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CHAPTER TWELVE

The State and Economic Development

T HE HERCULEAN task of raising the great mass of humanity from
poverty to acceptable levels of economic welfare is one of the
most difficult tasks facing the world economy.' There is intense dis-
agreement among economists, public officials, and other experts over
the best ways to achieve this goal. Indeed, there is not even a generally
accepted commitment to accord priority to economic development.
Early attempts by India and other less developed countries (LDCs) to
make economic development an explicit objective of the postwar
world economy at the 1944 Bretton Woods Conference were rejected
by the United States and other industrialized countries.” The World
Bank, the International Monetary Fund, and regimes governing the
world economy were established primarily to serve the interests of
the dominant powers. Although industrialized countries have subse-
quently provided technical and financial assistance and given trade
preferences, they have continued to resist LDC demands for a devel-
opment regime.

Among both scholars and public officials, there are strong disagree-
ments regarding the relative importance of the state and the market
in economic development; these disagreements have been central to
the conflict between the developed and the less developed countries.’
Throughout much of the postwar era, a debate has raged between the
neoclassical proponents of reliance on the market and the proponents
of state intervention. In the early postwar period (1945-1970), devel-
opment economics, which emphasized the role of the state, was pre-
eminent. Development economists argued that developing countries
required an activist government; moreover, they believed that the in-

' A sweeping study of why some nations have become rich and most others have
remained poor is David S. Landes, The Wealth and Poverty of Nations: Why Some
Are So Poor and Some So Rich (New York: W. W. Norton, 1989).

* This discussion is based on Harold James’s magisterial history of the IMF: Interna-
tional Monetary Cooperation Since Bretton Woods (Washington, D.C.: International
Monetary Fund; New York: Oxford University Press, 1996).

> A very useful history of the debate over the best route to development is John
Rapley, Understanding Development: Theory and Practice in the Third World (Boul-
der, CO: Lynne Rienner, 1996).
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CHAPTER TWELVE

ternational community should play a central role in LDC develop-
ment. Then, during the 1970s and 1980s, the neoclassical belief in
the free market triumphed both in academia and in international in-
stitutions, and the ideology of “neoliberalism” and the doctrine of
“structural adjustment” became dominant in the International Mone-
tary Fund and the World Bank.*

In the late 1980s and early 1990s, the “theory of the developmental
state” arose to challenge neoliberalism. Differing with the policy pre-
scriptions of neoliberalism but consistent with development econom-
ics, the theory of the developmental state emphasized that the state
should play the central role in economic development. The contro-
versy between proponents of the “developmental state” and of neo-
liberalism has focused on differing interpretations of the rapid and
extraordinary economic success of the Newly Industrializing Coun-
tries (NIEs) of East and Southeast Asia. Neoliberalism argues that the
success of these economies has been due to their reliance on the mar-
ket and the minimal role of the state in the economy. The theory of
the developmental state, on the other hand, credits the central role of
the state for the rapid industrialization of the East Asian economies.
This position gained many adherents among noneconomist scholars
of economic development. Then, in 1997, the East Asian financial
crisis shifted the weight of the argument to the neoliberal emphasis
on the importance of the market and the dangers of state intervention
in the economy. Proponents of the developmental state strongly dis-
puted this assessment and argued that the crisis was caused by inter-
national economic and political pressures. And so the debate contin-
ues. To a significant degree, the fate of the great mass of mankind
located in LDCs will be affected by whether the state-centric or mar-
ket-centric approach to economic development is ultimately domi-
nant. To understand the nature of this crucial debate about the best
path to economic development, one must begin at its origins in the
early post—World War II era.

THE RisE AND DEMISE OF DEVELOPMENT ECONOMICS

Development economics was the first systematic effort to deal with
the problems of the less developed countries.’” Flourishing in the

* Neoliberalism refers to the application of the principles of neoclassical economics
to economic development and other aspects of economic affairs. Neoliberalism and
structural adjustment will be discussed in more detail below.

’ A useful overview of theories and writings on economic development is James M.
Cypher and James L. Dietz, The Process of Economic Development (London:
Routledge, 1997).
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THE STATE AND ECONOMIC DEVELOPMENT

1940s and 1950s, this theory became the predominant theoretical po-
sition in the United States and elsewhere to explain why some nations
remained impoverished and what should be done to overcome the
problems of the LDCs. In a strict sense, of course, the term “develop-
ment theory” was a misnomer. Actually, a number of specific devel-
opment theories competed with one another; these theories differed
in their analysis of the precise causes of economic underdevelopment
and appropriate solutions to economic problems. Moreover, develop-
ment theory as a whole was a collection of general ideas rather than
a single coherent theory. Among the more prominent members of the
development school were Albert Hirschman, Arthur Lewis, Gunnar
Myrdal, Raul Prebisch, Paul Rosenstein-Rodan, and Max Singer.
These economists attempted to provide an overall explanation of eco-
nomic underdevelopment and a strategy to lift the less developed na-
tions out of poverty.

Development theory assumed that the less developed countries
were fundamentally different in kind from the more advanced indus-
trialized countries and functioned according to different economic
principles. Development theorists believed that, although the precepts
of neoclassical economics were applicable to the advanced industrial-
ized economies, these theories were inapplicable to the LDCs because
of their special conditions. For example, as Arthur Lewis argued, less
developed economies were burdened by excess labor and low produc-
tivity in the agricultural sector; surplus workers were paid subsistence
wages and constituted an immense reservoir that could be tapped to
accelerate economic development.® These theorists also noted that the
LDCs, which were mainly exporters of commodities and tropical
products, suffered from unfavorable terms of trade. “Trade pessi-
mism” led these economists to believe that trade could not serve as
an “engine of growth” as it had for developing countries in the north
during the nineteenth century. Furthermore, a number of market fail-
ures, including inflexible economic structures, very low savings rates,
and poor educational systems, were believed to have locked the less
developed economies into a vicious circle from which they could not
escape without a strong interventionist state and significant interna-
tional assistance.

Development theorists also believed the less developed countries
were victims of “late-late” development. These economists argued
that in the nineteenth century the then-developing countries such as

*W. Arthur Lewis, “Economic Development with Unlimited Supplies of Labour,”
Manchester School 22 (May 1954).
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Japan and Germany enjoyed what Alexander Gerschenkron called
“the advantages of backwardness,” when they were able to draw
upon the capital, technology, and experience of the early developers.”
The late, late developing countries of the second half of the twentieth
century, on the other hand, were considered to be so extremely far
behind that they would face overwhelming problems competing with
more developed economies, and would be unable to catch up with
the more advanced economies unless extraordinary measures were
taken. Development theorists therefore believed that the state and the
international community had to play major roles.

The industrialized economies were judged so strong that LDC firms
could not possibly compete against them and acquire market shares
in the international economy. This view discouraged private entrepre-
neurship and undermined the belief in free trade and open markets.
Some proponents of development theory thus believed that the path
to economic development was trade protectionism and the strategy of
“import substitution,” and that every LDC should build an industrial
structure behind high tariff walls. These ideas were set forth by Raul
Prebisch, the Economic Commission for Latin America (ECLA), and
the United Nations Commission for Trade and Development (UNC-
TAD) and became important in the import-substitution strategies of
Latin America.

For Swedish economist Gunnar Myrdal, the essence of the underde-
velopment problem was that the less developed economies were
caught in a vicious circle of poverty or, according to his formulation,
were locked into a process of “circular and cumulative causation”
from which they could not escape without a massive state-led effort
and generous international assistance.® Myrdal’s argument proceeded
like this: The less developed countries by definition were impover-
ished. As these countries were poor, they had very low rates of na-
tional savings. Because they had low savings rates, they also had low
investment rates. Because they had low investment rates, their indus-
tries were inefficient and uncompetitive in world markets. Because
their industries had low rates of productivity growth and were un-
competitive, these countries continued to be impoverished. And be-
cause they were poor. . . . and so on. The task of economic develop-
ment, therefore, was to break this vicious circle of poverty in which
the less developed countries were trapped.

7 Alexander Gerschenkron, Economic Backwardness in Historical Perspective (Cam-
bridge: Harvard University Press, 1962).

 Gunnar Myrdal, Economic Theory and Underdeveloped Regions (New York:
Harper Torchbooks, 1957).
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Following the implications of such ideas, development economists
formulated the strategy of the “Big Push,” which would enable LDCs
to break through both domestic and international barriers to success-
ful economic development. Set forth originally in an influential 1943
article by development economist Paul Rosenstein-Rodan, the idea of
the Big Push may be said to have launched the field of development
economics.’ He argued that the state had to play a much more activist
interventionist role in the economy than was needed in more ad-
vanced economies. In LDCs, it had to overcome such market failures
as the lack of entrepreneurship, low national savings, and various
economic uncertainties that weighed down these backward econo-
mies. In addition, due to low national savings rates and the absence
of a strongly entrepreneurial private sector, the state itself had to be-
come an entrepreneur and promote public investment. Development
economists, however, differed among themselves about a number of
issues, such as the importance of balanced growth strategies.

In addition, development economists prescribed that industrialized
nations should provide massive foreign aid and other forms of finan-
cial and technical assistance. Moreover, they argued that the devel-
oped countries ought to extend trade preferences to the less developed
countries and should not require the latter to reciprocate by opening
their less competitive economies. If such policies were followed and a
development regime were established, development economists be-
lieved that both the more developed and the less developed economies
would benefit. Their optimistic belief that every economy had an in-
terest in the development of all, set development economists apart
from dependency theorists, economic nationalists, and Marxists, all
of whom regarded the interests of undeveloped and those of devel-
oped economies as antithetical.

TRIUMPH OF NEOLIBERALISM

The late 1970s and early 1980s witnessed the defeat of both develop-
ment economics and the LDC strategy of import-substitution that had
been intellectually supported by development theory. The founda-
tions for the overthrow of development economics within the eco-
nomics fraternity were laid in the 1960s with a profound change in
the character of economic thought and methodology. The writings of

? Paul N. Rosenstein-Rodan, “Problems of Industrialisation of Eastern and South-
Eastern Europe,” Economic Journal (Quarterly Journal of the Royal Economic Society)
53, nos. 210-211 (June-September 1943): 202-211.
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development economists had been mainly literary and descriptive; one
can read Arthur Lewis and Albert Hirschman, for example, and only
rarely encounter a graph or an equation. Then in the 1960s, influ-
enced by Paul Samuelson’s Foundations of Economic Analysis (1949)
and the methodological writings of other neoclassical economists, for-
malization and abstract modeling began to displace the more literary
style of most economists.'” This shift meant that if an idea, however
intellectually interesting it might be, could not be expressed in an
abstract model, it was of little or no interest to the rising generation
of mathematically inclined and model-oriented economists coming
out of the Massachusetts Institute of Technology and elsewhere. One
unfortunate consequence of this development was that problems of
economic development suffered neglect because they were impossible
to model."

