these countries
managed globalization: it was their ability to take advantage of global-
ization, without being taken advantage of by globalization, that
accounts for much of their success.

These countries simultaneously achieved growth and stability: some
had not a single year of negative growth over a span of almost a quar-
ter century, others had one bad year; in this respect, their performance
was better than that of any of the advanced industrial countries. Even
during the downturn of 1997-98, China and Vietnam continued to
grow. China followed standard expansionary macro-policies (not the
policies recommended by the IMF elsewhere in East Asia) and saw its
growth slow to a respectable 7 percent before resuming the higher lev-
els of 8 percent and 9 percent. (Some think these numbers
underestimate true growth.) If the provinces of China were treated as
separate countries—and with populations sometimes in excess of 50
million, they are far larger than most countries around the world—
then most of the fastest-growing countries in the world would be in
China'

Importantly,; these governments made sure that the benefits of
growth did not go just to a few, but were widely shared: They focused
not only on price stability but on real stability, ensuring that new jobs
were created in pace with new entrants to the labor force.. Poverty fell
dramatically—in Indonesia, for example, the poverty rate (at the $1-a-
day standard) fell from 28 percent to 8 percent between 1987 and
20028 —while health and life expectancy improved and literacy became
close to universal. In 1960, Malaysia's per capita income was $784 (in
2000 U.S. dollars), slightly lower than that of Haiti at the time. Today,
it is over $4,000. The average level of education in South Korea in
1960 was less than four years; today, South Korea leads in high-tech
industries such as chip production, and its income has increased six-
teenfold in the past forty years. China began its journey later, but its
achievements have in some ways been even more remarkable. Incomes
have increased more than eightfold since 1978; poverty at the $1-a-day
standard has fallen by three-quarters.”

But while these "market" economy countries were deeply engaged in
globalization, their own markets were far from unfettered.



but pervasively, in the economy. Of course, they did all the usual things
that are expected of government. They expanded primary education
and higher education simultaneously, recognizing that success required
both universal literacy and a cadre of highly skilled individuals capable
of absorbing advanced technology. They invested heavily in infrastruc-
ture such as ports, roads, and bridges, all of which made it easier to
transport goods and so drove down the cost of doing business and of
shipping goods out of the country.

They also went beyond the usual list of what governments typically
do. Governments in East Asia played a large role in planning and in
advancing technology, choosing which sectors their countries would
develop rather than leaving it up to only the market to decide. From
the 1960s onward, these countries made great efforts to develop local
industries. Investment in the high-tech sector helped Taiwan, Korea,
and Malaysia become major producers of electronics, computers, and
computer chips. In addition, they became among the most efficient
producers in the world of traditional products like steel and plastics.

The intent of government was not to "outsmart” the market—pick-
ing winners better than the market would do. But they realized that
there were often enormous spillovers: technological advances in one
area could help stimulate growth in another. They realized that markets
often failed to coordinate new activities well: firms using plastics would
not develop without a local supplier of plastics, but it was an enormous
risk for a firm to produce plastics without an assured demand for its
output. They realized too that banks often were less interested in lend-
ing to new industries than in providing finance for speculative real
estate or (as is so often the case in developing countries) just lending to
the government.

Economists had long talked about the importance of saving and
investment for growth, but before East Asia took on the task, policy-
makers simply left it to the market. Economists might have bemoaned
the low level of savings, but they thought there was little that govern-
ment could do. The East Asian governments showed that this was not
true. The money to make their investments came from their own peo-
ple, as the governments encouraged saving; and so these countries did

Thna NDramina Af NMavialanman +

not have to depend on volatile capital flows from abroad. Nearly all the
countries of the region saved 25 percent or more of GDP; today, China
has a national savings rate in excess of 40 percent of GDP, in contrast
to 14 percent in the United States. In Singapore, 42 percent of wage
income was compulsorily placed in a "provident fund." In other coun-
tries, such as Japan, government-created savings institutions, which
reached deep into rural areas, provided a safe and convenient way for
people to save.

All these countries believed in the importance of markets, but they
realized that markets had to be created and governed, and that
sometimes private firms might not do what needs to be done. If
private banks are not setting up branches in rural areas to garner savings,
government must step in. If private banks are not providing long-
term credit, government must step in. If private firms are not
providing the basic inputs for production—like steel and
plastic—government should step in if it can do so efficiently. Korea
and Taiwan showed that it could; the Korean government proceeded
cautiously, but, after determining that it could invest profitably, went
ahead and created, in 1968, one of the most efficient steel companies in
the world. Earlier, in 1954, Taiwan's government helped establish the
enormously successful Formosa Plastics Corporation.

While most of the region liberalized—opening up markets and scal-
ing down government regulations—it did so slowly, at a pace consis-
tent with the economies' capacity to cope. While Asian governments
focused on export-led growth, especially in the early days of their
development, they limited imports that would undercut local manu-
facturing and agriculture.

Some countries, such as China, Malaysia, and Singapore, invited in
foreign investment; others, namely South Korea and Japan, felt more
comfortable without it and grew just as well. Even those that invited in
foreigners made sure that the guest firms transferred technology and
trained local workers, so that they were contributing to the nation's
development effort. Malaysia did not just turn over its oil to foreign oil
companies, but had them help it develop its resources, learning all the
while; today its government-owned oil company, Petronas, is providing
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training for other developing countries. By managing its own oil com-
pany, it was able to ensure that more of the value of the resource stayed
in Malaysia, rather than being sent abroad as profits.

The debate about capital market liberalization was more tenden-
tious. Even as they have opened up their markets for long-term invest-
ment, the two Asian giants—India and China—have restricted
short-term capital flows. They recognized that you cannot build facto-
ries and create jobs with money that can move in and out overnight.
They had seen the record of instability that had accompanied these
flows, risk that came without evident reward.

With their high savings rate, the countries of East Asia were hardly
in need of additional capital. But during the 1980s, many of these
countries—perhaps succumbing to pressure from the IMF and the
U.S. Treasury—opened up their markets to the free flow of capital. For
a while capital flowed in, but then sentiment changed and it fled out.
The result was a crisis that spread across the region and beyond. In 1997
speculators attacked the Thai baht, causing the currency to go into
freefall beginning in early July. Foreign banks called in their loans to
Korea. Indonesia faced problems from both the banks and the specu-
lators. Central banks around the region spent billions of dollars trying
to prop up their currencies. When they ran out of funds they turned to
the IMF, but it provided money only with a long list of conditions,
including government spending cuts, tax increases, and higher interest
rates. As central banks raised interest rates, local companies found they
were unable to meet their interest obligations. There were massive
bankruptcies, and the currency crisis turned into a banking crisis.

It was a terrible time: there were riots and social unrest in Indone-
sia, unemployed businessmen wandering the parks in Seoul because
they were too ashamed to tell their wives that they had no office to go
to anymore, people selling their clothes and housewares on the streets
of Bangkok. Many people went back to the countryside to live with
their families because they could not find work in the capital. Koreans
lined up to turn in their gold jewelry so the government could melt it
down and use it to repay off part of the national debt.

The IMF policies failed to stabilize the currencies; they only suc-
ceeded in making the economic downturns far worse than they other-
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wise would have been—just as standard economic theory had pre-
dicted. Critics of the IMF argue that the policies were not really
designed to protect the countries from a recession, but to protect the
lenders; their intent was to quickly rebuild reserves so that interna-
tional creditors could be repaid. The countries did, in fact, quickly
restore their reserves, and even managed to repay the IMF the money
owed within a few years.

Much of Asia has recovered now, but the crisis was damaging and
unnecessary. East Asia had learned that while globalization, well man-
aged, had brought them enormous prosperity, globalization—when it
meant opening themselves up to destabilizing speculative flows—had
also brought economic devastation. As officials there reflect on the les-
sons of that brutal experience, they have come to reject even more
firmly the Washington Consensus market fundamentalism which
opened their countries to the ravages of the speculators. And they have
put more emphasis on equity and on policies to help the poor. Growth
has recovered, but these students of the "class of 97" have not forgotten
the lessons.

Latin America

East Asia demonstrated the success of a course markedly different from
the Washington Consensus, with a role for government far larger than
the minimalist role allowed by market fundamentalism. Meanwhile,
Latin America embraced the Washington Consensus policies more
wholeheartedly than any other region (indeed, the term was first
coined with reference to policies advocated for that region). Together,
the failures of Latin America and the successes of East Asia provide the
strongest case against the Washington Consensus.

In earlier decades, Latin America had had notable success with
strong government interventionist policies that were neither as refined
as those employed in East Asia nor as subtle, being focused more on
restriction of imports than on expansion of exports. High tariffs were
placed on certain imports, to encourage the development of local
industries—a strategy often referred to as import substitution. While
its success did not match that of East Asia, Latin America's per capita
income still grew at an average of more than 2.8 percent annually from
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1950 to 1980 (at 2.2 percent for 1930 to 1980)." Brazil, whose gov-
ernment intervened most aggressively in the economy, grew at an aver-
age of 5.7 percent for the half century that began in 1930.

In 1980, fighting its own problem of inflation, the United States ini-
tiated interest rate increases that climbed to over 20 percent. These
rates spilled over to loans to Latin America, triggering the Latin Amer-
ican debt crisis of the early 1980s, when Mexico, Argentina, Brazil,
Costa Rica, and a host of other countries defaulted on their debt. As a
result of the debt crisis, the region suffered three years of decline and
ten years of stagnation, a performance so poor that it came to be called
the lost decade.

It was during this period that Latin American economic policies
changed dramatically, with most countries adopting Washington
Consensus policies. As high inflation broke out in many of the coun-
tries, the Washington Consensus's focus on fighting inflation made
sense. Their governments had not been working well for them, and
the appeal of the Washington Consensus—minimizing the role of
government—was understandable. As countries like Argentina
adopted the Washington Consensus policies, praise was heaped upon
them. When price stability was restored and growth resumed, the World
Bank and the IMF claimed credit for the success; the case for the Wash-
ington Consensus had been made. But, as it turned out, the growth was
not sustainable. It was based on heavy borrowing from abroad and on
privatizations which sold off national assets to foreigners—the proceeds
from which were not invested. There was a consumption boom. GDP
was increasing, but national wealth was diminishing. Growth was to
last a short seven years, and was to be followed by recession and stag-
nation. Growth for the decade of the 1990s was only half what it had
been in the decades prior to 1980, and what growth there was went dis-
proportionately to the rich.

While East Asia saw enormous reductions in poverty, progress in
Latin America was minimal. At this writing, it is fair to say there is
widespread disillusionment in Latin America with "the Washington
Consensus: a growing consensus against the Washington Consensus
reflected in the election of leftist governments in Brazil, Venezuela, and
Bolivia. These governments have often been castigated for being pop-
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ulist, because they promise to bring education and health benefits to
the poor, and to strive for economic policies that not only bring higher
growth but also ensure that the fruits of that growth are more widely
shared. In a democracy, it seems natural—not wrong—for politicians
to strive to enhance the well-being of the average citizen; and it is clear
that earlier policies failed to meet the legitimate needs of the average
citizen, even as those at the top of the income distribution were doing
very well. It is too soon to tell whether they will succeed in those prom-
ises. Venezuelan president Hugo Chavez seems to have succeeded in
bringing education and health services to the barrios of Caracas, which
previously had seen little of the benefits of that country's rich endow-
ment of oil. If these leaders fail to deliver on their promises, it is hard
to predict how the currents of unrest will play out.

Countries in transition fiom communism

Just as the successes of East Asia are far greater than even the impres-
sive GDP statistics suggest, the failures of Russia and most of the other
countries making the transition from communism to capitalism were
far deeper than GDP statistics alone show. Decreases in life
expectancy—in Russia it fell by a stunning four years between 1990
and 2000—confirmed the impression of increasing destitution.™? (Else-
where in the world, life expectancy was rising.) Crime and lawlessness
were rampant.

After the Berlin Wall fell, there was hope of democracy and eco-
nomic prosperity throughout the former Soviet Union and its satellite
states. Advisers from the West rushed to Eastern Europe to guide those
countries through their transitions. Many believed, mistakenly, that
"shock therapy" was needed—that the transition to Western-style cap-
italism should take place overnight through rapid privatization and
liberalization. Instantaneous price liberalization brought with it-
predictably—hyperinflation. Prices in Ukraine at one point increased
at the rate of 3,300 percent a year. Tight monetary policy (high inter-
est rates with little credit available) and fiscal austerity (tight budgets)
were used to bring down the hyperinflation; they also brought down
the economies, which slid into deep recessions and depressions. Mean-
while, rapid privatizations were giving away hundreds of billions of
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dollars of the countries' most valuable assets, creating a new class of oli-
garchs who took money out of the country far faster than the inflow of
billions that the IMF was pouring in as assistance. Capital markets
were liberalized in the mistaken belief that money would be induced to
come in. Instead, there was massive capital flight, including the famous
purchase of the Chelsea football club and numerous country estates in
the U.K. by one of the oligarchs, Roman Abramovich. Ordinary Rus-
sians, naturally, found it hard to see how this helped Russia's growth. It
was as if the advisers believed that opening a birdcage would encour-
age birds to fly into the cage, rather than encouraging the birds in the
cage to fly out.

When | was chief economist of the World Bank, we had an intense
debate about those privatizations. | was among those who worried that
rapid privatizations not only generated lower revenue for governments
desperately in need of money but undermined confidence in the mar-
ket economy. Without appropriate laws concerning corporate gover-
nance, there might be massive theft of corporate assets by managers;
there would be incentives to strip assets rather than to build wealth. |
worried too about the huge inequality to which these privatization
could give rise. The other side said: Don't worry, just privatize as rap-
idly as possible; the new owners will make sure that resources are well
used and the economy will grow. Unfortunately, what happened in
Russia and elsewhere was even worse than | had feared. Though the
Russian government had been told repeatedly by its advisers from the
IMF, the U.S. Treasury, and elsewhere that privatization would lead to
growth and investment, the outcome was disappointing: output fell by one-
third.

The rapid and corrupt privatizations in Russia set in motion a
vicious circle. The meager amounts received by the government led to
questioning the legitimacy of the transfer of public resources to the pri-
vate sector. Investors—those who had acquired the assets—then felt,
quite rightly, that their property rights were not secure, that a new gov-
ernment might, under popular pressure, reverse the privatization. As a
result, they limited their investment and took as much of their profits
out of the country as they could—Ileading to further disillusionment
with the privatization process, making property rights still less secure.
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The capital market liberalization pushed by the IMF made matters
worse because it made it easier for the oligarchs who had stripped assets
from the corporations they controlled to take their money offshore, to
places where secure property rights were already well established. They
enjoyed benefits of weak legal frameworks at home and strong prop-
erty protections abroad.

To some who visited Moscow in those early days of the transition, it
seemed a success. The stores were filled with goods, the roads with cars.
But the goods were imported luxury goods for the newly established
wealthy who had managed to get the vast assets of the state into their
private hands; while a few were driving Mercedes and enjoying the
New Russia, millions more were seeing their meager pensions being
eroded below even the level of subsistence.

It is now widely agreed that the speed of the reforms in the former
Soviet bloc countries was a mistake. The privatizations were done
before sound regulations and strong tax laws were put into place. As
government revenue dropped, spending on health and infrastructure
collapsed. One of the legacies of Russia's past was a high-quality edu-
cation system, but this quickly deteriorated as budgets were slashed. At
the same time, the old social safety nets were being cast aside. The
results were grim: poverty in the former Soviet bloc countries increased
from 1987 (shortly before the beginning of transition) to 2001 by a
factor of ten. The contrast between the claims of free market advocates,
who predicted an unleashing of forces that would bring record prosper-
ity, and the unprecedented increases in poverty that actually occurred
could not have been greater.

Some countries, like Poland and Slovenia, managed the transition
better, partly because they did not embrace shock therapy as strongly.'3
The countries of Eastern Europe as a whole did well largely, I think,
because of the prospect of joining the EU. It forced them to adopt
quickly a sound legal framework, and that reassured investors. As they
joined the EU, they obtained access to a huge market—and their low
wages combined with their highly educated labor forces gave them a
distinct advantage.

The Soviet bloc countries were not the only ones transitioning from
communism. China and Vietnam, while retaining a Communist polit-
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ical regime, also began to move to a market economy, and the contrast
was striking. As incomes in Russia plummeted—falling by a third from
1990 to 2000—incomes in those countries soared, increasing by 135
percent in China and 75 percent in Vietnam. They rejected shock ther-
apy in favor of a slower and more gentle transition to a market econ-
omy. Today the vibrancy of their economies suggests that the tortoise
has outpaced the hare.

The performance gap between China and Russia has put the advo-
cates of shock therapy—rapid change, with little sensitivity to social
costs and little concern for the prerequisites which make a market
economy work—on the defensive.* They say that China's task was eas-
ier because it was a less developed, mainly agrarian country. But devel-
opment is itself difficult—success stories outside of East Asia are
rare—and the defenders of shock therapy have never adequately
explained why compounding two difficult problems, development and
transition, should have made the task easier. Many of the less devel-
oped countries of the former Soviet bloc that followed their shock ther-
apy advice fared as badly as Russia itself; the mainly agrarian economies
of Mongolia and Moldova showed even greater decline. Those that
fared better, like Kazakhstan, did so because of oil.

Africa
I was in East Africa during the early days of independence, in the late
1960s. There was a sense of euphoria, although the countries knew that
colonialism had left them ill-prepared for development and democracy.
They didn't have even a modicum of experience in self-government—
there were few trained individuals, and the countries lacked the insti-
tutional infrastructure necessary for democracy and the physical
infrastructure necessary for growth. In Uganda, the British had pro-
moted Idi Amin within the military and so groomed him to be one of
the leaders of the future. But Britain's legacy stood bright and shining
when compared to the bloody history of Belgium's activities in the
Congo.

It was hardly surprising that by the 1980s many African countries
had fallen on hard times. Each country has its own story: corrupt and
often ruthless dictators in Uganda, Congo, Kenya, and Nigeria; well-
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intentioned and mostly honest, but highly flawed, policies of 'African
socialism” in Tanzania; misguided macro-economic policies in lvory
Coast. In the 1980s, many turned to the World Bank and the IMF for
help. They were provided with assistance—typically loans rather than
grants—accompanied by conditions designed to assist their "structural
adjustment.”" Too often, though, the conditions were misguided, the
projects for which the money was lent misconceived. The borrowing
countries were required to adapt the structure of their economy to the
IMF's market fundamentalism, to Washington Consensus policies.
Liberalization opened up African markets to goods from foreign
countries, but the African countries had little to sell abroad. Open-
ing up capital markets did not bring an inrush of capital; investors
were more interested in taking out Africa's bountiful natural
resources. Often, the IMF requirements brought fiscal austerity; while
all countries have to learn to live within their means, the IMF went
much further than necessary. It imposed constraints that prevented the
borrowing country even from making good use of the limited amount
of foreign assistance it received. In Ethiopia, for instance, the Fund
went so far as to demand that the country ignore foreign assistance in
assessing whether its budget was balanced; in effect, foreign assistance
went to increase reserves, not to build hospitals or schools or roads.
Not surprisingly, the policies failed to bring growth. But the burden of
debt remained.

In the 1990s, many of the African countries, including Nigeria,
Kenya, Tanzania, Uganda, Ethiopia, and Ghana, found themselves
with new leadership, and the new leaders seemed more committed
than the old to pursuing good economic policies. Deficits and inflation
were brought under control. Some, such as Olusejun Obasanjo in
Nigeria, Yoweri Museveni in Uganda, Benjamin Mkapa in Tanzania,
and Meles Zenawi in Ethiopia, took strong stands against corruption;
even if it was not eliminated entirely, remarkable progress was made.
Uganda and Ethiopia had periods of growth: Ethiopia grew at more
than 6 percent annually between 1993 and 1997, when war broke out
with neighboring Eritrea; Uganda grew, on average, more than 4 per-
cent annually from 1993 to 2000. Several countries made major strides
in improving literacy, and were it not for the AIDS epidemic there
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would have been great advances in health and life expectancy. But even
these successful countries failed to attract much foreign investment.
The vast markets of Asia, with their more highly educated labor force,
their better infrastructure, their fast-growing economies, were simply
more attractive for most of the multinationals.

While Africa's economies did not grow, its population did. Africa
had been a continent with an abundance of land; land maintained its
productivity by being left fallow for long periods of time. But with the
new population pressures, this was no longer possible. Agricultural
productivity declined, and poverty grew. Again, globalization bypassed
Africa. Just as even the countries with good macro-economic policies
failed to attract investment, the Green Revolution, which increased
agricultural productivity enormously in Asia, bypassed Africa. Today,
agricultural productivity is a third of that of Asia. And as if that were
not enough, the AIDS epidemic hit it with devastating force. Even
countries like Botswana that managed their economy well and hus-
banded their resources—growing at 9 percent annually for the almost
four decades since independence from Britain—have seen reversals in
life expectancy. As a result of these forces, by the early years of the
twenty-first century, as we have seen, the number of people in poverty
in Africa had doubled from the levels two decades earlier.

South Asia

For the past two decades, with the exception of an economic crisis in
the early 1990s, India—a country of some 1.1 billion people—has
been growing at 5 percent a year or more. In 2006, it is expected to
grow at 8 percent.

For decades after independence, socialist doctrines prevailed and the
economy stagnated. But even in this era, the government was sowing
the seeds of future success. It created a number of institutes of technol-
ogy and science, investments in education and research that were even-
tually to pay off in the new millennium. The emergence of Bangalore
as the capital of India's information technology sector can be traced
back to the founding of the Indian Institute of Science there in 1909,
on land donated by the Maharajah of Mysore and endowed by the
industrial baron J. N. Tata.
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The Green Revolution of the 1970s, which promoted the use of bet-
ter farming techniques and new seeds, increased yields enormously.
Growth did not really take off, however, until the early 1980s, when the
government ended its open hostility to business and removed many of
the restrictions that had stymied the private secton® The liberalizations
of the early 1990s were critical in continuing the momentum of the ear-
lier reforms, but even as the government opened up the country to for-
eign direct investment, it continued to restrict short-term capital flows.
Only in 2006, fifteen years after the liberalization reforms began, have
discussions begun on adjusting—not eliminating—those restrictions.

The advent of the Internet proved to be the most important turning
point. New technology meant that at last India could reap the benefits
of its long-term investments in education, and inadequacies in infra-
structure were less of a hindrance. Opportunities created by America's
bubble economy of the 1990s helped too, in an indirect way." While
technology brought down the costs of communication, massive over-
investment in telecommunications brought it down even further, as
excess capacity in the cables that line the floor of the Pacific and satel-
lites drove down the communication costs further. Typically, firms
thinking about investing in a developing country have to weigh a long
list of advantages and disadvantages: wages may be low compared to
developed countries, but a lack of infrastructure frequently means
higher transportation costs, as well as an unreliable and expensive sup-
ply of electricity and communications services. What was different in
the case of India's new high-tech sector was that these infrastructure
problems were either irrelevant (the costs of transportation simply
didn't matter) or could be sidestepped. Companies built their own gen-
erators in order to bypass the erratic local electricity supply. Satellites,
which could in a nanosecond link India's firms with those in Silicon
Valley or elsewhere in Europe and the United States, meant that calls
could be made around the world without depending on India's unreli-
able phone system.

India's success, in fact, has much in common with that of China. In
both, there is emerging a middle class of several hundred million that
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is beginning to enjoy the bountiful life that those in the West have had
for so long, and in both countries there are still huge gaps between rich
and poor. India did far less well than China in reducing poverty—but
it has done far better in preventing the rise of inequality, the disparities
across regions and between the very top and the rest. Still, both China
and India, even as they reach new peaks of success, have recognized
that they cannot continue as they have done until now. Both govern-
ments have committed themselves to focusing on helping the lagging
rural sector; both are worried about creating new jobs for the new
entrants to the labor force (India has actually created a guaranteed
employment scheme for rural areas). Both recognize the importance of
technology and education in the competitive global marketplace, and
know that this will require strengthening their already huge invest-
ments in education—Asia today graduates more than three times the
number of engineers and scientists that the United States does. The
challenge is to improve the quality as they increase the quantity.

Today, developing countries around the world are looking to Asia,
to the examples of success, to see what they can learn. It is not surpris-
ing that global support for the Washington Consensus has waned. Its
failures can be seen around the world, in Africa, Latin America, and the
economies in transition. The clearest test was in the transition from
communism to a market economy; those that followed the Washing-
ton Consensus failed, almost to a country. At best, they achieved mea-
ger growth; at worst, they are suffering growing inequality and
instability. Even democracy looks less secure.

A VISION OF DEVELOPMENT

In the array of statistics and anecdotes describing developing coun-
tries—some totally depressing, some conveying enormous hope—it's
important to remember the big picture: success means sustainable,
equitable, and democratic development that focuses on increasing liv-
ing standards, not just on measured GDP. Income is, of course, an
important part of living standards, but so too is health (measured, for
instance, by life expectancy and infant mortality) and education.'7The
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king of Bhutan has spoken of GNH, gross national happiness, as he
sought growth strategies that improved education, health, and the
quality of life in rural areas as well as in the towns, all the while main-
taining traditional values.

GDP is a handy measure of economic growth, but it is not the bean
and end-all of development. Growth must be sustainable. Everyone knows
that by cramming for an exam you get your grade up, but what you
learn is soon forgotten. You can get GDP up by despoiling the
environment, by depleting scarce natural resources, by borrowing from
abroad—nbut this kind of growth is not sustainable. Papua New Guinea
is cutting down its tropical rainforests, home to an immense range of
species; the sales improve its GDP today, but in twenty years there will
be nothing more to cut.”

Still, because GDP is relatively easy to measure, it has become a fix-
ation of economists. The trouble with this is that what we measure is
what we strive for. Sometimes, increases in GDP are associated with
poverty reduction, as was the case in East Asia. But that was not an
accident: governments designed policies to make sure that the poor
shared in the benefits. Elsewhere, growth has often been accompanied
by increased poverty and sometimes even lower income for individuals
in the middle. This is what has been happening in the United States:
between 1999 and 2004, average disposable income went up by 11
percent in real terms, but median household income—the income of
the family at the center, the true middle middle-class family—fell by
some $1,500, adjusting for inflation, or around 3 percent. In Latin
America, from 1981 to 1993, while GDP went up by 25 percent, the
portion of the population living on under $2.15 a day increased from
26.9 percent to 29.5 percent. If economic growth is not shared
throughout society, then development has failed.

The East Asian governments realized that success requires social and
political stability, and that social and political stability in turn require
both high levels of employment and limited inequality. Not only was
conspicuous consumption discouraged, but so too were large wage dis-
parities. In China, at least in the earlier stages of development, senior
management typically received no more than three times the income of
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an ordinary worker; in Japan, ten times. (By contrast, in recent years
the compensation of senior managers in the United States has been
hundreds of times that of ordinary workers.):s

| believe that it is important for countries to focus on equity, on
ensuring that the fruits of growth are widely shared. There is a com-
pelling moral case for equity; but it is also necessary if there is to be
sustained growth. A country's most important resource is its people,
and if a large fraction of its people do not live up to their potential—
as a result of lack of access to education or because they suffer the life-
long effects of childhood malnutrition—the country will not be able
to live up to its potential. Countries that don't invest widely in educa-
tion find it hard to attract foreign investment in businesses that
depend on a skilled labor force—and today, more and more businesses
depend in part on skilled labor. At the other extreme, high levels of
inequality, especially as a result of unemployment, can result in social
unrest; crime is likely to increase, creating a climate that is unattrac-
tive to businesses.

It is not just income—even the income of the average individual—
that matters but overall standards of living. There can be a discrepancy
between the two. Development is typically accompanied by urbaniza-
tion, and many cities in developing countries are squalid, marred by
noise, congestion, poor sanitation, and dirty air. In March 1991, air
pollution got so bad in Mexico City that President Carlos Salinas de
Gortari ordered a major oil refinery to be shut down. In the
nineteenth-century transformation that marked the Industrial Revolu-
tion in Europe and the United States, environmental problems were so
serious that health deteriorated and life spans were shortened.?® In
Britain, the first country to enter the Industrial Revolution, average
height—a measure of physical well-being—declined from the late
eighteenth century to the middle of the nineteenth.? Fortunately,
improvements in medicine and nutrition have managed partially to
overcome environmental factors, so that in most developing countries,
other than those devastated by AIDS, life spans are increasing.

Today, there is more concern in the development community about
the importance of health and the environment. There is also more con-
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cern about economic security—reflecting the importance that ordinary
workers place on this, as we saw in chapter 1.2

The Role of Markets

Recent decades have seen marked changes in thinking, not only about
what successful development means but also how to go about it.** Dur-
ing the 1960s and 1970s it was thought that what separated less devel-
oped from more developed countries was the former's lack of capital.
Emphasis was placed on savings and investment. That is one of the rea-
sons the World Bank was created in 1944, to help provide more capi-
tal to developing countries. When it turned out that foreign aid and easier
access to capital did not lead to the hoped-for results, many in the
development community pushed the idea that markets were the solution—
although they had failed to produce development in the years before
the end of colonialism." When the question "Why hadn't markets
already delivered?" was posed, there was an easy answer: governments
were in the way. All that was required for development, then, was to
get government out of the way, privatizing and liberalizing—
stripping away regulation, cutting government expenditure, and
tightening restraints on borrowing.

The emphasis on the importance of markets, which had begun in
the 1980s when Thatcher and Reagan were in office, was strengthened
after the fall of communism—a natural reaction to the failure of the
planned economy in the former Communist states. By the last decade
of the twentieth century, the examples of Russia and Latin America had
shown that the strategy of just getting government out of the way also
had failed. At that point, the search for alternatives began in earnest.
Some economists turned to small variations on the theme, various
forms of "market plus” (or Washington Consensus plus)—adding in,
for instance, the importance of human capital and especially female
education. When these policies too failed, it became clear that what
was needed was a deeper change in strategy, a more comprehensive
approach to development—with emphases differing from country to
country and from time to time. These strategies, however, were not
really new: they were variants of the strategies that had worked so well
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and for so long in East Asia and elsewhere, but which had long been
ignored by the believers in the Washington Consensus and market
fundamentalism.

A Comprehensive Approach to Development

The World Bank endorsed this "comprehensive" approach to develop-
ment while | was its chief economist and Jim Wolfensohn was its pres-
ident.?® It was criticized for lacking focus, but that claim is simply
wrong. At any moment, there may be several areas on which attention
is focused—nbottlenecks, for instance, in the economy. The compre-
hensive approach recognized, though, the dangers of the kind of single-
minded focus that had characterized development policies of the past:
schools without jobs would not lead to development, nor would trade
liberalization without roads and ports lead to more trade. China has
been adept at changing the focus of its attention as it has moved along
in its three-decades-long development. Its eleventh five-year plan,
adopted in March 2006, shifted from exports to increasing domestic
demand, in recognition of growing protectionist pressures around the
world. For China, with a savings rate of over 40 percent of GDP, cap-
ital with which to invest was no longer the problem; the current neces-
sity is to stimulate consumption. At one stage, the focus was on
attracting foreign investors; when that proved enormously successful,
focus shifted to developing domestic entrepreneurs.

Providing more resources and strengthening markets—the key ele-
ments of the development strategy of the World Bank in early
decades—are still important elements in successful development.
Countries cannot grow without capital. Markets are essential; markets
help allocate resources, ensuring that they are well deployed, which is
especially important where resources are scarce. The comprehensive
approach has involved strengthening markets, but equally important
has been strengthening government and figuring out, for each country
as it reaches each stage of development, what the right mix of govern-
ment and market might be.

The successes in Asia echoed those of the United States and other
countries in the industrialized world: government has a large role to
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play. The right mix of government and markets will differ between
countries and over time. In China, for instance, where there was
already plenty of government, the challenge was to develop the market.
This is what took place in the period after the Cultural Revolution, the
1980s, when China's economy began the astounding takeoff that con-
tinues today.”® What matters, of course, is not just the size of govern-
ment but what government does. A central component of China's
rapid growth was township and village enterprises established by the
local communes. The government got out of agriculture and gave fam-
ilies the right to control the land, and agricultural productivity soared. At
the same time, the central government moved away from micromanag-
ing every detail of the economy to managing the overall economic
framework, including ensuring a supply of finance for the development
of infrastructure. As China's transition evolved, the government realized
that continued success would require stronger laws concerning corpo-
rate governance. It realized too that, in the zeal to strengthen the mar-
ket, areas such as rural education and health had been left behind. The
2006 five-year plan sets out to redress these imbalances.

The list of potential arenas for government action is large. Today,
nearly everyone agrees that government needs to be involved in provid-
ing basic education, legal frameworks, infrastructure, and some ele-
ments of a social safety net, and in regulating competition, banks, and
environmental impacts. The East Asian countries believed, as we have
seen, that government should do more. East Asian nations feel that it
is their responsibility to maintain full employment and actively pro-
mote growth, and their governments remain concerned about inequal-
ity and social stability. In Malaysia, the role of government has
extended in yet another direction. For decades, the Malaysian govern-
ment has carried out an aggressive affirmative action program to help
the ethnic Malays. This was an important part of nation building; the
view that all groups would benefit from a more stable and equitable
society was widely accepted, even though some members of Malaysia's
ethnic Chinese community may have lost opportunities as a result.
However, because the government made sure that all shared in the
fruits of development, ethnic conflict has largely been avoided.
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People are at the core of development

Development is about transforming the lives of people, not just trans-
forming economies. Policies for education or employment need to be
looked at through this double lens: how they promote growth and how
they affect individuals directly. Economists talk about education as
human capital: investment in people yields a return, just as investment
in machinery does. But education does more. It opens up minds to the
notion that change is possible, that there are other ways of organizing
production, as it teaches the basic principles of modern science and the
elements of analytic reasoning and enhances the capability to learn.
The Nobel laureate Amartya Sen has emphasized the enhanced capa-
bilities that education brings, and the resulting freedom that develop-
ment brings to individuals.27

Just as the focus on GDP results in too narrow a focus for develop-
ment strategies, so too a focus on the number of years of schooling may
lead to too narrow a focus for education policies. The number of years
of schooling is an important indicator of how well a country is doing
in advancing education, but just as important is what schools teach.
Education needs to be compatible with the work that people will do
once they leave school. In Ethiopia, the government of Meles Zenawi
realized that even if its most ambitious development programs succeed,
most of the people going to rural schools today will still be farmers
when they grow up, so it has been working to redirect curriculum in
order to make them better farmers. Education had been viewed as a
way out, an opportunity to get a better job in the cities. Now it is also
being viewed as a way up, enhancing income even for those who
remain in the rural sector. Education can be used to promote health
and the environment as well as to impart technical skills. Students can
learn in school the dangers of locating latrines uphill from their source
of drinking water, or the dangers of indoor air pollution—the choking
smoke in huts without ventilation—and what can be done about it.

With education, a broad approach is important. Too often, interna-
tional development institutions such as the World Bank focused narrowly
on primary education. This was understandable: the returns are high, and
many countries were spending a disproportionate part of their education
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budgets on university education for children of the elite. Moreover, hav-
ing a strong base of primary education is essential if one wants to identify
the most able for advanced training. Still, if the knowledge gap between
the developed and less developed countries is to be narrowed, there also
has to be a strong secondary school and university system.28

Of course, it does little good to have highly educated individuals
without jobs for them. Without appropriate jobs, developing countries
will lose this much-needed intellectual capital, their brightest children,
in whom they have invested enormously through elementary and sec-
ondary education and sometimes even through college, to developed
countries. This is often referred to as the "brain drain," another way in
which developing countries wind up subsidizing the developed.?
Former Malaysian prime minister Mahathir bin Mohamad referred to
this loss, in his usual colorful language, as stealing the developing
countries' intellectual property. In defense of intellectual property
protections, as we will see in chapter 4, developed countries point out
that drug prices are high in order to pay for the failures, the research
that does not lead to the blockbuster drug. Mahathir points out
that the same logic applies to education: the country provides
education to all its youth, only to find that sometimes the best move
to the West—and the developing countries receive nothing in
compensation.

The importance of community

Markets, government, and individuals are three of the pillars of
successful development strategy. A fourth pillar is communities,
people working together, often with help from government and
nongovernmental organizations. In many developing countries, much
important collective action is at the local level. In Bali, as in much of
Asia, irrigation for agriculture is provided by a network of canals.
These are maintained by the community which ensures that the water
is shared fairly among the villages and villagers.

The story of the Grameen micro-credit bank in rural Bangladesh,
which gives small loans to poor rural women—who have a far better
repayment rate than the rich urban borrowers—is well known. These
schemes have been so successful because they entail groups of women

wihn talza raennncihilihy far nna annthar halnina Aana annthar nnit and
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ensuring that each pays what is due.®° Its sister organization BRAG
(originally the Bangladesh Rural Advancement Committee), also a
nongovernmental organization, is even larger than Grameen, and both
have branched out into a wide variety of activities. Today they build
schools and even run a university, and provide cell phones, mortgage
financing, and health and legal services. Seeing their work is an extraor-
dinary experience: groups of women sitting in rows on the ground
proudly discussing what they have done with the small loans they were
given, children in the most basic rural schools chanting the day's les-
sons, and signs throughout Bangladesh advertising the cell phone pro-
grams that have connected thousands of poor people and helped them
join the world after centuries of isolation.

In August 2003, | visited a chicken-feed factory run by BRAG. One
of the first things women had done with the loans they got from BRAG
was to buy newborn chicks, so they could raise chickens for meat and
eggs. It soon turned out that many of the baby chicks died, because
raising chicks in the first few days of life required skills and attention
that the women could not provide. Instead of shutting the project
down, the BRAG workers set up a program to take care of the baby
chicks and pass them on to the women when the chicks were old
enough to survive. They found that higher-quality chicken feed was
necessary, so they opened an animal feed company and sold the feed to
the women raising the chicks. Thus BRAG created wealth and jobs
throughout the supply chain: from eggs to baby chicks, to processing
nutritious feed for those chicks.

Were it not for BRAG and Grameen, the Bangladeshi farmers would
be even poorer than they are now. Health is better and birth rates are
lower as a result of their efforts and those of similar organizations. Life
expectancy is up 12 percent in twelve years, to sixty-two years in 2002,
and population growth rates are down to 1.7 percent from 2.4 percent
in 1990. The micro-finance model used by BRAG and Grameen has
been copied all over the world. What makes their programs so success-
ful is that they come out of the communities that they service and
address the needs of the people in those communities.

Grameen Bank and BRAG knew, for instance, that success wasn't
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just a matter of raising chicks. It was about changing the power struc-
ture within the community by giving more economic resources to the
poorest of the poor, especially to the women, who had for so long been
treated as second-class citizens. The community was strengthened by
the health, legal aid, and education programs they established. | was
taken to an elementary class in family law set up by BRAG, which taught
women their basic legal rights, including the rudiments of divorce law,
so that they knew what protection they had from physical abuse and
abandonment by their husbands. Many had not known that Bangladesh
law does not allow quick Islamic divorce. BRAC's classes empowered
them, not only by teaching them about their rights but by helping them
realize those rights. Grameen's lending programs reinforced this: by only
providing mortgages on houses that were put in a woman's name, they
provided an economic incentive for men to stay with their wives.

World Bank studies have highlighted the importance of community
involvement, finding that local participation in the choice and design
of projects leads to a higher likelihood of success.® The World Bank
now has a program that allocates $25,000 grants to communities to
spend as they please. Thailand is one of several countries imitating the
program and putting decision making into the hands of local commu-
nities. There is a compelling argument for these programs: the people
in the village know better than anyone else what will make a difference
to their lives; they know how the money is spent, and any corruption
hurts them directly. Having invested in the planning and execution of a
project, they are more likely to feel ownership, a commitment to see it
through to success, and therefore more likely to see it receive the
funds required to maintain it. For example, in India and in many other
developing countries, women spent vast amounts of time trudging
back and forth to the water supply, bringing water for cooking and
washing. People in the community know best where a new well should
be put, and that is why Indian water projects with local participation
have done so much better than programs designed outside the commu-
nity. Of course, there have been failures, such as in East Timor where
some of the local grants were misspent, but overall it is clear that devel-
opment will happen best with community commitment.
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The Challenges of Implementation

Successful development requires not just a vision and a strategy; ideas
have to be converted into projects and policies. When | was at the
World Bank, it would often be said in the face of obvious failure that
our strategy was correct, it just wasn't implemented well. The fault
would be put on bureaucrats—especially in the developing countries,
though sometimes at the World Bank or the IMF—for failing to pay
attention to certain details. But policies have to be designed to be
implemented by ordinary mortals, and if they seemingly cannot be, if
time after time there are implementation problems, then something is
fundamentally wrong.

Managing change is extraordinarily difficult. It is clear that rushing
into major reforms does not work. Shock therapy failed in Russia.
China's Great Leap Forward in the 1960s was a catastrophe. What mat-
ters, of course, is not just the pace of change but the sequencing of
reforms. Privatization was done in Russia before adequate systems of
collecting taxes and regulating newly privatized enterprises were put in
place. Liberalizing the free flow of foreign exchange before the banking
system was strengthened turned out to be a disaster in Indonesia and
Thailand. Educating people but not having jobs for them is a recipe for
disaffection and instability, not for growth. Balance is also important:
allowing urban—rural income differences to grow is another prescrip-
tion for trouble. Many of the development strategies that were not well
implemented failed because they were based on a flawed vision of
development. Successful countries have a broader vision of what devel-
opment entails and a more comprehensive strategy for bringing it
about. Sensitive to concerns such as those just described, they were bet-
ter at implementing change.

Governance

Much of the debate about development centers on how the advanced
industrial countries can best provide more resources—through aid,
debt relief, and direct investment—and how they can best provide
more opportunities, through reforming global trade arrangements. But
even if globalization succeeds in increasing resources to developing
countries and opening up new opportunities, development is not
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assured. Countries must be able to use the resources well, and take
advantage of new opportunities. This is the responsibility of each
country. A major factor determining how well a country will do is the
"quality" of the public and private institutions, which in turn is related
to how decisions get made and in whose interest, a subject broadly
referred to as "governance."

Today, throughout the developing world, there is enormous focus
on one vital aspect of governance: corruption. | believe it is having its
effect. Of course, there will continue to be stories of corruption. No
country is immune from corruption, and it takes different forms in dif-
ferent countries. The corruption of campaign contributions by major
corporations in advanced industrial countries, which we will discuss in
chapter 7, is greater in magnitude and, in some ways, more insidious
to democratic processes than the petty but more pervasive corruption
involving small bribes to government officials. When government offi-
cials are eking out a living on a minimal wage, it is understandable,
though not forgivable, that they demand bribes before they will do the
job they were hired for. At least these ill-gotten gains are used to pay
for food or education for their children.

Singapore showed that with strong punishment and high govern-
ment salaries, this kind of corruption could be quickly stamped out.
More remarkable has been the progress made by countries that could
not afford to do what Singapore did. In Ethiopia, the government is so
adamant about fighting corruption that the business community com-
plains about excessive zealousness. In Uganda, the government has
been publicizing all checks sent to the local level, so that villagers know
what they should be receiving—and can make sure that those between
Kampala and the village do not take their cut. In Nigeria, the govern-
ment has promised to publish what it receives from the oil companies,
so that citizens can see that money is not being stolen. In Thailand, the
new constitution includes the notion that citizens have a basic right to
know what their government is doing—a version of the Freedom of
Information Act. Similar bills are being enacted throughout the devel-
oping world. These successes are striking moves in the right direction—
but too often they have made only a small dent in prevailing cultures
of corruption.
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There are two things that those in the West can do to help devel-
oping countries strengthen democratic governance. The first is sim-
ple: don't undermine democracy. (Though many of the more
successful countries have political systems that are far from demo-
cratic, the continued success of the East Asian countries after democ-
ratization, and the success of India, suggest that economic success is
fully consistent with democracy.) In country after country, people are
told about the importance of democracy, but no sooner have they
grasped the message than they are told that what they care most
about—the overall performance of their economy, which determines
the pace of job creation and inflation—is too important to be left to
democratic political processes. IMF conditionality undermines
democracy, as, arguably, do demands that monetary policy be taken
out of the hands of democratic political processes and turned over to
"experts.” Many international trade agreements—especially bilateral
trade agreements, which we will discuss in the next chapter—by cir-
cumscribing the legitimate activities of democratically elected gov-
ernments, do that too.