In addition to this methodological shift from literary to formal
analysis, there was an intellectual revolution against development
economics in the 1970s. As Hirschman pointed out in an intriguing
essay entitled “The Rise and Fall of Development Economics,” the
emergence of development economics had been facilitated by the
Keynesian revolution that posited two different types of economics
and, therefore, also posited differing policy prescriptions.”> On the
one hand was what Keynes called “classical economics,” with its em-
phasis on a full-employment equilibrium; this classical economic uni-
verse was composed of flexible prices and wages that could easily
adjust to changes in demand and thereby restore a full-employment
equilibrium. In this economic universe, the market did all the work
and there was little that the state could or should do.

On the other hand, Keynes pointed out that there were situations
characterized by market failure (as in the Great Depression) where
equilibrium could not be restored by the free play of market forces
and the government therefore had to intervene with demand manage-
ment policies (macroeconomic policies) that would reestablish a full-
employment equilibrium. Such departures from full-employment

" Paul A. Samuelson, Foundations of Economic Analysis (Cambridge: Harvard Uni-
versity Press, 1983).

" The interesting story of this methodological shift has been told by Paul R. Krug-
man in his Development, Geography, and Economic Theory. (Cambridge: MIT Press,
1995).

"> Discussed in Albert O. Hirschman, “The Rise and Fall of Development Econo-
mies,” in Hirschman, Essays in Trespassing: Economics to Politics and Beyond (New
York; Cambridge University Press, 1981), Chapter 1. See also Lloyd G. Reynolds, The
Three Worlds of Economics (New Haven: Yale University Press, 1971).
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equilibrium were produced by economic behavior fundamentally dif-
ferent from that predicted by classical economics and that thus neces-
sitated state intervention in the economy in order to overcome market
failures. In effect, Keynesianism not only created a rationale for gov-
ernment intervention, but implied that classical economics was not a
unified, universal science applicable to every economy and economic
situation. In this way, Keynesianism supported the fundamental as-
sumption of development economics that less developed economies
were different from developed economies, and therefore the state
should play a central role.

The attack on Keynesian economics in the 1960s and 1970s by
monetarists and by the theory of rational expectations undermined
the intellectual foundations of development economics. The essence
of this criticism was that there is only one economics, and that eco-
nomics is a universal science equally applicable to all societies. These
arguments challenged the basic idea of development economics that
the LDCs were fundamentally different from developed economies
and functioned according to a different economic logic. The critics of
development economics argued that such behavioral assumptions of
neoclassical economics as individual rationality, the principle of mar-
ginal utility, and the importance of relative prices were as applicable
to less developed as they were to developed countries. For example,
in an important study for which he received the Nobel Prize, Theo-
dore Schultz demonstrated that LDC farmers were rational maxi-
mizers who responded to market incentives and were not the hapless
people depicted by development economists."

Neoclassical economists argued that the principal source of under-
development is government policies that distort economic incentives,
inhibit market forces, and actually work against economic develop-
ment."* Neoclassical economists argued that the LDCs’ problems were
due to government failures rather than, as development economists
contended, to market failures requiring government intervention. The

" Theodore W. Schultz, Transforming Traditional Agriculture (New Haven: Yale
University Press, 1964). Schultz’s research showed that peasants were rational and re-
sponded to price incentives. In one of the more bizarre episodes in the history of the
Nobel Prize for economics, the award was made jointly to Arthur Lewis and Theodore
Schultz for contributions to economics that contradicted one another. It is hardly con-
ceivable that two physicists would get the physics prize for research that came to op-
posed conclusions about the nature of the universe. This curious episode is discussed
by Hirschman, Essays in Trespassing: Economics to Politics and Beyond, Chapter 1.

" An important critique of development economics and statement of the neoclassical
position is Ian M. D. Little, Economic Development: Theory, Policy, and International
Relations (New York: Basic Books, 1982).
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LDC state, neoclassical economists concluded, was the problem and
not the solution in the failure of these economies to develop. They
pointed out that, for example, reckless government policies were re-
sponsible for the excessively high rates of inflation and the huge gov-
ernment debts that distorted economic incentives and discouraged en-
trepreneurship. Their message to LDC governments was to “get the
prices right,” rely on the fundamentals of the market, and get their
hands off the economy. If these simple neoclassical policy prescrip-
tions were pursued, they contended, the less developed economies
would permit a proper environment to emerge in which private initia-
tives would lead to economic development.

This neoclassical attack on development economics considered the
world of economics to be unitary and the theories and principles of
neoclassical economics to be just as applicable to the less developed
countries as they were to the developed countries. State intervention,
however, had distorted these economies and bore primary responsi-
bility for their failure to develop. Fiscal irresponsibility, hyperinfla-
tion, and markets closed to international competition were among
the major problems afflicting them. Neoclassical economists totally
rejected the argument that the less developed economies were caught
in a vicious circle of poverty and cumulative causation that could be
broken only by state intervention and massive international assis-
tance. Instead, they argued that if the governments of less developed
countries stepped aside, pursued sound or “market-conforming” eco-
nomic policies, and opened their markets to the world, their growth
rates and national wealth would eventually converge with those of
the more developed countries. That is, market openness, fiscal disci-
pline, and noninterventionism constituted the route to economic de-
velopment.

By the late 1970s, neoclassical orthodoxy had triumphed in the
economics profession. Development economics literally disappeared,
and development economists despaired and took up other intellectual
interests. Albert Hirschman, for example, began to write about social
theory, and the writings of the pioneers of development economics
rarely appeared on the syllabi of American departments of economics.
The ideas and policy proposals of development economics survived
only in those less developed countries that continued to pursue im-
port-substitution strategies and in certain specialized agencies of the
United Nations that advocated the strategy of import-substitution.
However, even in these remaining outposts, development economics
and the policies it advocated suffered a severe defeat in the 1980s.
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THE DEBT CRISIS AND STRUCTURAL ADJUSTMENT

The international debt problem that surfaced in the Mexican financial
crisis of 1982 spread rapidly throughout the developing world, espe-
cially in Latin America and a number of African and East European
countries. When Arab oil-producing countries had suddenly and
sharply raised oil prices in 1973, severe balance of payments deficits
were incurred by LDCs. Recycling of the resultant OPEC surplus to
deficit LDCs through loans by large international banks increased the
likelihood of an eventual crisis. The decision of the Federal Reserve
in the fall of 1979 did precipitate a crisis when it shifted from a loose
to a tight monetary policy in order to defeat hyperinflation. LDC
debtors then suddenly found themselves saddled with huge interest
payments on their debt and were unable to service their debt because
of the global recession and loss of income from their exports.

The consequent LDC debt crisis during the 1980s had a devastating
impact on a large number of developing countries and, subsequently,
also had profound consequences for the economic policies of the
LDCs, the role of the International Monetary Fund in economic de-
velopment, and the relations between industrial and developing econ-
omies. In effect, the debt crisis signaled the failure of the development
strategy based on import-substitution and of the idea that the state
should play a substantial role in the less developed economy.
Throughout the 1970s, LDCs had financed their economic develop-
ment through “sovereign borrowing,” that is, government borrowing,
in Western capital markets, a strategy that permitted escape from de-
pendence on both northern MNCs and the “conditionality” policies
of the IMF and the World Bank." By the mid-1980s reliance on bank
loans had become impossible. Later in the decade, the collapse of
the Soviet Union and the failure of its command economy further
strengthened belief in the superiority of the market system. However,
it was the LDC debt crisis, more than any other development, that
led to the triumph of the doctrine of neoliberalism and the policy of
structural adjustment.

When Mexico informed the United States in 1982 that it could no
longer service its huge debt, the Federal Reserve launched a concerted
effort to contain the crisis so as to prevent damage to the American
banking system and extension of the crisis to other debtor countries
in Latin America. While the Fed arranged for short-term loans to

¥ “Conditionality” refers to the imposition by the IMF of certain requirements that
must be met before assistance is forthcoming.
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prevent a Mexican default, the IMF assumed responsibility for work-
ing out a long-term solution. The arrangement for dealing with the
Mexican debt crisis became the model followed with other LDC debt-
ors. Although the debtors attempted to present a united front against
imposition of the strict terms dictated by the lender countries, the
latter were in firm control. However, it soon became apparent that
the initial assessment of the debt crisis had been deeply flawed. The
debt problem in many countries was really one of insolvency—they
could not service their debts without major economic and structural
reforms—rather than a liquidity problem that could be solved by
short-term lending and policy adjustments. Many debtors could not
possibly repay or even service (pay the interest on) their debts under
the best of circumstances. It became obvious that a long-term, more
fundamental solution to the debt problem was required.

In 1985, responding to this reassessment of the nature of the debt
crisis, U.S. Secretary of the Treasury James Baker initiated the policy
of structural adjustment.'® This doctrine, resulting from the neoortho-
doxy of the 1970s, assumed that the debtor countries’ persistent trade
and fiscal imbalances had deep structural causes. Therefore, along
with changed macroeconomic policies, such structural reforms as a
shift toward export-led growth, reductions of the role of the state in
the economy, and public sector reforms were required. This approach
was also based on the lessons drawn from the East Asian successes in
the 1960s and 1970s. This new conventional wisdom coincided with
rising opposition to big government in the United States, the United
Kingdom, and elsewhere.

The doctrine of structural adjustment meant that a debtor country
applying for financial assistance from the IMF and/or World Bank
had to commit itself to a number of stringent economic and structural
reforms. Over the short term, these reforms were intended to achieve
balance of payments adjustment; over the long term, restructuring of
these economies would be necessary if they were to return to success-
ful economic development. Underlying this significant policy reorien-
tation of lender governments and the IMF was the realization that
only more rapid rates of economic growth would enable the debtors
to overcome the problem of national insolvency.

The doctrine of structural adjustment was based on what John Wil-
liamson called the “Washington Consensus.”'” This term refers to

' Joan M. Nelson, ed., Economic Crisis and Policy Choice: The Politics of Adjust-
ment in the Third World (Princeton: Princeton University Press, 1990).

7 John Williamson, “Democracy and the “Washington Consensus,”” World Devel-
opment 21, no. 8 (1993): 1329-36.
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Williamson’s perception of broad agreement among public officials
in both the industrial economies and international institutions on the
importance of the neoliberal program for economic development and
its emphasis on free markets, trade liberalization, and a greatly re-
duced role for the state in the economy. Although some LDCs
charged that the demand for structural adjustment was a new form
of capitalist imperialism, the LDCs had little choice other than com-
pliance if they wanted financial assistance. While later developments
complemented or supplemented the policy of structural adjustment,
this basic approach soon defined the position of the industrial coun-
tries and the IMF toward the LDCs and economic development.

Belief that the role of the state in the economy should be drastically
reduced and the economy should be opened to the outside world was
a vital component of this neoliberal consensus; governments should
deregulate and privatize the economy as well as shift from an import-
substitution to an export-led growth strategy. Another component of
structural adjustment was that governments should pursue prudent
fiscal and monetary policies and should definitely maintain balanced
budgets in order to eliminate runaway inflation. It was particularly
important that the economy should “get prices right” and not permit
government policies to distort them. After such reforms, it was ar-
gued, private initiatives and desirable social outcomes would be likely
to emerge. Nations were encouraged to recognize that economic de-
velopment requires an “effective” state, meaning a government run
by incorruptible economic technocrats. Although a number of impor-
tant disagreements (primarily of a political nature) persisted within
this broad neoliberal agenda, the Washington Consensus became the
principal approach of the developed countries to the less developed
countries.'

The debt crisis transformed the international role of the IMF and
the World Bank. The IMF had originally been established as a mone-
tary institution to manage the Bretton Woods system of fixed ex-
change rates; for example, it provided short-term loans to deal with
balance-of-payments problems. To receive such a loan, the recipient
country had to fulfill certain macroeconomic policy conditions (con-
ditionality). These conditions were imposed to force the country to
bring its international payments back into equilibrium. In response to
the debt crisis, the role of the IMF changed dramatically as it began

" These political disagreements have been over such matters as economic priorities,
the speed and sequencing of economic liberalization, and how to reform the civil ser-
vice. These highly controversial issues are at the core of the political problems that
must be resolved if economic development is to succeed.
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to make medium-term loans. In addition, implementation of the doc-
trine of structural adjustment meant that conditionality was ex-
panded from requirements of changes in macroeconomic policy to
fundamental changes in microeconomic policies and in the overall
economy. This made the IMF become an economic development
agency with considerable influence over the economic affairs of less
developed countries.

With its response to the debt crisis, the Fund joined the World
Bank to play a major role in the affairs of both developing economies
and the transitional economies in Eastern Europe and the former So-
viet Union. Warranted or not, the Fund became known as the “bad
guy,” and was subjected to severe criticism by many economists, less
developed countries, and politicians on both the political left and
right. The Left turned against the IMF because of its inflexible de-
mands that governments seeking assistance had to carry out major
reforms and austerity programs, whose impact proved heaviest on the
poor. The Right believed that IMF policies had actually harmed less
developed countries and thus preferred a market solution to the fi-
nancial troubles of developing and transitional economies. Opposi-
tion to the Fund reached its zenith during the 1997 East Asian finan-
cial crisis and led to proposals for fundamental reforms.

THEORY OF THE “DEVELOPMENTAL STATE”

In the late 1980s and early 1990s, the theory of the developmental
state arose to challenge neoliberal orthodoxy explaining the rapid and
successful industrialization of the Newly Industrializing Economies
(NIEs) in East Asia. According to this position, the outstanding eco-
nomic success of Japan and other East Asian countries was due to
their adoption of the developmental state model in which the state
had to play the central role in guiding economic development and
had to lead rather than follow the market. The acrimonious debate
between proponents of the developmental state and proponents of
the neoliberal, market-centered approach has become central to deter-
mination of the best route to successful economic development."

¥ Two useful analyses of this debate are Stephan Haggard, Pathways from the Pe-
riphery: The Politics of Growth in the Newly Industrializing Countries (Ithaca: Cornell
University Press, 1990); and Richard F. Doner and Gary Hawes, “The Political Econ-
omy of Growth in Southeast and Northeast Asia,” in Manochehr Dorraj, ed., The
Changing Political Economy of the Third World (Boulder, Colo.: Lynne Rienner,
1995), Chapter 6.
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The neoliberal interpretation of the extraordinary economic success
of the NIEs (South Korea, Taiwan, Hong Kong, and Singapore) was
that these economies had pursued “market conforming” economic
development strategies; markets rather than government policies had
determined the path of development. The extraordinary performance
of these “miracle” economies, neoliberal thinkers believed, provided
strong support for the Washington Consensus, the doctrine of struc-
tural adjustment, and neoclassical reliance on the market. According
to this interpretation, East Asian governments had followed neolib-
eral policy prescriptions; they had opened their economies to the
world, reduced the role of the state in the economy to permit markets
to function properly, and pursued export-led growth strategies. This
interpretation of Japanese and East Asian economic success, however,
was challenged by theorists of the developmental state, who argued
that success was due to the crucial role played by the state and its
industrial policies in the process of economic development.

The theory of the developmental state is really a collection of sev-
eral theories sharing important ideas. These several theories assert
that East Asian governments have played a central role in the devel-
opment of their economies. Two outstanding interpretations of East
Asian economies as developmental states are found in Alice Amsden’s
Asia’s Next Giant (1989), which analyzes the industrialization of
South Korea, and Robert Wade’s Governing the Market (1990),
which deals with the industrialization of Taiwan.”’ Although Ams-
den’s and Wade’s ideas differ on a number of issues, I shall emphasize
those points on which they and most other proponents of the devel-
opmental state are in agreement.

Theories of the developmental state argue that the governments of
Taiwan, South Korea, and the other NIEs devised an array of incen-
tives that encouraged private investment in strategic industries. Also,
through a variety of techniques, these governments played a key role
in creating an entrepreneurial class, identified critical economic areas
for development, and exposed priority sectors to international compe-
tition that forced them to become efficient. These state policies en-
couraged development of an industrial and economic structure that
would not have arisen merely in response to market signals. Accord-
ing to the theory of the developmental state, the policies of these
governments deliberately got prices “wrong” in order to change the

» Alice H. Amsden, Asia’s Next Giant: South Korea and Late Industrialization (New
York: Oxford University Press, 1989); and Robert Wade, Governing the Market: Eco-
nomic Theory and the Role of Government in East Asian Industrialization (Princeton:
Princeton University Press, 1990).
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behavior of firms; they also used nonprice means to alter firm behav-
ior. Scholars argue that this state-led industrialization strategy
worked by using the price mechanism to encourage private entrepre-
neurs to take actions that the government considered to be in the
interest of rapid industrialization.

The industrial, protectionist, and other policies employed by the
developmental state were based on the assumption (which had been
shared by members of the first generation of development theorists)
that these economies suffered from the consequences of “late, late
industrialization.” Market failure was assumed to be prevalent
among these less developed economies, and market failure necessi-
tated an active role for the state. Governing elites believed that their
societies faced “collective action problems”; that is, they had to find
a way to motivate members of their societies to work together. State
policies were needed to bring private returns in line with public re-
turns. States had to create an incentive structure to ensure that private
entrepreneurs invested in those economic activities that would be the
most socially beneficial. In addition to trade protection and govern-
ment subsidies, their industrial policies included such “financial re-
pression” policies as selective credit allocation and deliberate distor-
tion of interest rates in order to channel cheap credit to favored
economic sectors. Elites also believed that government policies should
anticipate the future comparative advantage of the economy and that
industrial policy should lead rather than follow the market.”

Although proponents of the developmental state agree with neo-
classical economists that the strategy of export-led growth was a key
factor in the economic success of the East Asian economies, they ar-
gue that neoclassical analysis is not sufficiently comprehensive. For
example, they ask why business firms selected particular products for
export.” As Amsden points out in her study of South Korean industri-
alization, that government used a number of mechanisms to promote
particular industrial sectors and encourage export drives, including
export contests to promote rapid industrialization of those sectors
considered of strategic importance to the overall economy. Those in-
dustries that performed best in export markets were especially favored
by government industrial policies and programs of financial assistance.

' Richard Auty makes the interesting point that industrial policy was a consequence
of the uncertain political situation after the defeat of the United States in Vietnam.
Richard M. Auty, Economic Development and Industrial Policy: Mexico, Indonesia,
and China (New York: Mansell, 1994).

2 Another area of disagreement has been the relationship of exports and growth.
Did exports cause growth, as neoclassical economists assume, or did growth cause
exports, as proponents of the development state believe?
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Proponents of the developmental state maintained that the theory of
the “governed market,” to use Wade’s appropriately descriptive term,
rather than the neoclassical theory of the free market, accounted for
the outstanding economic success of the East Asian NIEs.

The theory of the developmental state maintains that the East Asian
state was able to play a guiding role in economic development be-
cause of a number of unique domestic and international factors. In
all these societies, the state has been relatively autonomous and there-
fore able to pursue policies free from public pressure. Yet, this state
autonomy was deeply embedded in a society where the state worked
very closely with business interests to promote rapid industrializa-
tion.”’ Some observers believe that such Asian social values as hierar-
chical deference, a tradition of hard work, and subordination of the
individual to the community played a crucial role; celebration of
Asian values also provided ideological support to the authoritarian
regimes of the region. The national political economy was based on
trust and subordination rather than Western-style compliance and ac-
countability. Although these states were authoritarian, they also car-
ried out important reforms and implemented policies favorable to
economic growth and social harmony; for example, they promoted
land reform, education, and income equality.

At the core of the developmental state and the reason for its out-
standing success were close ties among government, local banks, and
industry. These intimate relationships, which Wade calls “alliance capi-
talism,” facilitated channeling bank capital into promising industries
and thus promoted rapid industrialization. At the same time, domestic
governments frequently restricted both foreign direct and portfolio in-
vestments by international firms and thus insulated their economies
from disruptive external influences. Although this system produced lia-
bilities disproportionate to their assets in the larger enterprises such as
the South Korean chaebol, the system worked very effectively and was
stable as long as local governments controlled domestic financial mar-
kets and the capital account, a situation that changed dramatically in
the 1990s and was a significant factor in the post-1997 East Asian
financial crisis. Development of these economies was also supported
by a number of sociological and political factors, such as a hard-work-
ing labor force and only moderate levels of inequality.

In addition to these domestic features, a number of international
factors were of benefit to the Newly Industrializing Economies
(NIEs). As Cold War allies of the United States, they received special

B Peter Evans, Embedded Autonomy: States and Industrial Transformation
(Princeton: Princeton University Press, 1995).
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treatment in American economic and other policies. National security
concerns motivated Taiwan and South Korea, in particular, to place
a high priority on rapid economic development. Moreover, as some
writers have pointed out, Japanese imperialism had left a legacy of
physical infrastructure, an educated population, and effective institu-
tions that favored economic development. Another very important
factor was that these economies were able to pursue an export-led
growth strategy because of the global free-trade environment.

Despite the importance of East Asia’s unique domestic and interna-
tional circumstances, governments in other parts of the world have
looked to this Asian experience for guidance and have sought to in-
corporate key components of that developmental model into their own
strategies. Although many developing economies have been strongly
influenced by the neoliberal agenda of export-led growth and struc-
tural reforms and have made important market-conforming reforms,
many also have tended to be very pragmatic and have not been pre-
pared to adopt completely the neoliberal emphasis on open markets
and noninterference in the economy by the state. Also, they continue
to be wary of what Stephan Haggard calls “deep integration” in the
global economy.” As a consequence, industrializing economies and
even most developed countries tend to pursue strategies of selective
opening to the world economy, in which the state mediates between
domestic and international markets and thereby attempts to guide the
economy so as to promote the nation’s economic and political inter-
ests. For example, although Brazil has given up its futile effort to create
its own computer industry, it has continued to use protectionist devices
to promote the development of a Brazilian automobile industry.