The second is equally important and will be discussed at greater
length in chapter 5: the developed countries should do more to reduce
opportunities for corruption, by limiting bank secrecy, increasing
transparency, and enforcing anti-bribery measures. Every bribe requires
both a briber and a bribee—and too often the briber comes from a
developed country'. Corruption would occur even if there were not safe
havens to which the money can go, and in which the corrupt can sus-
tain their lifestyle after their wrongdoing has been discovered; but
secret bank accounts make it easier.

MAKING GLOBALIZATION WORK—FOR MORE PEOPLE

In his 2005 book, The World Is Flat, Thomas L. Friedman says that
globalization and technology have flattened the world, creating a level
playing field in which developed and less developed countries can
compete on equal terms.")" He is right that there have been dramatic
changes in the global economy, in the global landscape; in some direc-
tions, the world is much flatter than it has ever been, with those in
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various parts of the world being more connected than they have ever
been, but the world is not flat."

Countries that want to participate in the new world of high-tech glob-
alization need new technologies, computers, and other equipment in
order to connect with the rest of the world. Individuals who want to com-
pete in this global economy have to have the skills and resources to do so.
Parts of India, such as Bangalore, have both the technology and the peo-
ple with skills to use it, but Africa does not. As globalization and new
technology reduce the gap between parts of India and China and the
advanced industrial countries, the gap between Africa and the rest of the
world is actually increasing. Within countries, too, the gap between
the rich and the poor is increasing—and, with it, the gap between those
who can effectively compete globally and those who can't.

High technology is a high-stakes game, in which large investments
(by governments and countries) are required. The advanced industrial
countries and their large firms have the resources; many others do not.
What is remarkable is how well India and China have done, given their
handicaps.

Not only is the world not flat: in many ways it has been getting less
flat. The countries of East Asia made globalization work for them; their
success is the best argument for the good that globalization can do for
other developing countries. But for some of the poorest countries of
the world, dependent as they are on aid from the World Bank, the IMF,
or donors in Europe, America, and Japan, conditions imposed in order
to receive that aid—though less onerous than in the past—may still be
precluding them from following economic policies of their own choos-
ing, including policies of the kind that proved so successful in East
Asia. And recent trade agreements have made those policies—promoting
technology, closing the knowledge gap, using financial markets as cat-
alysts for growth—more difficult, if not impossible, to pursue.

It is bad enough that the developing countries are at a natural dis-
advantage—but the rules of the game are tilted against them, and in
some ways increasingly so. The global trade and financial regimes give
the advanced industrial countries a marked advantage. In later chapters
I will describe in detail how they benefit the advanced industrial coun-
tries at the expense of the poor.
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Equally worrying, in some respects, is how new technologies (rein-
forced by new trade rules) are enhancing the market power of incum-
bent, dominant firms, such as Microsoft, which are all from the
developed world; for the first time, in a key global industry, there is a
near-global monopolist, so powerful that even highly innovative firms
in the United States like Netscape, the developer of the first major
browser, get easily squashed. What chance, then, do much less capital-
ized, innovative firms from the developing countries have? At most,
they can pick up the crumbs—occupy niches too small for the giants
to bother with. So much market power does Microsoft have that it
brazenly threatened to withdraw from Korea if Korea pursued its
antitrust action against the firm—in a sense, it confirmed the
allegations of overweening market power, for if that were not the case its
threat to withdraw would have been meaningless.

The following chapters will detail these failures of globalization,
including how trade agreements, rather than creating the opportunities
that were promised, have sometimes created an even more unlevel play-
ing field—a playing field so increasingly unlevel that recent trade agree-
ments have actually made the poorest countries worse off. These
agreements have also condemned to death thousands in the developing
world suffering from diseases like AIDS, for which there are already
medicines that work wonders. We will see how corporations strip
countries of their natural resources, leaving behind a trail of environ-
mental devastation—and how commonly accepted legal frameworks
allow them to get away with it. We will see how the richest country in
the world refuses to do anything about the world's greatest environ-
mental problem—global warming—whose devastating effects will be
especially felt in some of the world's poorest countries. We will see how
Western governments have sometimes let stand global monopolies and
cartels, to the detriment of those in the developing world.

Of course, if the developing countries had solved all of their own
problems better, if they had had more honest governments, less influ-
ential special interests, more efficient firms, better educated workers—
if, in fact, they did not suffer from all the afflictions of being
poor—then they could have managed this unfair and dysfunctional
globalization better. But development is hard enough in any case.

The Promise of Development 59

There are few success stories—our brief tour of the world has shown us
a world replete with failures. The rest of the world cannot solve the
problems of the developing world. They will have to do that for
themselves. But we can at least create a more level playing field. It would
be even better if we tilted it to favor the developing countries. There is a
compelling moral case for doing this. | think there is also a compelling
case that it is in our self-interest. Their growth will enhance our
growth. Greater stability and security in the developing world will con-
tribute to stability and security in the developed world.



CHAPTER 3

Making Trade Fair

I f any trade agreement were to be a success, it should have been the

one among Mexico, the United States, and Canada. Enacted in

1994, the North American Free Trade Agreement (NAFTA) cre-
ated what was at the time the largest free trade area in the world, with
376 million people and a GDP of nearly $9 trillion." The pact opened
up the world's richest country, the United States, to Mexico. These two
countries had a shared—though not always pleasant—history. Mexi-
can immigration to the United States has been large; vast parts of the
United States are Spanish-speaking; and the United States relies on
Mexican labor in areas such as agriculture, manufacturing, and unskilled
services. Some 10 million Mexicans—a tenth of Mexico's population—
are living, legally or illegally, in the United States.”? As Mexicans come
to the United States to work, many stay, marry American citizens, raise
their children, and now even dominate communities in states like Cal-
ifornia, Texas, and Arizona. Even before NAFTA, Mexico and Canada
were America's biggest trading partners, as well as the countries most
visited by U.S. citizens.

The ties between the two countries, combined with the disparity in
economic and political power, bring tensions. As the Mexican saying
goes, "Mexico—so far from God, so close to the United States." Amer-
ica's per capita income is six times that of Mexico. The corresponding
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sixfold wage difference, together with Mexico's high unemployment
rates, exerts an enormous pull across the border, with thousands risk-
ing their lives to enter illegally. It is not in the United States' interests
to have a poor, unstable country on its southern border, and NAFTA
supporters hoped the pact would bring Mexico's economy forward and
help this country, rich with art and history and culture, prosper.
Instead, more than ten years later, it is clear that NAFTA has not suc-
ceeded. While it has not been the disaster that its critics predicted, nei-
ther has it brought all the benefits that were claimed by its advocates.

Advocates of trade liberalization believe it will bring unprecedented
prosperity. They want developed countries to open themselves up to
exports from developing countries, liberalize their markets, take away man-
made barriers to the flows of goods and services, and let globalization
work its wonders. But trade liberalization is also among the most
controversial aspects of globalization; many see the alleged costs—Ilower
wages, growing unemployment, loss of national sovcignty—as out-
weighing the purported benefits of greater efficiency and increased
growth.

In part, free trade has not worked because we have not tried it: trade
agreements of the past have been neither free nor fair. They have been
asymmetric, opening up markets in the developing countries to goods
from the advanced industrial countries without full reciprocation. A
host of subtle but effective trade barriers has been kept in place. This
asymmetric globalization has put developing countries at a disadvan-
tage. It has left them worse off than they would be with a truly free and
fair trade regime.

But even if trade agreements had been truly free and fair, not all
countries would have benefited—or at least benefited much—and not
all people, even in the countries that did benefit, would share in the
gains. Even if trade barriers are brought down symmetrically, not
everyone is equally in a position to take advantage of the new oppor-
tunities. It is easy for those in the advanced industrial countries to seize
the opportunities that the opening up of markets in the developing
countries affords—and they do so quickly. But there are many imped-
iments facing those in the developing world. There is often a lack of
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infrastructure to bring their goods to market, and it may take years for
the goods they produce to meet the standards demanded by the
advanced industrial countries. These are among the reasons that when,
in February 2001, Europe unilaterally opened up its markets to the
poorest countries of the world, almost no new trade followed. To ful-
fill the promise that more trade will follow from trade liberalization,
much else is required, as we shall see.

Moreover, trade liberalization exposes countries to more risk, and
developing countries (and their workers) are less prepared to bear that
risk. Workers in the United States and Europe worry about being thrown out
of their jobs as a result of a surge in imports. But workers in these countries
have a strong safety net to fall back on: they have the education that
makes it easier to move from one job to another; they often have bank
accounts and receive severance pay to buffer their transition between jobs.
Workers in developing countries have none of these.

Finally, even if trade does follow, not everyone is a winner. The the-
ory of trade liberalization (under the assumption of perfect markets,
and under the hypothesis that the liberalization is fair) only promises
that the country as a whole will benefit. Theory predicts that there will
be losers. In principle, the winners could compensate the losers; in
practice, this almost never happens. If all the benefits go to a few at the
top, then trade liberalization leads to rich countries with poor people,
and even those in the middle may suffer. Thus, if liberalization is not
managed well, the majority of citizens may be worse off—and see no
reason to support it. It is not a matter of special interests opposing lib-
eralization, but of citizens correctly perceiving the world as it is.

But this is not the world as it has to be. Trade liberalization can,
when done fairly, when accompanied by the right measures and the
right policies, help development. As we saw in chapters 1 and 2, the
most successful developing countries in the world have achieved their
success through trade—through exports. The question is: can the ben-
efits that they enjoy be sustained, and be brought to all of the people
of the world? | believe they can be; but if that is to be the case, trade
liberalization will have to be managed in a way very different from that
of the past.
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The North American Free Trade Area

Understanding why NAFTA failed to live up to its promise can help us
to understand the disappointments of trade liberalization. One of the
main arguments for NAFTA was that it would help close the gap in
income between Mexico and the United States, and thus reduce the
pressure of illegal migration.' Yet the disparity in income between the
two countries actually grew in NAFTA's first decade—by more than 10
percent. Nor did NAFTA result in a rapid growth in Mexico's econ-
omy. Growth during that first decade was a bleak 1.8 percent on a real
per capita basis, better than in much of the rest of Latin America but
far worse than earlier in the century (in the quarter century from 1948
to 1973, Mexico grew at an average annual rate per capita of 3.2 per-
cent).” President Fox promised 7 percent growth when he took office
in 2000; in fact, in real terms, growth during his term of office aver-
aged only 1.6 percent per annum—and real growth per capita has been
negligible. In fact, NAFTA made Mexico more dependent on the
United States, which meant that when the U.S. economy did poorly,
so did Mexico's.

Not only did NAFTA not lead to robust growth; it can even be argued
that in some ways it contributed to Mexico's poverty. Poor Mexican corn
farmers now have to compete in their own country with highly subsi-
dized American corn (though the relatively better-off Mexican city
dwellers benefit from lower corn prices). A fairer trade agreement would
have eliminated America's agricultural subsidies and its restrictions on
imports of agricultural goods, like sugar, into the United States. Even if
the United States did not eliminate all its subsidies, Mexico should have
been given the right to countervail—that is, to impose duties on US
imports to offset the subsidies. But NAFTA does not allow that.

While NAFTA eliminated tariffs, it allowed a whole set of nontariff
barriers to stand. After NAFTA was signed, the United States contin-
ued to use nontariff barriers to bar Mexican products that had begun
to make inroads in its markets, including avocadoes, brooms, and
tomatoes. When, for instance, Mexican tomato exports to the United
States began to increase in 1996, Florida tomato growers pressured
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Congress and the Clinton administration to take action. If Mexico
could be shown to be selling tomatoes below cost, it could be charged
with dumping, and anti-dumping duties could be imposed. But Mex-
ico was not dumping tomatoes. The reason that Mexico could be
charged with selling below cost was because prices were measured in a
deliberately lopsided fashion (I will discuss this more fully later in the
chapter). Mexico did not want to risk a trial, so agreed to raise its price.
American consumers and Mexican tomato growers were hurt, but
Florida tomato producers got what they wanted—Iless competition
from Mexican tomatoes.

The one part of Mexico's economy that was successful, at least in the
years immediately after NAFTA, was the area just south of the border. So-
called maquiladora factories sprang up, supplying American manufacturers
like General Motors and General Electric with low-cost parts.
Employment grew 110 percent over NAFTA's first six years, compared
with 78 percent over the previous six years." (Elsewhere, employment
stagnated.)' Advocates of NAFTA are quick to take credit for these suc-
cesses, while arguing that the failures are not NAFTA's fault and that
matters would have been far worse without the agreement. There is, of
course, no easy answer to this sort of counterfactual argument, which
supposes an imaginary alternative. But careful studies do shed some
light. One can ask whether, given the expansion of the U.S. economy
and the dramatic fall of real wages in Mexico after 1994 in comparison
both to the United States and to its competitors in Asia, one would
have expected an increase in Mexican exports to the United States
comparable to what was observed. The answer, based on standard eco-
nomic models, is yes. NAFTA seems to have added little, if anything.'

Equally telling is what happened after the first flush of NAFTA.
After the early years of growth in the maquiladora region, employment
there too actually started to decline, with some 200,000 jobs lost in the
first two years of the new millennium." Some of the factors that had led
to growth, like the strong U.S. economy, had waned. But there was a
more fundamental problem. Not only was the United States growing
faster than Mexico in the years after NAFTA, but so was China.' Trade
liberalization is important for growth, but not as important as NAFTA
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supporters had hoped. NAFTA gave Mexico a slight advantage over
other U.S. trading partners; but Mexico, with its low investment in
education and technology, has had a hard time competing with China,
which invests twice as much (as a percentage of GDP) in research.
Countries often hope that trade agreements will boost foreign invest-
ment and create jobs. But when companies make investment decisions
they look at many factors, including the quality of the workforce, infra-
structure, location, and political and social stability.

Tariffs play only a limited role, as China's success makes clear. By
focusing on tariffs, NAFTA diverted attention from other things that
needed to be done to make Mexico competitive. Indeed, reduced tar-
iffs have created their own problems, Prior to NAFTA, tariffs made up 7
percent of Mexico's tax revenue; after NAFTA, the figure dropped to 4
percent. Mexico's public expenditures of around 19 percent of
GDP—more than a third financed by oil revenues—are markedly
lower than those of Brazil or the United States, and are insufficient to
finance needed public investment in education, research, and infra-
structure.

TRADE LIBERALIZATION: THEORY AND PRACTICE

The British economist Adam Smith, the founder of modern econom-
ics, was a strong champion of both free markets and free trade, and his
arguments are compelling: free trade allows countries to take advantage of
their comparative advantage, with all nations benefiting as each one
specializes in the areas in which it excels. Large trading areas allow
firms and individuals to specialize further and become even better at
what they do. Imagine a small village with only one baker, then con-
sider that a larger village might have two or three. A bigger town would
support a larger number of bakers, some of whom will make only bread
and others who will make only cakes. An even bigger city will have not
only bread makers and cake makers; its bakers will have so many cus-
tomers that they can specialize even further, making a wide variety of
very good cakes and gourmet breads. Bigger markets enhance the effi-
ciency of each producer and the choice available to consumers.
Without free trade, capital and labor will earn different returns in
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different countries (assuming capital and labor cannot move freely—
which is a fair assumption, especially in the short run). In a country
that lacks capital, such as machinery and technology, labor will be less
productive and wages will be lower. If labor moves from a country
where productivity and wages are low to one where they are high, the
increase in output can be enormous, and the world's economy grows.
Free trade is a substitute for people actually having to move. We can sit
at home in the developed world and buy inexpensive goods from
China, a country where labor is cheap. Conversely, the Chinese can
stay in China and get high-tech goods from the United States, a coun-
try with more advanced technology, highly skilled labor, and large cap-
ital investment. In theory, this will mean that as the demand for
Chinese goods increases, the demand for their unskilled labor
increases, and eventually unskilled wages in China will be higher.10

The Fear ofJob Loss

The downside to this rosy scenario is the possibility that jobs will be
lost as they move from one country to another—for example, as peo-
ple in the United States buy cheap goods made in China instead of in
the United States. Free trade advocates say that although jobs are lost,
new opportunities are created. High-productivity/high-wage jobs
replace low-productivity/low-wage jobs. The argument is persuasive,
except for one detail: in many countries, unemployment rates are high
and those who lose their jobs do not move on to higher-wage alterna-
tives but onto the unemployment rolls. This has happened especially in
many developing countries around the world when they liberalized so
fast that the private sector did not have time to respond and create new
jobs, or when interest rates were so high that the private sector could
not afford to make the investments necessary to create new jobs.

It even happens in developed countries, though there, if monetary
and fiscal policies are working well, jobs should be created in tandem
with jobs that are lost. But too often, that does not happen. Unemploy-
ment in Europe has remained stubbornly high. People who lose their
jobs do not automatically get new jobs. Especially when the unemploy-
ment rate is high, there may be an extended period of unemployment
as workers search for a new employer. Middle-aged workers often fail
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to find any job at all—they simply retire earlier. Low-skilled workers
are particularly likely to suffer. That is why people in the advanced
industrial countries worry about losing manufacturing jobs to China
or service sector jobs (like back offices of financial companies) to India.

When the result of rapid trade liberalization is that unemployment
goes up, then the promised benefits of liberalization are likely not to be
realized." When workers move from low-productivity, protected jobs
into unemployment, it is poverty, not growth, that is likely to increase.’2

Even if they do not actually lose their jobs, unskilled workers in
advanced industrial countries see their wages decrease. They are told
that unless they agree to lower wages, the reduction of benefits, and the
weakening of job protections, competition will force the firm to move
the jobs overseas. Young workers in France have been mystified by how
the removal of long-fought-for job protections and the lowering of
wages—necessary, it is alleged, to compete in the global marketplace—
will make them better off. They are told to be patient, that in the long
run they will see that they are better off; but, given the number of cases
in which those promises have failed to be fulfilled ten or twenty years
after liberalization, their skepticism is understandable. John Maynard
Keynes, the great economist of the mid-twentieth century, had
responded to those who urged patience in the midst of the Great
Depression as markets would in the long run restore the economy to
full employment, by saying yes, but "In the long run, we are all dead.""

Politicians and economists who promise that trade liberalization will
make everyone better off are being disingenuous. Economic theory
(and historical experience) suggests the contrary: even if trade liberal-
ization may make the country as a whole better off, it results in some
groups being worse off " And it suggests that, at least in the advanced
industrial countries, it is those at the bottom--unskilled workers—
who will be hurt the most."

The world of Adam Smith and the free trade advocates, in which
free trade will make everyone better off, is not only a mythical world of
perfectly working markets with no unemployment; it is also a world in
which risk doesn't matter because there are perfect insurance markets
to which risk can be shifted, and where competition is always perfect,
with no Microsofts or Intels dominating the field. In such a world,
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workers wouldn't worry about losing their jobs because of trade liber-
alization; they would move seamlessly into other jobs. Even if there was
some glitch, workers could buy insurance against the risk of being tem-
porarily unemployed, or against the risk that the new job paid less than
the old. Even in the best-functioning market economies, this kind of
insurance can't be bought; while in developed countries the govern-
ment provides some unemployment insurance, in most developing
countries workers are left to fend for themselves.

That is why trade liberalization requires more than just onetime assis-
tance to move from the old industries to the new. More open economies
may be subject to all manner of shocks—domestic firms, for instance,
may find it hard to compete with an onslaught of imports that sud-
denly become cheaper when a foreign country devalues its currency; as
in a crisis. When Korea's currency was devalued, Korean steel exports
to the United States increased, and American steelworkers complained.
When Brazil has a good orange crop, Florida orange growers cry for
help, and sometimes get it through one of the nontariff protectionist
mechanisms described below.® Everyone feels the insecurity.

It is not just those who lose their jobs, and their families, who are
affected. Almost everyone is at risk. For example, when local industries
shut down because of competition from imports, their suppliers are
adversely affected. Increased insecurity is one of the reasons that oppo-
sition to trade liberalization is so widespread.

But while globalization has led to more insecurity and contributed
to the growing inequality in both developed and less developed coun-
tries, it has limited the ability of governments to respond. Not only does
liberalization require removing tariffs, which are an important source of
public revenue for less developed countries, but to compete a country
may have to lower other taxes as well." As taxes are lowered, so are pub-
lic revenues, forcing cuts in education and infrastructure and expendi-
tures on safety nets such as unemployment insurance at a time when they
are more important than ever, in order both to respond to the competi-
tion and to help people cope with the consequences of liberalization.

While developing countries may suffer from trade liberalization,
they are not always in a position to reap its benefits through increased
exports. There are several reasons for this: One already noted is that
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they often lack the infrastructure (ports and roads) needed to move
their products. The other is they may not have anything to export.
Capital markets are highly imperfect, with interest rates in developing
countries at a much higher level than those with which even the best
of entrepreneurs in the developed world could cope; even if someone
sees a new export opportunity he cannot get the necessary finance, at
least at reasonable terms. These supply-side constraints are a big prob-
lem in many of the poorest countries of the world, such as in Africa.
By now, there are numerous instances in which advanced industrial
countries have opened up their markets, but the gains in exports have
been limited. These countries will need some form of assistance—aid
for trade—to help them take advantage of the new opportunities.
Some used to argue that trade was more important than aid; trade helps a
country to stand on its own. But it is better to see aid and trade as
complements: both are needed for successful development.®

Infant Industries and Infant Economies

Countries often need time to develop, in order to compete with foreign
companies; to get this time, they may have to protect their nascent
industries temporarily. The standard argument for free trade is based
on efficiency. More goods can be produced with given resources if each
country focuses on its own comparative advantage. But even more
important in determining the pace of growth in developing countries
is how fast they acquire the knowledge and technology of the advanced
industrial countries. We saw in the last chapter that developing coun-
tries not only lag in resources but also in technology; for achieving sus-
tained growth, closing the knowledge gap is more vital than improving
efficiency or increasing available capital. The question is: how best to
learn? Some argue that the best way—probably the only way—to learn
how to produce steel is to produce steel, as Korea did when it started a
steel industry. At the time, its comparative advantage was growing rice.
But even if Korean farmers became the most efficient rice producers in
the world, their incomes would still be limited. The Korean govern-
ment realized that if it was to succeed in becoming developed, it had
to transform its economy from agriculture to industry.
If developing countries are to enter into such industries, those
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industries have to be protected until they are strong enough to com-
pete with established international giants. Tariffs result in higher
prices—high enough that the new industries can cover costs, invest in
research, and make the other investments that they need in order to be
able eventually to stand on their own feet. This is called the "infant
industry argument" for protection.”® It was a popular idea in Japan in
the 1960s—and in the United States and Europe in the nineteenth
century. Most successful countries did in fact develop behind protec-
tionist barriers; critics of globalization accuse countries like Japan and
the United States, which have climbed the ladder of development, of
wanting to kick the ladder away so that others can't follow.

Advocates of free trade respond with two main criticisms of the
infant industry argument. First, they say, the appropriate response is
not protection; if in the long run the firm will be profitable, it can
obtain a loan to tide it over the hard times. In the real world, however,
new firms have a difficult time getting capital. The United States gov-
ernment has only partially overcome this problem by having a Small
Business Administration (SBA) that provides loans for small businesses.
(The U.S. shipping and logistics giant FedEx began with an SBA loan.)
In developing countries, these problems are even more acute.

Second, critics argue that, too often, protected infants never grow up, and
demand to be permanently insulated from outside competition.

More generally, special interests grab hold of any argument, includ-
ing the infant industry argument, to push protectionist measures in
pursuit of higher profits—which impose enormous costs on the rest of
the economy.?® In Bangladesh, protection of textile producers puts
apparel makers in jeopardy by raising the cost of raw materials. These
experiences are a warning for any country contemplating using protec-
tion as a basis for encouraging new industries.

But the politics of different countries differ, and there is nothing
inevitable in such a political failure. East Asia did manage to wean its
infants; the question is whether others have political systems capable of
doing the same.

One of the responses to the last criticism of the infant industry argu-
ment is to focus on broad-based protection, a uniform tariff on, say,
manufactured goods. This is the approach of the infant economy (as
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opposed to the infant industry) argument for protection.”* Without
protection, a country whose static comparative advantage lies in, say,,
agriculture risks stagnation; its comparative advantage will remain in
agriculture, with limited growth prospects. Broad-based industrial pro-
tection can lead to an increase in the size of the industrial sector, which
is, almost everywhere, the source of innovation; many of these
advances spill over into the rest of the economy, as do the benefits from
the development of institutions, like financial markets, that accom-
pany the growth of an industrial sector. Moreover, a large and growing
industrial sector (and the tariffs on manufactured goods) provides rev-
enues with which the government can fund education, infrastructure,
and other ingredients necessary for broad-based growth. In chapter 4,
we will see that advocates of strong intellectual property protections
argue for exactly the same trade-off: they claim that the short-run inef-
ficiencies (in that case, arising from monopoly; in this case, arising
from tariff protection) are more than offset by long-run dynamic gains. In
each case, it is a question of getting the balance right: almost surely, some
intellectual property protection is desirable; and almost surely, some trade
protection is desirable. While the economic rationale behind the infant
economy argument is similar to that behind the infant industry argument,
the political argument is far stronger: broad-based protection reduces
the scope for special interest.

If advocates of the infant industry argument have sometimes been
excessively optimistic about the virtues of protection, advocates of lib-
eralization sometimes seem even more to live in a dreamland, believing that
almost any trade agreement, especially with the United States or European
Union, no matter how unfair, will magically bring investment and
create jobs. They cite statistical studies claiming that trade liberalization
enhances growth. But a careful look at the evidence shows
something quite different. It shows that countries, like those in East
Asia, that have become more integrated into the global economy have
grown faster. It is exports—not the removal of trade barriers—that is
the driving force of growth. Studies that focus directly on the removal
of trade barriers show little relationship between liberalization and
growth. The advocates of quick liberalization tried an intellectual
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sleight of hand, hoping that the broad-brush discussion of the benefits
of globalization would suffice to make their case.22

Fair Trade versus Free Trade

Economists focus on how trade liberalization affects efficiency and
growth. But popular discussions focus more on fairness. When people
in the developed world talk of unfair trade, what they often have in
mind is developing countries' huge advantage of low wages. But these
countries have offsetting disadvantages as well, including a high cost of
capital, poor infrastructure, lower skill levels, and overall low produc-
tivity. Those in the developing world complain equally vociferously of
the difficulties of competing with the advanced industrial countries.
Economists emphasize that these different strengths and weaknesses
mean that each country has a comparative advantage, the things at
which it is relatively good, and they should determine what it exports.
It is not unfair to be poor and have low wages; it is unfortunate.

Too often, in political discourse, there is almost a presumption that if
some country or firm is undercutting an American firm, it must be
because that firm is playing unfairly. After all, American firms must be
more efficient than those anywhere else; on a level playing field they
would win. The dumping laws (often dubbed "fair trade laws"),
described in greater detail later in this chapter, are almost based on this
presumption: since American firms are more efficient, their costs must
be lower; if foreign firms are outcompeting American firms, it must be
because they are cheating—selling below cost. But this ignores the
basic principle of trade: trade is based not on the absolute strengths of a
country but on its relative strengths, on its comparative advantage;
and even if America were more efficient in every industry (which it is
not), industries in which it was relatively less efficient would find them-
selves losing to competition.

What, then, should one mean by fair trade? There is a natural
benchmark: the trade regime that would emerge if all subsidies and
trade restrictions were eliminated.”® The world, of course, is nowhere
near such a regime. Asymmetries in liberalization can benefit some
groups at the expense of others. For instance, trade agreements now
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forbid most subsidies—except for agricultural goods. This depresses
incomes of those farmers in the developing world who do not get sub-
sidies. And since 70 percent of those in the developing world depend
directly or indirectly on agriculture, this means that incomes of the
developing countries are depressed. But by whatever standard one uses,
today's international trading regime is unfair to developing countries."

Even with an unfair trading system, China, India, and a few other
developing countries have been growing enormously, and their growth
is based in no small part on trade. But others have not been so fortu-
nate. The unlevel playing field means that there will be more countries
as a whole that lose, and more people even in successful countries who
will lose. China, by most accounts one of the true winners in the global
trade competition, faces a problem of growing inequality; its farmers
are suffering because of American and European agricultural subsidies,
which drive down prices. China and other developing countries face a
cruel dilemma—they can spend scarce resources to subsidize their
farmers in order to offset the developed world's largesse to theirs, but
that will mean less to spend on development and therefore slower
growth for the country as a whole.

THE HISTORY OF TRADE AGREEMENTS

Economists have been arguing for free trade for two centuries, but it
was the Great Depression of the 1930s, more than abstract arguments,
that was responsible for the wave of liberalization that began sixty years
ago. Successive increases in tariffs in the late 1920s and early 1930s
were thought to have played an important role in deepening the Great
Depression. Each country saw its economy shrinking and so tightened
restrictions on imports. These restrictions hurt other countries, which
responded by tightening their own restrictions; as they did so, a vicious
circle emerged. It was natural that after World War 11, when global
leaders sought to create a new, more prosperous international economic
order, they not only sought to enhance financial stability through the
creation of the International Monetary Fund but also attempted to
establish an International Trade Organization (ITO) to regulate trade.
This did not happen. The United States rejected the proposal for the
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ITO in 1950 because of concerns on the part of some conservatives
and corporations that it would lead to an infringement of national sov-
ereignty and excessive regulation. It was not until forty-five years later
that the World Trade Organization (WTQ) came into being.

In the interim, trade negotiations led by the advanced industrial
countries under the auspices of GATT, the General Agreement on
Tariffs and Trade, greatly reduced tariffs on manufactured goods and
created the foundations of the modern trade regime.The GATT
system was built on the principle of nondiscrimination: countries would
not discriminate against other members of GATT. This meant that
each country would treat all others the same—all would be the
most favored, hence the name: the most favored nation
principle, the bedrock of the multilateral system. Alongside this went
the principle of national treatment: foreign producers would be
treated the same, and be subject to the same regulations, as domestic
producers.

Trade negotiations occur in a series of rounds, in which many issues
are put on the table, with complex bargaining among the countries.
Each country agrees to lower tariffs and to open up markets if others
reciprocate. By having enough issues on the table, it is hoped that
negotiators can find a set of trade concessions that will make every
country feel better off. GATT focused on liberalization of trade in
manufactured goods, the comparative advantage of the advanced
industrial countries. There was limited trade liberalization in the areas
important for developing countries, such as agriculture and textiles.
Textiles remained subject to strong limits (quotas) on a country-
bycountry, product-by-product basis;*® likewise, agriculture
remained highly protected and subsidized.

The Uruguay Round, the round of trade negotiations that began in
Punta del Este, Uruguay, in September 1986, ended with an agreement
signed in Marrakech on April 15, 1994. Under this agreement GATT,
which had 128 member countries, was replaced by the World Trade
Organization, which today has 149 member countries. Ministers from
these countries meet at least every two years. The WTO was designed
to provide a faster expansion of trade agreements, reaching into new
areas like services and intellectual property rights, than had occurred
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Most important, for the first time there was an effective—if limited—
enforcement mechanism. The WTO did not itself punish violators, but
it authorized countries that had suffered injury as a result of a violation
to retaliate by imposing trade restrictions on the offending country. The
EU has become quite sophisticated in using this instrument against the
United States. It draws up a long list of potential candidates for retalia-
tion, targeting areas in which tariffs will be particularly painful, or goods
produced in the districts of congressmen whom they are trying to sway.
The threats have worked remarkably well.

The first step toward a rule of law in international trade was the
great achievement of the Uruguay Round. Without a rule of law, brute
power wins. The WTOQO's international law is an imperfect rule of law;
the rules are derived from bargaining, including bargaining between
the rich and the poor countries, and in that bargaining it is the rich and
powerful that typically prevail. Enforcement is asymmetric—a threat
of trade restriction by the United States against a small country like
Antigua will elicit a response, but the United States does not pay much
attention if Antigua threatens a trade restriction. Only when the prac-
tice affects a large number of countries—such as in the case of the cot-
ton subsidies that the United States doles out to its farmers—is the
threat of retaliation even credible.?® Even so, an imperfect rule of law is
better than none.

From Seattle to Cancun

Half a decade after the completion of the Uruguay Round, on Novem-
ber 30, 1999, the WTO convened in Seattle, Washington, for what
was supposed to be the launch of a new round of trade negotiations,
intended to be the crowning achievement of the Clinton administra-
tion's efforts at trade liberalization, which included the creation of
NAFTA in 1994 and the World Trade Organization in 1995.%" Instead,
the meeting was a disaster. The negotiations were quickly overshad-
owed by massive street protests. Beginning at 5 a.m. on the first day of
the conference, hundreds of activists began to take control of street
intersections near the convention center. By the end of the day, the
mayor had declared a state of civil emergency and imposed curfews, and
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the governor had called up the National Guard. The scale of the demon-
strations dwarfed any previous protest associated with globalization.

While the protestors represented a melange of views and did not
offer any coherent alternatives, there was much to complain about
(though the WTO itself should not have borne the brunt of the com-
plaints; it simply provides a forum in which trade negotiations occur).
The Uruguay Round had been based on what became known as the
"Grand Bargain," in which the developed countries promised to liber-
alize trade in agriculture and textiles (that is, labor-intensive goods of
interest to exporters in developing countries) and, in return, develop-
ing countries agreed to reduce tariffs and accept a range of new rules
and obligations on intellectual property rights, investments, and serv-
ices. Afterward, many developing countries felt that they had been mis-
led into agreeing to the Grand Bargain: the developed countries did
not keep their side of the deal. Textile quotas would remain in place for
a decade, and no end to agricultural subsidies was in sight.

For forty years, trade liberalization had focused on opening up mar-
kets for manufactured goods—at the time, the comparative advantage
of the United States and Europe. But | emphasized earlier the dynamic
nature of comparative advantage: today it is China and other develop-
ing countries that have a comparative advantage in many areas of man-
ufacturing. Unknowingly, for four decades, trade negotiators had been
working to open up markets for China! With manufacturing in the
developed world shrinking—today it represents only 11 percent of
American employment and output—American and European trade
negotiators would have to deliver something in services (which are now
over 70 percent of America's economy, and nearly that in Europe and
Japan) and in intellectual property to satisfy their constituents. They
succeeded.

The list of complaints against the Uruguay Round trade agreement
was long:

* It was so asymmetric that the poorest countries were actually worse
off; sub-Saharan Africa, the poorest region with an average income
of just over $500 per capita per year, lost some $1.2 billion a year.'
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e Seventy percent of the gains went to the developed countries—some
$350 billion annually. Although the developing world has 85 per-
cent of the world's population and almost half of total global
income, it received only 30 percent of the benefits—and these ben-
efits went mostly to middle-income countries like Brazil?'

The Uruguay Round made an unlevel playing field less level. Devel-
oped countries impose far higher—on average four times higher—
tariffs against developing countries than against developed ones. A
poor country like Angola pays as much in tariffs to the United States
as does rich Belgium; Guatemala pays as much as New Zealand.3°
And this discrimination exists even after the developed countries
have granted so-called preferences to developing countries. Rich
countries have cost poor countries three times more in trade restric-
tions than they give in total development aid."

The focus was on liberalization of capital flows (which developed
countries wanted) and investment rather than on liberalization of
labor flows (which would have benefited the developing countries),
even though the latter would have led to a far greater increase in
global output.

By the same token, liberalization of unskilled labor services would
have led to a far greater increase in global efficiency than liberaliza-
tion of skilled labor services (like financial services), the comparative
advantage of the advanced industrial countries. Yet negotiators
focused on liberalizing skill-intensive services.

The strengthening of intellectual property rights largely benefited
the developed countries, and only later did the costs to developing
countries become apparent, as lifesaving generic medicines were
taken off the market and developed-world companies began to
patent traditional and indigenous knowledge. (We will discuss this
more fully in chapter 4.)

The United States and Europe have perfected the art of arguing for
free trade while simultaneously working for trade agreements that pro-
tect themselves against imports from developing countries. Much of
the success of the advanced industrial countries has to do with shaping
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the agenda—they set the agenda so that markets were opened up for
the goods and services that represented their comparative advantage.

Western negotiators almost take it for granted that they can control
what gets discussed, and determine the outcomes. As the United States
and the EU push for opening up markets for services, they do not
think (as they logically should): by and large, services are labor inten-
sive; by and large, it is the developing countries that have an abundance
of labor; and therefore, by and large, a fair service sector liberalization
will be of especial benefit to developing countries. They think: we can
liberalize the high-skilled services which represent our comparative
advantage now, and we can make sure, one way or the other, not to lib-
eralize services that are intensive in unskilled labor. From the very begin-
ning of the discussion, they had in mind an unbalanced agreement.

Special interests are largely to blame—not special interests in the
developing countries resisting trade liberalization, as proponents of
trade liberalization complain, but special interests in the developed
world shaping the agenda to benefit themselves, while leaving even the
average citizen in their own countries worse off. The negotiators, in
representing their immediate "clients"—the corporations that lobby
them heavily and constantly, partly directly, partly through lobbying
Congress and the administration—often lose sight of the big picture,
confusing the interests of these companies with America's national
interests or, even worse, with what is good for the global trading
system. And the story is much the same in other industrial
countries. Within each country export-corporation interests pressure
negotiators to get agreements that provide more access for their
goods, while import industries press for protection. The negotiators
strive not for intellectual consistency, not for an agreement based on
principles, but only to balance the competing interests.

The Seattle protests sent an important message of discontent to the
trade ministers, but the advanced industrial countries were not yet
ready to give up on their push for further liberalization. The trade
ministers met next at Doha in Qatar, a small country off the Persian
Gulf, in November 2001—a far-flung location well chosen for
those not wanting to be bothered by demonstrators questioning what was
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on behind closed doors. The developed countries promised to make
the talks a "development round”; in other words, they committed
themselves to creating a trade regime that would actively enhance
development prospects and redress the imbalances of previous
rounds.* The developing countries were hesitant to go along; they were
afraid that another unfair trade agreement would be foisted on them,
one which, like the last, would leave some of them actually worse off;
they worried that, once the negotiations began, their arms would be
twisted in one way or another and they would be forced to sign on to
a new agreement against their best interests. They were skeptical about
the promises being made at Doha; and, as the negotiations evolved
over succeeding years, their skepticism seems to be have been justified.

The negotiations stalled over the refusal of the developed world to
cut back on agricultural subsidies__ in fact, in 2002 the United States
enacted a new farm bill that nearly doubled its subsidies. In September
2003 the trade ministers met again at Cancun, which, in the local
Mayan language, means "snake pit"—and so it proved for the negotia-
tors. The ministers were supposed to appraise the progress that had
been made and give directions to their negotiators for concluding the
"development round." Despite still refusing to make concessions in
agriculture or any other major issue of concern to the developing
world—in effect, reneging on their promise—the developed countries
insisted on pushing their own agenda of reduced tariffs and opening
access for the goods and services the EU and the United States wanted
to export. They even wanted to impose new demands on the develop-
ing countries. While the advanced industrial countries still talked
about a development round, it was mere rhetoric: there was a real risk
that this new round, rather than undoing the imbalances of the past,
would make them worse. The talks collapsed on the fourth day of the
meeting. Never before had trade negotiations ended in such disarray.

The next global meeting of trade ministers in Hong Kong in Decem-
ber 2005—aoriginally intended to wrap up the development round—
did not end in disaster, but neither could it be called a success: Pascal
Lamy, the head of the WTO, had managed to lower expectations so far
that any agreement, even one which would have little effect on global
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trade, would be viewed as the best that could be expected in the cir-
cumstances. More effort was put into managing the press than into
making meaningful offers. The United States, which because of its
huge cotton subsidies is the world's largest cotton exporter, to much
fanfare offered to open its markets to African cotton producers—an
offer worth little since it would not be importing much cotton
(because of its huge cotton subsidies, America is a cotton exporter, not
a major importer).

The era of multilateral trade liberalization seems to be nearing an
end (at least for a while), as well-founded disillusionment in the devel-
oping countries combines with growing protectionist sentiment in the
developed world. Whatever emerges from the so-called development
round—if anything—will not be deserving of the epithet. It will do lit-
tle either to create a trade regime that is fair to the developing coun-
tries or that will promote their development: tariffs imposed by
developed countries against developing countries will still be far higher
than those imposed against other developed countries, and developed
countries will still be providing massive agricultural subsidies, doing
enormous harm to the developing countries.

The real danger today is not that something will or will not be
agreed to at the conclusion of the development round which will harm
the developing countries significantly: the scale of reforms is so low
that it is likely to matter little. Any eventual agreement will do only
limited damage, or be of only limited benefit. The real danger is that
the world will think that it has accomplished what was set out in Doha,
so that, going forward, there is no need for a development round.
Trade negotiators will then return to business as usual—another round
of trade negotiations in which hard bargaining results in the lion's share
of the gains going to the developed countries.
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Doha failed." While it may be difficult to define precisely what is a fair
global trade regime, it is clear that the current arrangements are not
fair, and it is clear that the development round will do little to make
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the trade regime fairer or more pro-development.” | believe, however,
that it is possible to design a global trade regime that promotes the
well-being of the poorest countries and that is, at the same time, good
for the advanced industrial countries as a whole—though, of course,
some special corporate interests might well suffer. This was, of course,
the promise of Doha. The reforms would cost the developed countries
little—in most cases nothing at all, as taxpayers would save billions
from subsidies and consumers would save billions from lower prices—
and developing countries would benefit enormously.

While Doha has failed to deliver on its promise, sometime in the
future the challenge of creating a fair trade regime—and a trade regime
that will give the poor countries of the world the opportunity to
develop through trade—remains. There is a full agenda of reforms,
going well beyond the agricultural issues on which so much of the dis-
cussion has focused: reforms that are both pro-poor and pro-
development. These reforms are what a true development round would
look like.

Developing Countries Should Be Treated Differently

Developing countries are different from more developed countries—
some of these differences explain why they are so much poorer. The
idea that developing countries should, as a result, receive "special and
differential treatment” is now widely accepted and has been included
in many trade agreements.” Developed countries are allowed, for
instance, to deviate from the most favored nation principle by allow-
ing lower tariffs on imports from developing countries—though even
with this so-called preferential treatment, developed country tariffs
against imports from developing countries are, as we have seen, four
times higher than tariffs against goods produced by other developed
countries.

The current system, however, makes preferential treatment com-
pletely voluntary, provided by each of the advanced industrial coun-
tries on its own whim. Preferences can be taken away if the developing
country does not do what the granting country wants. Preferential
treatment has become a political instrument, a tool for getting devel-
oping countries to toe the line.
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Free trade for the poor: an extended market access proposal

One single reform would simultaneously simplify negotiations, pro-
mote development, and address the inequities of the current regime.
Rich countries should simply open up their markets to poorer ones,
without reciprocity and without economic or political conditional-
ity. Middle-income countries should open up their markets to the
least developed countries, and should be allowed to extend prefer-
ences to one another without extending them to the rich countries,
so that they need not fear that imports from those countries might
kill their nascent industries. Even the advanced industrial countries
would benefit, because they could proceed more rapidly with liber-
alization among themselves—which their economies are capable of
withstanding—without having to satisfy the worries of the develop-
ing world. This reform replaces the principle of “reciprocity for and
among all countries—regardless of circumstances™ with the principle
of reciprocity among equals, but differentiation between those in
markedly different circumstances.36

The European Union recognized the wisdom of this basic approach
when in 2001 it unilaterally opened up its markets to the poorest coun-
tries of the world, taking away (almost) all tariffs and trade restrictions
without demanding political or economic concessions.®” The rationale
was that European consumers would benefit from lower prices and
more product diversity; while it would cost European producers a neg-
ligible amount, it could be of enormous benefit to the poorest coun-
tries; and it was a strong demonstration of goodwill. The European
initiative should be extended to all advanced industrial countries, and
markets should be opened up not just to the poorest but to all devel-
oping countries. (In one of the high points of hypocrisy and cynicism
in the Hong Kong meeting in December 2005, the United States
offered to open itself up to 97 percent of the goods produced by the
least developed countries, a number carefully calibrated to exclude
most of the products, such as Bangladeshi textiles and apparel, that it
wanted to keep out. Bangladesh would be free, of course, to export jet
engines and all manner of other products which are beyond its capac-
ity to produce.)"
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Broadening developing countries' development agenda

Development is hard enough: we should not restrict what developing
countries can do to help themselves grow. But that is what the Uruguay
Round has done, as it restricts their ability to use a variety of instru-
ments to encourage industrialization.