For Latin America and other industrializing countries, the ultimate
attractiveness of the theory of the developmental state is that it ap-
pears to be the appropriate means for combining economic develop-
ment with political independence.” Economic development and in-
dustrialization have never been considered ends in themselves. The
ultimate goal of developing economies has always been to achieve
economic autonomy and political independence. In a world of highly
concentrated market power, states desire to control their national
economies as much as possible and do not want their position in the

* Stephan Haggard, Developing Nations and the Politics of Global Integration
(Washington, D.C.: Brookings Institution, 1995).

» T am indebted to Peter Kingstone of the University of Vermont for his assistance
in my understanding of these matters. A relevant interpretation is Luiz Carlos Bresser
Pereira, Economic Crisis and State Reform in Brazil: Toward a New Interpretation of
Latin America (Boulder, Colo.: Lynne Rienner, 1996).
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international division of labor to be determined solely by the free play
of market forces.

Despite the strong support in many LDCs for the theory of the
developmental state, most neoclassical economists reject it. Paul
Krugman, writing in the Foreign Affairs journal (1994), attacked the
idea that East Asian governments had succeeded because government
policies had substantially raised the productivity levels of their econo-
mies.”® Krugman argued that these societies were successful primarily
because of their rapid accumulation of capital and labor, the basic
factors of production. He further argued that the development experi-
ence of these countries supported the neoclassical growth model;
there was no “miracle.” While there had been a one-time leap for-
ward, future growth would require increased emphasis on innovation
and productivity growth, except in China. Whether or not Krugman’s
critique is correct, these societies should at least be credited for effec-
tive mobilization of their human and material resources.

THE EAsT AsiaAN MIRACLE PROJECT

The developmental state interpretation of East Asia’s economic suc-
cess could have remained an academic dissent from the Washington
Consensus; however, the Japanese government’s agreement with the
theory’s basic assumption about the important role of the state in
economic development gave prominence to the theory.”” In the 1980s,

* Paul R. Krugman, “The Myth of Asia’s Miracle,” Foreign Affairs 73, no. 6 (No-
vember/December 1994): 62-78. The emphasis on factor accumulation rather than
technological progress was first set forth by Alwyn Young in the 1992 NBER Macro-
economic Annual. Krugman, drawing upon Young’s finding, downplayed the East
Asian “miracle.” The success of East Asia, he argued, was attributable mainly to capi-
tal investment and high population growth rather than to technological innovation and
productivity growth. This argument is extended in Alwyn Young, “The Tyranny of
Numbers: Confronting the Statistical Realities of the East Asian Growth Experience,”
Quarterly Journal of Economics 110 (August 1995): 641-80. Other economists have
given support to the important role of technological progress in the “miracle.” This
work is discussed in Robert J. Barro, “The East Asian Tigers Have Plenty to Roar
About,” Business Week, 27 April 1998, 24. A report by the Paris-based Organization
for Economic Development supports the Krugman-Young position that these econo-
mies suffered from serious weaknesses in technological development, skilled workers,
and other technology-related matters. Organization for Economic Development, Asia
and the Global Crisis: The Industrial Dimension (Paris: Organization for Economic
Development, 1999). And thus the argument continues.

¥ The Japanese criticism of the Washington Consensus is set forth in The Overseas
Economic Cooperation Fund, Issues Related to the World Bank’s Approach to Struc-
tural Adjustment: Proposal from a Major Partner (October 1991), OECF Occasional
Paper No. 1 (unpublished).
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the World Bank (WB), having subscribed to the Washington Consen-
sus, rejected what the Japanese believed to be their own superior
model of economic development based on the central role of the state
in the economy. The Japanese had been especially irked by the WB’s
World Development Report 1991, which praised the neoliberal posi-
tion and had little good to say about the Japanese model.”® As John
Page, a high World Bank official, had told a Princeton University
audience, the Japanese continued to sign the checks, but they felt that
the World Bank did not appreciate the reasons for Japan’s own out-
standing economic success. Japan wanted the bank to pay greater
attention to the distinctive features of the East Asian economies. It
also wanted greater emphasis in World Bank policy on the important
and necessary role of the state in economic development rather than
a nearly exclusive emphasis on macroeconomic issues and structural
adjustment. Therefore, the Japanese insisted that the World Bank
carry out an empirical study to determine the specific reasons for the
economic success of the East Asian economies before deciding on pol-
icy advice for other developing countries. This Japanese demand gen-
erated what became known as the East Asian Miracle Project.

The East Asian Miracle Project was intended not only to meet Japa-
nese concerns but also to review the World Bank’s policies toward
less developed countries and to evaluate alternative approaches to
economic development. John Page, director of the Project, labeled one
possible approach “fundamentalism”; that is, the Solow or neoclassi-
cal theory of economic growth, which attributes economic growth
primarily to “getting the prices right” and to accumulation of the
basic factors of production.” The alternative approach, pejoratively
labeled “mystical” by Page, was based on the theory of endogenous
growth set forth by Paul Romer and other economists. This “new
growth theory” implied that state interventionism could accelerate
the process of economic growth and that, through industrial and
other policies, the state could expedite technological innovation and
productivity growth. The Project was intended to determine once and
for all whether economic growth is better explained by factor accu-
mulation, and thus accords with neoclassical theory and World Bank
orthodoxy, or by technological advance and productivity growth,
which would be in accord with endogenous growth theory and the
idea of the “developmental state.”

*¥ World Bank, The Challenge of Development: World Development Report 1991
(Washington, D.C.: World Bank, 1991).

¥ As the reader will recall, according to this theory technological change and produc-
tivity growth are exogenous and the role of the state in economic growth is negligible.
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The Project concentrated on the East Asian NIEs and their unique
development experience. Economic growth in these economies had
been rapid and persistent; moreover, the benefits of economic devel-
opment had been broadly distributed throughout the societies. The
study looked for answers to particular questions: What did the pro-
cess of economic development actually look like in these economies?
What, if anything, did the industrial and other economic policies of
various governments contribute to the process of economic growth?
And, was the experience of the NIEs in any way transferrable to the
great majority of less developed countries that were falling farther
behind rather than converging as economic theory predicted? An-
swers to these questions would greatly facilitate World Bank decision-
making regarding the economic policies it should pursue in pro-
moting development. Unfortunately, the study and its report did not
resolve the issue, at least not to the satisfaction of proponents of alter-
native explanations of East Asian economic development.

Report on the Project

The World Development Report’s main finding was that there had
been no East Asian miracle. It concluded, instead, that the outstand-
ing success of the East Asian NIEs was due to the fact that these
economies had pursued market-conforming economic policies and
had fostered such economic fundamentals as high rates of savings/
investment, education, and prudent macroeconomic policy.”” These
economies were successful because they conformed to the Solow
model of economic growth based on factor accumulation. Neither
state intervention, technological progress, nor the theory of endoge-
nous growth, the Report concluded, had much to do with the rapid
industrialization of these economies. The Report included the follow-
ing specific conclusions:

(1) The East Asian economies followed prudent macroeconomic poli-
cies that kept government deficits down or even reduced accumu-
lated deficits, kept inflation low, and held foreign debt to modest
levels. Pursuing market-conforming economic policies and min-
imizing price distortions, they got prices right by allowing domes-
tic prices to fall into line with international prices, thereby en-
couraging industries with a natural comparative advantage to
flourish.

*World Bank, The East Asian Miracle: Economic Growth and Public Policy (New
York: Oxford University Press, 1993).
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(2) They maintained higher levels of savings and investment and had
harder working and more skilled workers than did other LDCs.
For example, 7 to 10 percent of Gross Domestic Product (GDP)
went into investment; this high rate of investment greatly facili-
tated rapid capital accumulation.

(3) The export push or export-led growth strategy of these econo-
mies was another reason for their success. Focus on foreign mar-
kets promoted economic efficiency by keeping domestic prices
closely in line with international prices and also accelerated intro-
duction of foreign technologies; this then facilitated increased
productivity.

The Report was very critical of the “mystics,” the theory of endog-
enous growth, and the idea of the developmental state. Although it
acknowledged that industrial policy and other forms of state interven-
tion might indeed have assisted the process of economic development,
its message was quite negative about the efficacy of state intervention.
The Report reached the following conclusions about the develop-
mental state:

(1) Industrial policies to promote particular sectors, to determine the
structure of the economy, and thereby to accelerate development
and productivity growth failed to explain the region’s rapid
growth. State intervention was ineffective at best and counter—
productive at worst. The major source of economic growth was
capital accumulation, which accounted for 60 to 70 percent of
the growth, whereas productivity growth—technological input—
accounted for only about 30 percent of economic growth.

(2) Even without public-sector intervention, market forces by them-
selves would have brought about the changes in industrial struc-
ture that were encouraged by governments.

(3) Government controls of financial markets, the Report did point
out, had lowered the cost of capital and directed credit to favored
sectors. In light of the crisis of 1997, it is ironic that the Report
had praised governments’ interventions in financial markets.

The World Development Report, based on such findings, described
the theory or model of economic growth it used to explain East Asian
economic success as functionalist and concluded that a developing
country would be successful if it carried out specific mutually rein-
forcing functions. The country had to find a way to rapidly accumu-
late such assets as human capital and capital investments. It had to
allocate resources efficiently. And the country also had to achieve
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rapid productivity growth by catching up technologically with ad-
vanced countries. Although the Report gave some credit to effective
state intervention in the economy, this was played down due to con-
cern that LDCs with less competent and/or more corrupt govern-
ments might attempt to use the Report to defend undesirable inter-
ventionist policies. Ironically, this project that began as an attempt
by the Japanese to support their heterodox concept of an Asian model
of economic development had been transformed into a defense of
neoliberal orthodoxy and was hailed as a decisive vindication of neo-
liberal emphasis on the central role of the market in economic devel-
opment.

Criticisms of the Report

Release of the World Development Report 1991 precipitated debate
between its supporters and its critics.”’ Although some neoclassical
economists believed that the Report had erred in giving even minimal
credit to East Asian governments for promoting rapid economic de-
velopment, the most severe critics were proponents of the develop-
mental state who fiercely denounced it as blatantly ideological, repre-
sentative of the laissez-faire position of the United States and the
interests of private capital, and as an effort to assuage growing West-
ern fears of competition from the rapidly industrializing countries of
East Asia. The following criticisms of the Report are especially note-
worthy.

The Report’s emphasis on fundamentals suggests that economic
growth is a fairly straightforward process of factor accumulation
through private domestic investment, education, and exports. Such a
view is contradicted by the emphasis in the new-growth models on
the importance in the developmental process of imperfect informa-
tion, increasing returns, multiple equilibria, path dependence, self-re-
inforcing mechanisms, historical lock-ins, and other dynamic proper-
ties. Critics argue strongly that growth processes are so complex that
there can be no single explanation and that therefore the Report’s
considerable emphasis on factor accumulation was inappropriate.