There is a difference between the effects on the global economy of
agricultural subsidies given by the United States and Europe, which are
allowed, and the subsidies that developing countries might want to
give to help start new industries, or even to protect their industries and
farmers against subsidized competition, which are prohibited. When
the United States subsidizes cotton, global prices are affected; farmers
in the developing world are hurt because of U.S. generosity to its farm-
ers. (Economists call this an "externality.") But if Jamaica protects its
milk producers, global prices are unaffected. Moreover, developing
countries have limited tools to deal with the consequences of liberaliza-
tion: the Jamaican dairy farmers who are put out of business as a result
of America's highly subsidized milk industry have few viable alterna-
tives. There are few jobs in the cities, and turning to some lower-
paying alternative crop may make the subsistence farmer even poorer.
The government has a tough choice to make: supplement the income
of the individual farmers or spend government funds on an investment
that the whole country needs. There is not enough money to do both.
Protection against America's subsidized milk may be the only sensible
alternative, at least in the short run.

If the extended market access proposal is adopted, then countries
will have the scope to pursue their pro-development strategies and
policies aimed at protecting their very poor citizens. But if it is not,
then there must be exceptions that allow developing countries more
leeway, especially to utilize uniform revenue-raising tariffs (the effect
on imports being little different from that of a change in the exchange
rate) and temporary industrial subsidies. As Europe has rightly pointed
out, the United States often uses its defense expenditures to subsidize
a range of industries. Boeing has benefited from military expenditures
in aircraft design, and the software industry has benefited enormously
from a whole range of government expenditures that helped develop
the Internet and even the browser. Indeed, commercial benefits are
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often put forward as one of the justifications for the huge level of
defense expenditures. The United States is wealthy enough to afford an
inefficient industrial policy hidden within its military; developing
countries are not—and they should be free, if they choose, to have one
appropriate to their circumstances.

Agriculture

A decade after the Uruguay Round, more than two-thirds of farm
income in Norway and Switzerland came from subsidies, more 'than
half in Japan, and one-third in the EU. For some crops, like sugar and
rice, the subsidies amounted to as much as 80 percent of farm
income.” The aggregate agricultural subsidies of the United States, EU,
and Japan (including hidden subsidies, such as on water), if they do
not actually exceed the total income of sub-Saharan Africa, amount to
at least 75 percent of that region's income, making it almost impossi-
ble for African farmers to compete in world markets.** The average
European cow gets a subsidy of $2 a day (the World Bank measure of
poverty); more than half of the people in the developing world live on
less than that. It appears that it is better to be a cow in Europe than to
be a poor person in a developing country.

The Burkina Faso cotton farmer lives in a country with an average
annual income of just over $250.* He ekes out a living on small plots
of semi-arid land; there is no irrigation, and he is too poor to afford fer-
tilizer, a tractor, or high-quality seeds. Meanwhile, a cotton farmer in
California farms a huge tract of hundreds of acres, using all the tech-
nology of modern farming: tractors, high-grade seeds, fertilizers, herbi-
cides, insecticides. The most striking difference is irrigation—and the
water he uses to irrigate the land is in effect highly subsidized. He pays
far less for it than he would in a competitive market. But even with the
water subsidy, even with all of his other advantages, the California
farmer simply couldn't compete in a fair global marketplace were it not
for further direct government subsidies that provide half or more of his
income. Without these subsidies, it would not pay for the United
States to produce cotton; with them, the United States is, as we have
noted, the world's largest cotton exporter. Some 25,000 very rich
American cotton farmers get to divide $3 billion to $4 billion in sub-
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sidies among themselves, which encourages them to produce even
more. The increased supply naturally depresses global prices, hurting
some 10 million farmers in Burkina Faso and elsewhere in Africa."

In globally integrated markets, international prices affect domestic
prices. As global agricultural prices are depressed by the huge Ameri-
can and EU subsidies, domestic agricultural prices fall too, so that even
those farmers who do not export—who only sell at home—are hurt.
And lower incomes for farmers translate into lower incomes for those
who sell goods to the farmers: the tailors and butchers, storekeepers
and barbers. Everyone in the country suffers. The subsidies may not
have been intended to do so much harm to so many, but this is the fore-
seen consequence.

The most often-heard reason for continuing these subsidies in the
United States is that subsidies are essential to maintaining the small
family farmer and traditional ways of life. But the vast bulk of the
money goes to large farms, often corporate ones. These subsidies have
become simply another form of corporate welfare. Looking across all
crops, some 30,000 farms (1 percent of the total) receive almost
25 percent of the total amount spent, with an average of more than
$1 million per farm. Eighty-seven percent of the money goes to the top
20 percent of the farmers, each of whom receives on average almost
$200,000. By contrast, the 2,440,184 small farmers at the bottom—
the true family farmers—get 13 percent of the total, less than $7,000
each." The huge subsidies—including the allegedly non—trade-
distorting ones—actually drive out the small farmer. When farming
becomes more lucrative because of the subsidies, the demand for land
is increased, driving up the price. With the price of land so high, farm-
ing has to become capital-intensive. It has to make heavy use of fertil-
izers and herbicides, which are as bad for the environment as the
increased output is for farmers in the developing world. As a result,
small farmers, who don't have the resources for this kind of capital-
intensive farming, find it attractive to sell out to large farmers and cash
in the capital gain. As land increasingly moves to the large farms, with
their heavy use of fertilizers, herbicides, and technology, output increases
further, and those in the developing world are hurt once again."

If the developed countries believe they need a transition period for
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the abolition of subsidies, it should be done by eliminating all subsidies
to farmers making in excess of, say, $100,000, and capping subsidies to
any one farmer at, say, $100,000.

Since the vast majority of those living in developing countries
depend directly or indirectly on agriculture for their livelihood,
eliminating subsidies and opening agricultural markets would, by
raising prices, be of enormous benefit. Not all developing countries,
however, would benefit. Importers of agricultural goods would suffer
as prices rise. Among and within the developing countries, there
would be losers and winners: farmers would be better off, while
urban workers would face higher food prices. The way to solve this
transitional problem would be for industrial countries to provide
assistance to help the developing countries through the adjustment
period—even a fraction of what they now spend on agricultural
subsidies would do.

Cotton is an exception. If cotton subsidies were removed, the effect
on producers would be significant but the effect on consumers would
be negligible. Since the cost of the raw material represents such a small
fraction of the value of a finished garment, a substantial increase in the
price of cotton would hardly be reflected in the prices paid for textiles
and apparel. This is one of the reasons that there is currently such a
strong demand by developing countries for the elimination of cotton
subsidies.

Escalating Tariffi

While reducing agricultural tariffs and subsidies has received enormous
attention, that is not enough to create fairness. Tariff structures
themselves need to be made pro-development. One would think that
agricultural countries could can the fruits and vegetables they grow,
and so earn more than they make from exporting raw produce. It
would be easy to do and would create jobs. But they do not, because
developed countries design their tariffs in a way that discourages this kind
of industrializing, by placing higher tariffs on manufactured goods
than on raw materials; the more manufacturing involved, the higher
the tariff. This is known as tariff escalation.

Here is how it works. Consider as a hypothetical example an agri-
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duce itself. Europe may let fresh oranges enter with low duties—
assume it is zero—because it has a relatively small domestic orange-
growing industry to protect. But it imposes a 25 percent tariff on
various forms of processed oranges, from orange marmalade to frozen
orange juice. Assume that half of the value of orange marmalade is in
the processing, half in the orange ingredient. The tariff is clearly just a
tax on processing in the developing country. There is, in effect, a 50
percent tariff on the processing activity, so that the developing coun-
try's costs would have to be much, much lower for it even to hope to
compete with the canners in the developed country. Through escalat-
ing tariffs, Europe continues to receive a supply of cheap oranges while
reducing the competitive threat posed to processing industries by
developing countries."

The market access proposal—free access for developing countries to
the markets of the advanced industrial countries—would obviously
solve the problem of escalating tariffs. In recent trade discussions, the
developed countries have focused on getting developing countries to
lower their high tariffs.” The focus should shift: the first priority
should be the elimination of escalating tariffs. What matters is not just
nominal tariff rates but effective tariff rates—tariffs on value added;
and the high effective tariffs on value added by industry in developing
countries should be reduced drastically.

Unskilled-Labor-Intensive Services and Migration

Developed countries are rich in capital and technology, while develop-
ing ones have an abundance of unskilled labor. What each country pro-
duces reflects its resource endowment. A country with skilled labor
produces skill-intensive goods and services. The Uruguay Round
expanded trade negotiations into the area of services. But, not surpris-
ingly, it covered the liberalization of services such as banking, insur-
ance, and information technology—all sectors in which the United
States has an advantage—while leaving unskilled services, such as ship-
ping and construction, entirely off the agenda.

Some forty countries, including the United States, have laws requir-
ing the use of local ships for transporting goods domestically. In the
United States, the Jones Act of 1920 requires not only that the ships be
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owned by Americans but that they be built in American shipyards and
manned by Americans. (The history of protectionism goes back much
further, to the first session of Congress in 1789.) America does not
have a comparative or absolute advantage in shipping—indeed, as long
ago as 1986, it was estimated that the Jones Act cost America more
than $250,000 for every job it saved.”” Shipping provides a wonderful
opportunity for a pro—poor trade agenda that would focus on unskilled-
labor-intensive services.

A similar argument arises for movements of labor and capital them-
selves. The developed countries are rich in capital, which moves around
the world looking for the highest returns. Developing countries have
an abundance of unskilled workers, who want to move around the
world in search of better jobs. For the past couple of decades, the
United States and the EU have pressed, with considerable success, for
liberalization of capital markets, which enables investment to flow more
freely around the world, arguing that this is good for global efficiency.
But even modest liberalization of labor flows would increase global
GDP by amounts that are an order of magnitude greater than the most
optimistic estimates of the benefits of capital market liberalization. Fur-
thermore, liberalizing migration would benefit developing countries."
For one thing, workers employed in the developed world send remit-
tances back home; already billions of dollars are being sent back every
year. In 2005, Mexico received an estimated $19 billion in remittances,
second as a source of foreign exchange only to oil; for Latin America as
a whole, remittances in 2005 were $42 billion.” But the cost of send-
ing remittances can be very high, eating up a significant fraction of the
amount sent. Developed countries need to facilitate the transfer of
remittances to developing countries (as the United States is already
doing), so that these countries can reap the full benefits of migration.50

Developed countries do, of course, allow the migration to their
countries of high-skilled labor, because they see clearly the benefit to
themselves of doing this. But as we noticed in the last chapter, this
amounts to taking the developing countries’ most valuable intellectual
capital without compensation: after the developing countries have
invested their scarce dollars in education, the developed countries,
often inadvertently, try to skim off their best and brightest.
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The asymmetry in liberalization of capital and labor flows leads to a
further inequity. With capital markets liberalized, countries have to
fight to keep capital by lowering taxes on corporations. Because labor—
especially unskilled labor—is not as mobile, they don't have to fight as
hard to keep it. Hence asymmetric liberalization leads to shifting the
burden of taxes on to workers—Ileading to reduced progressivity in
the tax system. The same thing happens in wage bargaining:
workers are told that if they do not accept lower wages and reduced
protection, the capital (with its jobs) will move overseas.

Nontariff Barriers

The reduction or elimination of tariffs does not eliminate protection-
ist sentiments or politics; it just forces them to find new outlets. Not
surprisingly, as tariffs have come down, the advanced industrial coun-
tries have been particularly clever in erecting nontariff barriers. These
take a number of forms.

Safeguards

Safeguards are temporary tariffs that can, in principle, play an impor-
tant role in helping a country adjust as it faces an unanticipated large
increase in the level of imports, a "surge." The tariffs keep out, tem-
porarily, the foreign imports, providing the industry needed time to
make an adjustment—for instance, to improve efficiency, or for work-
ers to find an alternative job. Developing countries have probably not
made as much use of safeguards as they should. At the other end of the
spectrum, the United States has repeatedly abused safeguard measures,
often employing them to protect an industry in decline—like steel—
even when a surge of imports has relatively little to do with the under-
lying problem.”

The justification for invoking safeguards should not be solely the
loss of jobs or sales from an increase in imports from a particular coun-
try; it ought to be shown that there is a causal link between the import
surge and the industry's problems. For instance, an increase in textile
imports from China, when matched by a decrease in imports from
Bangladesh, should not constitute a situation requiring surge protec-
tions. And it should not be left to each country's administrative courts,
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with all their sensitivities to political pressures, to decide whether a
safeguard tariff is justified. There should be international standards,
enforced by internationally appointed tribunals. Such a tribunal, for
instance, would probably not give a very sympathetic ear to American
and European claims for safeguard protection from the surge of textile
imports after the elimination of textile quotas in January 2005—given
that there had been a ten-year transition period during which the devel-
oped countries were supposed to gradually phase out protection in
order to ease transition, and during which, in fact, they did nothing.52

Dumping duties

The nontariff barrier most preferred by the United States has been
dumping duties, which were designed to stop the peculiar unfair trade
practice of selling goods below cost. While safeguard measures are tem-
porary, dumping duties can be permanent. America has accused Mex-
ico of dumping tomatoes, Colombia of dumping flowers, Chile and
Norway of dumping salmon, China of dumping apple juice and honey.
Today, Chilean wine growers worry that should they continue to be
successful, California wine producers will demand that the United
States impose dumping duties. Dumping duties deter entry and cast a
pall over the entire market: any firm worries that, should it succeed in
entering the American market with a new product, it will face dump-
ing duties that will render it uncompetitive.

In the 1990s, Vietnam started exporting catfish into the United
States, and it quickly became Vietnam's biggest export market. Soon,
Vietnam had taken 20 percent of the U.S. catfish market, and furious
U.S. catfish producers got Congress to pass a law stating that only U.S.
catfish could be sold under the name catfish." But Vietnam out-
smarted the United States, reentering the American market with a new
name, basa, rebranding their catfish as an upscale and exotic foreign
product. Now, not only were they displacing Mississippi catfish; they
were also getting a higher price. This time, the United States responded
even more aggressively. Since one nontariff barrier had failed, it would
use another, dumping duties, charging that Vietnam was selling below
costs.

Rational firms do not sell below cost unless they believe they can
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thereby attain a monopoly position, which they can maintain long
enough not only to recover what they have lost but to make a return
on their investment (their losses from selling below cost). American
anti-trust law recognizes this. Under American law, for charges of
predatory pricing (as it is called when a company sells below cost to
drive out a domestic rival) to be sustained, it has to be shown that there
must be the prospect not only of monopolization but of maintaining
that monopoly long enough to recoup the losses. Predation (true
dumping) does occur, though it is rare because it is hard to establish a
durable monopoly. But American law on competition from interna-
tional firms does not recognize this basic economic logic. In few of the
dumping cases is monopolization—Iet alone durable monopolization—
even a remote possibility. Mexico cannot get a monopoly on tomatoes,
Colombia cannot get one on flowers. Yet dumping charges are not only
brought; dumping duties are levied. The reason is that costs are meas-
ured in ways that often have little to with economic realities or princi-
ples. Dumping laws are not designed to discern whether a firm is
selling below its (marginal) cost; they are designed to get a high cost
number so that dumping duties can be levied. No wonder, then, that
rational firms so often are found to be selling below cost."”

Matters are even worse when a nonmarket economy is accused of
dumping. (China, in spite of its progress toward a market economy, is
still treated as a nonmarket economy.)" In the case of nonmarket
economies, the costs used to calculate whether goods are being
dumped are not the actual costs, but what the costs would be in some
surrogate country. Those seeking to make a dumping charge stick look
for a country where costs will be high, so that high dumping duties can
be levied. In one classic case, in the days before the fall of the Berlin
Wall, the United States levied dumping duties against Polish golf carts,
using Canada as the surrogate country. Costs in Canada were so high
that Canada did not produce golf carts, so dumping duties were levied
on the basis of a calculation of what it would have cost Canada to pro-
duce golf carts, if Canada were to have produced them. In many places,
including the EU, the surrogate country can even be the country
bringing the charge—in which case, almost by definition, costs are
greater, otherwise there would be no trouble competing.

Making Trade Fair 93

One recent export from the advanced industrial countries is the use
of nontariff barriers as protectionist devices. Developing countries are
increasingly using them against each other. India, for instance, used
Indian costs in bringing a dumping charge against China in the case of
an important chemical, isobutyl benzene. In the case of low-carbon fer-
rochromium from Russia, India chose Zimbabwe as the surrogate
country, presumably because of its high electricity prices—the key
determinant of costs—and levied dumping duties on that basis.

There is a double standard. If America's own domestic standard for
ascertaining predatory pricing were used internationally (when Amer-
ica charges a foreign firm with selling below cost), few, if any, dump-
ing cases would succeed. If the standard the United States uses against
foreigners were used domestically, a majority of American firms would
be found guilty of dumping. This is an important exception to the
principle that the United States heralds as so important: nondiscrimi-
nation. Foreign producers are clearly being treated differently from
domestic producers.”

There should be a single standard for unfair trade practices, which
would apply both domestically and internationally. There should be a
single law dealing with dumping and with predatory pricing (as there
is in the trade agreement between Australia and New Zealand). The
presumption should be that firms—whether at home or abroad—do
not willingly sell at a loss, and the accuser should be required to show
that there was a reasonable prospect of attaining sufficient market
power for long enough to recoup the losses.

Part of the problem with dumping duties, as with safeguards, is the
procedures by which these duties are levied. | saw this repeatedly while
I was in the Clinton administration. We would bring dumping charges
(even though selling goods at a low price benefits American con-
sumers). We would be prosecutor, judge, and jury, and the rules of evi-
dence would have made a judge in a kangaroo court blush. The
evidence relied on was often that presented by the domestic competi-
tor, who wanted his rivals snuffed out of the market. (In 2000, the
Byrd amendment provided an additional incentive: any dumping
duties levied would be turned over to the affected industry—i.e., to
those who brought the charges.)" On the basis of this information,
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high duties would be imposed preliminarily, causing the exporter to
lose sales and go out of business. A year or two later, after a full inves-
tigation, revised and often much lower duties would be announced—
but by then the damage had already been done."”

Again, what is needed is an international tribunal to judge whether
a country is guilty of dumping (or engaging in other unfair trade prac-
tices). The current system, where each country can set its own stan-
dards and do its own cost calculations in such a way as to make a
finding of dumping more likely, should be viewed as unacceptable in a
world in which there is a rule of law governing trade.

Technical barriers

International trade is complex, with complicated rules that govern it,
and these rules often constitute an important barrier to trade—some-
times deliberately so.

Phyto-sanitary conditions are restrictions imposed to protect human
or animal life from risks arising from, say, diseases or additives in
imported agricultural goods. The difficulty is in determining whether
these represent legitimate concerns or are a trade barrier in disguise.
The United States claims that other countries' use of such restrictions
against its produce—such as genetically modified food—are trade bar-
riers, but its own restrictions—such as the invisible fruit flies that were
at one time the justification for excluding Mexican avocadoes from the
United States—are reasonable. Brazil claims that restrictions on
exports of fresh beef to the United States on grounds of foot-and-
mouth disease are unjustified; some areas of that vast country have
been certified free from the disease, yet the United States refuses to
allow in any Brazilian beef shipments. The Chinese government has
estimated that some 90 percent of its agricultural products are affected
by technical barriers, costing it some $9 billion in lost trade.

Of all the nontariff barriers, this is the most difficult to deal with.
Governments have a right—and an obligation—to protect their citi-
zens, and distinguishing between protectionist uses and legitimate
standards is not easy. Some have called for the use of "scientific" stan-
dards, but it is not even clear what should be acceptable levels of toler-
ance of risk. The "scientific" risk from genetically modified foods may
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be low, but a large number of people in the world still think the risk is
unnecessary and unacceptable. At the very least, countries should have
the right to demand labeling. The United States has argued against
this, worried that labeling would discourage purchase—this is strange
given its commitment in other contexts to the principles of consumer
sovereignty, which is meaningful only if consumers know what they are
buying.

While there is no easy answer, a system of international tribunals (as
in dumping and safeguards) would at least move the deliberations out
of the protectionist environments in which they are now conducted.
Judges would be able to ascertain the weight of evidence. Brazilian beef
might be required to be labeled as Brazilian beef, but if the scientific
evidence suggests that there is no significant risk from foot-and-mouth
disease from beef from the certified disease-free areas, then importation
should be allowed.

Rules of origin

When developed countries give preferences to developing countries or
sign free trade agreements, they want to be sure that the goods admit-
ted are goods actually produced in the country concerned. They don't
want the only thing made in Mexico on a shirt with the label "made in
Mexico" to be the label itself. The rules that define what makes some-
thing Mexican or Moroccan (or any other nationality) are called "rules
of origin."” But in our complicated global economy, everybody is inter-
dependent. No country makes all the components of what it sells. An
apparel maker may import textiles, dyes, or buttons. The machines it
uses may be imported too—along with the oil on which the machine
is run. If three small countries next door work together—one doing the
packaging, another the cutting, another the sewing—none may satisfy
the rules-of-origin tests. An apparel manufacturer might only be able
to export apparel if he uses textiles produced in his own country; a tex-
tile manufacturer might only be able to export textiles if he uses cotton
grown in his own country.

Rules of origin can undo the benefits of preferences or free trade.
The threshold is sometimes set at a level just high enough to deny
benefits. If the exporting country itself imports the cloth, and 50 percent
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of the value of the shirt is the imported cloth, the importing country
sets the rules-of-origin threshold at 55 percent. (Even if it is set at 50
percent, expensive shirts made with high-grade cotton will be excluded.)
The United States has even used rules of origin to promote its own
exports: countries that make shirts using American cotton are given
preferences which those who use the least expensive cotton are not.

Sometimes the problems that arise with rules of origin are ascribed
to technical glitches, but the frequency with which they arise suggest
that they are used deliberately as a protectionist measure. Complicated
calculations and arbitrary rules are used. Exporters are forced by these
agreements to choose inputs that satisfy rules-of-origin tests rather
than inputs of a given quality at the lowest price. Some producers forgo
preferential treatment simply because the cost of documentation is
greater than the benefit."

Restricting Bilateral Trade Agreements

After the failure of Cancun, the United States announced that it would
push for bilateral trade agreements. These agreements undermine the
movement toward a multilateral free trade regime. As was noted,
among the most basic precepts that have guided the expansion of trade
has been the principle that all nations would be treated the same. The
United States' bilateral trade agreements say clearly that the United
States will treat some countries better than others. Often these agree-
ments do not even expand trade--they simply divert trade from less
favored to more favored countries. Sometimes they are justified by the
United States as a precursor to broader multilateral agreements, but in
fact these preferential arrangements make it more difficult to reach
broader agreements, since inevitably such agreements will take away
the privileges—and those favored with the privileges will resist.

In bilateral bargaining, the balance of power between the United
States and the developing countries is even more lopsided, and the
agreements signed so far reflect that. The United States has succeeded
in getting some provisions into bilateral agreements that it failed to get
into the Doha Round of talks, such as strengthened intellectual prop-
erty rights and capital market liberalization. Sometimes developing
countries sign these agreements under the illusion that, with such an
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agreement in place, investors will flock to their country. With Wash-
ington's seal of approval and duty-free access to the United States, there
will be a boom. But sometimes, developing countries sign these agree-
ments largely out of fear: fear, for instance, that if they don't, they will
lose the preferences that they have long had, and that without prefer-
ences they will not be able to compete with the flood of imports from
countries like China.®® While a number of agreements have been
signed, they are with small countries—such as Chile (population 16
million), Singapore (population 4.3 million), Morocco (population
30.8 million), Oman (population 2.5 million), and Bahrain (popula-
tion 750,000)—and so involve only a tiny fraction of global trade. The
bilateral strategy has thus, so far, largely failed. Meanwhile, developing
countries are responding in kind, with agreements already made or in
the works within Latin America and Asia. The multilateral system is in
the process of fraying.

Bilateral trade agreements should be strongly discouraged; at the
minimum, an independent international panel should judge whether a
bilateral agreement leads to more trade diversion than trade creation. If
it does, the agreement should not be allowed.

Institutional Reforms

Governance—problems in the ways decisions get made in the interna-
tional arena—are at the heart of the failures of globalization. How
decisions get made, what gets put on the agenda, how disagreements
are resolved, and how the rules are enforced are, in the long run, as
important as the rules themselves in determining the outcome of the
international trade regime—and whether it is fair to those in the devel-
oping world. This is as true in the arena of trade as it is elsewhere.

The problems of unfairness start in the beginning: with setting the
agenda. We have seen how the past focus on manufacturing has moved
to high-skill services, capital flows, and intellectual property rights. A
development-oriented trade agenda would be markedly different. First,
it would remain narrowly focused on those areas where a global agree-
ment is needed to make the international trade system work. The
developing countries simply don't have the resources to negotiate effec-
tively on a broad range of topics. And second, it would focus on areas
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of benefit to developing countries: unskilled-labor-intensive services
and migration. There are some new topics that would be added: cir-
cumscribing bribery, arms sales, bank secrecy, and tax competition to
attract businesses, all of which hurt developing countries, and all of
which can only be controlled by international cooperation.”

The problems in governance are highlighted by the manner in
which negotiations occur. The issue of openness in international dis-
cussions has long been a major concern. President Woodrow Wilson
put "open covenants . . . openly arrived at" (my italics) at the head of
his agenda for reforming the international political architecture in the
aftermath of World War I, going on to argue that "diplomacy shall pro-
ceed always frankly and in the public view" (my italics)." But this has
never been the case—or even a declared objective—in trade negotia-
tions. Typically the United States and the EU would together select a
few developing countries to negotiate with ___ often putting intense
pressure on them to break ranks with other developing countries—in
the Green Room at the WTO headquarters. (Today, even when the
negotiatons occur in Cancun, Seattle, or Hong Kong, the room in
which the representatives huddle is still called the Green Room, with
all the negative connotations.) Having trade ministers closeted in a
room, separated from the experts on whom they rely, negotiating all
night, may be a good test of endurance, but it is not a way to create a
better global trade regime. Worse still, special interests are far more
likely to influence international negotiations when they are conducted
under the cloak of secrecy.

The justification for these secret, high-pressure negotiations is that it
is impossible to negotiate with dozens of countries at a time. That is
certainly true, but there are ways to make the negotiation process fairer
and to have the voices of developing countries heard more clearly."

Compounding the problems of an unfair agenda and unfair and
nontransparent negotiations is unfair enforcement. As we have noted,
the enforcement mechanism is asymmetric. Antigua won a major case
against the United States on online gambling, but there was no way
that Antigua could effectively enforce the decision. Putting tariffs on
American goods would simply raise prices for the people of Antigua,
making them worse off. But there is a simple solution, which would go
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some way toward creating a more effective and fair enforcement mech-
anism: allowing developing countries, at least, to sell their enforcement
rights." Europe, for instance, might have some grievance against the
United States in a pending case; rather than waiting for the outcome
of that case, it could use the threat of enforcement action in the
already-decided case to induce a quicker resolution.

| have laid out an ambitious set of reforms of the international trade
regime, one which could make an enormous difference for developing
countries. At the Millennium Summit in New York in September, the
international community committed itself to reducing poverty; at
Monterrey, Mexico, in March of 2002, the advanced industrial coun-
tries committed themselves to providing 0.7 percent of their GDP to
help achieve this goal. If the world is genuinely committed to doing
something about global poverty, and willing to give so much money to
help the poor, it should also be willing to enhance opportunities—and
especially opportunities for trade. The world needs a true development
round, not the repackaging of old promises that the West tried to sell
as a development agenda and then didn't even live up to.

Any trade agreement involves costs and benefits. Countries impose
constraints on themselves in the belief that reciprocal constraints
accepted by others will open up new opportunities, the benefits of
which exceed the costs. Unfortunately, for too many developing coun-
tries this has not been the case. Unless the direction in which negotia-
tions have been going in recent years is changed dramatically, more and
more developing countries are likely to decide that no agreement is bet-
ter than a bad one.

But what are the prospects of a fairer trade regime? Trade liberaliza-
tion has not lived up to its promise. But the basic logic of trade—its
potential to make most, if not all, better off—remains. Trade is not a
zero-sum game, in which those who win do so at the cost of others; it
is, or least it can be, a positive-sum game, in which everyone can be a
winner. If that potential is to be realized, first we must reject two of the
long-standing premises of trade liberalization: that trade liberalization
automatically leads to more trade and growth, and that growth will
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automatically "trickle down" to benefit all. Neither is consistent with
economic theory or historical experience.

If there is to be support for trade globalization in the developed
world, we must make sure that the benefits and costs are more evenly
shared, which will entail more progressive income taxation. We have to
be particularly attentive to those whose livelihood is being threatened,
and this will require better adjustment assistance, stronger safety nets,
and better macro-economic management—so that when individuals
lose their jobs, they can find better ones. We have to put in place poli-
cies that will lead wages, especially at the bottom—which in the
United States have stagnated for years—to rise. Globalization will not
be sold by telling workers that they can still get a job if only they lower
their wages enough. Wages can rise only if productivity increases, and
this will require more investment in technology and education. Unfor-
tunately, in some of the advanced industrial countries, most notably
the United States, just the opposite has been happening: taxes have
become more regressive, safety nets have been weakened, and invest-
ments in science and technology (outside the military) have been
declining as a percentage of GDP, as has the number of graduates in
science and technology. These policies mean that even the United
States and other advanced industrial countries that follow America's
lead—the potential big winners from globalization—will gain less than
they otherwise would; and these policies mean that more people within
these countries will see themselves as losing from globalization.

With these reforms, the prospects of a globalization that will bene-
fit most will be enhanced, and, with that, so too will support for a
fairer globalization. With globalization, we have learned that we can-
not completely shut ourselves off from what is going on elsewhere. The
advanced industrial countries have long benefited from the raw mate-
rials they get from the developing world. More recently, their con-
sumers have benefited enormously from low-cost manufactured goods
of increasingly high quality. But they have also been affected by illegal
immigration, terrorism, and even diseases that move easily across bor-
ders. For many, helping those in the developing world, those who are
poorer, is a moral issue. But increasingly, those in the advanced indus-
trial countries are recognizing that such help is also a matter of self-
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interest. With stagnation, the threats of disorder from the disillusioned
facing despair will increase; without growth, the flood of immigration
will be difficult to stem; with prosperity, the developing countries will
provide a robust market for the goods and services of the advanced
industrial countries.

I remain hopeful that the world will sooner or later—and hopefully
sooner—turn to the task of creating a fairer, pro-development trade
regime. Demands for this by those in the developing world will only
grow louder with time. The conscience and self-interest of the devel-
oped world will eventually respond. When that time comes, the pro-
gram laid out in this chapter will provide a rich agenda for what can
and should be done.



CHAPTER 4

Patents, Profits, and People.

I n the Moroccan capital of Rabat and in Paris in late January 2004,

demonstrators organized by the AIDS activist group ACT UP took
to the streets to protest a proposed new trade agreement between
the United States and Morocco that they feared would ban Moroccan
companies from manufacturing AIDS drugs. Demonstrations are still
an unusual occurrence in the young democracy of Morocco, and the
fact that there were protests at all said a lot about the strong feelings of
the Moroccans on the matter. When | arrived in Rabat a few weeks
later, people were still talking about the arrests that had resulted. A few
months later, in July, protests again erupted, this time at the Fifteenth
International AIDS Conference in Thailand. Activists stormed the
exhibition center, forcing the major drug companies__ Bristol-Myers
Squibb, Pfizer, Abbott Laboratories, and the Roche Group—to close
their booths.

From an economic perspective, Morocco was not the inost obvious
candidate for a free trade agreement with the United States. Its major
export commodity, phosphate (a critical ingredient in fertilizer), which
accounts for almost a fifth of its exports, is not even subject to tariffs.
But Morocco hoped the agreement would boost its exports of shoes to
the United States, and the United States hoped closer economic ties
would build friendship." Of the agreement with Morocco, Robert
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Zoellick, America's chief trade negotiator, proudly boasted, "This free
trade agreement . . . signals our commitment to deepening America's
relationship with the Middle East and North Africa."? This was espe-
cially important in the Middle East, where, in other respects, America's
foreign policy was controversial, to say the least. By cooperating with
moderate Arab governments, the United States hoped to build good-
will in the region.

It turned out, however, that getting the Office of the U.S. Trade
Representative to forge an international friendship had its problems,
reflected starkly in the protests that ensued. Moroccans involved in the
talks told me there wasn't much negotiation involved. The U.S. nego-
tiators were mostly interested in having it their way—and they wanted
the new agreement to protect U.S. drug companies. It came down to a
matter of life versus profits. The U.S. government, reflecting the inter-
ests of its drug companies, insisted that the agreement include provi-
sions that would delay the introduction of generic drugs, and it got
what it wanted.

As in the United States and elsewhere in the world, generic drugs in
Morocco cost a fraction of brand-name drugs. American drug compa-
nies know that as soon as the generics come in, their profits will plum-
met. So they have devised a number of clever strategies to delay the
introduction of generics into the market, including restricting the use
of data that proves the safety and efficacy of the drug; andpreventing
the generic firms from even beginning to produce the drugs until the
patent expires.® The protestors were especially fearful of delays in the
introduction of generic AIDS drugs, delays that would leave most
patients unable to afford medicines that could save their lives. Some
NGOs argued that the restrictions on generics in the agreement could
increase the effective duration of patent protection to nearly thirty
years, from its current twenty years, and would make generic drugs
even less accessible in Morocco than they are in the United States.' It's
not clear whether this will happen, or precisely how many people could
die as a result." But given how hard the U.S. government pushed, one
has to believe that these measures will extend the effective patent life
significantly—increasing profits and decreasing access to lifesaving
medicines.

Patents, Profits, and People 105

This was not the first controversial trade agreement signed in
Morocco. It was in Marrakech that the Uruguay Round agreements
were finally signed by the trade ministers on April 15, 1994. Among
them was an agreement on Trade-Related Aspects of Intellectual Prop-
erty Rights (TRIPs), which had been long sought by the United States
and other advanced industrial countries in order to force other coun-
tries to recognize their patents and copyrights." Patents give inventors
monopoly rights over their innovations. The higher prices are supposed
to spur innovation—whether they do so is a question to which we will
turn later in the chapter. But TRIPs was designed to ensure higher-
priced medicines. Unfortunately, those prices made medicines
unaffordable to all but the wealthiest individuals. As they signed TRIPs,
the trade ministers were so pleased they had finally reached an
agreement that they didn't notice they were signing a death warrant for
thousands of people in the poorest countries of the world.

To critics of globalization, the fight over intellectual property is a
fight over values. TRIPs reflected the triumph of corporate interests in
the United States and Europe over the broader interests of billions of
people in the developing world. It was another instance in which more
weight was given to profits than to other basic values—Ilike the envi-
ronment, or life itself. It has also become symbolic of the double stan-
dard, the difference in attitudes toward these values domestically and
abroad. At home, citizens often demand that their elected representa-
tives go beyond a focus on profits, to look at the effects on other
aspects of their society and the environment. Even as the Clinton
administration was engaged in a grand battle to enhance access to
health care for Americans, by supporting TRIPs it was reducing access
to affordable drugs for poor people around the world.

| believe that the critics of TRIPs are right.' But the criticism of the
intellectual property regime goes even further: it may not even be in
the broader interests of the advanced industrial countries. | pointed out
in chapter 1 that one of the objections to globalization, as it was being
managed, was that it foisted on the world, including the developing
countries, a particular version of the market economy—a version that
might not be well suited to their needs, values, and circumstances.
TRIPs presents an example par excellence: it is based on the view that
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stronger intellectual property rights lead to better economic perform-
ance. Particular American and EU corporate interests, using this as a
rationale, have attempted to use trade agreements to force developing
countries to adopt intellectual property laws that are to their liking.
Innovation is important; it has transformed the lives of everyone in
the world. And intellectual property laws can and should play a role in
stimulating innovation. However, the contention that stronger intellec-
tual property rights always boost economic performance is not in gen-
eral correct. It is an example of how special interests—those who do
benefit from stronger intellectual property rights—use simplistic ideol-
ogy to advance their causes. This chapter explains how poorly designed
intellectual property regimes not only reduce access to medicine but also
lead to a less efficient economy, and may even slow the pace of innova-
tion. The enervating effects are particularly acute in developing countries.

There will always be a need to balance the desire of inventors to pro-
tect their discoveries, and the incentives to which such protection gives
rise, and the needs of the public, which benefits from wider access to
knowledge, with a resulting increase in the pace of discovery and the
lower prices that come from competition. In this chapter, | explain
what a balanced intellectual property regime—one that pays attention
not only to corporate interests but to academia and consumers—might
look like. Drug companies claim that without strong intellectual prop-
erty protection, they would have no incentive to do research. And
without research, the drugs that companies in the developing world
would like to imitate would not exist. But the drug companies, in argu-
ing this way, are putting up a straw man. Critics of the intellectual
property regime are, by and large, not suggesting the abolition of intel-
lectual property. They are simply saying that there is a need for a bet-
ter balanced intellectual property regime.

It is important to spur innovation, which includes lifesaving drugs
designed to combat the diseases that afflict developing countries; 1 will
describe alternatives that would achieve this more effectively than the
current system does, and at lower cost. The reforms | suggest will make
globalization work better—I believe not only for the developing coun-
tries but for the developed world as well.
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INTELLECTUAL PROPERTY: ITS STRENGTHS AND LIMITS

Intellectual property rights give the owner of that property the exclu-
sive right to use it. It creates a monopoly. The owner of the property
can, of course, allow others to use it, usually for payment of a fee. The
protection of intellectual property is designed to ensure that inventors,
writers, and others who invest their money and time in creative
activity receive a return on their investment. The details of laws that
covers different kinds of intellectual property differ. Patents, for
instance, give an inventor the exclusive right to market his innovation
for a limited period of time, currently twenty years. No one else can
sell the product without the permission of the patent holder, even if a
second person discovers it on his own. In return for the patent,
the patent applicant must provide extensive disclosure of the details
of his invention. Copyrights give the writer of a book or the
composer of a song the exclusive right to sell that book or song for a
much longer period—in the United States, the length of the author's life
plus seventy years.

But intellectual property rights are fundamentally different from
other kinds of property rights. If you own a piece of land, you can do
with it as you please, so long as you remain within the law: obeying
zoning requirements, not establishing a brothel, or—most important
for our purposes—not conspiring with others who own similar prop-
erties to create a monopoly that, left unchecked, may lower economic
efficiency and threaten the public welfare. Property rights provide
incentives to take care of your property and to put it to its best use, but
rights are not unfettered; uses that impede economic efficiency (like
monopolization) or infringe on the well-being of others (like using
property for a toxic waste dump in the middle of a city) are restricted.'

By contrast, intellectual property rights actually create a monopoly.9
The monopoly power generates monopoly rents (excess profits), and it
is these profits that are supposed to provide the incentive for engaging
in research. The inefficiencies associated with monopoly power in the
use of knowledge are particularly serious, because knowledge is what
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from it; there is no cost of usage.' Thomas Jefferson, the third presi-
dent of the United States, put this far more poetically when he
described knowledge as being like a candle—as it lights another can-
dle, the light of the original candle is not diminished. Economic effi-
ciency means that knowledge should be made freely available, but the
intellectual property regime is intended to restrict usage. The hope is
that the inefficiencies of monopoly power are counterbalanced by
increased innovation, so that the economy grows faster.

There is another difference between intellectual property and ordi-
nary property. In the case of ordinary property, say a tract of land, there
is normally no difficulty in defining what it is the individual owns. A
property deed specifies it precisely. It may also specify certain covenants
(restrictions on use) or rights of way, detailing the rights of others to
use the land. Defining the boundaries of intellectual property is far
more difficult. Indeed, even determining what is patentable is difficult.
One criterion is novelty: the invention has to be "new." One can't
patent some idea that everyone knows but no one had bothered to
patent. That might provide rewards for patent lawyers, but it does not
spur innovation." What is original? Almost every idea is based on pre-
vious ideas. Does a small wrinkle on a well-known idea deserve a
patent, or even a large wrinkle if that wrinkle was obvious? At the turn
of the previous century, George Baldwin Selden applied, and got, a
patent for a four-wheeled self-propelled vehicle.* It was, perhaps, an
obvious idea—certainly, if we look around the world, many people
seem to have come up with the same idea at the same time. In Ger-
many, Gottlieb Daimler is widely given credit for the invention.
Should Selden have been given a patent? And if so, should his patent
embrace any self-propelled vehicle, or only his particular design?

There is no obvious answer to these questions—but any country
must, in its intellectual property laws, provide answers, and the answers
have enormous consequences. The greater the scope for intellectual
property (the more things that can be patented, and the broader the
patents), the greater the returns to those who get the patent—and the
greater the scope for monopoly, with all its attendant costs. If patents
are made as broad as possible, which is what patent seekers want, there
is a real risk of privatizing what is within the public domain, since some
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(possibly much) of the knowledge covered by the patent is not really
"new." At least part of what is being patented, and therefore privatized,
is knowledge that previously existed—part of common knowledge, or
at least the common knowledge of experts in the area. And yet, once
the patent has been granted, the owner can charge others for using that
knowledge.' s

Some critics have compared the recent strengthening of intellectual
property rights to the earlier enclosure movement in the late Middle
Ages in England and Scotland, when common (public) land was pri-
vatized and taken over by the local lords. There is one important dif-
ference with what is happening today: though the people thrown off
the land suffered tremendously, there was some improvement in effi-
ciency as the nobility used the land more carefully and did not over-
graze as the peasants had. Economists would describe this as a classic
equity/efficiency trade-off. But with the enclosure of the intellectual
commons, there is a loss in efficiency.'4

Indeed, monopolization may not only result in static inefficiency
but reduced innovation. A patent that covered all four-wheeled self-
propelled cars—that would have granted Selden a monopoly on the
automobile—would have left little room for Henry Ford's innovation
of an affordable car. Monopolies insulated from competition are not
subject to the intensive pressures that drive innovation. Worse still,
they can use their power to squash rivals, reducing the incentives of
others to do research. The U.S. software giant Microsoft has used the
monopoly power that its intellectual property has created to trample
innovators like Netscape and RealNetworks2' 'While some innovators
are brave, or foolish, enough to think that if they are fortunate enough
to come up with a great innovation, they can challenge Microsoft, and
others are satisfied simply with the prospect of being bought out, many
others, seeing the obvious dangers, are discouraged from producing
innovations valuable enough to attract the attention of Microsoft. Even
when courts stop the anti-competitive practices, it is hard to re-create
a competitive marketplace, especially when powerful patents remain.
In these cases, intellectual property results in a lose-lose situation: the
economy loses in the short run, as the higher prices of monopoly lower
welfare, and in the long run, as innovation too is lowered.
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Academics who study intellectual property rights understand the
risks and costs of monopolization, because they are familiar with how
it has played out in history. For instance, | noted earlier that at the
beginning of the last century George Baldwin Selden obtained a patent
on all four-wheeled self-propelled vehicles, and in 1903 a group of car
manufacturers formed a cartel around this patent, calling themselves
the Association of Licensed Automobile Manufacturers (ALAM). As
the owner of the patent, ALAM could control who was allowed to
manufacture automobiles and who was not--and only those who were
willing to collude to maintain high prices were allowed to produce.
Were it not for Henry Ford, they likely would have succeeded in con-
trolling automobile production, and the development of the modern
automobile industry would have been quite different. Ford's concep-
tion of a "people's car”_a vehicle affordable to the masses, selling at
far less than the then prevailing prices—ran contrary to ALAM's
intention of using the cartel to maintain high prices. Fortunately,
Ford had the economic wherewithal to successfully challenge the Selden
patent.'

More generally, because patents impede the dissemination and use
of knowledge, they slow follow-on research, innovations based on
other innovations. Since almost all innovations build on earlier inno-
vations, overall technological progress is then slowed.