Furthermore, the Report’s assumption that one can disentangle
macro basics or fundamentals—investment, education, exports—

3! Excellent evaluations of the Report are Albert Fishlow, Catherine Gwin, Stephan
Haggard, Dani Rodrik, and Robert Wade, Miracle or Design? Lessons from the East
Asian Experience, Policy Essay no. 11 (Washington, D.C.: Overseas Development
Council, 1994); and Robert Wade, “Japan, the World Bank, and the Art of Paradigm
Maintenance: The East Asian Miracle in Political Perspective,” New Left Review 217
(May/June 1996): 3-36.
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from their micro foundations, or supporting sociopolitical institu-
tions, is deeply flawed. Critics charge that fundamentals and institu-
tions cannot be separated from one another; a high savings rate does
not just happen but is the result of government policies and financial
institutions. When one factors in domestic policies and institutions,
the growth process becomes as complex as the new growth models
suggest.

The authors of the Report deliberately played down their own
findings regarding the important role of the state and of industrial
policies in expediting rapid industrialization, and they also neglected
the crucial importance of public financial institutions in mobilizing
savings, evaluating projects, managing risk, monitoring managers,
and facilitating transactions. For example, although the Report ac-
knowledged that the most successful interventions by the state were
the generous subsidies provided for manufactured exports, critics of
the Report charge that this important point was not accorded appro-
priate weight in the overall assessment of industrial policy. In fact,
many of the “market-friendly” policies praised by the Report, such
as export contests, are actually examples of successful industrial pol-
icy.” According to Report critics, these contests proved a very effec-
tive method for the state to “pick winners” and thus to accelerate
economic development.

Moral of the Tale

A close reading of the World Development Report 1991 brings to
mind the sage advice to literary critics set forth by D. H. Lawrence
in his Studies in Classic American Literature (1964).” The critic,
Lawrence admonished, should always contrast the author’s pro-
claimed moral with the moral of the tale itself, as derived from a close
reading of what the author had actually written. The proclaimed
moral of the Report is that state interventionism did not work; how-
ever, this moral is contradicted over and over again as the Report
describes the successful policies actually followed by East Asian gov-

2 Under the terms of these contests, the government set forth certain conditions
under which private firms competed for a valuable asset controlled by the government,
such as access to easy credit or foreign exchange. The contest was organized so that
the companies most likely to make successful use of the resource would win. Thus, an
important criterion of success was export penetration of foreign markets. The state, it
should be added, also protected these sectors from imports and foreign direct invest-
ment.

¥ D. H. Lawrence, Studies in Classic American Literature (New York: Viking,
1964).
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ernments. The Report’s own assessment of the results strongly sug-
gests that state intervention and industrial policy were indeed vital
factors in the economic success of the East Asian economies. And
there was a particularly excellent example of this in South Korea’s
export contests.

However, the most basic weakness of the Report is its assumption
that one can disentangle economic fundamentals—investment, educa-
tion, exports—from government development strategies and the over-
all society in which an economy is embedded. The Report assumes
that markets already exist and that economic development takes place
in an economic and social vacuum. This approach totally neglects the
national system of political economy—ideology, public institutions,
and private business practices—that nurtures, facilitates, or frustrates
the efficacy of markets. Although there is no single East Asian model,
the countries’ economic and political institutions have set the East
Asian economies apart and produced their economic fundamentals.
Would or could the economic fundamentals in East Asia have been
put into place if there had been no developmental state or certain
sociopolitical institutions? That is unlikely! The economic fundamen-
tals and the developmental state are closely interrelated. Recognizing
that the state and the fundamentals are integrated with one another
and that economic fundamentals are anchored in their institutional
context really supports the new growth theory. It is clear that under-
standing economic development requires greater knowledge of a soci-
ety’s economic and political system than the Report indicates. Al-
though the fundamentals provide the sufficient causes of successful
economic development, a well-functioning state is the necessary
cause; without an effective state, the fundamentals would not even
exist.

The Report erred by separating national economic policies from the
fundamentals of these economies. In these societies, the state played a
crucial role in accumulation of the factors emphasized by neoclassical
economists. The high savings rate, the skilled and disciplined work-
force, and large investments in education were all promoted by the
state and did not just happen in response to the invisible hand of the
market. Moreover, the Report relies excessively on Solow-type capital
accumulation and ignores the importance of technological innovation
and productivity growth. Despite the argument put forth by some
prominent economists, the rapid and successful industrialization of
these economies was due to both factor accumulation and technologi-
cal progress. And both capital accumulation and productivity gains,
at least indirectly, resulted from effective government policies.
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This interpretation of the important part played by the develop-
mental state in the East Asian Miracle Project is supported in part by
Paul Krugman’s qualified vindication of the insights of early postwar
development economics. “High development theory,” Krugman points
out in Development, Geography, and Economic Theory (1995), was
essentially correct in its emphasis on “strategic complementarity”
with respect to investment and the problem of coordination.’ Early
development economists recognized the need for coordinated invest-
ment to assure individual firms that other firms would make comple-
mentary or supportive investments. The less developed countries, eco-
nomic development theorists believed, are at a decided disadvantage
in their attempts to develop in the world of the strong. How could
these impoverished nations possibly develop industries capable of
competing in world markets against such strongly established firms
as Mitsubishi and General Motors!

Krugman argues that economies of scale and imperfect competition
were missing from development theory and that without these two
central ideas, the theory and policies for economic development could
not be sustained. Development theorists did recognize the need for
economies of scale at the plant level to give the less developed econ-
omy the comparative advantage it needed for economic development
and international competitiveness. However, these theorists ignored
the importance of scale economies and of imperfect competition at
the national level.”” Development requires promoting strategic com-
plementarity through investment decisions, supporting domestic firms
until they achieve scale economies in their production, and breaking
the vicious cycle of poverty in which the LDCs have been trapped.
These tasks in turn require the guiding hand of a strong state. Eco-
nomic development cannot be left to the market alone. The state must
play the key role in starting and managing the process of economic
development. Solow himself has written that neoclassical growth the-
ory tells us what determines the rate of economic growth, but Solow
does not tell us what gets growth started in the first place.*

** Paul R. Krugman, Development, Geography, and Economic Theory (Cambridge:
MIT Press, 1995).

** Economists identify two types of economies of scale: internal and external. The
former refers to the expansion of production by an individual firm and the resulting
reduction of production costs. The latter refers to expansion of an industry that makes
possible greater specialization and other benefits that reduce the costs of the whole
industry. David W. Pearce, ed., The MIT Dictionary of Modern Economics, 4th ed.
(Cambridge: MIT Press, 1992), 12.

% Quoted in IMF Survey, 16, December 1991, 378.
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A few comments are in order about a highly controversial issue in
economic development. The initial success of the East Asian econo-
mies raised the important but unresolved issue of the relationship
between development and democracy. Successive American adminis-
trations, following Milton Friedman although not necessarily know-
ingly, have believed that development and democracy proceed hand
in hand.” During East Asia’s miracle period, conservatives such as
Nobel Laureate Gary Becker attributed the outstanding success of the
East Asian economies to their “democratic” regimes; subsequently,
conservatives blamed the problems following the 1997 financial crisis
on the “authoritarian” nature of these political regimes. From the
other side of the intellectual/political spectrum, Laureate Amartya Sen
also argued that democracy and development complement, or at least
should complement, one another.” Other scholars are not convinced
that there actually is a close connection between democracy and de-
velopment. Robert Barro believes that the relationship of democracy
and development is ambiguous, and political scientist Atul Kohli,
after a careful review of the literature, finds the connection equally
elusive.” A United Nations report released in April 2000 concludes
that successful economic development requires “good” government,
a quality scarce in too many LDCs.*

THE EAasT AsiaN FiNaNciaAL/EconoMmic CRISIS

In the summer of 1997, the East Asian economies suffered a severe
blow when a serious financial crisis and subsequently a much more
general economic crisis brought the East Asian miracle to an abrupt
halt. By the summer of 2000, the stricken nations had rapidly recov-
ered from the crisis and its consequences. Nevertheless, it will take
many years for the full social and political effects of this economic

%7 Alberto Alesina and Roberto Peroti, “The Political Economy of Growth: A Critical
Survey of the Recent Literature,” World Bank Economic Review 8, no. 3 (1994):
351—71.

* Amartya Sen, Development as Freedom (New York: Alfred A. Knopf, 1999).

* Robert J. Barro, Getting It Right: Markets and Choices in a Free Society (Cam-
bridge: MIT Press,1997), 3; and Atul Kohli, “Democracy Amid Economic Orthodoxy:
Trends in Developing Countries,” Third World Quarterly 14, no. 4 (1993): 671-89.

* United Nations Development Program, Overcoming Human Poverty: UNDP Pov-
erty Report 2000. Included in the Report’s definition of good government were free
elections, accountable and noncorrupt officials, and ambitious national programs to
alleviate poverty. For LDC governments that tend to blame the rich countries for their
economic difficulties, the Report was not well received. New York Times, 5 April
2000, A11.
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disaster to be fully understood. Despite the inconclusive nature of this
situation, there has been an acrimonious debate over the explanation
and meaning of the crisis. The devastating setback of these miracle
economies was immediately seized by many Western economists,
public officials, and commentators as a convincing indictment of the
developmental state; it is clear, they proclaimed, that the East Asian
economies should adopt the neoclassical development model based
on free markets and minimal state intervention in the economy. Many
defenders of the East Asian developmental state model charged, in
turn, that these economies were hapless victims of international fi-
nancial interests and the reckless policies of the Clinton Administra-
tion. They contended that the developmental state model remains the
most appropriate model for successful economic development.

According to the prominent Western “crony capitalism” interpreta-
tion, the East Asian developmental state contained the seeds of its
own destruction. Those characteristics of the Asian model of eco-
nomic development that have been credited with the extraordinary
success of these economies and their rapid industrialization were al-
leged to be the very ones that led to the financial crisis and to subse-
quent economic disaster. Critics, who have included high officials in
the IMF and the American Treasury, blamed the following “flawed”
components of crony capitalism: (1) the intimate ties among local
politicians, banks, and industry; (2) bank rather than stock market
financing of economic development; and (3) nontransparent (or se-
cret) financial arrangements involving government-favored businesses
and banks. This government-manipulated system encouraged ques-
tionable overinvestment, especially in particular economic sectors, by
appearing to guarantee investors, at least implicitly, that their invest-
ments were not at risk. In this way, the developmental state created
moral hazard that ultimately led to the crisis.

Proponents of the developmental state reject the above analysis and
instead blame the crisis on the pernicious behavior of international
financial markets. As had happened many times before, investors be-
came caught up in a frenzy of investment in these “miracle econo-
mies.” The excitement surrounding the possibility of “easy money”
caused investors to throw caution to the winds and ignore such obvi-
ous signs of impending trouble as the large number of short-term
liabilities that had been assumed by East Asian borrowers. The huge
investments in the region, well above rational profit expectations,
were driven by the irrational euphoria of international investors. In
addition, the premature liberalization of financial markets and capital
accounts (freedom of capital movements) in these countries (for
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which the United States bears a large responsibility) must be assigned
much of the blame. Thus, the crisis was due to the irrational function-
ing of international financial markets along with certain irresponsible
policies of the U.S. Treasury.

And, thus, the controversy over the developmental state continues.

THE FUTURE OF THE DEVELOPMENTAL STATE

It is obviously too early to reach final conclusions regarding the future
of the East Asian developmental state and the proper role for the state
in the process of economic development.*' Yet there is strong evidence
to support the idea that states must be very involved in economic
development. It is worth noting that several months prior to the crisis,
the World Bank had devoted its annual World Development Report
1997 to the crucially important issue of the political prerequisites of
successful economic development.*” In this report, titled The State in
a Changing World, the World Bank declared that economic develop-
ment is dependent on a society’s getting its political as well as its
economic fundamentals “right.” Without the former, such character-
istics of the latter as openness to trade and sound macroeconomic
policies cannot work because social norms, institutions, and customs
determine how economic inputs will be used and whether success will
in fact be forthcoming.”

The Report rejected the implicit logic of the “retreat-of-the-state”
doctrine that the minimal state is the optimal state; a minimal state,
the Report pointed out, can do no harm, but a weak state can do
no good either. Neither state-dominated nor stateless development
constitute the means to successful economic development. Although
the Report refused to set forth “a single recipe for state reforms
worldwide,” it did provide a two-part strategy to forge an effective
state capable of supporting rather than distorting economic develop-
ment: (1) the state must match its activities with its capabilities and
not attempt to do too much; and (2) improvement of the state’s effec-

* Economists tried to assess these matters in the symposium, “The State and Eco-
nomic Development,” Journal of Economic Perspectives 4, no. 3 (summer 1990).

2 World Bank, World Development Report 1997: The State in a Changing World
(Washington, D.C.: World Bank, 1997).

# As Dani Rodrik has argued, contrary to the impression given by some economists,
trade by itself will not lead to economic development. Dani Rodrik, The New Global
Economy and Developing Countries: Making Openness Work (Washington, D.C.:
Overseas Development Council, 1999).
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tiveness requires vigorous public institutions and includes “restraints
to check corrupt behavior” by public officials.*

In the same report, the World Bank recognized that economic de-
velopment entails much more than solution of technical economic
problems and is, at its core, a social and political problem. In its early
years, the World Bank had followed the prescriptions of economists
that economic development results when crucial economic and techni-
cal obstacles have been overcome. During the 1980s, under the reign
of neoliberalism and the Washington Consensus, the doctrine of
structural adjustment assumed that economic reforms and elimina-
tion of state interventionism would release economic forces that
would speed development. The Bank and its economists have since
learned to appreciate that more than “economic fundamentals” are
necessary to achieve economic development.

The World Development Report 1997 returned to a truth first set forth
in 1952 by Moses Abramowitz, a pioneer in the study of economic
growth.” The fundamental requirement for economic development,
Abramowitz wrote, was “social capacity.” Economic development is
not a technical economic problem involving factor accumulation and
getting the “fundamentals right”; it is a social process that cannot be
completed unless the state creates economic institutions, fosters social
behavior, and pursues policies favorable to economic development.
The then-new formal modeling of economic growth, Abramowitz
pointed out, deals with the immediate source of economic growth
and not with the social and other factors behind the immediate fac-
tors. His emphasis on the social and political aspects of economic
development suggested that there was no single best way for a society
to foster economic development.

At the turn of the century, efforts to understand the task of eco-
nomic development again emphasized the need for a national devel-
opment strategy.*® Official thinking about economic development has,

“World Bank, World Development Report 1997: The State in a Changing World.
A valuable history of the central role of states in economic development is Linda Weiss
and John M. Hobson, States and Economic Development: A Comparative Historical
Analysis (London: Polity Press, 1995).

* Abramovitz first set forth his notion of social capacity in Thinking About Growth
and Other Essays on Economic Growth (Cambridge: Cambridge University Press,
1989); a restatement of his position is “Following and Leading,” in Horst Hanusch,
ed., Evolutionary Economics: Applications of Schumpeter’s Ideas (New York: Cam-
bridge University Press, 1988), 339.

* Dani Rodrik in his book, The New Global Economy and Developing Countries,
argues that a country needs a strategy for domestic investment and a sound framework
for resolving political conflict. Also, see Rodrik, “Getting Interventions Right: How
South Korea and Taiwan Grew Rich,” Economic Policy (April 1995): 55-107.
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in fact, passed through several distinct stages. In the 1960s, the World
Bank regarded economic development as a matter of solving a num-
ber of discrete technical problems regarding efficient use of resources
and capital transfers. In the 1970s and early 1980s, emphasis was on
trade liberalization and elimination of market dislocations caused by
government intervention (structural adjustment). Later in the 1980s,
the focus shifted to macroeconomic adjustment intended to eliminate
inflation and macroeconomic instability (the Washington Consensus).
In the 1990s, the World Bank and many experts began to appreciate
that development requires transformation of the society. Joseph Stig-
litz, an economist’s economist, is purported to have conceded at a
meeting that economists are beginning to understand that develop-
ment is complex and that there is more to development than trade
liberalization and macroeconomic adjustment. Similar lessons are ap-
plicable to the problems facing transitional economies.

TRANSITIONAL ECONOMIES

The transition of the former command or communist economies of
China, the Soviet bloc, and elsewhere to democratic, market-based
societies is one of the most important issues of the post—Cold War
era. I use the term “transition” advisedly. As Stephen Holmes has
pointed out, transition suggests that these economies are on a known
and predictable trajectory from communism to democratic capital-
ism." The truth is that no one really knows what economic, political,
and other factors led to the overthrow of communism, and even less
is known about the forces at work in these “postcommunist societies”
or about the direction in which economic and political forces are pro-
pelling them. Theories and speculations of various kinds abound as
scholars, intellectuals, and public officials attempt to provide an over-
all explanation of this extraordinary and historically unprecedented
situation. Yet, as Holmes suggests, no guidelines can help us to deter-
mine where these unfortunate postcommunist societies are heading:
democracy, fascism, or even a return to communism. Nevertheless,
despite its misleading implications, I shall follow convention and use
the term “transitional societies.”

The mere size of the transition problem is overwhelming. The mag-
nitude and diversity of the swath of countries from the Baltic to the
Balkans and from Eastern Europe across the steppes of central Asia
to the Pacific Ocean defy comprehension. The twenty-seven or more

*7 Stephen Holmes, “Cultural Legacies or State Collapse? Probing the Postcommunist
Dilemma,” in Michael Mandelbaum, ed., Postcommunism: Four Perspectives (New
York: Council on Foreign Relations, 1996), 22-76.
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countries involved (excluding China) contain more than 400 million
people. Many of these countries are mired in economic and political
chaos with declining economies and corrupt governments. The end of
communism has taken many different forms, and each different form
strongly influences the path of the transition. Also, consideration of
the transition issue is greatly compounded by the fact that individual
countries are in very different economic and political situations. At
one end of the spectrum is Russia, which has sought to create simulta-
neously both a democratic and a market economy. At the other end
is China, where an effort is being made to combine a highly authori-
tarian political regime with a market-type economy. In between these
extremes are numerous unfortunate countries with a host of social,
economic, and political problems.

There is no historical experience on which one can draw for in-
sights, nor are there economic, political, or other social theories on
which one may rely for guidance, and economics has failed miserably
as a guide. The transition problem is novel in the sense that the world
has never before experienced the transition from one type of highly
industrialized economy to a different type of highly industrialized
economy. Although the rise of capitalism in the modern period pro-
vides some lessons, such as the need for an entrepreneurial class and a
nonoppressive state, the implications of these lessons for a developed
economy in transition are not clear. The former communist countries
must first tear down corrupt and inefficient structures before they can
begin to build new, effective, and publicly responsible economic and
political institutions. Therefore, this discussion of the transitional
economies must be sketchy as well as tentative.

Transition Theories

Following the collapse of communism, every formerly communist
country in East Europe, including Russia, suffered severe recession,
deindustrialization, and economic chaos; by one estimate, recession
reduced by one-quarter the national product of Eastern Europe.*
These economic troubles set back reform and, in some cases, resulted
in a retrenchment of the reform effort. More generally, recession and
its aftermath had a profound negative impact. Reform has been rec-
ognized as much more complicated and difficult than most econo-

# Kazimierz Z. Poznanski, “The Post-Communist Transition as an Institutional Dis-
integration: Explaining the Regional Economic Recession” (unpublished and undated);
Janos Kornai, “Transformational Recession: Main Causes,” Journal of Comparative
Economics 19, no. 1 (August 1994), 39-63.
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mists, public officials, and others had anticipated.” Scholars and oth-
ers have set forth different explanations of what went wrong. One
explanation is based on the doctrine of neoliberalism, another is the
theory of cultural legacy, and yet another emphasizes the crisis of
governance. Although each of these theories provides insights into the
nature of postcommunist societies, the third is the most compelling
explanation.

The neoliberal convergence explanation is strongly influenced by
the neoliberal ideas and perspective on structural adjustment and in-
cludes a minimal role for the state in the economy and heavy reliance
on the market.” According to this position, the postcommunist reces-
sion was an inevitable consequence of the transition from a command
to a free market economy. In a communist-type economy, a number
of serious hidden problems exist that only become known following
the collapse of communism. For example, a major aspect of the tran-
sition problem is “unwanted production.” Under a planned economy,
firms produce a large number of goods that consumers are not inter-
ested in buying. The shift from a seller-oriented economy to a buyer-
oriented, or market, economy takes time, and not enough time has
yet elapsed to solve the resultant problems. For example, it takes time
to create the type of middle class essential to the functioning of a
market-type economy. It is the nature of reforms, this position argues,
that matters get worse before they get better.

According to the cultural legacy explanation, the bad habits and
mentalities of the past change slowly. Communism created passive
and dependent peoples. Communist culture molded societies charac-
terized by duplicity, disinformation, extreme self-interest, reliance on
personal connections, and avoidance of any responsibility for one’s
actions. In addition, the triumph of communism suppressed issues,
traditions, and problems that resurfaced when communism disap-
peared and that have made the transition process more difficult.
Among these vestiges from the past, the revival of nationalism and
ethnic conflict has proved particularly important. The collapse of Yu-
goslavia into internecine war exemplifies dramatically just how ex-
treme the possible problems can be.

The most valuable explanation for the severe problems of the post-

* Joseph Stiglitz, “Quis Custodiet Ipsos Custodes?” Challenge 42, no. 6 (November/
December 1999): 26-67.