When there are multiple patents covering various ideas that go into
an innovation, the patent system can become an even bigger impedi-
ment to innovation. This is sometimes described as a "patent thicket.”
Progress in the development of the airplane was impeded in the early
years of the twentieth century because of the difficulties in sorting out
the patents of the Wright brothers and Glenn H. Curtiss. Without the
agreement of both, any development risked some patent infringement.
With the onset of World War |, the cost of delay became intolerable:
airplanes would make a decisive difference in the war's outcome. The
government forced a resolution, forming a "patent pool." Anyone
using the ideas would pay the pool, and the administrators of the pool
would divide the revenues among the holders of the relevant patents,
in accordance with their judgment of the relative importance of the
various ideas in the final product.17

Finally, the patent system may reduce productive innovation by
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monopoly power or getting around the patents of others. Microsoft has
incentives to develop ways to reduce interconnectivity—the ability of
others to use its operating system to write competing applications to,
for instance, its Office suite, its browser, or its media player. Drug com-
panies expend huge amounts of money coming up with drugs that are
similar to existing drugs but are not covered by existing patents; even
though these drugs may be no better than the existing ones, the prof-
its can be enormous.” This may explain the seeming inefficiency of the
big drug companies, which, despite huge total expenditures, have come
up with relatively few drugs that are more than a minor improvement
on previous drugs.'9

While we have argued that excessively strong intellectual property
rights may slow innovation, advocates of strong intellectual prop-
erty rights suggest, to the contrary, that they promote research. When
they do recognize the dangers of less research (as in the case of Micro-
soft), they respond by allowing that in abusive cases it should be
restricted, as the U.S. government did with AT&T, America's onetime
telephone monopoly, when it forced it to license all of its patents to
others. But they often go further, arguing that without intellectual
property protection there will be no research at all. In this claim, they
are clearly wrong: countries without intellectual property rights—
Switzerland had none until 1907, the Netherlands until 1912—were
highly innovative.' Intellectual property is part—but only part—of a
country's “innovation system."

Today, the world of innovation is far different from what it was a
century ago. The days of the solitary inventor working on his own are,
by and large, gone, although there arc still apocryphal stories such as
that of Hewlett and Packard working in their garage. To oversimplify,
basic ideas bubble out of research universities and government-funded
research laboratories: both major breakthroughs, like understanding
the genetic structure of life or lasers, and smaller ones, such as advances
in mathematics, surface physics, or basic chemistry. Sometimes these
get translated into specific products and innovations by university
researchers; commonly, however, corporations do this work. Tradition-
ally, intellectual property has played little role in promoting basic sci-
ence. Academia believes in "open architecture,"” meaning that the
knowledge that research produces should be made public to encourage
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innovation. The great scientists are driven by an inner quest to under-
stand the nature of the universe; the extrinsic reward that matters most
to them is the recognition of their peers.

One of the reasons that basic research is advanced most by not
resorting to intellectual property is that while doing so would have
questionable benefits, the costs are apparent.™ Universities thrive on a
free flow of information, each researcher quickly building on the work
of others, typically even before it is published. If every time a researcher
had an idea, he ran down to the patent office, he would spend more
time there—or with his lawyers—than in his lab. Interestingly, even in
software, this system of open collaboration has worked. Today we have
the Linux computer operating system, which is also based on the prin-
ciple of open architecture. Everyone who participates is required to
accept that it is an open source, a dynamic program that is being con-
stantly improved by thousands of users. A free, viable alternative to
Microsoft's operating system, it is expanding rapidly, especially in
developing countries. An offshoot of Linux, the browser Mozilla Fire-
fox, has been growing even faster. Not only is it free, but it seems to be
less subject to the security problems that have plagued Microsoft's
Internet browser." The worry is that inevitably Linux will encroach on
one of the hundreds of thousands of patents that have been granted,
and the holder of the patent will attempt to hold the entire Linux sys-
tem up for ransom. Even if the patent is eventually shown not to be
valid, the economic costs can be enormous, as Research In Motion (the
company that makes the BlackBerry) found out as it was forced to pay
over $600 million, not to the inventor, but to a company that had
obtained the patent on the cheap—a patent that had already been dis-
qualified in Germany and the U.K.

Designing a balanced intellectual property regime

Designing an intellectual property regime entails answering difficult
questions about what can be patented, how long the patent should last,
and how broad the patent should be.?® The answers affect both the
extent of competition in the economy and the level of innovation. The
longer life of copyright makes sense for two reasons. The monopoly is
only over, say, a particular novel, and readers have a multitude of nov-
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els among which to choose. Copyright covers just the particular form
of expression: another writer can express the same idea in a slightly dif-
ferent way without infringing copyright. The table of contents of a
book is not protected by copyright, even though the organization of
materials in a textbook may represent its most important intellectual
contribution. Normally, copyrights—which apply predominantly to
books, artworks, music, and movies—do not give rise to significant
monopoly power. Hence, strong intellectual property rights in this
arena is appropriate: it provides incentives without significant adverse
costs of monopolization.

We noted that many of the most important ideas of basic science
and mathematics—mathematical theorems, for instance—cannot be
patented, and, | believe, rightly so: the cost in terms of discouraging
follow-on innovation would be enormous, and the benefit would be
small.

In recent years, there have been attempts to expand the scope of
intellectual property, allowing more things to be patented and patents
to be broader. It is here that controversies rage. In India there is a lot
of anger over the recent patenting of some yoga positions. Is the use of
the stroke Q to denote quitting a program enough of an intellectual
breakthrough to justify a copyright or patent? Should Amazon.com be
able to patent the idea that you can make an order with a single click?
These are, to my mind, not the kind of major intellectual
breakthroughs that deserve patenting, and they entail a high cost:
inhibiting the development of standards that enhance efficiency and
competition.

In another example, consider the controversy over patenting a gene:
the instructions inside each living being that tell it what proteins to
produce, which, for example, determine growth and affect susceptibil-
ity to disease. Knowledge of the genetic code can be of enormous ben-
efit in finding cures and vaccines. This was one of the reasons that such
importance was placed on decoding the entire genetic structure, which
was eventually completed in 2003 by the publicly funded international
Human Genome Project (HGP). While the systematic decoding was
in progress, there was a race by several private sector firms, including
Human Genome Sciences (HGS) and Celera Genomics (headed by
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Institutes of Health). In the rush to patent, claims were filed on some
127,000 human genes or partial human gene sequences—confronting
patent offices around the world with an impossible task and resulting
in huge backlogs. FIGS filed some 7,500 applications; Celera, 6,500;
and a single French firm, Genset, 36,000.>* Eventually, the U.S. Patent
and Trademark Office ruled that while it would grant patents for genes,
it would do so only for entire sequences and only if the usefulness of
the gene was demonstrated.

Many found the whole idea of patenting genes abhorrent. After all,
the researchers did not invent the gene; they only identified what was
already there. Moreover, since the publicly financed HGP has' suc-
ceeded in decoding the entire human genome, there was really little
value added by a race to decode a part of or even the whole genome a
little bit faster. The lock on knowledge resulting from the granting of
a patent might well impede follow-on research, or even applications.
Some of these fears seem to have come true: for instance, Myriad
Genetics, which has patented two human gene mutations affecting sus-
ceptibility to breast cancer, has demanded that even not-for-profit labs
screening for mutations pay a license fee, thus discouraging screening."”
Myriad Genetics' patent, and its willingness to enforce its patent
claims, may have discouraged the search for better screening technolo-
gies, since anyone discovering a new method faced the uncertainty of
how much Myriad would demand in payment.”

The answers to questions of what should be patented and how
broad and how long the patent should be are not obvious, and there is
no reason that answers that are right for one country, for one sector, for
one period, should be right for another. More recently, the software
industry has begun to rethink its earlier advocacy of intellectual prop-
erty. The industry has seen how developments by one party risk
infringing on another party's patent. The creator of any software pro-
gram may inadvertently trespass on someone else's ideas—not because
he has stolen the ideas, but because he has rediscovered them. With
more than 120,000 patent applications every year, it is virtually impos-
sible for any researcher to know every idea that has been patented or
for which there is a patent pending.?” Inherent ambiguities—for
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instance, in the breadth of the patent (that is, whether, to use our ear-
lier example, Selden's patent did indeed include all cars)—make a
difficult task impossible. The result is that even the person usually
given most credit for inventing the World Wide Web, Tim Berners-Lee,
has concluded that, at least in his field, patents stifle innovation.
They present, he says,

a great stumbling block for Web development. Developers are
stalling their efforts in a given direction when they hear rumors that
some company may have a patent that may involve the technology.”®

Over the past hundred years, the laws have changed enormously and
differ across countries. The changes and differences reflect changes and
differences in the economy, including changes and differences in the trade-
offs between monopolization and innovation. A well-designed intellectual
property regime balances the costs of monopolization and the benefits
of innovation, by, for instance, limiting the period of the patent,
requiring disclosure of the details so that others can build on them,
and limiting the ability to use patents for "abusive"” monopoly
power.?® Earlier, we saw how the U.S. government did this in the case
of AT&T. Just as the way those trade-offs are balanced changes over
time, they differ between developing and developed countries. When
patent systems answer the questions of what can be patented and how
broad patents should be in the wrong way, competition is reduced and
innovation is inhibited. If the patent is overly broad, there will be less
incentive to do research building on the existing innovation.

The changes in intellectual property regimes in recent years reflect
not only changes in the economy but also changes in the political
influence of corporate interests. Large corporations like monopoly—it
is far easier to sustain profits by having a strong monopoly than by con-
tinually increasing efficiency; and so to them, monopolization is a pure
benefit, not a societal cost. Though one might have hoped that legisla-
tures and courts would have carefully balanced the costs and benefits
of each provision, in practice intellectual property law has evolved in a
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much more haphazard way. But there is one major trend: the corporate
interests that care intensely about intellectual property have succeeded
in getting more and more of what they want. Many within the United
States—myself included—believe it has gone too far.

TRIPs
This was exemplified by the influence of these corporate interests in
the adoption of the TRIPs agreement within the WTO. As the TRIPs
agreement was being negotiated in Geneva in 1993, the Council of
Economic Advisers and the Office of Science and Technology Policy in
the White House tried to make the American negotiators understand
our deep reservations. What the United States was asking was, we
thought, not in its own interests, nor in the interests of the advance-
ment of science, and was certainly not in the interest of developing
countries. But American and European negotiators adopted the posi-
tions of the drug and entertainment industries, and others who simply
wanted the strongest intellectual property rights. (A study by the Cen-
ter for Public Integrity, a government watchdog group, showed that the
drug industry was the single most important influence group at the
Office of the U.S. Trade Representative.)® They insisted, for instance,
on longer patents, without weighing the costs of an extended period of
monopolization against the benefits.32

Not surprisingly, given the respective bargaining power of those at
the table, the agreement that emerged was close to that demanded by
special interests in the United States. Time was all the developing coun-
tries won—a few years until the intellectual property provisions would
come into force—and, seemingly, some flexibility in, for instance, com-
pulsory licensing of drugs in the event of a health crisis like AIDS.
(With a compulsory license, the generic manufacturer is allowed to
manufacture the needed drug without the consent of the patent holder,
though typically there is a standard royalty rate. This obviously erodes
monopoly power, which is why the patent holder refuses to grant the
license voluntarily.)

Intellectual property does not really belong in a trade agreement.
Trade agreements are supposed to liberalize the movements of goods
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and services across borders. TRIPs was concerned with a totally differ-
ent issue—in some sense, it was concerned with restricting the move-
ment of knowledge across borders. So to shoehorn it into the trade
agreement, trade negotiators added two words, "trade related.” TRIPs
may stand for Trade-Related Intellectual Property, but the name is mis-
leading: there is essentially no aspect of intellectual property that, in
their view, is not related to trade.

In fact, there already existed an international organization to deal
with intellectual property: the World Intellectual Property
Organization (WIPQO), one of the specialized agencies of the United
Nations. It was established in its current form in 1970, although, in
fact, international cooperation in this area dates back more than a
hundred years, to 1893.% But WIPO has a critical limitation: it has no
enforcement mechanism. There was little the United States or the EU
could do to a country that did not respect intellectual property rights.
Under TRIPs, the advanced industrial countries could at last use
trade sanctions to legally enforce intellectual property rights, and
the drug and media industries were ecstatic.

There are, of course, other international organizations that have
achieved international agreements which are hard to enforce without
trade sanctions. The International Labour Organization, for example,
has forged a global agreement on core labor standards, forbidding, for
instance, the use of child and prison labor. Whether a country complies
with these labor standards can of course affect trade. For example, we
could certainly have had a trade-related labor standards agreement. But
the economic interests of developed countries' major multinationals
were not as dependent on labor issues as they were on intellectual
property. Quite the contrary: it was in the economic interests of American
multinationals that an international trade agreement not regulate
these other areas."

TRIPs imposed on the entire world the dominant intellectual prop-
erty regime in the United States and Europe, as it is today. | believe that
the way that intellectual property regime has evolved is not good for
the United States and the EU; but even more, | believe it is not in the
interests of the developing countries.
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Promoting innovation and social justice

Intellectual property is not an end in itself, but a means to an end: it is
supposed to enhance societal well-being by promoting innovation. But
can we have more innovation with more social justice? Can we have it at
lower cost to developing countries? | believe we can. First, however, we
have to see more clearly what it is that we seek to achieve. In Geneva in
October 2004, the WIPO General Assembly adopted a resolution put
forward by Argentina and Brazil for a development-oriented intel-
lectual property regime—just as the international community had,
three years earlier, adopted the principle of a development-oriented
trade regime.” While they agreed that providing incentives for innova-
tion is critical, they had other concerns as well.

One of the most important issues facing the entire world today is
poverty in the Third World. Developing countries need more
resources—i.e., more assistance—and more opportunity (the focus of
the previous chapter, creating a fairer trade regime). But, as | observed
in chapter 2, what separates developed from developing countries is
not just a gap in resources but a gap in knowledge; and the intellectual
property regime can make closing that knowledge gap either easier or
more difficult. The developing world's plea was for an intellectual
property regime that provided them more access to knowledge. Fur-
thermore, with their limited budgets for health—a dollar spent on
drugs was a dollar not spent on education or on development—the
cost of medicines matters enormously, which is why access to lifesav-
ing medicines at affordable prices is so important.

New drugs and vaccines can, of course, make a big difference to
the well-being of those in the developing countries. But the current
system has not been working—it has not been investing in research
to produce the drugs to attack the diseases that are prevalent in
developing countries, and, not surprisingly, few drugs have been
been produced. We need to reform the global innovation system to
encourage the development of medicines that treat and prevent such
diseases.
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Finally, TRIPs did not provide adequate protection for traditional
knowledge.

The following program details how these concerns of the develop-
ing countries can be addressed.

Tailoring Intellectual Property to the
Needs of the Developing Countries

The world has finally learned that one-size-fits-all development strate-
gies do not work. The same is true of intellectual property regimes.
There are benefits and costs to standardization. In the United States,
many areas of law are left to the states; the benefits of having a national
criminal code are thought to be less than the costs. TRIPs attempts to
impose a single standard for intellectual property law on the world. |
believe that the costs of that standardization far outweigh the benefits.
Intellectual property laws always reflect the balancing of the benefits of
innovation and the costs of monopolization; and because the circum-
stances of developed and developing countries differ, how the trade-offs
are balanced differs. With, for instance, the dangers of monopolization
in small developing countries greater than in large developed countries—
because markets are smaller and more frequently dominated by at most a
limited number of firms—the costs of an intellectual property regime are
greater while the benefits are smaller. We should push for separate
intellectual property regimes for the least developed, the middle-
income, and the advanced industrial countries. Just as | argued in the
last chapter that developing countries should be given more scope in
deciding what kind of industrial policies are appropriate—giving them
more opportunity to help create new industries—so too should these
powers be granted in the arena of intellectual property.

One of the costs of standardization is the risk that a wrong standard
will be chosen; when each chooses its own, each jurisdiction can be
thought of as a laboratory testing different ideas; those that work best
will be imitated. Still, if there is to be a single standard—or at least a
minimum standard—imposed on the entire world, it must be adjusted
to reflect more of the interests and concerns of the developing coun-
tries. The developing countries have been demanding a revision of
TRIPs, a "TRIPs minus" agreement, and they are right."
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Access to Lifesaving Medicines

Few in the developing world can afford drugs at the monopoly prices
that Western pharmaceutical companies charge—prices that are often
many times higher than the costs of production. To an economist, this
disparity between price and production cost is simply an economic
inefficiency; to an individual with AIDS or some other life-threatening
disease, it is a matter of life and death. Three reforms would enhance
greater access to existing lifesaving medicines. One, discussed at greater
length below, is for the advanced industrial countries simply to provide
the drugs, or at least subsidize them—in effect paying the "tax," the
difference between price and marginal cost.

Medicines at cost to developing countries

One of the simplest ways for the developed countries to help develop-
ing countries is to "waive" the tax, allowing them to use the intellectual
property for their own citizens, so that their citizens can obtain the
drug at cost. Critics might say: But then the developing countries are
simply free-riding on the advanced industrial countries. To which the
answer is: Yes, and they should. There is no additional cost imposed on
the developed countries.®” And the benefits to the developing countries
would be enormous: increased health is not only of value in its own
right, but it would contribute to increased productivity.

A start in this direction has already been made. Students at some
research universities are arguing that the universities should insist that,
as a part of their licensing agreements with drug manufacturers, drugs
be provided to developing countries at deeply discounted prices.

Compulsory licenses

In special situations, governments can issue compulsory licenses when
they decide there is an urgent need to broaden access to technology or
medicines. This right is recognized by almost every government in the
world. During the 2001 anthrax scare, the U.S. government threatened
to force the drug company Bayer to allow others to produce Cipro, the
antibiotic most effective against anthrax at that time.® Once they get a
compulsory license, firms can produce a drug and sell it competitively at
just above cost. Since many generic drug manufacturers in the devel-

Patents, Profits, and People 121

oping world are highly efficient, licensing makes drugs available at
often a fraction of the price at which they would otherwise be sold. For
instance, Brazil's state-run drug company, Farmanguinhos, estimates
that it can produce the AIDS medicine Kaletra for a fraction of what
Abbott charges in the United States. With more than 600,000 HIV-
positive patients in the country, at one time, it was estimated that a
generic Kaletra would save Brazil some $55 million off even the highly
discounted price at which Abbott was then selling the drug to Brazil.

The hope of the big drug companies was that TRIPs would make it
more difficult for generic versions of their drugs to be produced.39
When, in the late 1990s, Brazil and South Africa floated the idea of
issuing compulsory licenses for AIDS medicines, the American drug
companies were outraged, claiming that TRIPs didn't allow this even
for AIDS drugs, and filed a complaint with the World Trade Organi-
zation.*> When a public outcry forced them to compromise, they
offered the drugs at a discount that was still far above the price at which
generics can be produced, as the example of Kaletra illustrates. But
while Brazil has been able to bargain for a better deal for itself by
threatening to issue a compulsory license, other developing countries,
less astute in their bargaining and without the capacity to produce
generics on their own, are left paying very high prices.

The drug companies also argued that TRIPs did not allow trade in
generic drugs produced under compulsory licenses. This rendered the
licensing provision useless to developing countries—Ilike Botswana, a
small country with more than a third of its population afflicted by HIV-
AIDS—that have little or no manufacturing capability of their own.
They wanted to be able to buy the generic AIDS drugs from
neighboring South Africa. Again, public support rallied around these
countries and their plight, particularly those in Africa dealing with the
AIDS pandemic." Yet even after the rest of the world realized that these
policies were unconscionable, the Bush administration continued to
hold out for the drug companies' interests. Only shortly before the
Cancun meeting, in August 2003, did it concede. Even then, though,
the United States insisted on what critics viewed as a cumbersome
administrative process.

The United States had, in fact, wanted more: it had wanted to
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restrict compulsory licenses only to cases of epidemics or similar catas-
trophes. Of course, the individual about to die due to a lack of access
to medicine that could be made available to him at a cost he can afford
does not care whether or not he is one of 10,000 or 600,000 who are
dying. He only knows that his death is unnecessary. The critical dis-
tinction should be between lifesaving drugs and cosmetic and lifestyle
drugs, for which there is no compelling reason to issue compulsory
licenses. But for the U.S. drug industry, the focus was on profits, which
meant doing everything to keep as many generic drugs as possible off
the market for as long as possible."

The American drug companies argue in justification for their
stance that any attempt to allow trade in generic drugs—for example,
allowing South Africa to export to Botswana—will mean the drugs
will eventually come into the United States and spoil the market there.
But there are already huge disparities in prices (for instance between
prices in Europe and the United States), and the problem, while pres-
ent, is limited. The pharmaceuticals industry is one of the most regu-
lated in the world, with most of the cost of drugs being paid by
insurance companies and governments—so incentives to buy drugs at
European prices are weak, and it is not easy to do so. It is even less
likely that Americans (or Europeans) will get their drugs from South
Africa or Botswana."

If developed countries do not sell lifesaving drugs to developing
countries at the cost of production of the drugs, then developing coun-
tries must be given a green light to use compulsory licenses, producing
and trading lifesaving medicines.

Research

Higher prices are supposed to spur research for lifesaving medicines.
But in spite of the rhetoric about intellectual property providing incen-
tives, the incentives have not been translated into action. The argu-
ment that the monopoly pricing of drugs leads to more innovation is
undermined by the fact that most drug companies spend far more on
advertising than on research, more on research for lifestyle drugs (e.g.,
drugs for hair growth or male impotence) than for disease-related
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drugs, and almost none on research for the diseases prevalent in the
poorest countries, such as malaria or schistosomiasis.'

The current system of funding research is inequitable and ineffi-
cient. Under the current system, basic research is funded by the gov-
ernment and the private sector brings the drugs to market. Once the
drugs come to market, the companies make a huge profit. The dif-
ference between the price charged and the (marginal) cost of pro-
duction can be viewed as a tax on their customers. But it's a very
regressive tax. Generally, governments levy taxes in relation to the
ability to pay, but with medicines the same tax is levied on the poor-
est in the developing countries and the richest in the developed
world. We noted earlier that knowledge is a public good and that
restricting knowledge leads to inefficiency—a lower pace of innova-
tion. Here the cost is more serious: life itself. With such a high cost
and so little benefit from the current arrangement, we have to ask,
can we reform the way we produce and finance research for lifesav-
ing medicines?

The drug companies go so far as to claim that providing developing
countries more low-cost access to lifesaving drugs will actually hurt
them in the long run. They argue that if they can't get a return on their
investments they will do less research, which would ultimately damage
everyone. But providing these countries with access to lifesaving drugs
will have, at most, a negligible effect on the drug companies' invest-
ment in the diseases that affect poor countries. The drug companies
garner little revenue from developing regions anyway—African sales
represent under 2 percent of the total—because the people are simply
too poor to buy expensive drugs; and, as we have seen, they spend lit-
tle on the diseases that most affect developing countries.

There should, of course, be more research on the diseases afflicting
developing countries; but the best and most cost-effective way to pro-
mote this is not by implementing more stringent intellectual property
rights. It is clear that market incentives haven't been working, and, by
themselves, are not likely to do so. Most of the money for financing
research will have to come from the governments and foundations of
developed countries, particularly in the North. The question is how
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best to provide the money and organize the research. There are at least
two ways in which support can be given."

A market-based incentive: a guarantee fund

One proposal is to have developed-world governments make a pur-
chase guarantee. If a vaccine against AIDS is invented, for instance, the
governments and foundations providing the guarantee might pledge to
spend at least $2 billion buying the drug. Or if a more effective drug
against malaria than what exists at present is discovered, they might
pledge to spend at least $3 billion.

The one major problem with this idea is that it would leave the
problem of monopoly in place: drug companies would still have an
incentive to raise prices and curtail production in order to maximize
their revenues, rather than maximizing the social benefits. Also,
because no one wants a medicine that is a bit less effective even if it is
cheaper, this would be a winner-take-all system: a company that makes
a just slightly better product will get all the sales and rewards.

An innovation fund

More effective would be a fund that directly encourages innovations of
benefit to developing countries. A prize system, in which researchers
are rewarded for the value of their innovations, would move incen-
tives in the right direction. Those who make the really important
discoveries—who, for example, tackle diseases with no known cure—
would get big rewards. Big rewards too would go to those who research
widespread and socially costly diseases, like tuberculosis and malaria,
while little would go to a company making a "me-too™ drug, which just
slightly improves on an already existing medicine." Under this system,
drugs could be delivered (through generic producers) at cost to those
suffering from disease. Not only would the developing countries bene-
fit, but so would the developed ones, as their citizens would benefit
from improved knowledge." A bonus is that developed-country gov-
ernments would be able to aid the developing world without worrying
whether the money will be well spent.”
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Stopping Bio-Piracy and Protecting Traditional Knowledge

The unfairness of the whole intellectual property regime against the
developing countries is seen most starkly in the treatment of traditional
medicines and drugs based on plant-derived chemicals. | first learned
about the problem of bio-piracy in a remote village in the Ecuadorian
high Andes, where the village head described how TRIPs was affecting
their lives. To Americans and Europeans, TRIPs may he an arcane sub-
ject, of relevance mainly to corporate litigators and international trade
specialists, but in the developing countries it is much more real. Devel-
oping countries see foreign corporations taking their traditional knowl-
edge and their native plants without compensation as a form of
piracy—hence the term "bio-piracy."” While the United States com-
plains that China is violating TRIPs by not honoring its intellectual
property provisions, those in the developing world point out that
TRIPs did nothing to protect their intellectual property. Rather it gave
U.S. and European corporate interests a license to steal their intellec-
tual property—and then charge them for it.

Traditional medicines have long been used all over the world to treat a
wide variety of ailments. While modern science at first looked
askance at folk remedies, more recently it has become clear that many
of them survived because they really do work—even if those who use
them, or the folk doctors who administer them, do not know why.
One strand of modern medical research has focused on isolating and
then marketing the active ingredients in these remedies, recognizing
that there is a wealth of potential cures in the world's flora, particularly
in tropical countries. The drug companies, recognizing the profit
potential, have followed, "rediscovering” what was long ago discovered
by traditional cultures—and in some cases doing no more than
rebranding it. The developing countries, seeing the drug companies
profit from their rich biodiversity, feel that they should be compensated—
for maintaining their forests, for instance. Drug companies, however,
while emphasizing the importance of incentives for themselves, dis-
miss the need for incentives for others. In the international biodiver-
sity agreement signed in June 1992 at the UN Conference on
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Environment and Development in Rio, the right to compensation
was recognized, but, partially under the influence of the drug com-
panies, the United States has not ratified it.** And no wonder: almost
half of the 4,000 plant patents granted in recent years by the United
States pertain to traditional knowledge obtained from developing
countries.50

One of the most notorious cases of bio-piracy was the attempt to
patent turmeric for healing purposes. Turmeric is a spice used in South
Asia, and its healing properties have long been known in the countries
where it is found. Nonetheless, the United States issued a patent for the
medical use of turmeric in December 1993." The patent was eventu-
ally overthrown, but not without expensive litigation.

It is not just drugs that are affected. Basmati rice has been eaten in
India for hundreds, perhaps thousands, of years. Yet in 1997 an Amer-
ican company, RiceTec, Inc., was granted patents on basmati rice.
India, of course, was outraged, and it had the resources to fight—and
win." Smaller and poorer countries, however, don't have those
resources, and can't fight back.

Those who defend the granting of these patents say the problem is
that the developing countries never published their findings; had they
done so, the courts would have given deference to this prior knowl-
edge. The standard for novelty that has sometimes been used in grant-
ing patents, though, is not whether the medicinal properties of a
certain plant were known, for example, among the indigenous people
of the Andes, but whether they were widely known in the United
States. So even if the indigenous people had published in their own
language (assuming one would even bother to publish what is already
well known) the patents might still have been granted. In any case, why
should the developing world be forced to conform to the practices of
the advanced industrial countries? The United States has taken a more
extreme position than the EU on these issues. Consider, for example,
the patents on the oil from India's neem tree, which has long been rec-
ognized for its cosmetic, medicinal, and pest control properties. Yet, in
the 1990s, patents were granted for the tree oil both in Europe and
America. By 2000, some ninety patents had been granted in Europe
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alone. Finally, in May 2000, some of the European patents were with-
drawn, not because the properties of neem tree oil were recognized as
part of traditional knowledge, but because an Indian entrepreneur was
able to show that he had been producing an extract of neem oil for pest
control for a quarter century. Still, in 2003 some twenty patents
remained in force. And though Europe had withdrawn some of the
patents, the United States refused to, on the grounds that the ideas had
never been previously patented or published."”

We need to do more to protect developing countries' "comparative
advantage" in this area. They have a reservoir of knowledge that can be
drawn on, such as the medicinal use of plants. Their rainforests provide
a wealth of flora from which Western drug companies have been
extracting vital medicines. But TRIPs has provided few incentives for
developing countries to preserve their rainforests.

Two reforms would go a long way in addressing the concerns of the
developing countries:

e There ought to be an international agreement recognizing tradi-
tional knowledge, and prohibiting bio-piracy.

o All of the countries of the world—including the United States—
must sign the biodiversity convention. Short of that, the guarantees
concerning biodiversity property rights incorporated in the conven-
tion should be incorporated within international agreements con-
cerning intellectual property rights, especially TRIPs.

Fortunately, there are firms that have acted in a more responsible way—
more respectful to the rights of developing countries. One of the most
effective recent drugs against malaria, for instance, is derived from
the Chinese tree ginghao, which has been used to treat the disease
for more than two thousand years. Qinghao has become particularly
important as malarial strains resistant to the usual drug treatments have
developed. In this instance, a socially responsible Swiss drug company,
Novartis, not only looked to traditional knowledge for inspiration
but, recognizing the importance of access to the medicine, has
provided it free or at cost to developing countries.54
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Governance

Throughout this book | stress that the way decisions get made-
governance—in the international arena suffers from two flaws: the
voices of developing countries are heard too little, and the voices of
special interests are heard too loudly.

Just as trade is too important to be left just to trade ministers, so too
for intellectual property. By now it should be clear: TRIPs was a mis-
take. A key reform is to change where and how the decisions concern-
ing intellectual property are made. Discussions over global standards
for intellectual property should be taken out of the WTO and put back
into a reformed WIPO, a World Intellectual Property Organization in
which the voices of academia as well as corporations, consumers as well
as producers, the developing as well as the developed countries, are all
heard. But this is not the only institutional reform that is needed.
Among the values held strongly by people all over the world are those
related to the rule of law and fairness. The legal system defines the rules
of the game, and lawyers are there to ensure that the game is played
fairly. We have to be sensitive to the disadvantageous position of devel-
oping countries in enforcing their rights in a court of law. Western
democracies have government finance legal assistance for the poor. If a
poor person cannot afford legal representation, there is a high likeli-
hood he will be treated unfairly unless he has a court-appointed lawyer.
This is even more true in the international arena.”

Whether we like it or not, intellectual property is likely to remain
part of the global trading regime. Poor countries are at a distinct disad-
vantage when fighting for their rights. Most developing countries sim-
ply cannot match the large teams of highly trained and expensive
attorneys employed by American and European corporations and gov-
ernments. Fairness requires that the advanced industrial countries
finance strong legal assistance for the developing countries to help
them fight claims such as those related to bio-piracy, and to ensure that
they can get compulsory licenses for lifesaving medicines when circum-
stances warrant it."
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Trades and Values

Intellectual property laws provide the most dramatic illustration of the
conflict between international trade agreements and basic values. But
there are many other instances, some of which we noted in the previ-
ous chapter in our discussion of nontariff barriers. For example, Euro-
peans have very strong feelings against genetically modified foods: if
there is even a tiny health risk from these foods, they don't want them
sold in their countries. Under WTO rules, however, it may not be pos-
sible to bar them. Foods can be excluded only on the basis of science,
and science "says" there is no significant risk. America, accordingly,
claims that excluding such foods is unjustified protectionism. Euro-
peans rightly ask, why should they be forced by an international trade
agreement to accept that risk, if the majority believes that it is a risk
not worth taking?

If genetically modified foods can't be excluded from Europe, those
who object to them want full disclosure of the genetically modified
content of these foods—Iabeling, so that consumers can choose what
they want to buy. But the United States—normally a believer in free
trade and consumer choice—has in this case taken the position that
full disclosure would be a trade barrier. A large proportion of America's
agricultural exports contains a genetically modified ingredient; Amer-
ica correctly worries that, given the level of concern about genetically
modified foods, European consumers would stop buying many American-
produced foods. The United States is putting its right to export above
European consumers' right to know what they are eating.

Economic interests also often take precedence over cultural identity.
Most people put enormous value on their heritage, their language, and
their sense of cultural identity. For many, the cinema is important both
in contributing to and conveying that identity. But there are large
"returns to scale" in reproducing movies; the cost of running off an
extra print is negligible relative to the cost of making the movie in the
first place. This gives a huge advantage to movies from America and
India, both countries with a large cinema-going base. Around the
world, many governments find it necessary, and worthwhile, to subsi-
dize artistic enterprises such as opera and theater, and some, including
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France and Morocco, provide subsidies for cinema production as well.
But the U.S. entertainment industry views these subsidies as unfair
competition, and in the Uruguay Round tried (unsuccessfully) to force -
their elimination." To me, this is a clear example of putting econom-
ics above other values. Hollywood's sex- and violence-heavy movies
may have a certain universal appeal, but it seems reasonable for govern-
ments to want to promote their own artistic traditions, and supporting
cinema is one defensible way of doing that. "What | find so striking
about this example is the social cost-benefit analysis. There is little
chance that French-language films, subsidized or not, will make a
major dent in Hollywood profits. Whether subsidizing them is a good
way for the French government to spend its money should be a matter
for the French people to decide. If they spend it well, not only those in
France but filmgoers around the world will benefit.

Then there is the question of the environment that 1 mention here
because it speaks to the question of values. In chapter 2, | stressed the
importance of a vision of development which goes beyond GDP. For
some, treating the environment with respect is a matter of basic values.
For others, it is a matter of fairness to future generations: if we despoil
the environment and squander our natural resources, we jeopardize the
future. Sound environmental policies are essential if development is to
be sustainable. For still others, it is a matter of the here and now: liv-
ing standards today are compromised if the water we drink and the air
we breathe are polluted. But whatever the perspective, there is a well-
founded worry that badly designed international trade agreements may
compromise countries' ability to protect the environment. When, for
example, a village in the north-central Mexican state of San Luis Potosi
tried to force Metaclad, a U.S. waste disposal company, to close a toxic
waste site that was contaminating the local water supply, the Mexican
government was forced to pay $16.7 million in compensation, under
Chapter 11 of NAFTA. Anti-environmentalists had succeeded in bury-
ing in that chapter a provision designed to halt regulation by making
it too expensive, by forcing compensation for loss of market value as a
result of regulation, including regulations protecting the environment
and public health. The irony was that the Clinton administration had
devoted enormous energy to stopping the enactment of congressional
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legislation that would have done this—and had succeeded; Clinton
and U.S. Trade Representative Mickey Kantor may have known this
was part of the fine print in the NAFTA agreement they were simulta-
neously pushing, but if so, they neither talked about it publicly nor dis-
cussed it privately in the White House NAFTA meetings.ss

Corporate interests

This chapter has shown how corporate interests have tried to shape
globalization in ways which compromise more basic values. The fact
that one area—intellectual property—has been linked with trade, but
not others, like labor standards, says a lot about globalization as it is
managed today. The job of Western trade negotiators is to get a better
trade deal for their country's industries—for example, gaining more
market access and stronger intellectual property rights—without giv-
ing up agriculture subsidies or nontariff trade barriers. Fairness is not
in the lexicon of these trade negotiators. They are not thinking of
American or European taxpayers, who would benefit enormously from
the elimination of agricultural subsidies. They are not thinking of
American or European consumers, who would benefit from lower
prices. They are not thinking of the global environment, which would
benefit enormously from reduced greenhouse gas emissions. They are
not thinking of how to help the poor get access to lifesaving medicines.

Instead they are trying to help the producers, and their job is to get
as much as they can while giving up as little as they can. Trade nego-
tiators have little incentive to think about the environment, health
matters, or even the overall progress of science. The environment is the
problem of the environmental minister, access to lifesaving medicines
is the problem of the health minister, and the overall pace of innova-
tion is a problem of the education, research, and technology ministers.
So while trade agreements affect all of these areas, those who worry
about them are not at the table.

Trade ministers tend to negotiate in secret. Trade agreements are
long and complex, and lobbyists work hard to bury in them self-
serving provisions that they hope will escape attention. But the basic
issues that | have been discussing here—such as the trade-off between
drug company profits and the right to life—are ones that are easy to
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understand. If the issue of access to AIDS drugs were put to a vote, in
either developed or developing countries, the overwhelming majority
would never support the position of the pharmaceutical companies or
of the Bush administration.

Conflicts over fundamental values are at the center of democratic
debate. Critics of globalization charge that globalization has been man-
aged in such a way as to take some of the most important issues out of
the realm of public discourse within individual countries and into
closed international forums, which are far from democratic in the usual
sense of that term. With the voices of corporate interests heard so
clearly and strongly, and without the checks and balances of demo-
cratic processes, it's not surprising that the outcomes seem so objec-
tionable, so distant from what would have emerged had there been a
more democratic process. The most daunting challenge in reforming
globalization is to make it more democratic; a test of success will be in
how well it succeeds in ensuring that these broader values triumph
more often over simple corporate interests.



CHAPTER 5

Lifting the Resource Curse

t the turn of the twentieth century, czarist-ruled Azerbaijan
was the world's biggest exporter of oil, and its largest city,
Baku, on the shores of the Caspian Sea, was like the Wild

West. People flooded in from all parts of Russia, intent on making
money in the oil rush. Jews, Turkomans, Kazakhs, and assorted Europeans
joined the fray. Real estate prices soared as the new arrivals competed for
space. Oil rigs and refineries dotted the city. Alfred Nobel worked
here for a while, and the park he built still remains. In the course
of the century, Azerbaijan's oil made many people rich, yet much
of the nation remained very poor. Today, Baku is littered with
rusting old factories and equipment in what was known as the "black
town," the grimy industrial area on the outskirts of the "white city,"
where oil millionaires once built vast houses and a boardwalk by the
Caspian.'

After several decades of Soviet rule and a decline in oil production,
new sources of oil and gas were discovered in the 1990s lying under-
neath the waters of the Caspian. Now, with the construction of new
pipelines that began at the turn of the twenty-first century, Azerbaijan
is enjoying another oil boom, and billions of dollars are expected to
flood into the country. The challenge is whether Azerbaijan can make
the most of its windfall before the oil runs out, which is expected to
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happen in 2030. If it is handled well, per capita income (about $940
in 2004) would double approximately every ten years. That would put
Azerbaijan, a quarter century hence, in a league with the richer coun-
tries of eastern Europe that have just joined the Eli The danger, how-
ever, is that Azerbaijan will succumb to the so-called paradox of plenty,
joining the many countries richly endowed with natural resources that
have lower growth and higher poverty rates than other countries not so
well endowed.2

Consider Nigeria. This West African nation, which was ruled by a
military government through much of its oil boom, has earned almost
a quarter of a trillion dollars in oil revenues over the last three decades.
At the same time, its economy decayed and its main commercial city;
Lagos, became a dirty, dangerous place. Traffic clogs the streets, unem-
ployment is high, and people stay home at night because crime makes
it too risky to go out. In spite of all the oil, per capita income declined
by over 15 percent from 1975 to 2000, while the number of people liv-
ing on less than $1 a day quadrupled from 19 million to 84 million.'
Saudi Arabia and Venezuela are other examples of countries where oil
wealth has not been widely shared. Venezuela has more oil wealth than
any other country in Latin America, but two-thirds of the population
there live in poverty.' It is not surprising that the charismatic Hugo
Chavez won the 1998 elections handily after running on a platform of
poverty eradication.

Understanding why developing countries that are resource-rich per-
form so badly—what is sometimes called the "natural resource
curse"—is of immense importance:' First, because so many developing
countries are economically dependent on natural resources: more than a
third of the export income of Africa is derived from natural resources;
much of the Middle East and parts of Russia, Kazakhstan and Turk-
menistan, Indonesia, and substantial chunks of Latin America includ-
ing Venezuela, Mexico, Bolivia, Peru, and Ecuador all depend heavily
on their natural resources for income; Papua New Guinea is depend-
ent on its rich gold mines and on its immense hardwood forests. Sec-
ond, because resource-rich countries tend to be wealthy countries with
poor people, and that paradox provides insights into the broader fail-
ures of globalization—and the possible remedies. Most important,
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reforms in the resource-rich countries—and in the way they are treated
by the advanced industrial countries—can perhaps more quickly and
easily reduce poverty than changes elsewhere in the global economic
system. What these countries need is not more aid from abroad but
more help in getting full value for their resources and in ensuring that
they spend well the money they get.

The problem is simple: when there is a pile of diamonds sitting in
the middle of the room, everyone will make a grab for it. The biggest
and strongest are most likely to succeed, and will be reluctant to share
it unless they absolutely have to—such as when someone else, even big-
ger and stronger, tries to grab it away from them, and they need to
spend money to buy political support or arms in order to maintain
their power. The resources are both the object of the conflict and the
source of the financial wherewithal that enables the conflict to go on.
Sadly, in the struggle to get as big a share of the pile as possible, the size
of the pile itself shrinks as wealth is destroyed in the fighting. Nowhere
is this more evident than in parts of Africa, exemplified by the heinous
fighting over diamonds between government and rebels in Sierra Leone
during the 1990s that killed 75,000 people and left 20,000 amputees,
2 million displaced people, and large numbers of children
psychologically damaged by having been forced into combat, or worse.

Once violence has begun, it is hard to stop. Countries fall into a
downward spiral, as Congo and Angola both illustrate. Congo has been
involved in conflict almost continuously since independence. Typically,
all sides claim to represent the will and interests of the people. The conflict
in Sierra Leone was an exception: there was hardly any pretense of higher
motives, just greed.

Just as there is often conflict between haves and have-nots, there can
be conflict between regions that have resources and those that don't.
This is especially true of developing countries whose borders were
drawn by the former colonial powers and whose national identity is
weak. Resource-rich regions—such as the oil centers of Ogoniland in
Nigeria, and the Shiite south and Kurdish north of Irag—have obvious
incentives to break away. Why, they reason, should they share their
wealth? The rest of the country will be equally determined to hold on
to it. The Congolese province of Katanga, which is rich in cobalt, cop-
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per, tin, radium, uranium, and diamonds, broke away in June 1960
and was reclaimed by Congo in January 1963 after bitter fighting. Qil-
rich Biafra seceded from Nigeria on May 30, 1967, and was reincorpo-
rated on January 15, 1970. Bougainville, a small island off the coast of
Papua New Guinea that sits atop deposits of gold, silver, and copper,
has been fighting for independence since 1989. Of course, the inde-
pendence movements cloak themselves in more righteous mantles,
and, while resource money fuels the conflict, the extent to which the
fighting is just over resources is not always clear.

The violence that has afflicted these resource-rich countries represents
the extreme of the resource curse. More frequently, one sees merely polit-
ical instability, corruption, and ruthless dictators stealing the countries'
wealth. Though resource-rich countries do not have a monopoly on
ruthless dictators, they have had more than their share—from Congo's
Mobutu Sese Seko to Iraq's Saddam Hussein to Chad's Idriss Deby. Even
when the resource-rich countries do not have ruthless dictators, they
have a marked aversion to power sharing: not one of the oil-rich coun-
tries of the Middle East has anything approaching a democracy.

It is no accident that so many resource-rich countries are far from
democratic. The riches breed bad governance. Governments that come
to power by grabbing resources and using force have a markedly differ-
ent sense of responsibility toward their citizens and their country's
resources from governments that emerge through the will of the peo-
ple. In democracies, a leader stays in power by enhancing the well-
being of the citizenry; democracies are accountable to their citizens. In
undemocratic resource-rich countries, dictators use strength and
weapons to remain in power. Arms purchases are funded by control of
the revenues from oil and other commodities. There is a vicious circle:
with a lack of democracy in so many resource-rich countries—and
therefore a lack of accountability—citizens have no effective check
against the theft of public funds and the abuse of public trust. Typi-
cally, they do not even know how much the government is, or should
be, receiving in revenues for their natural resources. They may riot even
regard it as their money, as they would if they were supporting the gov-
ernment with taxes on their hard-earned incomes.
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The political dynamics of resource-rich countries often lead to high
levels of inequality: in both developed and less developed countries,
those controlling the natural resource wealth use that wealth to
maintain their economic and political power—which includes
appropriating for themselves a large fraction of the country’'s
resource endowment. Beginning in the 1970s, the elites of the
Middle East made their presence felt in London and elsewhere; they
bought expensive apartments, stayed in luxurious hotels, and went
on shopping sprees. In the 1990s, it was the turn of the rich
Russians. Today they are snapping up real estate and luxury goods
around the world.

This is a strikingly different outcome from what standard economic
theory might suggest. One of the main arguments against creating a
more egalitarian society is that progressive taxation weakens incentives.
If you tax the rich more heavily, people may not be motivated to work
as hard or save as much. But if a country's riches come not from hard
work or savings but purely from the good fortune of having oil or other
mineral deposits, the country can afford to have much greater equality;
government can distribute the wealth fairly without worrying that this
will discourage people from working hard and saving what they earn.
Such countries can have both greater equality and economic efficiency.

But while resource-rich countries could (and | would argue should)
have more equality than others seemingly less fortunate, that is not
how it turns out. The distribution of wealth is not determined by a
careful balancing of equity-efficient trade-offs. It is not determined by
reference to principles of social justice; rather, it is the result of naked
power. Wealth generates power, the power that enables the ruling class
to maintain that wealth.

And there is a striking difference between riches that arise from hard
work and creativity and those which come from grabbing hold, in one
way or another, of a nation's natural resources. The latter is particularly
enervating for national cohesion. It also undermines faith in the mar-
ket economy—especially when it is suspected that the wealth is
acquired "illegitimately,” through underhanded deals with current or
previous governments. It is not surprising that discontent seethes
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The Appropriation of Public Wealth

The first challenge facing any resource-rich country is to ensure that
the public gets as much of the value of the resources that lie beneath its
land as possible. This is far more difficult than it might seem. Even in
countries with stable and mature democracies, there is an ongoing
struggle by oil, gas, and mining companies to seize as much of the
wealth for themselves as possible. Here, though, it is done within the
rule of law, often through campaign contributions; grateful candidates,
once in office, enact regulations that allow their donors to acquire
resources at the lowest possible price, to keep an increased proportion
of the revenue they garner through special tax benefits, and to bear the
least possible part of the cost of the environmental damage they inflict.

In the United States, mineral resources are essentially given away to
the mining companies; when President Clinton tried to have the
resources auctioned off, sold to the highest bidder, he was beaten back
by lobbyists from mining companies. Even given the already existing
preferential tax treatment for oil, gas, and mining companies, and even
after high oil prices left them flush with cash, President Bush pushed
an energy bill so loaded with subsidies for these companies that Sena-
tor John McCain, a member of the president's own party, referred to
the bill as one that would "leave no lobbyist behind." By any reckon-
ing, the energy and natural resource sector, which contributed almost
$5 million to Bush's 2004 campaign and almost $3 million to his 2000
campaign, obtained a large return on its investment.

When these corporations head overseas to the developing countries,
outright bribery comes into play. In the highly competitive world of
international oil, it is easier for an oil company to show high profits by
bribing government officials to lower the price they have to pay than it is
to be more efficient than everyone else while paying full market
price. What to an oil company is a small bribe is enormously tempting
for the officials involved, who are often civil servants with salaries of
only a few thousand dollars a year. The bribes undermine the demo-
cratic process as well as the market. Yet the real problem is not the
bribes, distasteful as they may be, but their result: when the oil com-
pany gains, the local country loses.
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The Foreign Corrupt Practices Act of 1977 made it illegal for Amer-
icans to bribe foreign governments. While some companies still try to
circumvent it, many have tried to comply—although, they complain,
this puts them at a competitive disadvantage relative to corporations
based elsewhere in the world. The complaints spurred the U.S. govern-
ment to try to persuade other countries to impose similar statutes. At
the Organization of Economic Cooperation and Development
(OECD) ministerial meeting in Paris in 1996 (at which | was the U.S.
representative), we made great strides in pushing an agreement
through—after facing enormous resistance from several countries
where bribery was accepted as a way of doing business. At the time,
bribes were not only legal but tax-deductible in a large number of
countries (France, Switzerland, Luxembourg, Austria, Belgium, Japan,
and the Netherlands); in effect, the government was paying a substan-
tial part of the bribe. I was shocked to see governments stand up to
defend (with great circumlocutions) the existing system of bribery.
There is now an OECD convention on bribery, but enforcement is dif-
ficult and incomplete. As of December 2005, there had yet to be a sin-
gle prosecution outside the United States under national legislation
enacted to implement the convention.'

Firms, of course, do not necessarily offer the bribes themselves. They
hire a "facilitator," who is given enough money to "facilitate" the deal.
What he does, how he facilitates, they don't know and don't want to
know. Presumably, they know that if they pay the facilitator millions of
dollars they are not just buying consulting time. What they are really
buying, of course, is deniability, so that they can claim they didn't
know the money went for bribes. One of the most famous recent cases
is that of James Giffen, who, while working in Kazakhstan on behalf of
Mobil in the 1990s, allegedly funneled $78 million to the government,
getting the company a 25 percent share in the Tengiz oil field!

Meanwhile, multinationals based outside the OECD operate
beyond the OECD strictures. The Malaysian, Russian, Indian, and
Chinese oil companies, among others, have become global players.
They do not have to follow OECD agreements banning bribes, and as
long as there are some companies paying bribes, other companies will
have to find ways to compete. The whole market is contaminated.
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Whatever the contract that has been signed, corporations are
tempted to cheat—to pay less than they are required to—because the
amount of money that can be made by cheating is so large. In the
1980s | worked on a case involving cheating by the major oil compa-
nies in Alaska. This oil-rich state had leases that generally guaranteed it
at least 12.5 percent of gross receipts, less the cost of transporting the
oil from the far-flung site at Prudhoe Bay on the Arctic Circle. By over-
estimating their costs by just a few pennies per gallon—and multiply-
ing those pennies by hundreds of millions of gallons—the oil
companies could increase their profits enormously. They could not
resist the temptation.'

Often the exploitation of developing countries by the mining and oil
companies is perfectly legal. Most developing countries are ill prepared
to engage in the sophisticated negotiations that are the multinationals'
stock in trade. They may not understand the full implications of each
contract clause. They will be told that some clause is standard, and it
may well be: the oil companies may stand together in demanding con-
tracts that benefit them at the expense of the countries from which they
get the oil. For instance, governments have redesigned how they sell, say,
the broadcast spectrum (for cell phones, TV, and radio), through auc-
tions that increase government revenues enormously; but in the area of
natural resources, the industry has staved off similar reforms, especially
in developing countries. Attorney Jenik Radon, an adjunct professor at
Columbia University, recalls that when he represented the nation of
Georgia in its negotiations with a consortium of oil companies led by
BP, he was aghast at the demands they made. Among other things, they
wanted to hold Georgia liable for billions of dollars if there were any
regulatory delays. At the same time, they want all the risks of environ-
mental damage to be borne by the country rather than by themselves.
In many cases where natural gas is concerned, they even demand takeor-
pay contracts, designed to shift the ordinary commercial risk—the
size of the demand for gas—from business to government. The devel-
oping country's government is obligated to pay for a fixed amount of
gas, whether or not there are customers for it.

Bribery, cheating, and imbalanced negotiating all cut into what
rightfully ought to go to the developing country. The countries get less
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than they should, the companies get more. A competitive market
should mean that oil and mining companies simply get a normal
return on their capital; excess returns should belong to the country
owning the resources. Economists refer to the value of the resource in
excess of the cost of extraction as natural resource "rents." In a
competitive market, the oil companies should be paid for their extraction
and marketing services, and nothing more; all of the natural resource
rents belong to the country. This means that if the price of oil rises,
then—since the price of extracting it remains unaffected—the excess
returns should belong to the country. This is especially important
when the price of oil triples or quadruples—as it did in the 1970s
and again in 2004 and 2005. After oil prices skyrocketed in the
1970s, the United States imposed a windfall profits tax on the oil
companies. The fact that the typical contract allows the oil
companies to walk away with windfall profits suggests that
something is wrong with the way these contracts are designed.'

It is the strategy of the oil, gas, and mining companies to make sure
that the government gets as little as possible—while, at the same time,
helping the government find arguments for why it is good or even nec-
essary for the government to receive so little. They may say that there
are large social benefits from developing the region, and thus develop-
ment should be encouraged. Giving away the resources, they claim,
does this. In fact, giving away resources simply means the government
has less money to pay for infrastructure, schools, and other facilities
that are absolutely necessary if the region is to be developed. It may be
costly to develop a mine, but that only means that in competitive bid-
ding the government will get less money than it would if the mine were
less costly. Too often, the only benefit to the country from a mine is the
few jobs it creates, and the environmental damage of the mine may
simultaneously destroy jobs elsewhere (for instance, in fishing, as
catches in polluted water diminish) and, sometime in the future,
impose enormous budgetary costs as the government is forced to pay
for the cleanup.

The struggle to get for the country the full value of its resources is
particularly pronounced in the sale of government-owned natural
assets to the private sector. Whenever the government gets less than the
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full value of the asset, the country is being cheated; there is a simple
transfer of wealth from the citizens as a whole to whoever gets the assets
at a "discount."'* Sometimes the wealth of the state goes to individuals
within the country rather than to a multinational corporation; still,
wealth slips away that ought to belong to the nation as a whole.

Before privatization, when the oil field (or other resource) is still in
the government's hands, the amount government officials can steal is
limited by current sales of oil. But with privatization, the future value
of the resource is up for grabs, and the stakes increase enormously. By
selling a whole company at below fair market value and getting a kick-
back on the gift they have given the buyer, government officials can, in
effect, get a share of all future sales, instead of leaving it to be stolen by
their successors. Indeed, in some parts of the world, privatization has
been relabeled “briberization." Governments have become expert in
maintaining the facade of a fair privatization, by conducting the sale
through an auction. But they may pre-qualify bidders—and anybody
likely to upset the planned sale at a discount price to the government
crony is disqualified. They may say that the unwelcome bid was sub-
mitted late, that the bidder has not provided adequate evidence of
financial wherewithal, and so forth.

Even without outright corruption, the pressure from the IMF to pri-
vatize quickly led to substantially lower revenues for governments.
(Developing countries are desperate to please the IMF—not only
because the IMF may terminate its own lending if it is crossed but also
because others, as a result, may terminate theirs.) As each bidder believes
bidding will be less keen, bidders bid less aggressively, and the govern-
ment ends up accepting a bid that is woefully inadequate. The problems
are even worse, of course, in those situations—not infrequent—where
the number of bidders is very limited (one, two, or three), in which tacit
or explicit collusion may arise."

The argument for privatization is that the private sector is more effi-
cient than the public. This opinion is driven as much by ideology as by
hard analysis—there are many examples of highly efficient government
oil and mining companies (and examples of inefficient private compa-
nies). The inefficiency of some state enterprises is due to the lack of
investment caused by the IMF's insistence on treating the debt of state
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enterprises like any other form of government debt; a private company
typically borrows to finance investment, but developing-country state-
owned enterprises are effectively forbidden to do so0.'2

Efficiency, however, is not everything. Even if the private sector were
more efficient, equally important is how much the public receives for
its resources. Typically, when a privatization takes place, countries
receive a down payment and then a royalty as the resource is extracted
and sold. Poorly executed privatizations result in governments receiv-
ing both too little upfront and too little down the line. Malaysia's
publicly owned oil company, Petronas, has become a global player,
and Malaysia's former prime minister Dr. Mahathir bin Mohamad says his
country receives a larger fraction of the value of its resources than
countries elsewhere who have privatized, and a larger fraction than it
would have received had it privatized." Chile has privatized about half
its copper mines, yet the government mines are just as efficient—and
because most of the profits from the private mines are sent abroad, the
government copper mines provide more revenue to the public."

Russia provides a dramatic case of privatization gone amok. With
the end of communism and the decay of an effective state, Russia, once
the world's second superpower, became increasingly dependent on its
natural resources—by some estimates, some 70 percent of its GDP in
recent years related to natural resources. Boris Yeltsin needed help get-
ting reelected in 1996, and a small group of oligarchs had the organi-
zational (and financial) capacity to help him—in exchange for control
of the nation's vast natural resources. The critical events occurred in
1995-96, in a sale that Financial Times editor Chrystia Freeland called
"the sale of the century."" There were auctions, but the auctions were
rigged. As a result, the oligarchs got the country's vast natural resources
legally for a pittance. Some senior government officials believe the
amount "stolen" exceeds a trillion dollars.

Later, when Vladimir Putin succeeded Yeltsin, he understood that
such concentration of wealth was a threat both to him and to Russian
democracy, such as it was. Given that in the early years of transition
few of those oligarchs had paid the taxes they owed, it was not hard for
Putin to figure out how to use the power of the state—within the rules
of the game—to recapture significant amounts of the assets. In the case
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of Yukos, Russia's largest oil company, he succeeded—even though
Mikhail Khodorkovsky, who had got control of Yukos, used his huge
wealth to generate a global public relations campaign (joined in by
many Western governments, including the Bush administration)
objecting to his selective prosecution. Though it was hard to determine
what role Khodorkovsky's political opposition played in the prosecu-
tion, his supporters seemed to say that it was permissible to use the rule
of law to steal assets from the public but not to enforce the law to get
back what was legally owed.

Russia's privatizations highlighted a problem that is endemic around
the world. In the case of Russia, it was Russians stealing money from
their own country; in most other cases, those extracting the resources
are foreigners, which only heightens the tension. Governments have
been toppled because of this problem, as in Bolivia; and the sense of
outrage has given support to those, like Chavez in Venezuela, promis-
ing a better deal. Ordinary citizens see rich Venezuelans and foreign
companies benefiting from their wealth, but none of it seems even to
trickle down to them. Chavez's ability to renegotiate old contracts, to
get better terms for his country, simply reinforces the belief that, in the
past, Venezuelans have been cheated. Botswana provides another
telling example. The country was able to renegotiate the contract with
the diamond cartel De Beers to ensure that it got full value for its
resources—or, at least, more of the value; it increased its share of the
business from 15 percent to 50 percent. Without that renegotiation,
Botswana probably would not have been able to enjoy the remarkable
economic success it has had since independence.

In the end, too often the country loses twice—first from the unfair
contract or privatization, and then from the political turmoil and
adverse attention from the international investment community when
an attempt is made to set things right.

Using Money Well

Getting a fair share of the value of their natural resources is the first
task facing developing countries. The next challenge is to use the
money well. The Saudis in London in the 1970s who snapped up
expensive property and went on grand shopping sprees provide one of
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the more ostentatious examples of what not to do with one's newfound
wealth. Certainly, the people of Saudi Arabia would have been better
off if more of the oil money had been spent on their development and
less on London real estate or on arms—since 1988, Saudi military
expenditure has been below 10 percent of GDP only three times (the
United States, whose defense expenditures equal that of the rest of the
world combined, has been spending only 3 4 percent of its GDP).
When the oil countries do invest, they often do not invest well.
Returns have often been abysmal. Venezuela and Saudi Arabia would
have had better returns had they invested their money on the New York
or London Stock Exchanges.

Resource-rich governments have a tendency to be profligate. Easy
money leads to easy spending. Of course, all governments have prob-
lems ensuring that money is well spent. Pork barrel expenditures—
money spent on projects that have little value beyond pleasing
constituents—are a fixture of many, if not most, democracies. The
political forces are as present in developing countries as they are in
developed ones—but developing countries simply cannot afford to
waste the money.

Added to the problem of spending the money well is the unpre-
dictability of revenues. Resource prices are very volatile. Oil prices, for
example, rose from $18 a barrel at the end of 2001 to more than $70 a
barrel in 2006. From 2003 to 2005, copper prices have risen by 98
percent, tin by 55 percent. This creates a boom-and-bust pattern in the
economy: When prices are high, the country spends freely, failing to
anticipate the drop in prices down the line. When prices do drop—as
they have repeatedly—there are bankruptcies and an economic slump.
The boom is often accompanied by a real estate boom, with banks
lending easily, confident in the high value of the real estate collateral
that they require. When the collapse of resource prices is accompanied
by a collapse in real estate prices, the banking system is weakened and
banks are forced to curtail lending, pushing the economy deeper into
recession. Even ordinary developed countries find it difficult to man-
age a market economy in a stable way—periodic recessions and
depressions have marked -capitalism since its beginning. Managing
resource-rich economies is difficult, because of the huge variability of
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the export income. But the task of managing fragile resource-rich
developing countries is truly daunting.

Developing countries do not have the ability to weather the swings in
export earnings as well as developed countries do. They do not have
the built-in stabilizers—progressive income tax systems, unemploy-
ment insurance and welfare programs that pump more money into the
economy when the economy is weak. Individuals do not have savings
to fall back on. Banks are often not as well capitalized or regulated, so
they are more prone to collapse.

Making matters worse, international bankers are always willing to lend to
resource-rich countries when the price of their resource is high, and the
ruling elite finds it difficult to turn down the offers. That explains the
curious phenomenon of several highly indebted countries, which are hav-
ing a difficult time meeting their debt obligations, being oil-rich, like
Indonesia and Nigeria. Even if the projects the banks are backing are no
good, a construction boom makes citizens—and especially construction
contractors—feel better; the problem of repayment is left to a later date.'6
When resource prices drop, the bankers, of course, want their money
back—ijust when the country needs it most. The boom-and-bust lending
exacerbates the economic volatility brought on by boom-and-bust prices.

In several cases when countries understand what needs to be done to
stabilize the economy—and even have the resources with which to do so—
the IMF has pressured them to adopt policies that actually worsen
economic downturns. | saw this vividly in Ecuador and Bolivia in the
recessions and depressions that marked the late 1990s. For seventy-five
years, the standard prescription for an economy facing recession has
been expansionary fiscal policy—spending money on education and
especially infrastructure badly needed in any case for growth. Typically,
developing countries have difficulty financing the required stimulus,
but Ecuador and Bolivia were lucky—they had massive amounts of oil
and gas resources that would soon become available, which they could
have used as collateral for borrowing. The Bolivians and Ecuadorians
argued—rightly, I thought—that the return on investing in the reces-
sion was far higher than it would be when global conditions returned
to normal levels and their economy was nearer to full employment. In
addition to the direct return, there would be a multiplier effect, as the
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spending would stimulate the entire economy, which was marked by
huge underutilization of productive capacity, and help it move toward
full employment. Spending money, with natural resources to back the
loans, made good economic sense. But the IMF, always worried about
government overspending, pressured Ecuador and Bolivia to follow a
quite different course. Not only did the IMF not want these countries
to stimulate their economies through increased expenditures; they
actually demanded cuts in spending in order to offset the decline in tax
revenues from the recession. These Andean countries felt they had no
choice; they gave into IMF pressure and the policies did, indeed,
worsen the downturns.

The IMF even posed problems for one of the world's best-managed
economies, that of Chile, when it went into a downturn, along with
the rest of Latin America, in the late 1990s. The government had taken
to heart the principles of managing its resources well and had estab-
lished a stabilization fund in 1985. When times were good and the
price of copper was high, they put money into the fund, to be drawn
on in time of need. 'When they came to spend money out of their sta-
bilization fund, however, they were told not to by the IMF." Chile
wanted only to spend money it had set aside for a rainy day. Now that
rainy day had come, but the IMF insisted that it would treat
stabilization-fund spending like any other form of deficit spending.
Chile rightly raised the question: why have a stabilization fund if you
can't spend the money when the economy needs stabilizing? The ques-
tion fell on deaf ears. But Chile was afraid simply to ignore the IMF.
Even though it was not borrowing from the IMF, it worried that finan-
cial markets would respond to criticisms from the IMF by raising the
interest rates at which it borrowed. Because Chile followed a less
expansionary policy than it would have followed if the IMF had
encouraged spending out of its stabilization fund—spending that it
could well have afforded—it experienced a more marked slowdown in
growth than it otherwise would have.

The Dutch disease
Spending money well, and spending money at the right time, are two
of the greatest challenges facing resource-rich countries. There is a
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third problem, first noticed in the 1970s and early 1980s in the after-
math of the discovery of oil in the North Sea; while they enjoyed this
obvious bounty, the Dutch began to notice that the rest of their econ-
omy had slowed. Here was a developed, well-functioning economy
that suddenly faced massive job problems because its firms couldn't
compete. The reason was that the inflow of dollars in payment for the
North Sea oil and gas led to a high exchange rate; at that high exchange
rate, Dutch exporters couldn't sell their products abroad and domestic
firms found it difficult to compete with imports.

The problem, known as the Dutch disease in honor of the country
where it was first analyzed, has plagued resource-rich countries around
the world as they sell their resources and convert the dollars they earn
into local currency. As their currency appreciates, they find it difficult to
export other products. Growth in the nonresource sector slows.
Unemployment increases, since the resource sector typically employs
relatively few people. Before the oil boom three or four decades ago,
Nigeria was a major exporter of agricultural produce. Today it is a
major importer. Before Venezuela became a major exporter of oil, it
was a major exporter of high-quality chocolate (it still produces some
chocolate). In both cases, as in Holland, major natural resources had
the perverse effect of harming the rest of the economy.

It may not be possible to avoid the Dutch disease entirely, but the
magnitude can be reduced. The problem, as we have noted, comes
from converting foreign exchange into domestic currency, which bids
up the value of the domestic currency. Reducing the amount converted
reduces the degree of exchange rate appreciation; that means a country
must spend some of the resource money on imports and keep some of
the rest abroad.

The Dutch disease thus provides another argument in favor of sta-
bilization funds, in which a country can save money when prices are
high and the economy is experiencing a boom, money that they can
then spend when the economy is in a recession. Azerbaijan began put-
ting money into such a fund in 2001; by the end of 2003, more than
$800 million from its oil revenues had been invested.' The invest-
ments abroad yield a double return to the economy: there is a direct
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return, and by reducing the degree of appreciation of the currency, they
help to create jobs and growth.

But, while these policies may represent good economics, they are
difficult to achieve in poor democratic countries. Poor people in devel-
oping countries cannot understand why their government might want
to invest their scant resources abroad when there is such a need for
money at home. They fail to understand that while the oil money
could, for instance, be used to build a local school, which would create
jobs, even more jobs would be lost elsewhere in the economy as a result
of the appreciation of the currency—the Dutch disease. There is a sim-
ple lesson: countries need to finance local expenditures—say, for teach-
ers or workers employed in road construction—with locally raised
revenues, for example through taxes, saving the dollars earned from the
sale of natural resources for buying the necessary imported goods, or
for some future time. This, of course, requires the government to raise
taxes to finance the domestic content of its expenditures. The problem
is that no government likes to raise taxes, and in countries with high
unemployment there is enormous political pressure to spend the oil
money at home and at once.

MAKING GLOBALIZATION WORK:
THE RESOURCE CURSE IS NOT INEVITABLE

The natural resource curse is not fate; it is choice. The exploitation of
natural resources is an important part of globalization today, and in
some ways the failures of the resource-rich developing countries are
emblematic of globalization's failures. The West is heavily dependent
on the natural resources it receives from developing countries, and its short-
run, self-interested incentives—and more especially, the interests of the
extractive resource industries—do not always coincide with the well-being
of the developing countries. But if globalization is to work in the long
run, the developing countries—and their citizens—must be given a
better deal. Fortunately, there are also successes that give us reason to be
optimistic that we can make globalization work.
Among the developed countries, Norway stands out as a model of



150 MAKING GLOBALIZATION WORK

good practices. Oil generates almost 20 percent of GDP and 45 per-
cent of exports. The state oil company (recently partially privatized) is
efficient; more important, the country has recognized the limited
amount of its resources—its oil and gas are expected to run out in sev-
enty years—and has set much of the revenue aside in a stabilization
fund of $150 billion, which today amounts to some 50 percent of the
country's GDP.'9

Botswana, though recently ravaged by AIDS, stands as one of the
few success stories in the developing world, especially in the way it han-
dled its wealth of diamonds. The country's economy has grown at an
average rate of 9 percent over the past thirty years, rivaling those of the
East Asian tigers. It did this with a democratic government committed
to building consensus among the population on the policies required
for successful growth, which included using a stabilization fund to
handle the consequences of the volatility of diamond prices. Malaysia
is another resource-rich country that used its natural resource wealth as a
basis to join the club of newly industrialized countries.

The major responsibility for getting as much value as possible from
their natural resources and using it well resides with the countries
themselves. Their first priority should be to set up institutions that will
reduce the scope for corruption and ensure that the money derived
from oil and other natural resources is invested, and invested well. It
may be desirable to have some hard and fast rules for that investment—a
certain fraction devoted to expenditures on health, a certain fraction to
education, a certain fraction to infrastructure. Procedures need to be put
into place for independent evaluations of the returns on invest-
ments. Stabilization funds are essential, but governments must be
allowed to use them in appropriate circumstances—and especially to
help stabilize the economy. Most important, developing countries need
to view their natural resources as their endowment, of which the cur-
rent government and generation are trustees for future generations.

| believe, however, that the international community can do more
than just provide pious lectures on what developing countries can and
should do to get more for their resources and to use their resources bet-
ter. More effective would be for developed country governments to
provide role models, give advice and provide assistance in ways that
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change incentives and opportunities, and do what they can to circum-
scribe the enormous forces for corruption that come from the devel-
oped world.

Corruption and conflict

The political forces in developing countries that lead to persistent cor-
ruption and entrenched elites using natural resource wealth to increase
their own wealth will not go away simply through pointing out the
consequences of their actions or their lack of moral underpinnings.
They hear the lectures from the West, but they see Western oil
companies sending monthly checks to bolster repressive regimes—
in, for example, Sudan and Chad—and Western governments
providing the arms that maintain the repression. Naturally this calls
into question Western priorities: money is seen to reign supreme.
The seeming lack of commitment to democracy is, of course,
reinforced by events such as the violation of basic human rights at
Guantanamo Bay and Abu Ghraib. When one of the less than fully
democratic premiers in one of the developing countries was asked
about the lessons of 9/11, his immediate response was the
importance of the right to detain people without trial.

It is not only in these particular, and publicized, scandals that West-
ern governments set a bad example. The United States' natural resource
policy—which gives away mineral rights and is controlled by special
interests—is a model for how things should not be done. The secrecy
with which the Bush administration formulated its energy
policy—even refusing to disclose the names of the industry
representatives who participated—also makes for a dismal role model.
Bush's arguments for executive privilege are loved by those trying to
keep secret what they are doing—whether to benefit themselves, their
cronies, or a wider circle of friends who have helped them stay in power.
Transparency has long been recognized as one of the strongest anti-
dotes to corruption; as the expression has it, "Sunshine is the strongest
antiseptic." If citizens are to provide a check against corruption, they
have to know what is going on. Citizens' right-to-know laws (like
America's and Britain's Freedom of Information Acts) are necessary to
promoting both meaningful democracy and accountability. The Initia-
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tive for Policy Dialogue, which | founded at Columbia University, for
enhancing the understanding of policies affecting development, has as
one of its major goals the passage of such legislation in developing
countries. It has been marked by considerable success, culminating in
a global conference co-sponsored with the Mexican government, which
has recently passed legislation, matched by corresponding legislation in
the majority of Mexican states. Thailand enshrined its citizens' right to
know in its constitution. In every country, with full disclosure of how
much the country is selling and what it is receiving for its natural
resources, citizens can do a better job of assessing whether the country
is getting full value for its resources, or whether, somehow, it is being
cheated.

Sometimes governments claim that they cannot disclose informa-
tion because it violates business confidentiality. Typically, such claims
are nothing more than an excuse, a veil behind which government offi-
cials and the company can continue in their corrupt practices. The
government can set the rules, and there are enough honest companies
willing to play with rules of transparency. The citizens' right to know
should trump any claims to business confidentiality.

The advanced industrial countries, while lecturing the developing
countries on their levels of corruption, do not understand the role that
their advice—and even the policies that they foist on developing
countries—sometimes plays, unintentionally, in weakening the forces
for the creation of a rule of law. Economic policies can shape, or at least
affect, political processes. For instance, the likelihood that a country
adopts a rule of law depends in part on the demand for it—on politi-
cal support, especially among the wealthy elite. But in Russia, those
who obtained wealth through illegitimate privatizations had little
interest in establishing a rule of law conducive to investing (as opposed
to one conducive to stripping assets)."”

Those who advised Russia to privatize quickly, focusing on speed
above all else, thus contributed to its current problems. Other eco-
nomic policies too undermined the demand for a rule of law. As we
noted earlier, with capital market liberalization, the oligarchs could eas-
ily take their money out of the country; they could enjoy the benefits
of the rule of law abroad while stealing and stripping assets at home.
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By the same token, when the IMF encouraged, or even demanded, that
Russia have very high interest rates as a condition for assistance, that
too may have had political consequences: at the high interest rates, new
investments were not profitable; and those who had gained control of
Russia's wealth were provided further incentives to strip assets. Politi-
cally, the oligarchs' interests were in a legal framework that allowed
this, rather than in one that supported wealth creation for all Russians,
and the toxic combination undermined support for the rule of law in
the country as a whole.

What the IMF did mattered more than what they said: they weak-
ened the politics of reform by ignoring the effects that their policies
had on economic and political behavior.

"While sometimes the advice from the West has proven counterpro-
ductive, there are some areas where advice can be helpful: in achieving
greater transparency (as discussed earlier) and in helping developing
countries think through carefully how best to manage their resources,
both for short-run stability and long-term growth. For instance, the
commonly used accounting frameworks need to be reformed, remov-
ing the false sense of growth on the part of countries that are living off
their inheritance of resources. As | stressed in chapter 2, output meas-
ures should focus on sustainability.

Think of the oil in the ground as an asset: a country's natural
resources are its endowment, located below the ground; like any other
asset, they need to be managed. When they are removed, the asset is
gone. Unless the proceeds are invested, the country is poorer. Just as a
company's books show the depreciation of its assets, so too should a
nation's accounting framework reflect the depletion of its scarce
resources. But the most commonly used measure of output, gross
domestic product, does not do this. It shows only that the more oil it
extracts, the higher its income—regardless of how it is spent, regardless
of the fact that such spending without investment is unsustainable. As a
result, a country with a high GDP may actually be getting poorer and
poorer—its seeming prosperity is not sustainable. Matters can be even
worse: the extraction of some natural resources leads to environmental
degradation, a liability. It may cost billions to remedy the damage—as
Papua New Guinea found when it closed the Ok Tedi gold mine.
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Green net national product (Green NNP) is a measure that subtracts
out not just the depreciation of capital but also the depletion of natu-
ral resources and the degradation of the environment. It focuses on the
income of those within the country—excluding the profits from a
mine that go to the overseas owners. In extreme cases, the costs of
repair may equal or exceed the return on the resources extracted; GDP
may be increasing, but Green NNP may be decreasing.

Accounting is important because it affects decisions. A focus on
Green NNP would induce countries to spend more on conservation. It
would ensure that natural resource contracts are good for the citizens
of the country; no matter how much GDP is increased, any contract
lowering Green NNP should be rejected. When | was chair of the
Council of Economic Advisers, | pushed for the creation of these
accounts for the United States as a supplement to the usual GDP
accounts, but the coal industry, recognizing how thinking—and
action—might be affected, pushed legislation that cut off funding for
their development.

There must also be changes in accounting for deficits. All countries
worry about deficits. But accounting frameworks that look just at
deficits, at liabilities—without looking at the other side of the balance
sheet—are particularly dangerous. Countries need to create capital
accounts that look at both assets and liabilities, and make especial note
of situations where asset sales (including sales of natural resources and
privatizations) are misleadingly being used to make deficits look lower
than they otherwise would be. Countries can reduce their deficits by
cutting down forests, selling national assets, giving away their natural
resources at a fraction of the full value. In IMF accounting the coun-
try is then given good marks; and IMF accounting is important not
just because bad marks from it means that it and other donors may cur-
tail financial assistance but also because capital markets may refuse to
extend credit. But the reality is that the country is poorer, not richer,
as a result. By the same token, investments that might enable more nat-
ural resources to be extracted efficiently—say, from an oil field—are
effectively discouraged, because if the country has to borrow to finance
the investment, even if the return is high, it will be chastised for the
increased deficit spending. To get around the shackles of these account-
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ing frameworks, many countries privatize at disadvantageous terms,
impoverishing themselves and imperiling their future unnecessarily.

These accounting reforms would help in another way. Countries
should be encouraged to create stabilization funds—buffers to fall back
on when times are hard, to help insulate natural resource countries
against the volatility of natural resource prices. But as we noted earlier
in the case of Chile, IMF accounting frameworks, which treat spend-
ing out of stabilization funds just like any other form of deficit spend-
ing, discourage countries from setting up these funds. Stabilization
funds are an important tool in helping developing countries to achieve
macro-stability. Without that, the economic turmoil so prevalent in
resource-rich countries will continue, and market economics will not
be given a fair chance to work its wonders.

An Action Agenda for the International Community

In addition to giving better advice and being better role models, devel-
oped countries can undertake concrete actions to help resource-rich
countries. Three of these are discussed elsewhere in this book: chapters
2 and 7 show how enacting anti-bribery laws and curtailing bank
secrecy will reduce opportunities for corruption; chapter 6 explains
how developing countries provide enormous environmental services—
tropical forests help preserve biodiversity and reduce greenhouse gas
concentrations—from which the entire world benefits, but for which
they are not compensated; chapter 7 details a set of legal reforms that
would prevent multinational corporations from despoiling the envi-
ronment of developing countries as they extract its resources—or if
they do, make them pay the consequences. Here | describe seven addi-
tional measures.

1. The Extractive Industries Transparency Initiative"

| described earlier how greater transparency would discourage corrup-
tion, making it more likely that developing countries would receive full
value for their natural resources. The advanced industrial countries can
help ensure transparency by simply saying: no one gets a tax deduction
for money spent on royalties or other payments to foreign governments
unless they fully disclose what was paid and how much of the resource
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in question was extracted. Without such a broad agreement, there will
continue to be a race to the bottom, and the companies and countries
most willing to engage in corrupt practices, and least willing to be
transparent, will have an advantage over the others.

2. Reducing arms sales

Even worse than corruption is the armed conflict that mineral and oil
resources finance. Again, the international community could do more to
make it more difficult and more expensive to acquire arms. We have a
responsibility to choke off supply at the source—the manufacturers of
arms who profit from this nasty business—or at least impose a heavy tax
on the sale of arms and to check the source of the money which pays
for them.22

3. Certification

On July 5, 2000, the United Nations Security Council imposed a ban
on the import (direct or indirect) of rough diamonds from Sierra
Leone not accompanied by a certificate of origin from the Sierra Leone
government. Uncertified Sierra Leone diamonds are now known as
"conflict diamonds"; this public recognition of the role of resources in
financing a conflict, and the acknowledgment that it must be curtailed,
is a move in the right direction. Amnesty International, Partnership
Africa Canada, and Global Witness, along with other NGOs, are
spearheading the effort to enforce the ban."

A similar certification system should be established for tropical
hardwood. Here, the problem is not so much the financing of conflict
(though sometimes illegal logging does that too) but rather that illegal
logging leads to rapid deforestation—with little benefit to the coun-
try." What the Papua New Guineans receive for their lumber is typi-
cally under 5 percent of its value once it reaches the developed world.
Certified lumber would be harvested in an environmentally sustainable
way, so that not only the current generation but future generations too
could benefit from the forests—and the world as a whole could be
saved from rapid deforestation (I will discuss this at length in the next
chapter). With a system of certification in place, lumber that is taken
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out in a sweetheart deal between, say, a Papua New Guinean chieftain
and a Malay timber baron would not find a ready market. The higher
prices received for certified lumber—and the lower prices for uncerti-
fied lumber, as outlets are cut off—would provide a natural incentive
for countries to sign on to certified lumber programs. Indeed, the
beginnings of such programs already exist in Indonesia and Brazil; the
warm welcome they have received from consumers and some retailers
suggests that there would be a positive response in the developed coun-
tries, especially from socially responsible firms such as Home Depot.

4. Targeting financial assistance

Developed country governments can provide further incentives by lim-
iting aid, both through the World Bank and through their own assis-
tance programs, to countries that are not getting full value for their
resources. While there is considerable debate about the effectiveness of
conditionality (imposing conditions as a prerequisite for the receipt of
aid), in the case of resource-rich countries there is a fundamental ques-
tion: why should taxpayers in the developed world subsidize a govern-
ment that is itself in effect giving away its resources? The debate was
particularly intense in the early days of Russia's transition to a market
economy. Some argued that the West should be giving the country
more money." But at the same time, there was a massive flow of
money out of the country. If the government could have stemmed
that outflow—facilitated by its corrupt privatization—there would
be little need for outside money. And if the government was so cor-
rupt and incompetent that it could not get enough money from the
sale of its natural resources to manage its transition to a market econ-
omy, why should one think that a few billion dollars more from the
West would be well spent, or even make much of a difference??® While
one cannot buy good policies (aid given on the condition that coun-
tries fulfill a long list of conditions does not accomplish what was
intended), selectivity—or giving aid to countries that have demon-
strated their ability to pursue appropriate policies—does provide
incentives, and there is at least a hope that this will help countries move
in the right direction.
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5. Setting norms

One of the key problems we have identified is that developing coun-
tries do not get even close to full value for their resources. There is a
role for some international body—perhaps the World Bank—to help
ensure that developing countries are treated well by the oil and other
extractive industries, to develop auction procedures that make it more
likely that the developing countries get a larger fraction of the value of
their resources, to design model contracts that ensure developing coun-
tries are treated fairly (for instance, sharing more fully in the benefits
when oil prices boom), and to assess what fraction of the value of the
resource is being received by the developing countries. It could try to
create a race to the top, by comparing the fraction of the net value that
actually goes to each developing country.27

6 Limiting environmental damage

Multinationals need better incentives not to despoil the environment.
And unless they are forced to pay for the environmental damage that
results from their actions, their incentives will be in the opposite direc-
tion. Today, international investment agreements are one-sided: they
are designed to ensure that developing countries do not expropriate
investors' assets, but they pay little attention to the converse problem
that has plagued so many developing countries, companies that spoil
the environment and then leave. There is a need for an international
agency to monitor environmental damage. Just as developing countries
guarantee that they will not expropriate investments, the developed
countries where the oil companies are registered would guarantee that
any environmental damage will be fully repaired, with clear and high
standards set out for what that means.

7 Enforcement

We have described a variety of good practices, ways in which developed
countries can help the developing world ensure that citizens reap the
benefits of the resources that lie within their countries—by enhancing
transparency, discouraging bribery and corruption, and protecting the
environment. But these measures cannot and should not be left to
goodwill. The amounts of money at stake are too large, the incentives
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for a race to the bottom too great. There must be effective enforce-
ment. Trade agreements can be used to force "good behavior." Trade
sanctions can be used against companies and countries that engage in
unfair trade practices—and failing to subscribe to the extractive indus-
tries transparency initiative and other anti-bribery measures should be
treated as an unfair trade practice.

We can make globalization work, or at least work better, for those in
resource-rich countries. If it cannot work for them, what hope do we
have of it working for those who live in the many far poorer countries
of the developing world? The international community must not only
work to ensure that the resource-rich countries get the full value of
their resources, but help them manage their economies in ways which
ensure stability and growth—and ensure that the fruits of that growth
are shared widely.

We can lift the natural resource curse and turn bountiful natural
resources into what they should be—a blessing.

There is one overriding problem: the well-being of the resource-rich
developing countries depends on how much they get for their
resources; the well-being of the rich corporations of the advanced
industrial nations depends on how little they pay for them. This is the
natural and inevitable conflict that we have identified at the center of
the paradox of plenty. Where will the people of the developed coun-
tries and their governments stand? In support of the few in those coun-
tries who own and run the rich corporations, or in support of the
billions in the developing nations whose well-being, in some cases,
whose very survival, is at stake?



CHAPTER 6

Saving the Planet

I he world is currently engaged in a grand experiment, studying

what happens when you release carbon dioxide and certain
other gases into the atmosphere in larger and larger amounts. The

scientific community is fairly sure of the outcome, and it is not
pretty. The gases act like a greenhouse, capturing solar energy in the
atmosphere—which is why they're called greenhouse gases—and grad-
ually the earth warms up. Glaciers and the polar ice caps melt, ocean
currents change and ocean levels rise. It is not yet clear how long this
will take to happen, but it appears that the northern polar ice cap will
be gone within seventy years, and that America's famed Glacier
National Park—a million-acre reserve in the state of Montana—will be
without glaciers much sooner than that.

If we had access to a thousand planets, it might make sense to use
one to conduct such an experiment, and if things turn out badly—as |
believe this experiment will—move on to the next. But we don't have
that choice; there isn't another planet we can move to. We're stuck here
on Earth.

Unlike the other problems of globalization, global environmental
problems affect developed and developing countries alike. And global-
ization, as it has so far been managed, has—with a few exceptions—
not dealt adequately with the global environmental problem. In this
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chapter, 1 explain both why it has proven so difficult and what can be
done: how we can take the economic forces of globalization—which
have so far been injurious to the environment—and make them work
to preserve it.

The Underlying Problem; The Tragedy of the Commons

In chapter 4 we talked about enclosure of the commons, and what hap-
pens when something that should be owned by all in common
becomes sequestered as private property. But there is another aspect to
common property—what is sometimes called the "tragedy of the com-
mons." When there is a common resource that can be used freely by
all, each user fails to think about how his actions might harm others;
each loses sight of the common good.

The expression first arose in a description of the common land upon
which peasants in England and Scotland grazed their sheep in the late
Middle Ages. As each farmer put more sheep on the commons, the
amount of grass available diminished. But each farmer looked only at
his own benefit, not at the costs that were inflicted on others, and so
the problem grew.

Today, the problem is most simply apparent in the global fishing
industry Each country has an incentive to send out a larger fishing
fleet in order to catch more fish—which, after all, are free to anyone
who can catch them. But as more and more fishing boats are sent out,
the stock of fish gets depleted, and the costs of fishing go up for every-
one. Indeed, there is now evidence that, thanks to modern industrial
fishing, boats are taking fish out far faster than the fish can reproduce.

The underlying economic principles are both simple and clear.

When an individual or a country does something that hurts someone

else, and for which they do not pay, there is a negative externality.2

Generally, markets produce too much of things that generate negative

externalities. Markets by themselves lead to too much pollution of the

atmosphere and water; without government intervention, there will

always be overgrazing of sheep on the commons.

The problem of the commons is easy to understand, and so, in some
sense, is the solution: in one way or another, individuals have to be
restricted in their use of it. There are two approaches. The first, which
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was used in Scotland in the sixteenth and seventeenth centuries, was
privatizing the commons: the Scottish lords simply took the commons
for themselves. As the owner, each one had an incentive to make sure
that the land was not overgrazed. Of course, privatization had enor-
mous impacts on the distribution of income. There may have been
some gains in efficiency, but those farmers who were thrown off the
commons were made far worse off, the Scottish lords reaping for them-
selves all the gains in efficiency—and more.

The privatization approach cannot, however, be realistically
extended to the problems of global fisheries and global warming. It was
relatively easy to enforce the privatization of grazing land through
enclosures; but even if the fisheries could somehow be privatized, even
if the enormous distributional issues that privatization raises could be
solved, it would be close to impossible for any private owner to enforce
his property rights. When enforcement problems arise, the state will
inevitably become strongly involved in the management of resources;
the question then is only the form of involvement. The second
approach—and the only practicable one for global natural resources—
involves government itself managing the common resource, restricting
the amount of grazing or fishing. Throughout history, this is the way
that common resources have often been managed. Communities
impose social and legal controls that prevent the kinds of negative
externalities represented by overfishing and overgrazing.

In principle, either approach—privatization or social control—can
lead to an efficient and equitable outcome. The community could have
calculated the "efficient” number of sheep that could be allowed to
graze without damaging the common land just as well as a private
owner could. Alternatively, the commons could have been privatized
by being sold to the highest bidder with the proceeds divided equally.
In practice, however, privatizations have always been marked by grave
inequalities. In the enclosure movement, this was part of the rationale,
as the rich and powerful saw an opportunity to redistribute wealth in
their favor.