" A powerful critique of this position is in Alice H. Amsden, Jacek Kochanowicz,
and Lance Taylor, The Market Meets Its Match: Restructuring the Economies of East-
ern Europe (Cambridge: Harvard University Press, 1994).
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communist countries is the crisis-of-governance explanation.’’ For a
number of reasons, the political elites of Eastern Europe engineered
the collapse of the state as rapidly as possible and before society was
ready for such drastic change. There had been uncritical acceptance
of the neoliberal doctrine of the minimal state, and the important
functions of the state in democratic market-oriented societies were
not really understood. Another reason for abandoning the state as
quickly as possible was the intense fear of a communist resurgence;
elimination of the state bureaucratic apparatus would make a return
to power by the communists much more difficult. Another cause of
the collapse of the state was the extraordinarily rapacious and corrupt
behavior of public officials. These officials had an interest in elimina-
tion of the state, and through one means or another they and their
allies, including criminal elements in Russia, grabbed state assets for
self-enrichment. Political elites in most postcommunist societies for-
sook the commonweal for short-term private advantage.

The Transition Record

Application of the three transition explanations to the experience of
postcommunist society supports the crisis of governability or col-
lapse-of-the-state explanation. In general terms, the transition prob-
lem involves implementation of several complex and difficult tasks.
New public institutions must be established and old institutional
structures, reformed or eliminated, while rules and regulations re-
quired for a market-type economy must be established. Privatization
of state-owned economic sectors and change of ownership of the
means of production from public to private owners must be accom-
plished. The inefficient state-managed economic structure must be lig-
uidated, and privately owned firms that can adapt to a market-type
economy must be installed. Marketization must also be implemented;
the command or plan system of communism must be replaced by the
price mechanism, in which economic decisions and the direction of
the economy are determined by the response of individuals and firms
to changes in relative prices. Beyond these economic reforms is the
far more demanding challenge of creating a new civic culture of pub-
lic virtue as well as a national sense of social responsibility. Without
such a moral or psychological change in the sentiments of the people,

’! See Holmes, “Cultural Legacies or State Collapse?”, p. 50. Holmes’s position is
supported by Andrei Shleifer and Daniel Treisman, Without a Map: Political Reform
in Russia (Cambridge: MIT Press, 2000).
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the goal of a successful transition to a democratic capitalist system
will never be achieved.

Institutional Reform. The experience of institutional reform has dif-
fered greatly across Eastern Europe. At one extreme is Poland, which
has moved slowly but has implemented a number of important re-
forms; at the other is Bulgaria, which has made few efforts to trans-
form its economy. However, the task of institutional reform every-
where has been strongly influenced by neoliberalism and its emphasis
on the market. It is not excessive to state that the guiding idea of
transition was that private enterprises were considered to be key
agents of economic and political change in Eastern Europe and other
former communist countries. Institutional transformation was be-
lieved to entail the simple substitution of the market for the state.
The market in turn would lead to creation of impersonal public insti-
tutions and a civic culture required for the proper functioning of a
market economy.

The collapse-of-the-state position, however, argues that the reform-
ers eliminated a state apparatus that was necessary for managing the
economy and did not replace it with public and private institutions
required for an effective market-managed economy. The greater the
reform or “state withdrawal” (e.g., in Russia and East Germany),
the greater the depth of the postcommunist crisis. According to this
position, it was essential that the state manage the transition from
communism and make a market economy work. An effective and ac-
countable state must elicit voluntary cooperation from its citizenry if
it is to solve collective problems. It must also rebuild the infrastruc-
ture of the society laid waste by communism: education, the judicial
system, and institutions concerned with energy, banking, health, and
other necessities. State policy must establish the rules governing the
market economy and guaranteeing private property rights; policies
should be fair and consistent. The neoliberal-inspired transition pro-
cess produced many corrupt and ineffective states. Without an effec-
tive and responsible state, successful transition could not take place.

Privatization. The purpose of privatization in Eastern Europe was to
transfer state-owned property to the private sector. For reasons that
I have already discussed, selling-off of state assets was carried out as
rapidly as possible and with many disastrous consequences. In a num-
ber of countries there was a rush to create an indigenous middle class
that would ensure political stability and strongly resist the return of
communism. However, the various types of privatization schemes,
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such as property vouchers and sales to workers, were abject failures
or at least resulted in very serious problems.’”” In many countries, state
property was “sold” to former communists, corrupt public officials,
and political favorites at very low prices; privatization in Russia even
spawned a powerful criminal class. Although it is too soon to make
a definitive judgment on privatization, at least one can say that it
failed to create the strong middle class desired by many reformers. It
also constituted one of the most significant redistributions of wealth
in world history.

In addition to the speed of privatization and prevalence of corrup-
tion as obstacles to successful privatization were a low level of savings
and serious troubles within the banking systems. Reforms had weak-
ened the financial position of local firms and of the banking systems;
many countries suffered from a liquidity crisis, and potential investors
in these countries lacked sufficient capital to purchase those busi-
nesses and factories put up for quick sale. As a consequence, foreign
firms, especially German, purchased a substantial portion of the
assets sold. The resulting level of foreign ownership is quite high,
particularly in Poland, the Czech Republic, and Hungary; few coun-
tries have so many business enterprises and important industries in
foreign hands. Kazimierz Poznanski has estimated, for example, that
70 percent of Hungarian industry and banking are foreign-owned.”
This situation has both benefits and possible costs for the host socie-
ties. On the one hand, foreign ownership has meant a rapid inflow of
needed capital, technology, and know-how. On the other, it has fos-
tered a highly oligopolistic economic structure that could result in
exploitation, and it raises the fear of being drawn into a German
sphere of economic domination.

Marketization. The principal goal of transition is to change from a
command to a market system based on the price mechanism. This
important structural change entails “a move from a sellers’ to a buy-
ers” market” and “enforcing a hard budget constraint” through priva-
tization and elimination of such government support mechanisms as
subsidies to favored enterprises.”* Such reforms constituted, according
to the neoliberal agenda, incentives to encourage profit-maximizing
market behavior by all economic actors. Incentives would lead to a

%2 The various methods to privatize the economy are briefly discussed in Oleh Harvy-
lyshyn and Donal McGettigan, Privatization in Transition Countries: Lessons of the
First Decade (Washington, D.C.: International Monetary Fund, 1999), 7-9.

33 Poznanski, “The Post-Communist Transition.”

** Harvylyshyn and McGettigan, Privatization in Transition Countries, 2.
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shift from old to new and more efficient economic activities and to
restructuring (labor rationalization, new product lines, etc.) of those
firms not eliminated by the shift to a market-based system based on
private enterprise. Released economic forces would then transform
postcommunist economies to market-type economies.

The necessary conditions for marketization have not been fully
achieved. The rules, laws, and regulations necessary to a well-func-
tioning market economy have been put in place only partially. Privati-
zation has been very uneven throughout the region and has been dis-
torted by corrupt behavior in many instances. Many government
support mechanisms are still in place, and backtracking on privatiza-
tion has appeared in response to public protests. A large part of eco-
nomic activity is, in fact, still in state hands. In addition, withdrawal
of financial support and protection through elimination of state sub-
sidies and drastic lowering of trade barriers ruined many enterprises
and set back the process of marketization. The overall impact of these
developments has been extraordinarily harmful. In effect, partial and
uneven reform has created what Joel Hellman has called a “winner
take all” politics.” The beneficiaries of partial reform who were able
to take advantage of the absence of a competent, honest state and to
profit from the spoils of privatization have become powerful oppo-
nents of further economic reform. This situation in some countries
has resulted in a new class structure of winners and losers that could
make further reform much more difficult.

The postcommunist experience has taught that creation of an effec-
tive market economy requires a state with the power to establish and
enforce the rules of the market. In some countries, especially Poland
and Hungary, considerable progress toward a market economy based
on private enterprise and impersonal rules has been made. Too many
postcommunist countries, however, have failed to create a civic cul-
ture based on mutual trust and public responsibility, a culture that
can support a market-type economy. It is illusory to speak of a transi-
tion because it is anyone’s guess where these postcommunist countries
are really heading.

CONCLUSION
As this is written in the year 2000, the international community has

not yet come to terms with the immense problems of economic devel-

% Joel S. Hellman,”Winner Take All:The Politics of Partial Reform in Postcommu-
nist Transitions,” World Politics 50, no. 2 (January 1998).
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opment. Whether or not a development regime is a possible or appro-
priate solution may be moot. In an era of neoliberalism with stress
on the free market, a development regime is out of the question. On
the other hand, free trade and economic openness do not by them-
selves constitute an adequate solution to the problem of underdevel-
opment or to the problems of the transition economies. A compro-
mise must be found somewhere between the two extremes of
abandonment of neoliberalism and total reliance on the market. Jef-
frey Sachs has made an important start in this direction with his argu-
ment that the long-term solution to LDC problems will require that
the fundamental problems that they face be solved by the interna-
tional community: tropical and arid agriculture must be improved (a
similar point was made long ago by Arthur Lewis), science and tech-
nology must be mobilized for development purposes, and major prob-
lems of environmental degradation and public health (HIV, malaria,
and other tropical diseases) must be reduced or, better, eliminated.”
Solving such problems would benefit rich and poor alike.

% «Sachs on Development,” The Economist, 14 August 1999, 17-20.
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The Political Economy of Regional Integration

THE MOVEMENT toward economic regionalism or regional trade
agreements (RTAs), which accelerated in the mid-1980s, pro-
duced a significant impact on the shape of the world economy.' This
new regionalism differed in fundamental respects from an earlier re-
gional movement in the 1950s and 1960s; it had much greater sig-
nificance for the world economy. The earlier movement, whose only
survivor is the European Union, was limited largely to trade and just
a few other areas. The new regionalism is more global in scope and
involves integration not only of trade but also of finance and foreign
direct investment. Also, the goal of the movement toward regional
integration in Western Europe became political unification as well as
creation of a single unified market. In Western Europe and elsewhere,
trade has become increasingly regionalized, and this development has
caused concern that the international economy may be moving in the
direction of regional economic blocs.