Nor has privatization always resulted in efficiency. Often private
ownership itself is associated with environmental externalities, such as
when the excessive use of fertilizer pollutes the watershed. "When pri-
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‘rations lack full political legitimacy, the owners have an extra incen-
for excessive utilization, since they may not hold their property for
long. As we have seen, this was the case in most of the Russian priva-
tizations. In Brazil, forest privatizations have led to rapid deforestation,
as the owners realize, perhaps rightly, that the government may recog-
nize the importance of the forests as a national treasure and will in the
future impose restrictions on cutting. With public management, on
the other hand, officials may allow their relatives and friends to graze
more sheep than others, while politicians may allow overgrazing in
order to increase their vote, reckoning that the consequences will not
become apparent for years. This is the fundamental dilemma of the
management of the commons: historically, neither the private nor the
public solution has consistently promoted both efficiency and equity.

Most environmental resources are not global in nature. The quality
of ground water, lakes, or air usually affects only those nearby. If there
is excessive air pollution in Los Angeles or Mexico City, it is local peo-
ple who suffer. Sometimes, of course, effects go from one area to the
next: my neighbor is hurt by the smoke when | burn leaves; Canada is
hurt by the acid rain from midwestern American power plants. While
there are some bilateral and regional agreements that attempt to deal
with these cross-border environmental externalities (such as the 1991

U.S.-Canada Agreement on Air Quality), they cannot control the truly
global environmental problems.

As imperfect as our ability to manage scarce natural resources and
reduce negative externalities within a country may be, our ability to
manage global natural resources and to reduce global negative exter-
nalities is even more circumscribed. The most important tools that are
used domestically are not available. Within a country, if one person
harms another, the injured party can sue. Forcing individuals to pay
for the consequences of their actions is necessary for economic effi-
ciency. Internationally, no such recourse is available. Even when the
actions of one country damage the well-being of another, there is lit-
tle that the injured party can do. China's pollution affects Japan. The
Maldives and Bangladesh are almost certainly going to be seriously
harmed by the rising sea level caused by global warming, to which the
United States' pollution is contributing significantly. Japan can't sue
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China, and the Maldives and Bangladesh cannot sue the United States
and the other countries whose greenhouse gas emissions are leading to
rising sea levels.

Within a country, problems of the commons can sometimes be dealt
with, even if imperfectly, by privatization. To remedy the problem of
the global commons, however, no one is seriously proposing the priva-
tization option. The only sensible and workable remedy is some form
of global public management of global natural resources, some set of
global regulations on usage and on actions giving rise to global exter-
nalities. This is, of course, the way we deal domestically with many
problems of negative externalities—when the actions of one person
hurt another. You can't burn leaves in U.S. suburbs, because homes
downwind will suffer from the smoke. You can't put a garbage dump
on your land, because the smell makes your neighbor's life miserable.
There are strong regulations restricting air and water pollution and
toxic waste.

Democratic political processes have recognized the need for collec-
tive action. There are losers and winners—the polluters see their prof-
its decrease, while those who might have got cancer, for instance, as a
result of the pollution are better off. In spite of the opposition from
those who see their profits diminished, most democracies have suc-
ceeded in passing some kind of regulation to limit pollution, recogniz-
ing that social benefits far exceed the costs.

Those who pollute the most always tend to minimize the problem.
It is not surprising that the world's worst polluter, the United States,
which adds almost 6 billion tons of carbon dioxide to the atmosphere
every year, pretends that it does not believe the evidence that there is a
need to curtail its greenhouse gas emissions. If greenhouse gases stayed
only over the United States, America could conduct its own experi-
ment; unfortunately, however, carbon dioxide molecules do not respect
borders.®> And though U.S. emissions affect the global atmosphere, the
United States (or China, or any other country) does not have to pay for
the consequences outside its borders. As a result, it has insufficient
incentives to reduce its emissions—to curtail, for instance, its oil
usage—and not surprisingly, has not reduced them.

While the extent to which the other advanced industrial countries
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have embarked on policies reducing pollution is both commendable

and remarkable, it is hard to do anything really significant unless all the

major countries, including the United States and China, participate.
The central question, to which we turn in the next section, is: how can
we marshal the cooperation of all to solve our most pressing global
issue? I will show how we may be able to use the economic forces of
globalization to achieve a better global environment.

GLOBAL WARMING

No issue is more global than global warming: everyone on the planet

shares the same atmosphere. There are seven almost incontrovertible

facts concerning global warming: (1) the world is warming—yby about

1 degree Fahrenheit (0.6 degrees Celsius) in the last century; (2) even

small changes in temperature can have large effects; (3) this rate of

warming is unprecedented, even going back millions of years; (4) sea

levels are rising—by some four to eight inches (ten to twenty centime-
ters) in the last century; (5) even small changes in sea level can have

large effects—for example, a one-meter rise would inundate low-lying

areas around the world, from Florida to Bangladesh; (6) there have

been huge increases in greenhouse gases in our atmosphere, to a level

that is estimated to be the highest in at least 20 million years, and

which has been increasing at the most rapid rate seen for at least the

past 20,000 years; and (7) it is possible that the pace of change in tem-
perature could accelerate, with small increases in the concentration of

greenhouse gases leading to even larger changes in climate than in the

recent past.'
Virtually all scientists agree that greenhouse gases have contributed

to global warming and rising sea levels, and they believe that most of
this is a result of human activity (80 percent from burning fossil

fuels, 20 percent from deforestation). Most agree, too, that there will
be significantly more warming—nbetween 2.5 and 10.4 degrees Fahren-
heit (1.4 and 5.8 degrees Celsius) by the end of this century, and a fur-
ther rise in sea level of eighty centimeters to one meter. The experts say
we can expect more droughts and floods, cyclones and hurricanes,
and that Europe's basic climate may change drastically, as the Gulf
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Stream—the current off the east coast of North America that now
warms it—shifts course.

In chapter 2, | described the great successes that Bangladesh is hav-
ing with some of its development programs. But much of Bangladesh
is a low-lying delta, which is great for rice growing but vulnerable to
even small changes in sea level, and is frequently buffeted by deadly
and destructive storms. If, as a result of global warming, those storms
get more intense, the death toll will soar. Rising sea levels will leave one-
third of the country—and half of the rice-growing land—submerged,
and the 145 million Bangladeshis will be even more crowded than they
already are. Their incomes, already barely above subsistence, will fall
still further.

Nor is Bangladesh the country most likely to be worst hit by global
warming. The Maldives, a small nation of 1,200 islands in the Indian
Ocean with a population of 330,000—a tropical paradise—will be
totally submerged in as little as fifty years, according to reliable predic-
tions. Along with many other low-lying islands in the Pacific and else-
where, it will simply be lost—our own twenty-first-century Atlantis.

Bangladesh and the Maldives are facing a fate far worse than that
caused by even the worst of wars. Forces beyond their control, set in
motion by the polluting actions of others—actions not intended to be
harmful, but whose effects are global and destructive—threaten them
with annihilation.

While a broad scientific consensus has emerged on global warming,
there is still some uncertainty. It is true that things might not be as bad
as today's doomsayers claim; on the other hand, they may prove to be
far worse. This is no different from most of life: one always has to make
decisions based on imperfect information. If, fifty or seventy years
from now, the polar ice caps melt and parts of New York and London
lie under water, along with some island nations in their entirety, it will
be too late to reverse course. Even if we quickly reduced our emissions,
the atmospheric concentration of greenhouse gases would be reduced
only very, very slowly. This is why we need to start planning and act-
ing now: it is far better to plan for the worst-case scenario than to wait
and find that we didn't do enough.

As we think about whether the world can summon the strength and
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resources to tackle the threat posed by global warming, we should note
that this kind of mobilization has been accomplished before. In 1946,
in response to concerns that whales would become extinct, the Inter-
national Convention for the Regulation of Whaling was signed. The
agreement held, despite protests, and whale populations have largely
recovered. Another agreement involved chlorofluorocarbon gases
(CFCs), commonly used as refrigerator and air-conditioner coolants,
which, it was found, were destroying the ozone layer and allowing cancer-
inducing ultraviolet radiation to penetrate the atmosphere. The
international community's reaction was swift. It took little more than
a decade between the discovery of the problem and the signing, in
1987, of the Montreal Protocol. The convention was successful, and
the phase-out of CFCs occurred faster than anticipated.

These examples show that the international community has been
able, in the past, to respond to the challenge posed by a threat to the
global environment. Can it respond to the enormous challenge posed
by global warming?

The Rio Earth Summit

Some twenty years ago, as scientists first became aware of the changes
taking place in the global climate, the world recognized that there was
a potential problem and decided to study it. In 1988, the UN created
the Intergovernmental Panel on Climate Change (IPCC), asking the
world's leading experts to assess the scale of climate change and its
likely impact." The IPCC published three major studies between 1990
and 2001, concluding in each of them that there is indeed mounting
evidence of the dangers of global warming. The evidence has also been
reviewed in innumerable studies by the academies of science in indi-
vidual countries, including one in the United States after President
George W Bush had seemingly cast doubt on the seriousness of global
warming. The discussion here reflects the broad consensus on the basic
findings.

As more and more scientific evidence came in, pressure mounted on
politicians. In 1992, more than 100 heads of state gathered in Rio de
Janeiro and resolved to do something about the problem. With the
United Nations Framework Convention on Climate Change, they set
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up a procedure to develop a treaty that would restrict emissions. They
did not agree on a specific target but committed themselves to "stabi-
lization of greenhouse gas concentrations in the atmosphere at a level
that would prevent dangerous anthropogenic interference with the cli-
mate system ... within a time-frame sufficient to allow ecosystems to
adapt naturally.” The United States and 152 other countries signed the
agreement, which became the cornerstone of the international commu-
nity's attempt to come to grips with one of the most serious threats to
our planet. A series of technical meetings followed, culminating in the
next major worldwide conference on global warming, held in Kyoto.

The Kyoto Protocol

In 1997, more than 1,500 delegates, lobbyists, and heads of state from
over 150 countries gathered in the historic Japanese city of Kyoto for
the purpose of coming up with a treaty to cut greenhouse gas emissions
worldwide. Their task was to devise a way of cutting emissions that was
fair and efficient, that minimized the economic costs of reducing emis-
sions and shared the burden equitably among the countries of the
world. The resulting Kyoto Protocol made no immediate demands on
the developing countries but called on each of the developed countries
to cut back their emissions by specified amounts from 1990 levels—
Europe as a whole by 8 percent, the United States by 7 percent, Japan
by 6 percent—by 2012.6

The countries that came together at Kyoto recognized that the agree-
ment constituted only rough justice, but that rough justice was better
than the whole world suffering from the failure to do anything at all.
Although there was some sensitivity to differences of circumstances—
Norway, for example, which produces most of its electricity through
hydropower, has little leeway to reduce pollution and was actually
allowed to increase its emissions by 1 percent—other countries that
had already made efforts to move out of polluting fossil fuels by using
nuclear energy, like France, were required by the protocol to reduce
their emissions just the same as those countries which had made no
efforts.

The developing countries, including India, China, and Brazil, took
the view that the high levels of greenhouse gas accumulations in the
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world's atmosphere are largely the result of the past sins of the devel-
oped countries, whose factories, cars, and power plants have been burn-
ing fossil fuels for decades; it is the profligate consumption of the
advanced industrial countries that is largely responsible for the one-third
increase in greenhouse gases in the atmosphere over the last 250 years.
Not only would it be unfair to make developing countries pay for the

past sins of the developed world, they argued, but—qgiven their strug-
gle to grow and pull their citizens out of poverty—they should not be

forced to bear any of the economic burden of reducing pollution.

To enhance the efficiency of the overall system of reducing emis-
sions, a trading mechanism was introduced; such tools had already
been successfully applied in the United States in reducing sulfur diox-
ide emissions. If it was more expensive for one country to reduce its

pollution than for another, the high-cost country could buy pollution

reduction credits from the low-cost country; through these "carbon

trades,” the surplus reduction by one would offset the shortfall in the

other. While some environmentalists disliked the notion that pollution
could be bought and sold like any other goods, economists argued that
this was necessary if pollution reduction was to be achieved efficiently,
and the economists eventually prevailed. Potential cost savings as a
result of carbon trading are enormous—for the United States, for
instance, the cost of meeting its commitments could be reduced by 60
percent." Today, such a carbon trading system is actually working.

The United States and Kyoto

Since the United States is the world's largest economy, it is no surprise
that it is the world's largest polluter. When economies produce more,
they pollute more. But some economies pollute more per dollar of
GDP; that is, the way they produce is worse for the environment than
the way other countries produce. Developing countries often pollute a
great deal per dollar of GDP, because they have old and inefficient cars and
machines. Among the developed countries, the United States is one
of the worst. As of 2003, the United States was about as energy
efficient as Uruguay and Madagascar. Britain, Ireland, Denmark, and
Switzerland use two-thirds as much energy per dollar of GDP; Japan
uses half as much.' Given the United States' relatively high level of

e i e
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energy utilization per dollar of GDP, and its high level of technologi-
cal capability, it should have been relatively easy for the United States
to meet its Kyoto commitment. Simply matching Japan's energy effi-
ciency would have reduced U.S. emissions by more than half.'

Instead, the United States refused to play ball. Even before the
United States signed the protocol in Kyoto, the Senate passed (with no
dissensions) the Byrd-Hagel Resolution, stating that it was the sense of
the Senate that the United States should not be a signatory to any pro-
tocol that did not include binding targets and timetables for develop-
ing as well as for industrialized nations, or which "would result in
serious harm to the economy of the United States." Given the strong
opposition of the Senate, the Clinton administration did not submit
the Kyoto Protocol for ratification, and on March 13, 2001—only two
months after taking office—President Bush released a letter addressed
to four Republican senators assuring them of his opposition to the pro-
tocol and reneging on a campaign promise to regulate carbon dioxide
emissions. Nonetheless, the rest of the world went ahead, and with
Russia's ratification on October 22, 2004, the treaty came into force.
By February 16, 2005, the date it went into effect, 141 countries,
accounting for 55 percent of greenhouse gas emissions, had ratified the
protocol.

With the United States out of the picture, however, progress in
reducing greenhouse gases will be severely limited. The United States
emits close to 25 percent of all greenhouse gases. Wyoming, the least
populous state, with only 495,700 people, emits more carbon dioxide
than seventy-four developing countries with a combined population of
nearly 396 million. The carbon dioxide emissions of Texas, with a pop-
ulation of 22 million, exceed the combined emissions of 120 develop-
ing countries with an aggregate population of over 1.1 billion people.*
Part of the reason for the refusal of the United States to go along with
Kyoto is clear: doing anything about global warming imposes costs on
some influential industries—automobiles, oil, and coal. The United
States also bears less of the brunt of global warming; some economists
and businessmen have noted that parts of the United States may be
better off, as growing seasons in the northern states lengthen. At the
2006 annual meeting in Davos, those from the oil industry talked
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about the new opportunities that global warming is providing: the
melting of the polar ice cap will make the oil beneath the Arctic Ocean
more accessible. Though water levels on the eastern seaboard may rise
and some land may be submerged, there is no comparison with the
devastating effects global warming is having on countries like
Bangladesh and the Maldives. However, Hurricane Katrina revealed a
major flaw in this selfish calculus: because of the United States' vast
wealth, the value of the potential damage, even if it is less extensive,
will be enormous.

The Bush administration argued that the cost of restricting emis-
sions is just too high relative to the benefits. To most of the world, this
argument was outrageous: here was the richest country in the world
complaining that it could not afford to implement sound environmental
policies, at the same time as other developed countries are managing
to reduce their own levels of pollution to a fraction of that of the
United States, even on a per dollar of GDP basis. Japan, Germany,
France, and Sweden are all emitting greenhouse gases at a rate no more than
half that of the United States, yet these countries' citizens live comfortable,
satisfying lives—by some measures, their living standards are higher than
those in the United States."

It is understandable that corporations do not want to spend money
to reduce emissions, but it is unacceptable to let them sabotage global
efforts to curb global warming.' Rather, U.S. firms would do well to
learn from their Japanese competitors. During the oil price shock of the
1.970s, when the price of oil more than quadrupled, Americans began
to buy Japanese cars because they were more fuel efficient; Detroit, con-
tinuing to produce gas guzzlers, could not compete. Rather than turn-
ing to its engineers to produce a more fuel-efficient car, Detroit turned
to its lawyers and lobbyists to ensure that the government did not force
it to do so. With the Irag war leading to soaring gasoline prices (they
increased by 114 percent from 2002 to 2006), it appears now that
Detroit bet the house and lost; its losses were so great that the bonds of
those great bastions of American capitalism, Ford and GM, were down-
graded to junk status. Their strategy—ignoring global warming in order to
increase their profits by selling more gas guzzlers—was immoral; it
also turned out, ironically, to be unprofitable.

Saving the Planet 173

Of course, even if there are significant costs to reducing emissions,
as the world's richest country America is in the best position to afford
it. Instead (unlike Europe and Japan), it used the exemption of the
developing countries from the Kyoto strictures as another excuse for
doing nothing. The developing countries point out that the United
States emitted, over the course of the twentieth century, 50 percent
more greenhouse gases than all of the world's developing countries
combined:*The argument is not that developing countries should not
work to reduce their greenhouse gas emissions. It is in their economic
interests: many are profligate in their use of energy, and both their
economy and the environment would benefit if they were more energy
efficient. Many, including China, have high energy subsidies, which
make no sense in today's world; there are better ways of encouraging
industrialization.** But while I believe that it is in their interests to do so—
and | believe that there is a moral obligation on the part of everyone
to protect our precious and irreplaceable atmosphere—I do not
believe that it is unfair to put the brunt of the cost of adjustment on
the world's richest country and the world's greatest polluter.

As America refuses to live up to its global moral responsibility, there
are many, including those in the Bush administration, who believe—
or perhaps simply hope—that somehow technology will come to the
rescue. Somehow, innovation will so increase efficiency that emissions
will go down on their own; or even better, someone will discover a bet-
ter alternative to energy from coal, oil, or gas. This may happen, but
we simply cannot let the survival of the world depend on our good
luck. Moreover, the likelihood of better technologies being developed
depends in part on incentives. Kyoto, with its strict limits on emis-
sions, provides the appropriate incentives.

We saw in chapter 4 how the Bush administration, in advocating
strong intellectual property rights, stresses the importance of
incentives. In the context of global warming, it seems to ignore

- them. It called for voluntary reductions in energy usage: people

should just behave better. Normally, we do not rely on voluntarism
as a basis for using resources well. We do not say, when the supply of
oranges has decreased because of a frost, "Please, voluntarily reduce
your consumption of oranges." We rely on the price system. People
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use of resources because they have an incentive to do so, because they
have to pay for that usage. A clean atmosphere is a resource just like
any other; there is a social cost to polluting, and people should have to
pay that cost.

Finally, in 2006, the Bush administration seemed to recognize that
the production of knowledge is a public good, justifying government
support. It provided some money for research into alternatives to fossil
fuels. Its support, however, was very limited; and there is a need for public
research to be complemented with private, which is why "getting the
prices right"—that is, making households and firms pay the social
costs of emissions—is so important.

MAKING GLOBALIZATION WORK:
CONFRONTING GLOBAL WARMING

Global warming is a global problem, yet no one wants to pay to fix it.
Everybody wants a free ride on the efforts of others. But it is in every-
body's interest that the world act collectively to do something.

If we stay within the Kyoto framework, and if it is to work, three
problems have to be addressed. First, if the United States is to be
brought along, it is clear that the developing countries must be
included also, hut we need to find a fair system of setting targets for
them. Second, if there is an agreed set of targets, there must be some
way of enforcing them; otherwise, so long as there is a cost to reducing
emissions, there will be incentives not to meet obligations. Third, com-
pliance will be much easier if the cost of reducing emissions is lowered,
so we need to find ways of lowering these costs.

Emissions Targets for Developing Countries

While under the Kyoto Protocol developing countries have no obliga-
tions, it is clear that if the world is to do something meaningful about
global warming they too will have to reduce their emissions. The "busi-
ness as usual" approach simply will not work anymore: a world in
which everyone pollutes at the rate that the United States currently
does—Ilet alone the rate at which it will pollute in twenty years' time
unless something is done—is a world writing the script for its own
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doomsday scenario. Already, in 2005, developing countries are
expected to account for nearly 40 percent of global greenhouse gas
emissions, and by sometime around 2025, on current projections,
developing countries will be emitting more greenhouse gases than the
developed world." Though their emissions on a per capita basis are
much less, their incomes and populations are rising, and so their aggre-
gate emissions are rising too.'

Under the Kyoto Protocol, each developed country is obligated to
reduce emissions by a certain amount, and so there has to be agreement
about the target for each country. The current system focuses on reduc-
tion of emissions relative to 1990: the more a country polluted in
1990, the more it is entitled to pollute in the future. The United States
polluted more, so according to the system it should have the right to
continue to pollute more.

The basic principle of the Kyoto Protocol—targets based on reduc-
tions from 1990 levels—makes no sense to the developing countries.
By this logic, the poor countries, which polluted less in 1990, have less
of an entitlement to pollute in the future. They naturally ask, "By what
right are the developed countries entitled to pollute more than we are,
simply because they polluted more in the past?" Their argument goes
the other way: because the United States polluted more in the past, it
should be made to pollute less in the future. At the very least, they
argue, they should have the right to emit the same amount per capita
as the United States. But with U.S. emissions presently some seven
times higher per capita than those of China—twelve times that of the
developing world as a whole—such an agreement would mean that it
will be decades before emission restrictions on developing countries are
binding." Even if the United States kept the level of emissions per
capita to its 1990 level (which it has so far failed to do), China, at its
current rate of growth, will have more than 200 years before its emis-
sions per capita catch up.ls

The United States has not provided any coherent defense of why it
should be entitled to pollute more than others; no one has really pro-
vided a reasoned defense of the premise underlying Kyoto. America
might take a stance that the level of pollution allowed should be related
to production, and since America produces more it should be allowed
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to pollute more. If the Kyoto approach is to work, a compromise will
have to be found between targets based on emissions per dollar of GDP
and targets based on emissions per capita. If the standard is based even
partly on emissions per capita, the United States will have to increase its
energy efficiency at a far, far higher rate than it has done so far. Right
now, there seems to be little prospect of the United States voluntarily
doing this, and thus the targets approach is destined, | believe, quickly
to reach an impasse. The United States remains intransigent, and the
developing countries can see no good reason why they should sacrifice
their incomes and growth to help Americans. We are in a stalemate—
and, meanwhile, the world is getting rapidly more polluted.

Carrots and Sticks: Improving Compliance

Whatever targets are set, there will have to be incentives—carrots and
sticks—to ensure that countries first join the protocol and then com-
ply with it. The renunciation of the Kyoto Protocol by the United
States shows that we need some way of pressuring countries to partici-
pate. If moral suasion does not work (which it hasn't) and we cannot
find enough carrots, there are some effective sticks—and their very
existence means that they may not even have to be used. There
is already a framework for doing this: international trade sanctions.
The Montreal Protocol on ozone-depleting gases employed the threat
of trade sanctions—though they never had to be used. Unfortunately,
trade sanctions were not built into the Kyoto Protocol.

Still, within the World Trade Organization, we have the precedents
we need. When the United States tried to force Thailand to use turtle-
friendly nets for catching shrimp—the nets then being used were
killing endangered species of turtles—by threatening to prevent shrimp
caught in the old-fashioned nets from entering the United States, the
WTO sustained the U.S. position. It established the principle that
maintaining the global environment is important enough that normal
access to markets, which the WTO guarantees for its members, can be
suspended when a country's export industries endanger it. When the
United States brought its case, it apparently did not consider the long-
term implications, but some on the WTO appellate body were aware
of the far-reaching consequences of their decision. The precedent set by
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this case should apply to U.S. companies that pollute through high lev-
els of greenhouse gas emissions during the manufacturing process;
Europe, Japan, and others adhering to the Kyoto Protocol should
restrict or tax the import of American goods that are produced in ways
that unnecessarily pollute the atmosphere. Preserving endangered tur-
tles is valuable, but preserving our planet's atmosphere is infinitely
more important. If, as the United States argues, trade actions are justi-
fied in the former case, they are even more justified in the latter.

One can look at America's energy profligacy another way: by not
paying for the damage they do to the environment, U.S. businesses are
in effect getting a subsidy. One of the main purposes of the WTO is to
create a level playing field; subsidies distort the playing field, which is
why countries are allowed to offset subsidies through countervailing
duties; and this should be the case for hidden subsidies—not forcing
firms to pay for the environmental damage they inflict—as well as for
open subsidies.

There are several ways this could be done. Under the current WTO
regime, the countries of Europe and elsewhere could impose counter-
vailing duties to make up for the subsidies that American producers,
using energy-intensive technologies, implicitly receive when they
degrade the global environment without paying the costs. Assume, for
instance, that American-produced steel sells for $500 per ton, and that
in the process of producing that ton of steel two tons of carbon are
emitted. The price of a ton of carbon is, say, $30 (its price in the Euro-
pean carbon trading system in early 2006). Because America did not
join the Kyoto Protocol and its firms are under no obligation to reduce
carbon emissions, they are in effect being subsidized to the tune of $60
per ton of steel. Thus, European and other countries could levy a tax on
American steel of $60 per ton (just over 10 percent). Energy-intensive
products like aluminum would face higher duties. This would provide
strong incentives for America to sign on to the Kyoto Protocol and to
reduce emissions. Even widespread discussion of the possibility of
imposing these tariffs might induce the United States to act.”

| have discussed this idea with senior officials in many of the
advanced industrial countries that are committed to doing something
about global warming. And while, almost to a person, they agree with
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the analysis, almost to a person they also show a certain timidity: the
proposal is viewed by some as the equivalent, in the trade arena, of
declaring nuclear war. It is not. It would, of course, have large effects
on the United States, but global warming will have even larger effects
on the entire globe. It is just asking each country to pay for the full
social costs of its production activities. Following standard practice, the
pressure of trade sanctions could gradually be increased; and almost
surely, as America recognizes the consequences, its policies would be
altered—as they have been in other instances where the United States
has been found in violation of WTO rules.

Much is at stake. The United States and the other Western countries
have shown that they are willing to risk a great deal to prevent nuclear
proliferation—in the case of North Korea, they even faced the possibil-
ity of war. Surely the dangers to the world from global warming are
important enough to warrant risking the displeasure of a rogue nation
that seems willing to put the well-being of the planet in jeopardy sim-
ply in order to maintain its emissions-profligate lifestyle.

The Rainforest Initiative: Improving Efficiency

Efficiency requires atmospheric greenhouse gas concentrations to be
reduced in the most cost-effective way. Most attention has been
focused on the reduction of emissions, but there is another way: to
remove carbon dioxide from the atmosphere and store it. That is what
trees do. In photosynthesis, plants take carbon dioxide out of the
atmosphere, emitting oxygen and storing the carbon. Thus, planting
forests reduces the concentration of greenhouse gases, while deforesta-
tion makes matters worse. Deforestation is bad for the atmosphere for
two reasons: first, there are fewer trees converting carbon dioxide into
oxygen; second, carbon that is stored in the wood is released into the
atmosphere as the wood is burned. In recent years, about 20 percent of
the increase in atmospheric concentrations of greenhouse gases came
from deforestation. In other words, the damage done by deforestation
is comparable to the damage done by the world's largest polluter, the
United States.

But the 2.7 billion people in the over sixty developing countries that
are home to these tropical forests are not being compensated for their
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valuable environmental services. Tropical rainforests not only reduce
the level of carbon in the atmosphere; they help to preserve biodiver-
sity. As we noted in chapter 4, many medicines have been derived from
this precious resource. Compensation would not only be fair and help
the economies of the rainforest countries; it would provide incentives
for them to maintain their forests, which would be of enormous envi-
ronmental benefit to all.

We can obtain rough calculations of the carbon benefits of reduc-
ing the annual rate of deforestation by, say, a modest 20 percent. At
the price of $30 per ton of carbon, the annual value of the avoided
deforestation—the value of the increase in atmospheric carbon that
would have occurred as a direct result of those trees being cut
down—is between $30 billion and $40 billion a year. (By
comparison, all foreign assistance to developing countries is
around $60 billion.) In addition, as we have noted, the forests "clean"
carbon dioxide out of the atmosphere. The annual "negative emissions"
of the rainforest countries are estimated (using the $30 a ton figure) at
some $100 billion a year.2°

While Kyoto recognized the role that planting forests could play—
countries are given "credit" for planting trees—it did nothing about
deforestation. This was a big mistake, for it makes countries like Papua
New Guinea doubly better off if they cut down their ancient hardwood
trees and replant: they get money from both the cut trees and the
replanting. But this makes no sense—countries should be given incen-
tives to maintain their forests."

In principle, this would be relatively easy to do under the carbon
trading system. Energy companies in Europe are allowed to buy "car-
bon offsets" (allowing them to emit more carbon than they otherwise
would be allowed to do) by paying for the planting of a forest (“carbon
sequestration™) in some developing country. Led by Papua New
Guinea and Costa Rica, a group of developing countries calling
themselves the Rainforest Coalition put forward an innovative
proposal in January 2005, offering to commit to greenhouse gas
limits but asking in return that they be able to sell carbon offsets
not just for new forests but for avoided deforestation." Countries
would, under this proposal, be paid for not cutting down their
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from the global perspective—which is to maintain them as forests
rather than to harvest them for timber.

Without some form of compensation for maintaining their forests,
developing countries have, unfortunately, neither the means nor the
incentive to continue underwriting conservation. Cutting down the
hardwood forests—even when they presently receive only a small frac-
tion of the final price the wood fetches in, say, New York—is the only
way impoverished people in these countries can make ends meet.
Much of the logging in Indonesia, Papua New Guinea, and other trop-
ical countries is, in fact, illegal or the result of corrupt contracts. The
countries do not currently have the resources to stop illegal logging;
carbon offset payments would provide them with the resources and the
incentive to stop it, and the countries of the Rainforest Coalition have
made a commitment that they would.

Some have suggested waiting to address the issue until 2012, when a
revised protocol is supposed to come into effect. But can we wait? At
current rates of deforestation, the combined contribution to green-
house gas concentrations from deforestation in Brazil and Indonesia
alone will offset some 80 percent of the emissions reductions gained
through the Kyoto Protocol. (Moreover, some of the ancillary damage—
the loss of old hardwood forests and biodiversity—may be irreversible
if we do not act soon.) It is urgent that we fix the problem now and
not accede to yet another impulse to delay.

What is so impressive about the new rainforest initiative is that it
comes from the developing countries themselves, demonstrating their
creativity and social commitment. For the first time, developing coun-
tries seem willing to undertake the kinds of commitments that Europe,
Japan, and other advanced industrial countries—though not the
United States—are making to avoid a global disaster.

An Alternative Framework

Kyoto was the natural approach to global warming. The problem:
excessive emissions. The solution: reduce the emissions. But life is
never so simple or easy. The principal difficulty with Kyoto, as we have
noted, is agreeing by how much each country should reduce its emis-
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sions. Underlying Kyoto were two broad principles: all developed
countries would be asked to make approximately the same reductions;
and the developing countries would be treated differently—though
discussion of exactly what that meant was postponed for the future.

It was an achievement that the rest of the world put aside their quib-
bling and reached an agreement; it was a disappointment that the
United States walked away. The momentum behind the Kyoto Proto-
col gives us good reason to stay within that system, but | doubt that we
will find an agreement acceptable to both the United States and the
developing countries within the Kyoto approach. There is no set of
generally accepted principles for allocating rights to usage. Should
those who have polluted more in the past be entitled to pollute more
in the future? Or should they face larger reductions in their emission
allowances, to compensate the world for past damages? Should
allowances be set on a per capita or a per dollar of GDP basis? This
problem of distribution is at the core of the international community's
failure to deal with global warming.

There is an alternative framework for approaching the reduction of
emissions that employs the market mechanism more directly, and thus,
perhaps, has a better prospect of appealing to the United States. There
is a social cost associated with any activity that emits greenhouse gases,
which those engaged in the activity do not pay. That is why, of course,
they emit too much. The simple solution: make people pay for the full
costs of what they do; that is, make them pay for their pollution.

The way to do this is to have all the countries of the world impose a
common tax on carbon emissions (that is, taxing the externality of
emissions) or, equivalently, a tax on oil, coal, and gas at rates reflecting
the emissions they generate when burned. Firms and households
would respond to this tax by reducing usage, and thereby emissions.
The tax would be set high enough to achieve a global reduction in
emissions equivalent to that envisaged in the common targets approach
of Kyoto. But the level of emissions could well differ from country to
country, depending on their circumstances. A very hot country might,
for example, use more energy for air-conditioning than a country with
more moderate temperatures.
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What, then, is the advantage? It avoids setting national target levels.
The reason that setting target levels is so difficult is that each country's
circumstances differ. The United States might claim that, because dis-
tances within the country are greater and GDP higher, it should be
allowed to pollute more. France might claim that, because its pollution
rate per capita is already one-third of the United States', it is unreason-
able to demand that it should cut its emissions any further. The devel-
oping countries claim that since they are poor and racing to catch up
with the living standards of the developed world, it is difficult for them
to reduce emissions.

Setting target levels is so contentious because allowing a country
high emission levels is tantamount to giving it money—a fact that has
become more obvious with the advent of carbon trading. As | have
noted, countries that exceed their reduction targets can sell the excess
(the amount of pollution they are allowed to generate but don't) to
countries that have fallen short. A higher emissions target (that is, a tar-
get involving a smaller reduction) means that a country either has more
emission rights to sell or has to pay less to other countries to compen-
sate for its shortfall.

Under the common tax proposal, all of these issues are avoided.
Each country would keep the revenue it receives from the tax, rather
than having to give the money to another country. As a result, the
costs of pollution reduction are relatively small. In fact, the country
as a whole might be better off; it can use the revenue from the
carbon tax to reduce other taxes, such as those on savings, invest-
ment, or work. These lower taxes would stimulate the economy,
with benefits far greater than the cost of the carbon tax. This is con-
sistent with a general economic principle: it is better to tax things
that are bad (like pollution) than things that are good (like savings
or work) s

Of course, the energy industries in almost every country will not like
this. All companies prefer getting a subsidy, which is what allowing
countries the unfettered right to pollute amounts to. | do not want to
suggest that it will be easy to overcome the weight of the energy-
producing and energy-using lobby. It may only be possible under the
threat of the kinds of trade sanctions described earlier.
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A Way Forward

From an economic point of view, both the common tax and the targets
approach can achieve the necessary reductions in emissions, and both
can do so efficiently as long as there is carbon trading. With the world
having invested so much in the development of the targets approach,
it is understandable that there will be reluctance to abandon it. Yet
there is not even a glimmer of an idea at the moment of how targets
can be set that will be acceptable both to the United States and to the
developing countries. Global warming is too great a threat to the well-
being of our planet for us just to ignore this crisis and pray that a res-
olution will eventually emerge.

There is a third alternative that synthesizes the distributive advan-
tages of the common tax measure with the forcefulness of the targets
approach. The big advantage of the common tax approach is that it
avoids the most difficult issues of figuring out how much each country
should reduce its emissions; each country agrees to provide appropri-
ate tax incentives not to emit, but garners for itself the revenues from
the taxes. We can easily estimate the resulting reductions in carbon
emissions for each country that would result, and use those estimates
as a basis of determining appropriate targets assigned to each country.
The country could, if it chose, use taxes to achieve those targets. But it
could use alternative measures, like direct controls on technology, such
as requiring higher mileage standards for cars.

Any system, whether of targets or taxes or a combination of the two,
will require periodic revision. Technology may one day enable us to
reduce emissions faster, at a lower cost, than we anticipate today; in
that case, we should tighten the targets. A commonly imposed tax on
emissions may yield more or less reduction than anticipated, in which
case we may want to lower or raise the tax rate.”* While the burden of
adjustment on most countries—other than the producers of oil and
gas—is likely to be limited, some countries may be more seriously
affected than others; a periodic review could identify circumstances in
which some countries would be given longer times for adjustment (just
as, as | argued in chapter 3, some developing countries need a longer
time to adjust to the opening of trade).
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And any system, whether of targets or taxes, will require enforcement—
including action against countries that refuse to cooperate. Global
warming is too important to rely on any country's goodwill. If the
United States continues to refuse to reduce its emissions, trade
sanctions should be imposed. If this is done, | feel confident that
America will respond to the economic incentives provided. (I hope this
is not just my bias as an economist.)

Making economic globalization work will be of little use if we cannot
solve our global environmental problems. Our atmosphere and oceans
are global resources; globalization and so-called economic progress
have enhanced our ability to exploit these resources more ruthlessly
and at a pace faster than our ability to manage them has grown.

Jared Diamond, in his best-selling book Collapse, puts it most clearly.
After describing how numerous other civilizations faced their demise as
a result of ignoring the environment, he goes on to explain that:

Our world society is presently on a non-sustainable course. . . .
[13] ecause we are rapidly advancing along this non-sustainable
course, the world's environmental problems will get resolved, in one way
or another, within the lifetimes of the children and young adults alive
today. The only question is whether they will become resolved in
pleasant ways of our own choice, or in unpleasant ways not of our
choice, such as warfare, genocide, starvation, disease epidemics, and
collapses of societies. While all of those grim phenomena have been
endemic to humanity throughout our history, their frequency
increases with environmental degradation, population pressure, and
the resulting poverty and political instability."

In this chapter, | have made three appeals. For the developing coun-
tries, doing something about global warming is in their own interests:
indeed, among them are the countries that will be most hurt by global
warming. Curtailing their energy usage can be good for both the envi-
ronment and the economy.
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For the United States, there is a moral imperative to join the rest of
the world in addressing the problem of greenhouse gases. The devasta-
tion the United States risks bringing on other countries is as bad as any
war it might wage against them. It may mean them no harm—just as it
means no harm with its cotton subsidies—but there are costs to its
actions, and it must take responsibility for those costs. As the world's
leader, if it evades its responsibility, it cannot expect others to live up to
theirs; and if we all fail, we all suffer—including the United States.
Some interests within America will be hurt if the United States deals
forcefully with global warming, but | believe the country as a whole will
actually be better off. Even if it costs the United States something, the
United States can afford it. Far better to make small expenditures now
in order to reduce the risks of much larger expenditures down the line.

Finally, even as | commend Europe and Japan for making commit-
ments, on their own, to reduce their emissions and working hard to
fulfill those commitments (though they will have to work still harder),
| argue that these commitments by themselves will remain largely
gestures unless the rest of the world can be brought along. This may entail
significant assistance to developing countries; it also entails getting
tough with the United States.' | have argued that simply as a matter of
fairness in trade, it is intolerable for one country to provide, in effect,
emission subsidies to its firms. Globalization has meant the increasing
interdependence of the countries of the world. Withholding the bene-
fits of globalization through trade sanctions can be an effective
instrument for bringing accountability to those that despoil the
global environment. We have created an international trade law
that was designed to ensure that trade is fair; while critics worried that
the WTO would place commercial interests over the environment, the
WTO has in fact shown that it can be used to force better
environmental behavior. But the WTO does not act on its own.
Europe must use the foundations of the international trade law we
have created to force any recalcitrant country, any rogue state—
including the United States—to behave responsibly. Europe has to
be willing to use the enormous power of economic globalization to
address the world's most important global environmental problems.
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In the aftermath of the Christmas tsunami of 2004, there was much
discussion of the importance of having an early warning system, so that
people could take action to avoid the next disaster. We are getting early
warnings about global warming loud and clear. But we have yet to
respond.



CHAPTER 7

.The Multinational
Corporation

I he Left (and the not-so-Left) often vilifies corporations, por-

traying them in documentaries such as The Corporation and

Wal-Mart: The High Cost of Low Prices as greedy, heartless enti-
ties that place profit above all else. Many instances of corporate evil-
doing have rightly become infamous, the stuff of legend: Nestle's
campaign to persuade Third World mothers to use infant formula
instead of breast milk to feed their children; Bechtel's attempt to priva-
tize Bolivia's water (documented in the film Thirst); the U.S. cigarette
companies' half-century conspiracy to persuade people that there was
no scientific evidence that smoking is bad for health even as their own
research confirmed that it was (wonderfully dramatized in the film The
Insider); Monsanto's development of seeds that produced plants which
in turn produced seeds that couldn't be replanted, thereby forcing
farmers to buy new seeds annually; Exxon's massive Valdez oil spill and
the company's subsequent attempts to avoid paying compensation.

For many people, multinational corporations have come to symbol-
ize what is wrong with globalization; many would say they are a pri-
mary cause of its problems. These companies are richer than most
countries in the developing world. In 2004, the revenues of U.S. car
company General Motors were $191.4 billion, greater than the GDP
of more than 148 countries. In its fiscal year ending 2005, U.S. retailer
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Wal-Mart's revenues were $285.2 billion, larger than the combined
GDP of sub-Saharan Africa. These corporations are not only rich but
politically powerful. If governments decide to tax or regulate them in
ways they don't like, they threaten to move elsewhere. There is always
another country that will welcome their tax revenues, jobs, and foreign
investment.

Businesses pursue profits, and that means making money is their
first priority. Companies survive by getting costs down in any way they
can within the law. They avoid paying taxes when possible; some skimp
on health insurance for their workers; many try to limit spending on
cleaning up the pollution they create. Often the bill is picked up by the
governments in the countries where they operate.

Yet corporations have been at the center of bringing the benefits of
globalization to the developing countries, helping to raise standards
of living throughout much of the world. They have enabled the goods
of developing countries to reach the markets of the advanced industrial
countries; modern corporations' ability to let producers know almost
instantly what international consumers want has been of enormous
benefit to both. Corporations have been the agents for the transfer of
technology from advanced industrial countries to developing coun-
tries, helping to bridge the knowledge gap between the two. The
almost $200 billion they channel each year in foreign direct investment
to developing countries has narrowed the resource gap.' Corporations
have brought jobs and economic growth to the developing nations,
and inexpensive goods of increasingly high quality to the developed
ones, lowering the cost of living and so contributing to an era of low
inflation and low interest rates.

With corporations at the center of globalization, they can be blamed
for much of its ills as well as given credit for many of its achievements.
Just as the issue is not whether globalization itself is good or bad but
how we can reshape it to make it work better, the question about cor-
porations should be: what can be done to minimize their damage and
maximize their net contribution to society?

Before answering that question, | want to dispose of one charge that
is largely, though not totally, unfair. Corporations are often blamed for
the materialism that is endemic in developed societies. For the most
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part, corporations simply respond to what people want—for instance,
the need to get from one place to another, which cars and motorbikes
make easier; if cars and motorbikes are fancier or larger than they need
to be, it is mainly because consumers like ones that are fancier or larger,
and buy them. Still, it must be admitted that corporations have some-
times worked to shape those desires in ways that enhance their profits,
and at least some materialistic excesses can be attributed to their
efforts. If advertising did not enhance desire, they would not spend bil-
lions of dollars on advertising every year.' Food companies teach chil-
dren to want sugary cereals that are bad for their teeth; auto companies
campaign against public transportation—and in some cases actively
removed it—regardless of the effect on the environment. Los Angeles
once had the world's largest urban rail system (1,100 miles of track),
until a group led by General Motors bought it out, dismantled it and
replaced it with GM buses.?

One or two instances of corporate misbehavior might be over-
looked, but the problems are clearly systemic. Whenever there are sys-
temic problems, economists look for systemic causes. The primary one
is obvious: corporations are in the business of making money, not pro-
viding charity. Therein lies both their strength and their weakness.
Money is a powerful incentive, and the desire to make it can bring
enormous benefits to everyone. When things go well, international
corporations can marshal enormous resources, spread the most
advanced technology, and increase available markets exponentially. But
too often they are encouraged to do the wrong thing. Corporate incen-
tives can be reshaped. If we are to make globalization work, they will
have to be.

Here again, the eminent eighteenth-century economist Adam Smith
has often been misunderstood. He argued that individuals, in pursuing
their self-interests, would advance the broader interests of society: that
incentives to outcompete rivals would lead to lower costs and to the
production of goods consumers wanted, and that consumers, and soci-
ety more generally, would benefit from both. In Smithian economics,
morality played no role (though Smith himself was intensely con-
cerned about moral issues, as evidenced in The Theory of Moral Senti-
ments, a work that preceded Wealth of Nations). Individuals did not
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have to think about what was right or wrong, only about what was in
their own self-interest; the miracle of the market economy was that, in
doing so, they promoted the general welfare. Building on this logic,
many economists believe that the first—some go so far as to say the only—
responsibility of corporations is to their shareholders. They should
do whatever it takes to maximize stock market value or profits. In this
extension of Smithian economics, if morality enters the picture at all,
it does so only to enjoin firms to think about the interests of
shareholders above all else—in fact, to think only of shareholders.

Sometimes, markets do work in the way that Smith argued—the
large increases in living standards over the past two centuries are, in
part, testimony to his insights. However, even Smith realized that in an
unfettered market economy private incentives are often not aligned
with social costs and benefits—and when that happens, the pursuit of self-
interest will not result in the well-being of society. Modern economists
call these misalignments "market failures." Market failures arise whenever
there are externalities, consequences of an individual's or a firm's
actions for which they do not pay the cost or receive the benefit. Markets,
by themselves, lead to too little of some things, like research, and too
much of others, like pollution.’

Much of public policy and economic theory in the last hundred
years has been directed at identifying major market failures and analyz-
ing the most efficacious and least costly ways of correcting them, for
instance through regulations, taxes, and government expenditures.
Modern economics has shown, similarly, that social welfare is not max-
imized if corporations single-mindedly maximize profits. For the econ-
omy to achieve efficiency, corporations must take into account the
impact of their actions on their employees, on the environment, and
on the communities in which they operate.

The environment provides one obvious instance in which private
and social costs may differ, with enormous consequences. It costs more
money to refine oil or generate electricity in ways that do not pollute
the air. It costs more money to dispose of waste or to mine in ways
that do not pollute the water supply. These are real environmental
costs to society, but—at least before strong government regulations
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were established—they were not costs to the corporations involved.
Without government regulation and pressure from civil society,
corporations lack incentives to protect the environment sufficiently;
they actually have an incentive to despoil it if doing so saves them money.

Bribery and corruption represent another area where social and pri-
vate interests clash. Mining and oil companies can often reduce the
cost of acquiring natural resources by bribing government officials for
concessions. It is far cheaper to pay a government official a large bribe
than to pay market price for oil or some other natural resource. In
practice, companies in many industries pay bribes to get all manner of
favors, such as protection from outside competition, which allows
them to raise prices, or the overlooking of violations of environmental
or safety regulations. In the amoral view of the modern corporation, if
they can get away with it—if the expected return exceeds the risk and
costs of being found out—then, were it not illegal, they would practi-
cally have an obligation to bribe, for that would increase the profits of
the company and the return to shareholders.

In sophisticated economies such as that of the United States, out-
right bribery has been largely replaced by political campaign contribu-
tions, and the return may not be simply a road construction contract
at above-market prices but a change in policy whose ramifications cost
society far, far more." Forty-one companies (including General Electric,
Microsoft, and Disney), which invested—"contributed"—3$150 mil-
lion to political parties and campaigns for U.S. federal candidates
between 1991 and 2001, enjoyed $55 billion in tax breaks in three tax
years alone.' Pharmaceutical companies spent $759 million to influ-
ence 1,400 congressional bills between 1998 and 2004; the pharma-
ceutical industry ranks top in terms of lobbying money and the
number of lobbyists employed (3,000). Their success reflects their
investment: as we saw in chapter 4, the U.S. government has made
their interests paramount in international trade negotiations, and
under the new Medicare drug benefit the government is proscribed
from bargaining for lower prices—a provision worth billions of dollars
just by itself. The "big five" U.S. accounting firms contributed $29
million to federal candidates and parties between 1989 and 2001,
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partly to shield themselves from threatened regulations. It worked—at
least until the Arthur Anderson—Enron scandal made clear why such
regulations are so necessary.

As a final example of the social impact of global corporations on
developing countries, consider the impact on local communities.
Corporate giants like Wal-Mart do not intend to weaken the
communities in which they open their stores. They intend only to
bring goods at lower prices—and it is these lower prices that have
earned them such success. But as they drive out small businesses,
they may, at the same time, hollow out the town. Small businessmen
are often the backbone of a community, and as Wal-Mart squelches its
competitors, it breaks that backbone. A few donations to local
charities do little to compensate. Chapter 2 emphasized the important
role that communities play in successful development; by weakening
communities, corporations may, in the long run, even weaken
development.’

Some of Wal-Mart's success is based on greater efficiency (better
inventory management and logistics), but much is based simply on its
market power, its ability to squeeze its suppliers and its workers. Its
strict policy against union organizing means that its workers are often low-
paid, and their low wages force down wages at Wal-Mart's com-
petitors, so not only Wal-Mart workers are affected. Only about half of
its 1.4 million employees are covered by health-care benefits. The U.S.
state of Georgia's public program providing coverage for children who
would otherwise be uninsured found that more than 10,000 of the
166,000 children it covers had a parent working for Wal-Mart—more
than any other employer. Wal-Mart's health-care plan does not cover pre-
ventive care such as children's vaccinations, flu shots, or eye exams. As a
result, taxpayers pick up costs that elsewhere are borne by employers.'

The problems of corporations pursuing policies that impose costs
on society which the firm itself does not bear arise in all businesses—
multinational and domestic, large and small. But there are several dis-
tinct reasons that large multinational corporations pose greater problems—
problems which Smith, writing more than two hundred years ago,
could not have fully anticipated. In Smith's time, businesses were
relatively small and usually run by individuals who could be held
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vast enterprises, some with tens of thousands of employees; though it
is individuals within the corporation who make the decisions that
determine what the firm does, these individuals are often not easily
held responsible for the consequences of those decisions. While they
seldom reap the full value of the increase in profits that follow from
their good decisions, even more seldom do they pay the full social costs
of their bad decisions.™®

It is too easy for corporate managers to hide behind the corporate
veil. Even after he admitted that he had been drinking prior to
boarding the ship, Joseph Hazelwood, the captain of the ship
responsible for the 1989 Exxon Valdez oil spill—a spill which did
environmental damage valued in the billions—was given only a slap
on the wrist, with a fine of $51,000 and 1,000 hours picking up
garbage along Anchorage-area highways. The Indian government did
try to prosecute Union Carbide executives for the thousands of deaths at
Bhopal, where a chemicals plant exploded in 1984, but Union Carbide
was an American company and the United States refused to cooperate.
Charges against the executives, including CEO Warren Anderson,
were brought before an Indian court in 1991; when they did not appear
to face charges, India pressed for their extradition. Finally, in
September 2004, the U.S. State Department refused the extradition
request without explanation.

There are exceptions, but they are rare. Former WorldCom CEO
Bernard Ebbers was convicted of responsibility for the $11 billion
fraud that triggered the largest bankruptcy in U.S. history—because
too many Americans had lost too much to let him just go free. He was
sentenced to twenty-five years in prison, which is the longest sentence
ever for a CEO found guilty of corporate crime while running a
Fortune 500 company.

Making matters worse is limited liability, which essentially defines
corporations. Limited liability is an important legal innovation, and
without it modern capitalism almost surely could not have developed.
Investors in corporations with limited liability are at risk for only the
amount of money they invested in the company, and no more. This is
quite different from partnerships, in which all partners in a firm are
jointly responsible for the actions of the others. If a partnership makes
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books of a company when it should not have done so (as Arthur

Anderson did in the case of Enron)—then in principle all of the part-
ners can be sued and may lose not only what they have invested in the
partnership but their homes, cars, and savings as well, possibly forcing
them to take refuge in personal bankruptcy. The theoretical advantage
of an unlimited liability partnership is that each partner has a strong
incentive to monitor the others, and that customers, knowing this, will
have more trust. But when hundreds of partners are involved, the abil-
ity to monitor one another closely disappears, and the advantages of
partnership are outweighed by the disadvantages. In fact, many
accounting firms, which were traditionally organized as partnerships,
have restructured themselves as "limited liability partnerships,” com-
bining the tax advantages of partnership with the protection of limited
liability.

Limited liability has a major advantage: it allows huge amounts of
capital to be raised, since each investor knows that the most he can lose
is his investment. But limited liability can have large costs for society.
A mining company can mine gold, making huge profits for sharehold-
ers, but leave behind poisonous tailings of arsenic-ridden waste. From
both the social and financial point of view, the cost of cleaning up the
mess may exceed the value of what is mined. But when the problem is
discovered and the government demands a cleanup, the mining com-
pany declares bankruptcy and the public is left holding the bag. Thus,
the people suffer doubly—from the environmental degradation and
from the cost of the cleanup.

The list of companies that have inflicted costly damage—especially
in developing countries—for which they have not had to pay, or for
which they paid a fraction of what they should have paid, is long. The
explosion at the Union Carbide plant in Bhopal is probably the most
dramatic example: more than 20,000 people were killed and some
100,000 more bear lifelong health damage, including respiratory ill-
ness, eye disease, neurological and neuromuscular damage, and
immune system impairment.” The total number affected was even
larger; those eventually receiving compensation, including dependents,
will probably number close to 600,000. The disparity between the ter-
rible damage and what the company was forced to pay—an estimated
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$500 per person—is also huge, by any reckoning. Dow Chemical has
since bought the Bhopal plant, taking all of Union Carbide's assets but
assuming none of the liability.

In Papua New Guinea, a large gold and copper mine, Ok Tedi,
dumped 80,000 tons of contaminated material daily into the Ok Tedi
and Fly Rivers over the course of a dozen or so years, as it extracted
some $6 billion worth of ore. Once the mine was exhausted, the
Australian-majority ownership, after admitting that it had vastly
underestimated the environmental impact, just walked away, turning
over its shares to the government—Ileaving the government, already
strapped for funds, with the cleanup costs. What those will eventually
amount to is still hard to assess, but it is clear that they will be vast and
will be borne by the Papua New Guinean people.

Incentives are misaligned when a corporation does not bear these
downside costs; this is the result of limited liability. When we add in
the size of multinational corporations relative to the developing coun-
tries in which they operate, and the poverty of developing countries,
we see a set of opportunities in which this misalignment can lead—and
has led—to a host of serious problems. Developing countries need the
jobs the corporations bring in, even if the environment, or the health
of workers, is harmed. The mining and oil companies exploit this
imbalance of power.

In Thailand and Peru, corporations threatened to move elsewhere if
environmental regulations were enforced; in Peru, one mining
company went so far as to pressure the government not to test
children living near their mining operations to see if they had been
exposed to health hazards. At one point, Papua New Guinea passed a
law making it illegal to sue international mining companies outside
the country even for the enforcement of health, environmental, or
legal rights, fearing that such suits would discourage investment in
the country. In a perfectly competitive market a threat to leave would
not be a problem; if one mining firm pulled out, others would step in.
But there are large barriers to entry—the development of a mine can
cost more than a billion dollars, and entails a great deal of risk. If
one company leaves, another may not fill the gap—or if it does, it may
demand even more unfavorable terms.
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Globalization has compounded the problems arising from the mis-
alignment of incentives in modern corporations. Competition among
developing countries to attract investment can result in a race to the
bottom, as companies seek a home with the weakest labor and environ-
mental laws.

As the case of Bhopal illustrates, the ability to hide behind bor-
ders makes it even more difficult to hold corporations and their offi-
cers accountable. Furthermore, the speed with which assets can be
moved from one country to another means that even if there is a
monetary judgment against a firm in one country, it may be impos-
sible to collect.

At home, where companies are part of the fabric of the community,
individuals often take some moral responsibility for their actions; they
do the right thing even if they are not compelled to do so by laws or
regulations or the threat of suit and even if there might be some short-
term loss in profits. But when multinationals operate overseas, moral
responsibility is weakened. Many executives would not even contem-
plate treating their workers or the environment at home the way they
routinely do abroad. They may reason that overseas regulations are lax,
that workers are lucky to have jobs, or that overall the country benefits
from their investment. Despoiling the environment or ignoring basic
working conditions is easier thousands of miles from the head office,
and because the local people are poor, it is easy to consider their lives
and land as being worth less than lives and land at home. Dow Chem-
ical and Union Carbide executives may actually feel that $500 is ample
compensation for a death or a life maimed in Bhopal. After all, with so
much poverty and death in developing countries, to outsiders life may
seem cheap; and accountants can note that life expectancy in India is
shorter than in the United States, and incomes just a fraction.

Corporations often claim it is not their responsibility, but that of
governments, to align private and public interests—by, for instance,
passing regulations restricting pollution. But this lets corporations off
the hook, by ignoring the fact that they routinely use their money to
get laws and regulations passed that free them to pollute at will—thus
ensuring that social and private interests are not aligned.*? Politics is
part of business strategy; corporations lobby strongly against environ
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mental standards that cost them profits, and the payoff for these polit-
ical investments is often higher than on any other investment.

While money speaks loudly in all countries, it speaks especially
loudly in developing countries. With many corporations having more
resources at their disposal than developing country governments, it is
not surprising that corporate efforts to construct favorable regulatory
environments are often successful. Unfortunately, it is all too easy for
desperately poor countries—especially countries where governments are
not democratically accountable—to succumb to corporate enticements.

Worse still, multinationals have learned that they can exert greater
influence in designing international agreements than they can in
designing domestic policies. Within Western democracies, there has
been an attempt to temper the worst abuses of the market economy,
and increasingly firms have become subject to environmental
regulations. But the secrecy that surrounds trade negotiations
provides a fertile medium for corporations wishing to circumvent
the democratic process to get rules and regulations to their liking.
For example, hidden in Chapter 11 of the North American Free
Trade Agreement—a chapter designed to protect U.S. investors from
expropriation of their investments—was a provision stipulating that
American investors in Mexico could be compensated for any loss in
value of their assets as a result of regulation; they are even given the
right to sue in special tribunals, with damage payments coming
directly from the Mexican treasury, even when the losses are a
result of legitimate local regulations. To date, suits with claims in
excess of $13 billion have been filed. The provision also applies to
foreign investors in the United States—giving them protection that
the courts and Congress have repeatedly and explicitly refused to
provide for American investors.® Thus, through trade agreements,
social and private incentives have become even more misaligned.

MAKING GLOBALIZATION WORK

It is easy to understand why multinational corporations have played
such a central role in globalization: it takes organizations of enormous
scope to span the globe, to bring together the markets, technology, and
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capital of the developed countries with the production capacities of the
developing ones. The question is how to ensure that developing coun-
tries get more benefits—and face fewer of the costs. In the following
pages, | set out a five-pronged agenda that, though it will not eliminate
all instances of corporate abuse, will | believe lessen them. Underlying
most of these reforms is a simple objective: to align private incentives
with social costs and benefits.

Corporate social responsibility

Though many corporations, especially in the United States, continue
to argue that their sole responsibility is to shareholders, many do rec-
ognize that their responsibility goes further. There is an element of self-
interest here: doing good can be good for business, and doing bad can
subject companies to expensive lawsuits. Bad behavior also can harm a
company's image: the negative publicity surrounding the U.S. shoe
company Nike after its suppliers in Vietnam mistreated local workers
and the furor after Ken Saro-Wiwa was killed in Nigeria amid accusa-
tions that the Anglo-Dutch oil company Shell supported the military
junta that murdered him were wake-up calls. Executives realized that
they could be blamed for problems thousands of miles away from
headquarters. Events like these have led to a number of voluntary ini-
tiatives by companies to improve the lot of their workers and the com-
munities where they do business.

While increasingly more corporations see business social responsibil-
ity (BSR) as a matter of good business (and some studies suggest that
socially responsible firms have performed better in the stock market
than others), for many firms, their executives and employees, social
responsibility is as much a moral issue as an economic one. Companies
can be thought of as communities, people working together in a com-
mon purpose—say, to produce a product or provide a service. And as
they work together, they care about each other, the communities in
which they work, and the broader community, the world, in which we
all live. This means that a company may not fire a worker the moment
he is no longer needed, or that it may spend more money to reduce
pollution than it is absolutely required to do by law. These companies
may gain, of course, not just by avoiding the negative publicity
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described earlier; they may benefit from the higher quality labor force
that they attract and improved morale: their workers feel better about
working for a company that is socially responsible."

The BSR movement has helped bring about a change in the mind-
set of many corporations and of the individuals who work for them.
It has also worked hard to develop tools to ensure that companies live
up to their ideals: accounting frameworks are being developed that
track contributions to the community and environmental impact, and
these are helping firms think more about the full consequences of
their actions.

Regrettably, in a world of ruthless competition, incentives often
work against even those with the best of intentions. A mining company
that is willing to skimp on safety and environmental safeguards will be
able to underbid one of comparable efficiency that pursues sound envi-
ronmental policies. The oil company that is willing to engage in
bribery to obtain oil at a lower price will show higher profits than a
comparable company that does not. The bank that is willing to help its
clients avoid or evade taxes may do better—at least if it's not caught—
than the one that discourages them from doing so.

There is a further problem. Today, all companies, even the worst
polluters and those with the worst labor records, have hired public rela-
tions firms to laud their sense of corporate responsibility and their
concern for the environment and workers' rights. Corporations
are becoming adept at image manipulation, and have learned to
speak in favor of social responsibility even while they continue to evade it.

As a result, important as it is, the BSR movement is not enough. It
must be supplemented by stronger regulations. Those who are really
serious about higher standards should welcome regulations that sup-
port the codes of conduct they publicly endorse, for such regulations
would protect them from unfair competition from those who do not
adhere to the same standards. Regulations will help prevent a race to
the bottom.

Limiting the power of corporations

Corporations strive for profits, and one of the surest ways of garnering
sustainable profits is to restrict competition—buying up competitors,
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squashing competitors by driving them out of business, or colluding
with competitors to raise prices. The problem of anti-competitive behav-
ior has been evident since the birth of economics: as Adam Smith put it,
"People of the same trade seldom meet together, even for merriment and
diversion, but the conversation ends in a conspiracy against the public,
or in some contrivance to raise prices:" When there is a lack of compe-
tition, the potential for abuses of multinationals grows much worse.

For more than a century, the advanced industrial countries have rec-
ognized the dangers of monopolies and anti-competitive behavior,
enacting laws to break up the former and to punish the latter. Collab-
orating with supposed competitors to fix prices is a criminal act in
most advanced industrial countries, with stiff penalties in both crimi-
nal and civil actions: in the United States, those who are convicted in a
criminal action may go to jail and those who can show that they have
paid higher prices as a result of monopolization receive triple damages
(three times the amount overcharged by the monopolists).

With the advent of globalization and globally traded commodities,
monopolies, and cartels—and the problems they create—often have
become global in scope.' Globalization has unleashed a new potential
for anti-competitive behavior that may be harder both to detect and
to curtail.

The nature of global monopolies was revealed by a rash of global
pricing cases uncovered in the early 1990s, including two involving
U.S. giant Archer Daniels Midland (ADM). One case involved vita-
mins; another, lysine (an essential amino acid fed to pigs); a third, corn
fructose. In the lysine case, the cartel fixed prices, allocated market
share, and fixed quotas, managing to increase prices by 70 percent
within three months. ADM was fined $100 million; Michael Andreas,
the son of the CEO, and one other executive were sent to jail. In the
corn fructose case, ADM faced damage claims of up to $2 billion and
agreed to pay $400 million. In the vitamin case, criminal penalties
imposed by the United States and the EU on the conspirators
amounted to more than $1.7 billion; though the civil suits have not all
been settled yet, almost $600 million has been paid out so far and there
are further claims in excess of a billion dollars. Those outside the
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United States and the EU, however, have little prospect of receiving
significant compensation.

This reflects a general problem: while the benefits to the monopo-
lists are global, enforcement remains fragmented, with each jurisdic-
tion looking after its own citizens—meaning in practice that no one
looks after consumers in small and developing countries. Worse still,
home nations frequently fight in favor of their own global monopolies.
This is natural; harm done to consumers and firms abroad is not their
concern. When, in July 2001, the EU found that a proposed merger
between the two U.S. giants GE and Honeywell would significantly
reduce competition, the U.S. government vociferously complained.
But the EU was right, and it took courage for the EU competition
commissioner, Mario Monti, to stand up to the United States, fulfill-
ing his obligation to enforce EU competition laws. His decision effec-
tively blocked the merger.

Perhaps worse are instances where governments actually help to cre-
ate global cartels to advance the interests of their own national compa-
nies. This happened while | was serving in the White House. In the
face of weakening aluminum prices, Paul O'Neill, later to be secretary
of the Treasury under President George W. Bush but at the time head
of Alcoa, the world's largest producer of aluminum, pleaded for a
global aluminum cartel to stabilize the market and protect America
against "destructive” competition from Russia, then making its transi-
tion to a market economy. In a dramatic meeting, with the Council of
Economic Advisers and the Department of Justice both strenuously
opposing the proposal, the Clinton administration decided to take the
lead in creating a global cartel—such a clear violation of competitive
market principles that Assistant Attorney General Anne Bingaman
announced as the meeting ended that she might have to subpoena
those at the meeting for violating anti-trust laws. The cartel resulted, as
O'Neill had hoped it would, in higher prices and profits for Alcoa—
but also in higher prices for consumers:’ Indeed, the cartel worked so
well from O'Neill's perspective that after he became Treasury secretary
he proposed another, for steel, to raise prices and restore profits in the
U.S. steel industry. But with so many more countries and firms
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involved in steel production than in aluminum, the complexity of
establishing and maintaining a global steel cartel was far greater, and
the attempt failed.

Perhaps the most successful global monopoly is Microsoft, which
has succeeded in gaining global market power not only in PC operat-
ing systems but in key applications such as browsers. A firm is said to
monopolize a market if it has an overwhelming share; as of August
2005, Microsoft operating systems accounted for 87 percent of the
total PC market and 89.6 percent of the Intel-based PC market. The
personal computer, the Internet, word processing, and spreadsheets
almost define the modern economy—and a single company has
obtained dominance in these key areas. When Microsoft bundles a
program such as Media Player with its operating system, it is effectively
selling the program at a zero price. No company can compete with
that. Courts in the United States as well as in Europe found not only
that Microsoft had monopoly power but that it had abused this power.
The only controversy was over the appropriate remedy. Microsoft has
had to pay billions to settle anti-trust claims; as a result of a 2004 rul-
ing in Europe, Microsoft must offer a version of its operating system
there without Media Player included. Still, with Microsoft's monopoly
so entrenched, it is unlikely that, without much stronger action, a
competitive marketplace will be restored.

Microsoft's monopoly power leads not only to higher prices but to
less innovation. Innovators saw what happened to Netscape, the first
major Internet browser, as it was squashed by Microsoft—a powerful
warning to anyone discovering a major innovation that might compete
with or be integrated into Microsoft's operating system. One possible
solution might involve limiting Microsoft's intellectual property pro-
tection for its operating system to, say, three years. That would provide
strong incentives for it to provide innovations of the kind that users
value and for which they would be willing to pay. If it failed to inno-
vate, others could innovate off its old operating system—it would
become a free platform, on top of which innovations in applications
could be built.

The failure to develop a global approach to global cartels and
monopolies is yet another instance of economic globalization outpac
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ing political globalization. The current piecemeal approach, with each
country looking after its own citizens, is costly and inefficient, and
especially ineffective in protecting those in developing countries,
whose resources, we have noted, are no match for those of large
multinationals. Even if they dared to take on Microsoft, there is an
imbalance of legal resources; and in the end, Microsoft might
threaten to leave (as it did to South Korea)—and without
Microsoft's operating system, they would lose interconnectivity with the
rest of the world.

Globalization of monopolies requires a global competition law and a
global competition authority to enforce it, allowing both criminal pros-
ecution and civil action in any case in which anti-competitive behavior
affects more than one jurisdiction. This does not require the disman-
tling of national competition authorities. The risks and costs of monop-
olization are sufficiently great, and the dangers of large firms using
political influence wherever they can to suppress prosecution are suffi-
ciently large, that there is a need for multiple oversight. Both the United
States and the EU have kept in place multiple oversight—in the
United States, at the level of both state and federal government; in
the EU, at the level of the EU itself and national governments.

Improving corporate governance

A third set of reforms focuses on the laws governing corporations
themselves. How do we make corporations, and their officers, act in
ways that are consistent with the broader public interest? What reforms
in the legal system can help align private incentives with social costs
and benefits?

One step in the right direction would be to have companies take
into account all stakeholders—employees and the communities in
which they operate, not just their shareholders. It should not, for
instance, be a violation of their fiduciary responsibility to their
shareholders for them to pursue good environmental policies, even if
profits are thereby hurt.'s

Limited liability law was intended to limit the liability of investors,
not to absolve employees, however senior, of responsibility. But, as we
have seen, sometimes that is the result. Executives should be held per-
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for them to hide behind the veil of their corporations. Recently, there
have been some moves in this direction, among them the agreement by
the board of directors of WorldCom to provide some compensation to
investors who lost as a result of WorldCoin's misrepresentations. In
publicly owned corporations, financial penalties typically have little
effect on the incentives of managers. Even a large payout by the corpo-
ration as compensation for damages will have little direct effect on
them, and with managers and boards of directors protected by insur-
ance, even when fines are levied on them directly the costs are borne
by others.

Just as the effective enforcement of competition policy has been
found to require criminal sanctions—prison—so too is it necessary in
other arenas. In 2002, following the corporate accounting scandals in
the United States, the U.S. Congress passed the Sarbanes-Oxley Act,
which makes the CEO responsible for the company accounts.
Sarbanes-Oxley has been criticized for being excessively stringent and
costly to comply with; there is often a danger of overreaction, and with
experience the legislation may get fine-tuned. But the costs of the
abuses—the misallocation of resources, the loss of confidence in the
market economy—were also large, almost surely of an order of magni-
tude greater than the costs of the regulation. Moreover, many of the
costs are start-up costs; once firms have adjusted to the new system,
annual costs will be lower.

If there is a case for making corporate officers individually responsi-
ble in the area of accountability to shareholders and other stakehold-
ers, then there is an even stronger case in other areas. It is no less a
crime to ruin the environment (stealing the heritage of the entire com-
munity) than to cheat investors by manipulating the books. Environ-
mental damage done by corporations is longer lasting, and those
injured are innocent bystanders who were neither party to any agree-
ment nor stood to gain from investment. When a company has egre-
giously violated a nation's environmental laws, the CEO and others
who made the decisions and took the actions should be held criminally
liable.

Another important step in achieving congruence between private
and social interests is to make it easier for compensation to be obtained
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when damage has been done. Making firms pay for the damage they
inflict—injury to workers or to the environment—oprovides firms with
greater incentives to act more responsibly and to ensure that their
employees do so. Of course, legal systems are imperfect. Large corpo-
rations can hire the best lawyers, against whom the lawyers that (often
poor) injured parties can afford are no match. Sophisticated legal tac-
tics often enable clearly culpable American firms to go free; until
recently, few of the cigarette companies responsible for millions of
deaths had been made to pay compensation. But, as we have already
seen, the problems of making an American company pay for the
consequences of its actions in a developing country are even greater.
Even when the corporation is found guilty, it may be difficult to enforce the
judgment. The company may well have protected itself by limiting its
assets within the country, and attaching assets outside the country may
be nearly impossible.

Several changes would go a long way toward repairing the system.
The first is to allow those in other countries to sue in the home
country of the offending corporation. The United States has allowed
such suits since 1789 under the Alien Tort Claims Act, which allows
those injured abroad to bring suit in the United States for any injury
"committed in violation of the law of nations or a treaty of the
United States." There have been attempts in recent years to bring
actions in U.S. courts against multinational corporations, with some
small measure of success. Of course, corporations would like to restrict
such suits, but, if we are to make globalization work, there is a need
to establish such legal provisions worldwide. This is the only way that
there can be effective enforcement, especially when the offending
corporation has few assets in the country where the damage occurred.
A further advantage of these suits is that an American or European firm
can no longer complain that it lost because the plaintiff had a home-court
advantage.

A complementary reform would be to allow judgments made in for-
eign courts to be enforced by courts in the advanced industrial coun-
tries. If a court in, say, Brazil finds that an American mining company
has done a billion dollars' worth of damage but does not have a billion
dollars' worth of assets in Brazil, Brazil could use U.S. courts to help it
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cial arbitrations—but these are directed at protecting investors. Once
again, there is an asymmetry: there is less concern about protecting
countries against damage done by footloose international firms, who
limit their assets within a country as a way of controlling their liability
exposure.

Some firms are wary about being subject to foreign courts, claiming
that the courts are stacked against them. This is simply one of the
prices that one has to, and should, pay if one wants to do business in
a country—including, in particular, extracting that country's natural
resources. Alternatively, any firm claiming, as a defense against the
enforcement of an adverse judgment, that a proceeding abroad was
unfair could be automatically subject to suit in its own country's
courts, to be judged according to the higher environmental and other
regulatory standards of the two countries. This is not double jeopardy
in the usual sense: the firm could have accepted the first judgment; it
subjects itself to a second court only because it refuses to accept the
findings of the first. The stipulation that the company should be
judged by the environmental standards of the home country reflects a
presumption increasingly recognized by the business social responsibil-
ity movement—that there should not be a double standard, with, say,
lower environmental standards in developing countries than in the
United States and the EU.

In the lore of America's West, bandits would cross the state line to
seek a safe haven. For international environmental bandits, there
should be no safe haven, Any country in which the corporation (or the
substantial owners of the corporation) has assets should provide a
venue in which suits can be brought or in which enforcement actions
to ensure payment of liabilities can be undertaken. The corporation
may incorporate where it wants, but this should not make it any less
accountable for its actions in other jurisdictions.

To make this effective, it may be necessary to pierce the corporate
veil. Mining companies, for example, often incorporate subsidiaries to
run a particular mine, so that when the mine is exhausted—and all that
remains are the costs of cleanup—the subsidiary goes bankrupt, leav-
ing the parent unscathed. A simple rule would be that in certain classes
of liabilities, such as those associated with environmental abuses, any
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entity owning more than, say, 20 percent of the shares of a company
could be held liable even if the corporation itself went bankrupt. Lim-
ited liability should not be sacrosanct. Like property rights—including
intellectual property—it is a creation of man, to provide appropriate
incentives; when that artifice fails to fulfill its social function, it needs
to be modified.

Global laws for a global economy

Eventually, we should be working toward the creation of international
legal frameworks and international courts—as necessary for the
smooth functioning of the global economy as federal courts and
national laws are for national economies.

When consumers within the United States and certain other coun-
tries are hurt by price-fixing, they can band together, file what is called
a "class action” suit, and if they succeed, they receive an amount that is
triple the damages they incurred. This provides a strong incentive for
firms not to engage in price-fixing. With global price-fixing, the harm
done has become global, so consumers around the world need to band
together and perhaps sue in, say, American courts. A recent Supreme
Court decision gives the perpetrators, however, an easy way out. Once
they have paid off the Americans who are injured, which may be just a
fraction of the global liability, the plaintiffs have to find another
venue." By the same token, a single injured individual—say, in
Bhopal—cannot afford to bring a suit; the maximum he or she can col-
lect would be too small to pay any but the poorest of lawyers. But by
acting collectively, the injured have some hope of redress. Those
injured in Bhopal may have received far too little, but that they got as
much as they did was a result of class action.

Not surprisingly, defense lawyers try to stop class actions by saying
that the injured parties are sufficiently different that their cases cannot
be consolidated. Insisting on a large number of separate cases against the
same corporation for the same injury obviously imposes an enormous—
in many cases, an impossible—burden on the legal system.

When a large number of individuals have been injured in a similar
way, they should be able to band together to bring a single suit. We
need to make it easier to pursue global class action suits, either in newly
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established global courts, or in national courts. Justice is far better
served by recognizing the common element, to establish culpability
and a base level of compensation, which can be supplemented if nec-
essary by separate trials focusing on adjustments for unusual situations.
For instance, price-fixing raises costs for all those who buy the product.
A class action suit would establish that there has been price-fixing and
calculate the amount prices have been raised from what they otherwise
would have been. Of course, the magnitude of the injury suffered by a
large producer in a developed country and a small consumer in a devel-
oping country will be very different. Having determined, however, the
cartel's liability for price-fixing and ascertained the magnitude by
which prices were increased, it would be a relatively easy matter to
determine how much each should receive (which might have to be
done in a series of mini-trials).20

And just as we recognize that access to justice for the poor requires
the government to finance legal aid, this should be the case interna-
tionally as well: advanced industrial countries should provide legal
assistance to those in developing countries.

Reducing the scope for corruption

There are several other actions that advanced industrial countries can
undertake in order to make it more difficult for corporations to get
away with the worst kinds of misdeeds. As we noted earlier, there is
now widespread recognition of the corrosive effects of corruption and
the need to attack it at both the supply and demand sides. The United
States' passage of the Foreign Corrupt Practices Act in 1997 was a
major step in the right direction. Every government needs to adopt a
foreign corrupt practices act, and penalties should be imposed on gov-
ernments that do not enact or enforce such laws. This is the kind of
new issue that should have been introduced as part of the development
round of trade negotiations (see chapter 3); it was not even broached.
Bribery should be viewed as an unfair competitive practice and, just
like any other unfair competitive practice outlawed under WTO rules,
be subject to sanctions.

Bank secrecy aggravates the problems of corruption, providing a safe
haven for ill-gotten gains. In the aftermath of the East Asian crisis,
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there were calls from the IMF and the U.S. Treasury for greater trans-
parency in the Asian financial markets. When the developing countries
pointed out that one of the problems in tracing the flow of funds was
bank secrecy in offshore Western banks, there was a decided change in
tone. The money is in these so-called offshore accounts not because the
climate in the Cayman Islands is more conducive to banking; money
goes there precisely because of the opportunities it affords for avoiding
taxes, laws, and regulations. The existence of these opportunities is not
an accidental loophole. The secrecy of the offshore banking centers
exists because it is in the interests of certain groups in the advanced
industrial countries.

There was an accord among the advanced industrial countries to do
something about bank secrecy, but in August 2001 the Bush adminis-
tration vetoed it. Then, when it was discovered that bank secrecy had
been used to finance the terrorists involved in the September 11
attacks, the United States changed its views __but only where fighting
terrorism was involved. Other forms of bank secrecy, as corrosive as
they are to societies around the world, as bad as they are for develop-
ment, are evidently still permissible; after all, bank secrecy is another
way by which corporations increase the after-tax profits that are
enjoyed by corporation owners. The international community should
quickly broaden the rules against bank secrecy to areas beyond terror-
ism. The G-8 could itself bring this about, simply by forbidding any of
their banks to have dealings with the banks of any jurisdiction that did
not comply. The United States has shown that collective action can
work: it has been effective in stopping the use of banks for financing
terrorism. The same resolve should be used against corruption, arms
sales, drugs, and tax evasion.

| have argued throughout this book that politics and economics are
intricately interwoven: corporations have used their financial muscle to
protect themselves from bearing the full social consequences of their
actions. Why should we expect them to respond any more enthusiasti-
cally to these reforms than to any of the more modest attempts to tem-
per their abuses?
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One thing that makes me hopeful is the corporate social responsibil-
ity movement. There is an increasing number of firms who do not
want to see a race to the bottom. It is firms like these, in the United
States and other countries, that supported the Foreign Corrupt Prac-
tices Act. Civil society too is playing a more active role, by monitoring
the actions of the large mining companies and of manufacturing firms
that abuse their workers. The new technologies that have helped bring
about globalization have been used to bring these abuses to the atten-
tion of the world, so that even those who have little moral compunc-
tion have been forced to account for their actions.

These are the realities, and they will not be easily changed: we
should neither take corporations for the villains that they have often
been portrayed as, or for munificent benefactors of developing coun-
tries. Limited liability has underpinned the growth of modern capital-
ism; but with globalization the abuses of limited liability have become
global in scale; without the reforms suggested here, they could become
far worse. The lesson here, as in much of the rest of this book, is sim-
ple: incentives matter, and governments and the international commu-
nity must work harder to ensure that the incentives facing corporations
are better aligned with those they touch, especially the less powerful in
the developing world.



CHAPTER s

The Burden of Debt

I n August 2002, | visited Moldova, a small, largely agricultural,

landlocked country with 4.5 million inhabitants squeezed between

Romania and Ukraine. It had been one of the richest of the Soviet
Union's republics, but since the beginning of its transition from com-
munism in 1991 its GDP had plummeted some 70 percent. While the
situation there had been dire since the collapse of the Soviet Union,
when the ruble devalued in 1998 to one-fourth of its pre-crisis level,
things became even worse. Moldovas currency devalued too, and the
cost of servicing its foreign debt soared—rising to 75 percent of the
government's budget. This left little money for social services and infra-
structure. | saw roads in disrepair and broken-down villages. Even in
the capital, Chiginau, the streets were filled with potholes, and, with no
money to pay for street lights, the city was completely dark at night. 1
was deeply saddened by what I saw, but | was horrified when, during
our trip, the daughter of a colleague was hospitalized. She died when the
hospital ran out of oxygen. While those in the West take a ready supply
of oxygen for granted, in Moldova it was an unattainable luxury.

At the same time, Argentina was dealing with the consequences of
its January 2002 default on its debt, one of the largest defaults in his-
tory, rivaling the Russian default three and a half years earlier.” Before
the default, foreign debt (including that owed to the IMF and the
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World Bank) of almost $150 billion had been crushing the economy,
with debt service on public and publicly guaranteed loans alone
amounting to $16 billion in 2001, or 44 percent of exports and 10 per-
cent of GDP.

Around the world, from Argentina to Moldova, from Africa to
Indonesia, debt poses a burdensome problem for developing countries.
Occasionally, the consequences of debt are dramatic, as with debt
crises, but more commonly the debt burden shows its face as countries
struggle to avoid default. Paying their debts often requires countries to
sacrifice education and health programs, economic growth, and the
well-being of their citizens. Money should flow from rich countries to
poor, but partly because debt repayments have become so large in some
years the flow of funds has been moving in the opposite direction.
Obviously, with money bleeding out of developing countries, it is all
the more difficult for them to grow and reduce poverty.

The problem is easy to state: developing countries borrow too
much—or are lent too much—and in ways that force them to bear most
or all of the risk of subsequent increases in interest rates, fluctuations in
the exchange rate, or decreases in income. Given this, it is not surprising
that they often cannot repay what is owed. Sometimes, even a country
that has borrowed moderately and pursued good economic policies finds
itself facing hard times—a tsunami or other natural disaster, the collapse
of the market for its exports, a sudden rise in interest rates.

Often the debtor country is blamed for borrowing too much when,
in fact, the lenders share the blame; they lent excessively, not looking
carefully to see whether the borrowing country would be able to repay.
Developing countries are poor; they make easy marks for anyone sell-
ing loans. The imbalance between the sophisticated lender and the less
knowledgeable recipient could not be starker. Because they so often
result in a struggle for repayment, international loans become the por-
tal through which a developing country encounters the power of the
IMF and other global institutions. The country is often torn between
two unpleasant choices: defaulting, which brings with it fear of eco-
nomic collapse, or accepting assistance, which brings with it the loss of
economic sovereignty.

The bias against developing countries is reflected not only in that
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the onus is typically put on their "overborrowing" (rather than the
creditor countries overlending), but in the lack of a solid framework of
laws determining what happens when countries cannot reasonably
meet their debt obligations. While every advanced industrial country
has recognized the importance of bankruptcy laws that help individu-
als and firms to restructure overbearing debt, we have no parallel set of
laws governing the restructuring of sovereign debt, ensuring that it is
done fairly, efficiently, and expeditiously.

This chapter proposes a set of reforms: an expedited process of
restructuring for private debts—money owed by private firms to foreign
creditors—and a new, more balanced approach for public debts. The
worry, though, is that even if debts are forgiven, new debts will occur: all
the problems will reappear in a few years' time. So we must also ask the
more basic question: what can be done to ensure that debt burdens do
not again grow to levels that are beyond the ability of poor countries to
pay? | argue that developing countries should borrow less—much less—
than they have in the past, but also that, when they do borrow, they ought
to be able to do so in ways that shift more of the risk—including the risk
of exchange and interest rate fluctuations—to developed countries.

We've come a long way from the nineteenth century, when Western
governments had an easy way of dealing with countries that didn't meet
their financial obligations. They used brute force: invasion, occupa-
tion, and regime change.

A little more than a hundred years ago, Britain, Germany, and Italy
sent a joint naval expedition to the Venezuelan coast and blockaded
and shelled its seaports. They had the express consent of the United
States to force Venezuela to pay its international debts. Dr. Luis Maria
Drago, Argentina's foreign minister, came to the support of his
neighbor, stating what has come to be known as the Drago
Doctrine in response to the attack. In this kind of "unfortunate
financial situation,"” he argued in a letter to Martin Garcia Merou,
Argentine minister to the United States, "the public debt cannot bring
about a military intervention or give merit to the material
occupation of the soil of the American nations by a European power."



He went on to say what is as true today as it was in 1902:

In the first place the lender knows that he is entering into a contract
with a sovereign entity, and it is an inherent qualification of all sov-
ereignty that no proceedings for the execution of a judgment may be
instituted or carried out against it, since this manner of collection
will compromise its very existence and cause the independence and
freedom of action of the respective government to disappear. . . .
[T]he summary and immediate collection at a given moment, by
means of force, would occasion nothing less than the ruin of the
weakest nations, and the absorption of their governments, together
with all the functions inherent in them, by the mighty of the earth.’

This was not the first time, nor the first place, that the strong
nations of the world had used military means to enforce repayment of
debt. France invaded Mexico in 1862, installing Napoleon IllI's relative
Archduke Maximilian of Austria as emperor, using the unpaid debt the
country had accumulated in the years since independence in 1821 as
an excuse.' In 1876 France and Britain jointly took charge of Egypt's
finances; six years later, Britain occupied the country.' The United
States used debt defaults as part of the justification for its interventions
in the Caribbean, for example in 1904 when the Dominican Republic
defaulted and President Theodore Roosevelt forced the Dominican
Republic to give the United States supervision of customs revenues so
that they could be used to pay foreign creditors. As recently as 1934,
Newfoundland, then not part of Canada, had to give up its parliament
as it went into "receivership."' During the heady days of the 1920s it
had borrowed heavily, and with the Great Depression—when a quar-
ter of the population went on relief and government revenues
decreased by a third—it could no longer service the debt. It did not
really become self-governing again until it became part of Canada on
March 31, 1949.

Views of default have changed considerably in the course of a cen-
tury. At the level of personal debt we've made progress: bankruptcy
laws have replaced the debtor's prisons that Charles Dickens portrayed
so graphically. Debtor's prisons gave the debtor few opportunities to

earn money to repay what was owed (although inhumane prison con-
ditions did often elicit help from family members in repaying debts),
but this disadvantage, it was thought at the time, was more than out-
weighed by the strong disincentive to default. So, too, views have
changed about how to respond to the inability or unwillingness of a
sovereign country to repay its debt. The Drago Doctrine is now uni-
versally accepted. But while there is a consensus about what should not
be done—forcible debt collection by military means—there is less con-
sensus about what should be done instead.

When countries can't pay what they owe, there are three alternatives:
debt forgiveness, debt restructuring—where the debt is not written
down, but payments are postponed in the hope that things will be
better sometime in the future—and default (the borrower simply does
not pay). This was the course taken by Argentina: after announcing
that it would pay only a fraction of what was owed, it negotiated with
creditors in an attempt to persuade them that something is better than
nothing. In the end Argentina prevailed; in March 2005, 76 percent of
its creditors agreed to a settlement of approximately 34 cents on the dollar.
Some have concluded that the case of Argentina proves that the current
system works, but I would argue otherwise. Years went by before an
agreement was reached, and delay can be costly, with investors
reluctant to make decisions while the economy is in limbo.
Argentina demonstrated immense negotiating skills and immense
resolve; most countries are lacking in both, and are more likely to cave
under pressure from global financial markets and the IMF, agreeing to
an inadequate debt reduction that leaves the country still overly
burdened. And the fear of default leads countries to postpone default,
putting their people through enormous sacrifices; default is undertaken
only when it is the last remaining option. To my mind, the case of
Argentina simply reinforces the conclusion that an orderly way of
restructuring and reducing debt is needed.

THE ROAD TO CRISIS

There is a simple cause of the debt crisis of Argentina and that of the
other emerging markets: too much debt. But why would well-
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Overborrowing or Overlending?

Every loan has a lender and a borrower; both voluntarily engage in the
transaction.' If the loan goes bad, there is at least a prima facie case that
the lender is as guilty as the borrower. In fact, since lenders are supposed
to be sophisticated in risk analysis and in making judgments about a rea-
sonable debt burden, they should perhaps bear even more culpability.

Does it make a difference if we say there is overlending rather than
overborrowing? The difference in where we see the problem affects
where we seek the solution. Is the problem more on the side of the
lenders, that they are not exercising due diligence in judging who is
creditworthy? Or on the borrowers, being profligate and irresponsible?
If we consider the problem to be overborrowing, then we naturally
think of making it more difficult for borrowers to discharge their debts;
on the contrary, if the problem is overlending, we focus on strengthen-
ing incentives for lenders to exercise due diligence.

The political economy of overborrowing is easy to understand. The
current borrowing government benefits, and later governments have to
deal with the consequences. But why have sophisticated, profit-
maximizing lenders so often overlent? Lenders encourage indebtedness
because it is profitable." Developing country governments are some-
times even pressured to overborrow. There may be kickbacks in loans,
or even more frequently in the projects that they finance. Even with-
out corruption, it is easy to be influenced by Western businessmen and
financiers. They wine and dine those responsible for borrowing as they
sell their loan packages, and tell them why this is a good time to bor-
row, why their particular package is particularly a ttractive, why this is
the right time to restructure debt.' Countries that aren't sure that bor-
rowing is worth the risk are told how important it is to establish a
credit rating: borrow even if you really don't need the money. | saw this
firsthand in Vietnam, which had borrowed extensively from the World
Bank, the Asian Development Bank, and other official sources but was
reluctant to borrow from private sources. For years, foreign bankers
told the country to issue a Eurobond as a benchmark, and for years the
Vietnamese resisted doing so; eventually, they gave in."
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Excessive borrowing increases the chances of a crisis, and the costs
of a crisis are borne not just by lenders but by all of society (a negative
externality). In recent years, IMF programs may have resulted in signif-
icant further distortions in lenders' incentives. When crises occurred,
the IMF lent money in what was called a "bail-out"--but the money
was not really a bail-out for the country; it was a bail-out for Western
banks. In both East Asia and Latin America, bail-outs provided money
to repay foreign creditors, thus absolving creditors from having to bear
the costs of their mistaken lending. In some instances, governments
even assumed private liabilities, effectively socializing private risk.
The creditors were let off the hook, but the IMF's money wasn't a
gift, just another loan—and the developing country was left to pay
the bill. In effect, the poor country's taxpayers paid for the rich coun-
try's lending mistakes.

The bail-outs give rise to the famous "moral hazard" problem. Moral
hazard arises when a party does not bear all the risks associated with his
action and as a result does not do everything he can to avoid the risk.
The term originates in the insurance literature; it was deemed immoral
for an individual to take less care in preventing a fire simply because he
had insurance coverage. It is, of course, simply a matter of incentives:
those with insurance may not set their houses on fire deliberately, but
their incentive to avoid a fire is still weakened. With loans, the risk is
of default, with all of its consequences; lenders can reduce that risk
simply by lending less. If they perceive a high likelihood of a bail-out,
they lend more than they otherwise would.

Lending markets are also characterized by, in the famous words of
former chairman of the U.S. Federal Reserve Bank Alan Greenspan,
"irrational exuberance," as well as irrational pessimism. Lenders rush
into a market in a mood of optimism, and rush out when the mood
changes. Markets move in fads and fashions, and it is hard to resist
joining the latest fad, especially when international financial organiza-
tions and the U.S. Treasury give their imprimatur, as they did in
Argentina. If only one firm were affected by a mood of irrational
optimism, it would have to bear the cost of its mistake; but when
large numbers share the same mood, in a fad, there are macro-economic
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consequences, potentially affecting everyone in the country—as hap-
pened during the East Asian crisis.

Failures in Risk Markets

Overborrowing, or overlending (depending on one's perspective), has
something to do with many of the crises that have marked the last three
decades. But the problems go deeper. Debt contracts providing for the
borrowing country to pay back a certain amount in dollars or euros,
and in which interest rates adjust to market circumstances (typically
the case with short-term loans) place the burden of the risk of interest
rate and exchange rare volatility squarely on developing countries.
Worse, the IMF and the World Bank encouraged many countries to
sign contracts for the construction of power plants that transferred all
the risk of demand volatility to themselves; in these take-or-pay con-
tracts, the government would guarantee to buy whatever electricity was
produced, whether or not there was a demand for it.

If a country owes, say, almost $2 billion denominated in dollars, and
its exchange rate collapses, say to one half of its value, then the amount
of the debt in its own currency has doubled. A debt-to-GDP ratio of, say,
75 percent—high but still manageable, by international standards—
suddenly becomes 150 percent, beyond the country's ability to pay.
How did Moldova get into the desperate situation described in the
beginning of the chapter, when only a few years earlier it had no debt
at all? Part of the responsibility lies with the lenders who provided loans
to facilitate Moldova's transition to a market economy. But the burden
increased vastly when the value of Moldova's currency, the leu, depre-
ciated enormously following the devaluation of the Russian ruble in
1998, more than doubling Moldova's debt-to-GDP ratio. The country
was, in part, an innocent victim of the Russian crisis, precipitated by
Russia's inability to meet its debt obligations.

Similarly, if interest rates increase from 7 percent to 14 percent, a
country's repayments will double. Perhaps, before the increase, it was
paying 25 percent of export revenues to service its debt; after the
increase, it is paying 50 percent—which means it will have insufficient
amounts left to pay for vital imports. That is what happened to
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Argentina. Largely as a result of interest rate increases for emerging mar-
kets, Argentina's debt service more than doubled from 1996 to 2000.

In these cases, the major factor contributing to an unrepayable level
of debt came from outside the country's borders. The consequence
of developing countries having to bear so much risk—and global
markets being so volatile—is, as we have seen, that even moderate levels
of borrowing can, and often do, turn into an insurmountable debt
burden. Making matters more difficult is the fact that because the
loans have been primarily short-term (sometimes payable simply
on demand), foreign banks can—and do—pull money out of
developing countries at any sign of a downturn. A well-functioning
global financial system would, on the contrary, provide money to
countries in their times of need, thereby contributing to global
economic stability, rather than demanding money from them at such
times.

Technical aspects of Western banking regulations actually encourage
short-term lending. Banks use short-term loans in part because this
makes it easier for them to meet what are called "capital adequacy
requirements.” Regulators, concerned about the soundness of the
banks for which they are responsible, require them to have a certain
amount of capital relative to their outstanding loans, and less capital is
required to back a short-term loan than a long-term one. The rationale
is that, when lending is short-term, the bank can quickly pull its
money out if circumstances change. But to a large extent this position
of greater safety is a mirage. What may be true for one individual bank
is not true for the banking system as a whole. When all lenders lend
short, and then all decide to pull their money out simultaneously, they
can't. The rules actually encourage panic: each bank knows that if it can
beat the others, it may be able to get its money out before the problem
becomes widely recognized and the money gets locked in. Once a
problem is suspected, therefore, there is a race to be out first—a race in
which almost everyone, and especially the developing country, winds
up being a big loser.

Credit rating agencies panic as well; they do not want to be caught
short as a country goes into default. In East Asia, they shared the



220 MAKING GLOBALIZATION WORK

July 2, 1997, but at that point they downgraded East Asian debt below
investment grade. Because many mutual and pension funds are not
allowed to hold funds below investment grade, they stampeded to the
exit as well, exacerbating the crisis.

Rather than working to reduce these problems in the way markets
function—that is, to help markets develop debt contracts in which the
rich bear more of the risks associated with exchange rate and interest
rate fluctuations—or to offset the consequences, the IMF and the gov-
ernments of creditor countries have done what they could to make sure
that those who have entered into these unfair contracts fulfill them,
whatever the costs to their people. Among the policies which they
pushed were high interest rates designed to stabilize exchange rates. At
higher exchange rates, it was thought, debtors could more easily repay
foreign-denominated debt. And while it was not always clear whether
high interest rates stabilized the exchange rate, it was clear that they
pushed the countries into recessions and depressions."

The Case of Argentina

Capital is at the center of capitalism; if we are to have a global market
economy, we must have well-functioning global capital markets. It is
clear, however, that a key element of these capital markets—the mar-
ket for debt—has not been working well, at least from the perspective
of emerging market economies.' Repeatedly, they wind up with crush-
ing levels of debt, leading to crises that result in economic recessions
and depressions and increased poverty. Argentina's crisis illustrates the
cost of mismanaging debt—and the need to reform the system.

Argentina suffered its debt crisis a century after Dr. Luis Drago came
to the defense of Venezuela. It was not Argentina's first crisis. Like
other Latin American countries, Argentina had been persuaded in the
1970s to borrow enormous amounts of money at a time when real
interest rates were low, or sometimes even negative (real interest rates
take account of inflation; the real interest rate is the nominal rate
minus the rate of inflation). When in the late 1970s and early 1980s
the United States raised interest rates to nearly 20 percent in a battle to
throttle back its persistent inflation, Argentina found itself unable to
meet its debt repayments. Debts were restructured, but there was Mad-
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equate debt forgiveness, and for much of the 1980s money flowed
from Latin America to the United States and other advanced industrial
countries. Latin America stagnated. It was not until the end of the
decade that there was serious debt forgiveness—and only then did
growth resume.°®

Argentina had an episode of very high inflation at the end of the
1980s, hitting a peak annual rate of 3,080 percent in 1989; to fight
inflation, the country pegged its exchange rate to the U.S. dollar. The
strategy worked: inflation came down. But it was a risky strategy; a
volatile international economy requires frequent adjustments of
exchange rates, which Argentina's new economic regime did not allow.
The consequences would unfold over the next decade.

With the burden of debt lifted, for a while, in the early 1990s,
Argentina had a boom. New confidence in the economy meant that
banks and other lenders were willing to lend, even to finance consump-
tion. The consumption boom was sustained too as the country priva-
tized state enterprises, selling them to foreigners. Had anybody
bothered to look at the country's balance sheet, they would have real-
ized that it was worsening, as it sold assets and accumulated liabilities;
but the IMF focused only on the deficit, and was so pleased by the
adoption of its Washington Consensus policies that it ignored the prob-
lems. Foreigners were encouraged to lend to Argentina, as the IMF
continually singled out the country, praising it for its low inflation and
other policies that were in accord with its advice, even going so far as
to parade its president, Carlos Menem—shortly thereafter to be widely
accused of corruption—before its annual meeting in Washington in
1999 as a paragon of economic virtue.

But suddenly, Argentina's fortunes changed. The precipitating event
was the East Asian crisis in 1997, which by 1998 had become a global
financial crisis. Global interest rates to emerging markets soared.
Largely as a result, Argentina's debt service increased from $13 billion
in 1996 to $27 billion in 2000. These problems were compounded by
the strong dollar; since the Argentine peso was tied to the dollar, it was
increasingly overvalued. The misalignment of its exchange rate
increased further when Brazil, its largest trading partner, devalued its
currency because of its own crisis. Argentina was flooded with imports
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and, at the high exchange rate, found it difficult to sell its own goods
abroad. With fewer exports and more imports, its balance of payments
deteriorated, and it had to borrow more abroad.

There began a vicious circle in which the IMF played a critical role.
As global interest rates increased, Argentina's loan payments increased,
so its fiscal deficit increased. The IMF, focusing on the deficit,
demanded tighter fiscal and monetary policies: increasing taxes, cut-
ting expenditures, and raising domestic interest rates. These had the
predictable effect of lowering Argentina's output—and tax revenues.

There were other ways in which the IMF was responsible for the
emerging crisis. The IMF had encouraged Argentina to privatize social
security—which resulted in a reduction in revenues coming into the
government (through social security taxes) faster than it resulted in a
reduction in expenditures (for the retired); had Argentina not priva-
tized social security, even at the time of crisis its deficit would have
been close to zero." The IMF had not only insisted on the privatiza-
tion of public utilities like water and electricity but insisted that when
they privatized, prices be linked to those in the United States; this
meant that when prices rose in the United States, Argentineans had to
pay more and more for basic necessities—making the country less and
less competitive and increasing the level of social unrest.

That which is not sustainable will not be sustained; and Argentina's
high exchange rate and mounting debt was not sustainable. Finally, in
late 2001 and early 2002, the country's economic crisis came to a head;
it defaulted on its debt—it simply did not pay what was owed—and
let its exchange rate float. The value of the peso quickly fell by a third.
In the economic chaos that ensued, the official unemployment rate
soared to over 20 percent, and GDP fell by 12 percent.

By then, Argentina owed an enormous amount to the IMF. The
IMF is supposed to help countries in their time of need—and this was
a true time of need for Argentina. Private creditors typically call in their
loans when the economy goes into a downturn—just when the govern-
ment is in especial need of funds. The I1IVIF was created in part in
recognition of this market failure, but rather than offering to lend more
to Argentina, it too demanded that the country repay what was owed,
and that if it wanted the IMF to roll over its loans (in effect, extend the
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due dates) it would have to accede to its conditions—more of the same
conditions which had contributed to the crisis in the first place. In
closed-door, heated negotiations between Argentina and the IMF,
Argentina did not cave in. Argentina bargained hard, recognizing that
any further loans from the IMF would never reach Buenos Aires; the
money would simply stay in Washington to repay what Argentina
owed the IMF. (The IMF had even boasted of this achievement in the
case of a loan to Russia after that country's default.) Argentina knew
too that if it gave in to IMF conditions, its economic downturn would
deepen. Finally, Argentina also recognized that the IMF and other
international lenders had as much to lose as it did if they did not roll
over their loans. While the country had defaulted on its private loans,
whether it defaulted on its loans to the IMF and other official lenders
depended on whether the IMF rolled over the loan. If it did not, it
would have to declare Argentina in default, making its books look ter-
rible. Argentina was right on this score as well; though it paid only a
fraction of what was owed and refused to go along with the conditions
the IMF demanded, the IMF did not declare the country in default.

The IMF too bargained hard. One former IMF staffer explained
that his institution was simply reflecting the collective interests of the
creditors, of which it was a principal one, who wanted to instill the fear
of bankruptcy. They wanted any sovereign country considering default
to think long and hard before doing so. They knew that there was no
court which could force a sovereign country to repay what was owed;
there were typically no or few assets that could be seized (by contrast
with private bankruptcies, where creditors can take over the company
or collateralized assets). It was only fear that drove repayment; without
fear loans would not be repaid, and the sovereign debt market would
simply dry up. The IMF "refused to take yes for an answer." If
Argentina agreed to a particular demand, the IMF would impose new
demands, wanting to prolong Argentina's agony and make default as
costly as possible.

With no IMF program in place, Argentina then did something that
no one had expected. It began to grow. Without IMF-style contrac-
tionary policies, without the flow of money out of the country to repay
creditors, and helped by the large devaluation of its currency, Argentina
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racked up three years of growth of 8 percent or more. As growth was
restored, it even managed to turn around its fiscal deficit—something
the IMF program had never achieved. Had Argentina continued to
send money to Washington and continued to accept the dictates of the
IMF, it almost surely would have fared far worse.

While Argentina managed to recover in spite of—or, more accurately,
because of—not having an IMF program, the failure to restructure its
debt quickly made recovery more difficult than necessary. The creditors,
including many ordinary savers in Italy who had been induced to buy
Argentine bonds without fully realizing the risk associated with them,

also suffered as a result of the long delay. Many could not hold out and -

had to accept large losses, selling to speculators who were gambling that
in the end Argentina would improve its settlement offer.

Argentina made it clear from the beginning that it wanted a new
IMF program, that it was not just walking away from its obligations:
but it also recognized its obligations to its citizens, and that it was bet-
ter to have no IMF program than to have one that would stifle its econ-
omy or use its scarce resources to bail out Western banks.

Argentina’s story has many lessons for what should, and should not,
be done both by countries and by the international community (espe-
cially the IMF). It shows, once again, that even countries that seem to
be behaving well and borrowing moderately can wind up with crush-
ing debt as a result of forces beyond their control and beyond their bor-
ders; it shows how easy it is for one debt crisis to be followed by
another; it shows that outside assistance can come at a very high
price—and that following the IMF's advice, being its A+ student, nei-
ther protects a country from crisis nor immunizes it against later criti-
cism from the IMF. Most important, Argentina's successful recovery
without the IMF's help has raised questions elsewhere. Should this
country or that follow its lead? Would Brazil have been better off had it
defaulted rather than following the tight-budget austerity policies
which led to so little growth during President Luiz Inacio Lula da
Silva's first term, in spite of enormously strong exports?

Argentina has also shown that there is life after default: a country can
even grow faster afterward. But few countries are as brave as Argentina.
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It is a fear of the consequences if they do not repay that drives countries
to repay, imposing enormous hardships on their citizens.

The strength of these fears was brought home to me during my visit
to Moldova. Though debt payments were taking three-quarters of their
already meager budget, officials there kept saying that if they defaulted,
they would not have access to money. | pointed out that they weren't
getting any money. The flow of funds was from them to Europe and
the United States, not the other way around. Moreover, it would be, at
best, many, many years before they would ever get any funds anyway
from the private sector. With all the debt service, they, like other highly
indebted countries, could not make the investments needed for growth,
and without growth, they were a poor prospect for lending. At least
default would stop the hemorrhaging of money out of the country.

For most of the countries overburdened by debt, so long as their
economies remain stagnant—as they will, so long as they are shackled
by debt—they will not be able to gain access to capital markets, no
matter how faithful they are in servicing their debt. But once they start
to grow, they will gain access to international capital markets again,
even if they have defaulted. Russia regained access within two years of
its 1998 default. Financial markets are forward-looking. They ask
about a country's prospects of repaying. An economy at full employ-
ment and stronger because it has rid itself of a huge overhang of debt
is a better bet." In other words, default can, in a relatively short time,
actually lead to an enhanced net inflow of capital.

MAKING GLOBALIZATION WORK:
WHAT TO DO ABOUT DEVELOPING COUNTRY DEBT

~ Discussions on debt relief are confused and confusing partly because

there are four largely (but not totally) distinct categories. There are the
"normal™ very poor countries that have mostly borrowed from other
governments and multilateral institutions like the IMF. Then there are
countries that have suffered under corrupt and oppressive govern-
ments, who among their many adverse legacies have left a legacy of
debt. Third, there are emerging markets where largely private lenders
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have lent too much to private borrowers, so much that the problem has
national consequences; the case of Korea, Thailand, and Indonesia,
where private debts precipitated a regional crisis, provides the dramatic
illustration. And finally, there are middle-income countries, like
Argentina, that have been lent too much (or, depending on one's per-
spective, have borrowed too much), mostly by private lenders, but also
by the IMF, World Bank, and regional development banks, and cannot
repay what is owed without wrenching adjustments.

Debt Relief for the Poorest

The very poor countries are so desperately poor that they take money
in any form that they can get. Typically, private lenders will not lend
to them; but in the past the World Bank, the IMF, and advanced
industrial countries have often provided loans at low interest rates. The
hope was that the loans would finance projects and programs which
would lead to growth—enough growth that the country would find it
easy to repay the loans. But this is often not how matters turned out.
Even when there has been growth, it has been so feeble that it has not
offset the increase in population; twenty years after the loan was
granted, the country is even poorer, and in no position to repay.

In 1996, the international community finally recognized the need
for debt relief for highly indebted poor countries. But the program
(referred to by its acronym, HIPC, for "highly indebted poor coun-
tries™) has had a rocky history. Over the ensuing four years, only three
countries got relief. The IMF was in charge of setting conditions for
debt relief, and it set the bar so high that few qualified. Countries had
to follow closely what the IMF recommended. They were given little
leeway. Critics claim that this was no accident: the offer of debt relief
was a powerful tool for the IMF to compel these countries to go along
with almost anything it demanded, but once debt relief was granted
the IMF's stranglehold was greatly diminished. The IMF is, however,
not the only source of the problem; some loans were made bilaterally,
and debt relief has to be agreed to by all the major creditors.

In response, in the year 2000, a movement called Jubilee 2000
(commemorating the biblical Jubilee that granted debt relief every fifty
years) mobilized public opinion behind the issue of debt relief, and
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there was an agreement to expand the HIPC program. As of July 2005,
twenty-eight countries had been granted more than $56 billion of debt
relief, reducing the debt this small set of countries owed to foreigners
by approximately two-thirds. Of the twenty-eight countries, nineteen
have been granted debt service relief amounting to $37 billion; for the
others, full debt relief requires the countries to fulfill certain condi-
tions, less onerous than those of the past and focused on reducing
poverty. The pace is better than before, but not fast enough. There are
still many countries waiting for debt relief many, such as Indonesia,
are not part of the HIPC program because, though they are very poor,
they are considered too rich for debt write-off; Moldova is not eligible
simply because debt relief was not extended to the countries of the for-
mer Soviet Union. And while relief gets delayed, the magic of com-
pound interest works so that debts continue to grow.'6

Something more was needed, and, as we noted in chapter 1, there
was a response. The leaders of the advanced industrial countries, the
G-8, at their summit meeting in June 2005 at Gleneagles, Scotland,
agreed to provide up to 100 percent debt relief for the eighteen
poorest countries of the world, fourteen of which are in Africa.”

As the situation in Moldova demonstrates, without debt relief the
highly indebted poor countries will not be able to meet the basic needs
of their citizens, let alone make the investments necessary if they are to
grow out of their poverty. For the poorest countries of the world, there
needs to be an expedited form of debt relief, an extension and
expansion of the current HIPC initiative to more countries. And as
the G-8 countries recognized at Gleneagles, the debt relief has to be
deep: any dollar sent to Washington or London or Bonn is a dollar not
available for attacking poverty at home. Shallow debt relief simply
leaves the country struggling on, with another debt crisis looming in
the not too distant future.

Debt relief has to be done in ways that do not detract from the avail-
ability of other forms of assistance. Help for the very poor should not
come at the expense of the poor. Already, debt relief has been criticized
for rewarding not just the unlucky but the irresponsible. Countries
that have gone to great efforts to keep their debt under control should
not be effectively punished by getting less aid than those that have been
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profligate. Today, the developing countries that have repaid what was
owed, at least to the point where they no longer qualify for debt relief,
worry that debt relief is commandeering money that might otherwise
have been available to them—especially at the World Bank, where
repayment of loans provides a major source of money for lending.
Only time will tell whether the advanced industrial countries will make
up for the shortfall, so that the World Bank can maintain its lending
programs. This is especially important because there is often less to debt
relief than meets the eye: much of it is simply a matter of accounting, a
recognition of the reality that the country would never have been able
to repay the amounts owed anyway." If, therefore, money that would
have gone to other forms of assistance is accounted as debt relief, it will
mean in practice that the total amount of assistance is reduced.

Many worry that these poor developing countries will soon again
become highly indebted. In one sense, the onus should be on the
lenders. Most of these countries are so desperately poor that it is not
reasonable to expect them to turn down loans.' ° Lenders should make
sure that any loan is limited to the amount the country can repay. In
practice, this means that there should be relatively little lending. Most
of these countries are not only desperately poor now; they will be des-
perately poor when it comes time to repay the loan. Even if the money
lent has a high return, it will be difficult for governments to raise the
revenues required to finance repayments; and money spent repaying
loans inevitably comes partly at the expense of education, health, and
other vital social and growth expenditures.

Combining more assistance in the form of grants with more dili-
gence on the part of lenders will make it less likely that so many of the
poorest countries in the world will, in the future, be burdened with

excessive clebt.2°
Odious Debt

In one category of lending, the moral case for debt forgiveness is espe-
cially compelling. These are referred to as "odious debts"; they were
incurred by a government that was not democratically chosen, and the
borrowed money may even have helped a brutal regime stay in power.
Whatever the motivation of the lender—whether political (to buy
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favor in the Cold War) or economic (to get access to rich mineral
resources)—it is immoral to force the people of these debtor countries
to repay the debts.

Irag's debt incurred under Saddam Hussein is in this category, as is
that of Ethiopia which, until 2006, was still paying back the debts
incurred by the hated Mengistu regime and its Red Terror, which bru-
talized the country from the fall of Haile Selassie in 1974 to its over-
throw in 1991. Mengistu Haile Mariam used the money to buy arms
to suppress those who opposed his tyranny. The current government
has actually been paying for the arms that were used to kill its fellow
fighters as they struggled to establish a new regime.

By 2005, Nigeria had a debt of some $27 billion—much of it cumu-
lative interest on borrowings made by corrupt military dictators during
the periods 1964-79 and 1983-99, when the country's wealth was pil-
laged, even as some quarter of a trillion dollars in oil was being
pumped. During the Cold War, Congo was lent money by Western
powers and the international financial institutions. The money was
shipped by its military dictator, Mobutu Sese Seko, to secret bank
accounts in Switzerland and elsewhere; the lenders knew, or should
have known, that the money was not being spent on development.
That was not its purpose: its purpose was to buy friendship in the Cold
War, or at least to stave off Congo selling its friendship to Russia, and
to ensure access for Western companies to that country's rich natural
resources. By the end of his regime, the country had amassed $8 bil-
lion of external debt, and Mobutu had amassed a personal fortune esti-
mated between $5 billion and $10 billion. And now, unless the debt is
forgiven, it is not the citizens of the Western powers who pay for the
support given to Mobutu but the citizens of Congo who are left to pay
his debts.

Chileans today are repaying the debts incurred during the Pinochet
regime, South Africans the debts incurred during apartheid. Had
Argentina not defaulted on its debt, Argentineans would still be pay-
ing down the loans that financed the "dirty war" from 1976 to 1983,
in which an estimated 10,000 to 30,000 Argentineans disappeared.

There is a simple solution to the problem of odious debt: there
should be a presumption that these countries should not repay the
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loans. This simple solution not only solves the problem of the current
debt overhang but also of its recurrence: if creditors are on notice that
if they lend to such regimes they risk not being repaid, then they will
be unlikely to lend. "Credit sanctions" are likely to be much more
effective than trade sanctions (where the international community tries
to get countries to behave "well" by threatening to cut off trade). For,
as Foreign Minister Drago pointed out a hundred years ago, there is no
court of law that can force countries to repay; and if there is a broad
consensus in the international community that a particular debt is odi-
ous and that the country has no obligation to repay it, then there are
unlikely to be adverse consequences to not repaying; and with no
adverse consequences, there will be no incentive to repay-. Following
this reasoning, lenders will not want to lend; in contrast, trade sanc-
tions are often ineffective, because trade with the sanctioned countries
is profitable, so firms always try to circumvent the sanctions."”

Going forward, the United Nations could keep a list of countries for
which contractors and creditors would be put on notice that their con-
tracts and debts will be reexamined once the regime is gone. Govern-
ments and banks that lend money to oppressive regimes would know
that they risk not getting repaid. Guidelines for what are acceptable
contracts and debts could be established: loans to build schools would
be permitted, while loans to purchase arms would not be. (Some argue
that since funds are fungible—money lent to finance a school frees up
money for the government to spend on arms—any loans to repressive
regimes should be treated as odious, but there is evidence that lending
to, say, education does result in more educational expenditure than
would otherwise be the case.) An International Credit Court could be
established to make the required judgments. For existing loans, it
would ask, should the lender have recognized when the loan was being
made that it was in fact odious debt? Clearly, the many private lenders
to apartheid South Africa, especially after sanctions were imposed by
the UN, should have known that these debts were odious, just as today
anyone lending to Sudan's regime, which both the United States and
the UN have judged to be engaging in genocide, should realize that the
loans are odious.

Analogous issues are raised with respect to contracts. Should govern-
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ments be forced to compensate private contractors for breaking a
contract, when that contract was made with a corrupt and
dictatorial regime? Should those contracts be treated like odious
debt—especially when the contracts may have helped maintain the
regime in power? And does the fact that there is often corruption
in the contracting process itself make a difference? In the case of
Irag, the United States argued that honoring contracts with Saddam
Hussein was rewarding corruption. In the case of Indonesia, after
the overthrow of Suharto, the U.S. ambassador argued that the
sanctity of contracts was inviolable. (The ambassador was duly
rewarded, upon his retirement from the State Department, by beinge
put on the board of a U.S. mining company active in Indonesia that
has been accused of both corruption and despoiling the environment.)

To many, the issue is not just whether the debts should be repaid or
the contracts honored but whether Western institutions should be
liable for some of the damages that resulted from the continuation of
the regimes they helped perpetuate.

Private Cross-Border Debt

Until the East Asian crisis of 1997, many believed that only public
borrowing could be a problem. After all, it was reasoned, private
parties would only borrow if they could repay, and creditors would
only lend if they were confident that the private parties could repay.
Moreover, it was argued that if there was a problem with repayment,
only the lender would bear the consequences. The East Asian crisis
showed that this reasoning was wrong. Underlying the crisis was
excessive indebtedness of private companies. As creditors refused to
roll over their dollar-denominated loans, the entire region was plunged
into crisis.

What happened then was what happened in so many other places:
private liabilities were in effect nationalized. The IMF provided the gov-
ernments with the dollars to repay the Western creditors. The creditors
were protected, the borrowers were let off the hook—and taxpayers in
developing countries were left with the burden of repaying the IMF.

There was an alternative: the private borrowers could have simply
defaulted on their loans—declaring bankruptcy. The problem was that
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pens then. There was almost universal agreement that developing
countries needed better bankruptcy laws, and the IMF tried to foist a
particular set of bankruptcy laws—a creditor-friendly set of laws—on
those countries that turned to it for money and advice. Not surpris-
ingly, the IMF's macro-economists did not really understand the
micro-economics of bankruptcy. They did not, in particular, recognize
that there is no single, "right" approach to bankruptcy. Indeed, the
design of bankruptcy law has been among the most contentious topics
within the American political scene. To think that one can rely on some
international technocrats for the solution to what is a quintessentially
political issue is not just nonsense but dangerous, for those seeming
technocrats may well reflect particular interest groups. But bankruptcy
law reflects more than just the balance between creditor and debtor
interests; it says something about a society's views of social justice.

There are a host of considerations that go into the design of bank-
ruptcy law. There is of course a need to get the right balance between
the interests of creditors and debtors. An excessively dcbtor-friendly
bankruptcy law will provide insufficient incentives for borrowers to
repay; without this, credit markets will not be able to function. But an
excessively creditor-friendly bankruptcy law will provide insufficient
incentives for creditors to engage in due diligence, to ascertain whether
the borrower can repay. One American bank advertises its credit cards
with the slogan "qualified at birth"—suggesting a certain lack of effort
in distinguishing between good and bad borrowers.

If bankruptcy procedures are prolonged, companies may remain in
limbo for an extended period during which ownership is not clear; it
will be difficult to borrow, and management may have an incentive to
strip assets—selling them quickly to get hold of the cash. But tough
bankruptcy laws can force liquidation, destroying jobs and organiza-
tional capital. (The value of a firm's goodwill—the value of a firm
beyond that of its physical assets and which includes the value of its
reputation—is often far greater than the value of its physical assets.) All
of these concerns play an important role in modern bankruptcy law. In
the United States, Chapter 11 of its bankruptcy code provides for fairly
rapid corporate reorganization—a discharge of debts, a conversion of
debts into equity, with existing equity owners being largely or totally
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squeezed out as the creditors become the new owners. Companies
continue to operate throughout the bankruptcy period. While some
criticize it for being too debtor-friendly, it has not impeded firms
from getting access to credit—even when, like several still-
functioning airlines (Continental and US Airways), they have gone
into bankruptcy more than once.

During the East Asian crisis, as chief economist for the World Bank, |
argued for the creation of a "super Chapter 11," a special bankruptcy
provision for countries where bankruptcy is brought on by a major macro-
economic calamity—the collapse of the exchange rate, a major
recession or depression, or an unanticipated spike in emerging market
interest rates. In these circumstances it is even more imperative to have
a quick resolution. Additionally, the presumption that the problem fac-
ing the company was not the result of bad management, but of forces
beyond its control, would be greater than in a normal personal or
business bankruptcy. Therefore, the super Chapter 11 would be
more debtor-friendly and allow for more expeditious restructuring
than the ordinary Chapter 11.

But a quick resolution to the problem of companies not being able
to repay what they owe is no substitute for avoiding the problem in the
first place. Again, this means avoiding borrowing—and reducing
exposure to risk and volatility so that "reasonable" debt does not
quickly turn into unmanageable debt. With both borrowers and
lenders alike ignoring the macro-economic consequences of excessive
indebtedness, it is not surprising that foreign indebtedness is often too
high, which is why government intervention is required.?” Since
foreign short-term borrowing in particular exposes countries to a risk
of a crisis, governments should discourage it, for instance by putting
taxes and restrictions on short-term capital flows.

Sovereign Bankruptcy

Very poor countries and countries recovering from corrupt regimes are
not the only ones to face overwhelming debt problems. Mexico, Brazil,
Argentina, Russia, and Turkey are on the long list of countries that
have recently not just had a problem but faced an economic crisis
because of difficulties in meeting debt obligations. No one talks about
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debt forgiveness for these countries, partially because, at one level,
these countries do have the capacity to repay: they could presumably
raise taxes and cut expenditures enough to generate the required rev-
enue. The value of the country's assets exceeds by a wide margin the
value of what is owed. But the cost to the country can be enormous,
beyond what its citizens are willing to pay. Even if creditors are not
willing to forgive debt on their own initiative—which, typically, they
are not—there is an alternative: default and renegotiation. This, as we
have seen, was the route taken by Argentina. But as we have also seen,
Argentina's debt restructuring was unnecessarily difficult.
Five key reforms are required.

Do no harm
The first is for the developed countries to do no harm. Debt relief
should not be an occasion for holding countries to ransom, or for
undermining their democratic institutions. Debt relief is supposed to
provide a fresh start. The Paris Club is an informal group of nineteen
creditor countries, including the United States, Japan, Russia, and
many European countries; they collectively decide on who gets how
much debt relief and under what conditions. When the Paris Club
insists as a condition for debt relief that Iraq subscribe to shock therapy
and adopt Washington Consensus economic policies, it is taking away
Baghdad's economic sovereignty!" In November 2004, they agreed to
forgive 30 percent of Irag's $40 billion debt, and another 30 percent in
three years' time, if Irag complied with an IMF program that would
entail adopting the privatization and liberalization program that the
Bush administration had wanted Iraq to adopt all along. At the time,
prospects for shock therapy working in Iraq appeared to be even bleaker
than in Russia, where the IMF had imposed the same recipe and pro-
duced a 40 percent decline in GDP Iraqg's economy similarly has not
fared well, though part of the blame lies with the insurgency, part with
the inadequacy of U.S. efforts to reconstruct the infrastructure.

By the same token, during its negotiations for debt relief, Nigeria
was asked to have an IMF program as a condition for debt forgiveness.
Critics asked why, when it had already shown that it could, on its own,
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manage its economy well, having brought down inflation, managed
its budget, and increased transparency.

Whatever the conditions imposed by the IMF, they will be objected
to simply because they are imposed—they come from outside the
country. But IMF conditions are especially objectionable because
they are often so ill-suited for the country. The IMF has become so
obsessed with inflation that it often seems to forget about growth and
real stability—paying little attention to volatility in output and
employment. As a result, rather than remedying the deficiencies in
private capital markets or offsetting the effects of these
deficiencies, it has often worsened them. Rather than providing
funds to finance counter-cyclical policies, it has typically
demanded that countries undergoing a downturn impose
contractionary policies. One of the most important advances in
economics over the past century was the insight of John
Maynard Keynes that government, by spending more and lowering
taxes and interest rates, could help countries recover from a
recession. The IMF rejected these Keynesian policies, adopting
instead pre-Keynesian policies focusing on government deficits; these
entail raising taxes and cutting expenditures in recessions, just the
opposite of what Keynes recommended. In virtually every case
where they were tried, IMF policies worsened the downturn.
Economists do not, after all, have to rewrite their textbooks, but
what was good news for academic economists was devastating for
millions of people living in these countries.

Especially problematic are the high interest rate policies that the
IMF pushed to stabilize exchange rates; while the high interest rates
failed to do that, they quickly led to an explosion of the debt burden.
Governments had to borrow more and more just to make the
interest payments on what was owed.

The policies the IMF pushed as a condition of loans hurt the bor-
rowing countries in other ways. | have repeatedly noted that even
countries that borrow moderately may face a problem as a result of the
high level of economic volatility, including volatility of exchange
rates and interest rates. Capital market liberalization (which the IMF
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interest rates, for instance, in an economic downturn, capital could
bleed out of the country.)

Return to counter-cyclical lending

The pattern of pro-cyclical private lending—demanding that money
be repaid just when the country needs money the most—will surely
continue. Banks are in the business of making money, and the old
adage that banks lend only to those that do not need money is based
on hard experience. But it was market failures like this that provided a
key rationale for the establishment of the IMF and the World Bank in
the first place; as we have already noted, they were created in part to
help avoid another global disaster like the Great Depression. Counter-
cyclical lending (lending more when the economy is weak) was within
their original mission. By offsetting the pro-cyclical pattern of private
lending, such counter-cyclical lending can contribute enormously to
stability. It can help developing countries finance expenditures in reces-
sions, providing needed fiscal stimulus. The IMF, the World Bank, and
the regional development banks in Africa, Asia, eastern Europe and the
former Soviet Union, and Latin America must return to counter-
cyclical lending.

Risk reduction

Third, the risk of borrowing must be reduced. | emphasized earlier that
many debt problems are caused by the fact that developing countries
are forced to bear the risk of exchange rate and interest rate volatility.
Wall Street prides itself on its ability to slice and dice risk, enabling risk
to shift from those less able to bear it to those more able. Yet, in the
case of developing country debt, it has largely failed to do this.

Until private financial markets step in, showing that they are able
and willing to absorb more of the interest rate and exchange rate risks
facing developing countries, the international financial institutions
need to take a more active role in risk absorption. This is especially so
in the case of their own loans; debt contracts can be designed to pro-
tect developing countries from the ravages of fluctuations in interest
rates and exchange rates.” They can also help in loans from others. The
World Bank already provides insurance against the risk of nationaliza-
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Lion; it could extend this insurance to include risks of interest rate and
exchange rate changes and even of default. The premium would make
borrowing more expensive, and thus might discourage
borrowing (which | have suggested may in itself be good), but the
cost of the premium would be far less than the cost of the volatility
facing borrowers today.

The risks of borrowing can be lowered if countries borrow in their
own currency, which is why it is important to develop local
currency debt markets. The World Bank and other multilateral
development banks can help to strengthen these markets by
borrowing in them as they raise funds." Several Asian countries, led
by Thailand, are actually trying to create an Asian bond market, in
which borrowing occurs in a basket of local currencies. The sound
macro-economic policies of these countries, as reflected in low
inflation and (with the exception of the 1997 crisis) relatively
stable exchange rates, provide an environment conducive to such a
market; and the fact that so much savings originates within Asia
should also help in creating one.

The advanced industrial countries must be sensitive to how policies
designed to provide greater stability to their own economies, such
as treating short-term lending abroad as safer than long-term
lending, may have exported the instability to the developing world.
The regulations, and the institutional arrangements by which
they are formulated, need to be changed. For instance, banking
regulations and standards are set by the Bank of International
Settlement (BIS), an institution that is even less democratic and
transparent than the IMF; in setting these standards, at least in the
past, it has paid little attention to the impact on developing countries.

Conservative borrowing

The fourth reform mirrors what should be done in the case of
the highly indebted poor countries: countries should borrow very
conservatively, and when they do borrow they should do so in their
own currencies. If markets or governments can't—or won't—do
anything to shift the burden of risk, then developing countries should be
especially conservative in borrowing.
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apparent that for many developing countries the costs of debt have
exceeded the benefits. Latin America grew rapidly in the early 1990s,
supported by debt, but what it lost later in the decade almost surely
exceeded the benefits of the earlier growth; much of the debt went to
finance a consumption binge, with much of the benefit going to those
who were already doing very well, and with much of the cost of the
ensuing crisis being borne by workers and small businessmen. The
costs and benefits of debt are inequitably distributed. Debt and its
aftermath contribute to poverty and inequality.

The hard lesson of the last fifty years is that, even when there are
high social returns on investments—say, in education, health, and
roads—it is hard for a government to raise money to repay loans. This
means, of course, that countries will need to rely more on their own
savings to finance their capital accumulation—reemphasizing the impor-
tance of high national savings rates. East Asia did many things right; one
of those things was to save a great deal and to borrow little. It was only
when they began to borrow abroad, in the late 1980s and early 1990s,
that South Korea and Thailand ran into problems. For them, the debt
problem was truly unnecessary, given their high savings rate. Any rea-
sonable calculus would put the costs far greater than the benefits.

International bankruptcy laws

No matter how responsible the borrower, bad things happen—the
price of exports may plummet, a crop may fail several years running,
international interest rates may soar, there may be a global recession
resulting in the disappearance of export markets. In any of these con-
tingencies, a country may not be able to repay its debts, or only with
great sacrifice from its citizens. In these circumstances, there needs to
be a systematic way of restructuring—and forgiving—debt, a form of
international bankruptcy. This is the final major reform.

Today, we have an informal system in which countries negotiate and
beg for debt forgiveness. Success is based on bargaining skills and pol-
itics. The United States argued hard on behalf of Iraq (though only a
small amount, some $4.5 billion, was owed to the United States).
Under American sponsorship, Iraq eventually got debt relief. There
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were many other countries, equally or more deserving on almost
any account, which did not. By the same token, Argentina knew
how to bargain hard and had confident and informed political and
economic leadership; as a result, they got a much better deal from
their creditors. The idea that firms and individuals faced with
overwhelming debt need a fresh start is now universally accepted.
But it is even more important for countries with overwhelming debt
to have a fresh start. Keynes recognized this in his book The
Economic Consequences of the Peace, written immediately after the
Treaty of Versailles imposed enormous reparations—effectively a
debt burden—on Germany at the end of World War I; he predicted
correctly that it would lead to recession and depression in Germany,
and social and political turmoil.*® When a single firm or individual
has a problem, the social and political consequences are limited;
when a country faces an unbearable debt burden, everyone in society
is touched. Argentina's default in 2002, and the long drawn-out process
of negotiation that followed, demonstrated the need for a better
mechanism for dealing with sovereign defaults.

The United States has, unfortunately, not joined the consensus
about the need for a better mechanism, and has, so far successfully,
blocked any action, contending that an international bankruptcy
procedure is unnecessary; all that is required is a slight
modification in debt contracts.?” This includes a collective action
clause, which means that if, for example, 80 percent of a country's
creditors agree to a debt-restructuring proposal, it can be adopted.
(Under prevailing practice, all creditors have to agree, leading to the
problem of holdouts who can veto a restructuring unless they are
paid in full.) The fact that every advanced industrial country has
found it necessary to have a bankruptcy law reinforces the
conclusions of economic theory, that collective action clauses will not
suffice; some judicial process is required.

A systematic way of engaging in debt forgiveness/restructuring
would ensure fairer and faster restructuring. Several principles should
guide this. First, enough debt should be forgiven so that the
country will not face a high probability of being back in default in,
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guidelines in debt restructuring often found themselves back in trou-
ble within a few years. Restructuring without adequate debt write-
down means debt still casts a shadow over growth.

There is obviously considerable uncertainty about future growth,
and here Argentina has come forward with an ingenious solution: a
GDP bond, which pays more if growth is stronger. This has the further
advantage of aligning the interests of creditors and debtors; creditors
now have an incentive to help the economy grow faster.

Second, any resolution must recognize that foreign creditors are not
the only claimants. There arc many public claimants in addition to for-
mal creditors—including, for instance, those owed retirement pay-
ments by the government, as well as health services and education. This
is one major difference between sovereign debt restructuring and pri-
vate bankruptcy. In private bankruptcy, a list of creditors and assets is
drawn up, and bankruptcy law and debt contracts determine who has
the most senior claim; in sovereign bankruptcy, however, there is no well-
defined set either of creditors or of assets. A determination needs to be
made in advance: that the primacy of a government's obligations to its
citizens is inviolable.28

Third, restructuring needs to be fast and debtor-friendly. There is
tremendous cost in delay—the delay in providing adequate debt for-
giveness in the early 1980s for Latin America led to a decade of stag-
nation. Earlier, we explained how Chapter 11 of America's bankruptcy
regime provides speedy restructuring on terms proposed by the debtor;
today, many countries are considering following America's Chapter 11
example. An international system of debt restructuring must similarly
incorporate some expedited procedures.

Fourth, whatever the process of determining the extent of debt restruc-
turing and/or forgiveness, it must not rest in the hands of the creditors,
including the IME They simply cannot act as an impartial judge.

| believe that an international bankruptcy organization will have to
be created eventually, just as every advanced industrial country has had
to create bankruptcy law, and some have created special bankruptcy
courts. But in the short run, it may be useful to create an international
mediation service to establish norms. After all, since the abandonment
of military intervention, moral suasion plays an important role in
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inducing repayment, and in determining what fair repayment 