The European Single Market Act (1986) triggered the “new region-
alism” and stimulated development of other similar efforts. In the
early 1980s, European reticence to join the American-initiated Uru-
guay Round of trade negotiations, fear in the United States that Eu-
rope was turning inward, and impatience with the slowness of the
General Agreement on Tariffs and Trade (GATT) negotiations led to
the American decision to support North American economic regional-

' The writings on economic regionalism and preferential trading arrangements have
greatly expanded in recent years. Among the numerous writings on this subject, the
following are especially noteworthy: Jagdish N. Bhagwati and Arvind Panagariya, eds.,
The Economics of Preferential Trade Agreements (Washington, D.C.: AEI Press, 1996);
Richard Gibb and Wieslaw Michalak, eds., Continental Trading Blocs: The Growth
of Regionalism in the World Economy (New York: John Wiley, 1994); Vincent Cable
and David Henderson, eds., Trade Blocs? The Future of Regional Integration (London:
Royal Institute of International Affairs, 1994); Paul De Grauwe, The Economics of
Monetary Integration, 2d rev. ed. (New York: Oxford University Press, 1994); Jaime
De Melo and Arvind Panagariya, eds., New Dimensions in Regional Integration (New
York: Cambridge University Press, 1995); Miles Kahler, Regional Futures and Transat-
lantic Economic Relations (New York: Council on Foreign Relations, 1995); and Jef-
frey A. Frankel, Regional Trading Blocs in the World Economic System (Washington,
D.C.: Institute for International Economics, 1997).
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ization. Once launched, the slow and drawn-out Uruguay Round as
well as the regional movements in Western Europe and North
America undoubtedly also contributed to the spread of regional trade
agreements elsewhere in the world. Many nations, fearing that the
Round would never succeed or that they would be shut out of other
regional arrangements, initiated regional efforts, and regional trade
agreements proliferated. By the late 1990s, there were approximately
180 regional agreements, and almost all members of the World Trade
Organization (with the notable exception of Japan, Hong Kong, and
Korea) were included in one or more formal regional arrangements.

Previously, initiatives toward development of regional free trade
areas had been followed by new rounds of multilateral trade negotia-
tions. The United States had responded to the Treaty of Rome (1957)
and the subsequent creation of the European Community by initiating
multilateral trade liberalization within the GATT; the Kennedy
Round (1963-1967) of trade negotiations was a response by the
United States to the creation of the European Community (Common
Market) and the Tokyo Round (1973-1979), a response to the first
enlargement of that Community. However, the multilateral American
approach to the movement toward European integration changed in
the 1980s. When it became clear that the Single Market Act in the
mid-1980s could create a united and possibly closed West European
market, the United States followed Canada’s lead and shifted its pol-
icy toward development of a regional arrangement of its own: the
North American Free Trade Agreement (NAFTA).

In Pacific Asia, largely in response to European and North Ameri-
can regional developments, Japan intensified its own efforts to create
and lead a regional economy. As more and more developing countries
liberalized their economies unilaterally to achieve greater efficiency
and abandoned import-substitution strategies in favor of a greater
emphasis on export-led growth, they too began to perceive the advan-
tages of regional initiatives that would promote economies of scale
for their industries and provide some counterbalance to regionaliza-
tion in Europe and in North America. This expanding movement to-
ward regional integration can be characterized as a response to what
political scientists call a “security dilemma” in which each regional
movement attempts to enhance its own bargaining position vis-a-vis
other regions.

Albert Fishlow and Stephan Haggard have made a useful distinc-
tion between market-driven and policy-driven regional integration;
certainly both political and economic considerations are involved in
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every regional movement.” However, the relative importance of eco-
nomic and political factors differs in each. Whereas the movement
toward integration of Western Europe has been motivated primarily
by political considerations, the motivation for North American re-
gionalism has been more mixed, and Pacific Asian regionalism has
been principally but not entirely market-driven. Attainment of such
political objectives as ending French-German rivalry and creating a
political entity to increase Europe’s international standing and
strengthen its international bargaining position has been of vital im-
portance in European integration. North American regionalization,
on the other hand, has been primarily market-driven; establishment
of the free trade area reflected the natural integration of the three
North American economies (Canada, Mexico, and the United States)
by market forces. However, some political motives, such as strength-
ening North America’s position vis-a-vis Western Europe and reduc-
ing illegal Mexican migration into the United States, have also been
factors. And in Pacific Asia, although market forces have been the
most important factors in integration of the economies, political con-
siderations and Japanese policies have also played significant roles.’
Moreover, even though economic regionalism has become a univer-
sal phenomenon, regionalism has also assumed quite diverse forms.*
In addition to the differing mix of political and economic goals, re-
gional arrangements vary in their institutional form. For example,

* Albert Fishlow and Stephan Haggard, The United States and the Regionalization
of the World Economy, Development Centre Documents (Paris: OECD, 1992).

3 Although the Asia Pacific Economic Cooperation (APEC) organization could be
considered an example of regional integration, its achievements have been quite
modest.

* Ali M. El-Agraa, ed., with contributions, The Economics of the European Commu-
nity (London: Harvester Wheatsheaf, 1994), provides a useful discussion of the various
types of regional integration. These arrangements include the following in order of the
stage of integration: (1) Free trade area: Members eliminate all trade restrictions
against each other’s goods; an example is the North American Free Trade Agreement
(NAFTA). (2) Customs union: Although similar to a free trade area, participating coun-
tries adopt uniform tariffs and other trade restrictions vis-a-vis countries outside the
union; the most prominent example was the European Economic Community or Com-
mon Market created by the Rome Treaty (1957). (3) Common market: Extends a cus-
toms union to include the free movement of the factors of production (goods, services,
people, capital). (4) Economic union: The highest form of economic integration incor-
porates the previous stages of integration and adds monetary and fiscal policy harmoni-
zation; the only example is the movement toward European economic integration. (5)
Political Union: Moves beyond economic union to supranational decision- making be-
yond the purely economic; a political union is the ultimate goal of the movement to-
ward European unity.

343



CHAPTER THIRTEEN

whereas Western Europe is attempting to create an integrated politi-
cal/leconomic entity, has erected an external tariff, and has become
highly institutionalized, Pacific Asian regionalization has no external
tariff, a very low level of institutional development, and every econ-
omy in the region has retained high tariffs. North American regional-
ism stands somewhere between the other two. The North American
Free Trade Agreement created a free trade area without an external
tariff, does not have a common market, and has only a few formal
institutions. The movement toward greater unity as Europe seeks to
achieve both economic and political integration is the only example
of what scholars call deep regional integration.

The diversity of regional arrangements makes broad generaliza-
tions and overarching theories or explanations of regionalism impos-
sible. One cannot confidently assess these regional efforts or predict
their effects upon the world economy. It is nonetheless desirable to
present a summary and critique of the principal attempts by econo-
mists and political scientists to develop theories or explanations re-
garding economic and, to a lesser extent, political regionalism. In gen-
eral, economists have been interested in the welfare consequences of
regional arrangements for members and nonmembers, and political
scientists have been more concerned with ways to explain economic
and political integration. While writings thus far have provided im-
portant insights into many aspects of economic regionalism, they
leave many questions unanswered.’

EconoMmic THEORIES

Integration of formerly self-contained economic areas into larger eco-
nomic entities has been important in modern history. The modern era
has been characterized by integration of small and relatively distinct
territories into larger nation-states and into national economies sur-
rounded by trade barriers. Despite this process of economic integra-
tion, when Fritz Machlup conducted an extensive review of the eco-
nomic literature in 1976, he learned that prior to 1947 economists

’ It is worth noting that the subject of political fragmentation has received very little
attention from scholars of political economy. One exception is Patrick Bolton and
Gérard Roland, “The Breakup of Nations: A Political Economic Analysis,” April 1995
(unpublished).
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had written little about economic integration.® Such neglect is star-
tling because of the obvious importance of the integration of national
markets to the nature and evolution of the world economy. Beginning
with the European movement toward economic integration in the
early post—World War II period, the economics profession began to
pay more attention to international integration. Yet theoretical results
have been sparse and have not significantly advanced our understand-
ing of the actual process of economic integration or of its conse-
quences. In fact, the subject of economic integration remains largely
empirical rather than theoretical.”

The principal approaches that economists have taken in their ef-
forts to explain regional integration or free trade areas arise from
neoinstitutionalism and the new political economy. The new institu-
tionalism approach assumes that international, including regional, in-
stitutions, such as those of Western Europe, are established to over-
come market failures, solve coordination problems, and/or eliminate
other obstacles to economic cooperation. These institutions create in-
centives for states to cooperate and, through a variety of mechanisms,
to facilitate such cooperation. Although the new institutionalism pro-
vides valuable insights, it does not consider the political reasons for
regional arrangements. The new political economy explanation em-
phasizes interest group politics and the distributive consequences of
economic regionalism; it assumes that such regional trade arrange-
ments as customs unions and free trade agreements have significant
redistributive consequences that are usually harmful to nonmembers
and create both winners and losers among the members themselves.
Indeed, economists frequently explain economic integration as result-
ing from efforts of domestic interests to redistribute national income
in their own favor. This approach provides important insights into
the domestic politics of economic integration but fails to explain the
costly efforts by Europeans to achieve regional integration.

¢ Fritz Machlup, ed., Economic Integration: Worldwide, Regional, Sectoral (London:
Macmillan, 1976), 63. Studies by economists on economic integration include Bela
Balassa, The Theory of Economic Integration (Homewood, Ill.: Richard D. Irwin,
1961); and Peter Robson, The Economics of International Integration (London: Allen
and Unwin, 1987). Two pioneering studies of economic integration are W. M. Corden,
Monetary Integration, Essays in International Finance no. 93, Princeton University,
Department of Economics, International Finance Section, April 1992 and J. E. Meade,
H. H. Liesner, and S. J. Wells, Case Studies in European Economic Union: The Me-
chanics of Integration (London: Oxford University Press, 1962).

7 A discussion of economic theories of integration is found in Bhagwati and Panaga-
riya, eds., The Economics of Preferential Trade Agreements.
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The Marxist theory of economic and political integration is another
economic approach to an explanation of integration. According to
Belgian economist Ernest Mandel, economic integration in general,
and the movement toward European economic and political integra-
tion in particular, are explained by the efforts of transnational capi-
talist classes to increase the scale of capital accumulation.® Over the
course of modern history, the requirements of capital accumulation
have driven the world toward ever larger economic and political enti-
ties. According to this point of view, technological developments and
international competition are forcing the dominant European capital-
ist class to overthrow the narrow confines of national capitalism and
forge a regional economy that will strengthen the international com-
petitiveness of European capitalism. However, as I shall point out
later, economic determinism omits certain important political and
strategic motives responsible for economic integration.

Economic theories do not provide a satisfactory explanation of eco-
nomic integration. This is because economic analysts generally as-
sume that a political decision has been made to create a larger eco-
nomic entity, and that economists need only analyze the welfare
consequences of that decision and concern themselves with just a few
aspects of the process of economic integration. Another theoretical
subject of interest to economists has been the theory of an “optimum
currency area” (OCA); this theory specifies the conditions necessary
for establishment of a common currency within an economic region.
This theory is of special relevance to the effort to achieve the Euro-
pean Economic and Monetary Union (EMU). There is also a small
literature on the “optimum regionalization” of the world economy;
and attention is given to comparison of the political and economic
consequences of a world containing two regionalized economies with
the consequences of a world of three or more integrated regions.

An important body of economic literature deals with the welfare
consequences for nonmembers of such regional arrangements as cus-
toms unions (the European Common Market) and of free trade areas
(NAFTA). The classic work on the welfare consequences of regional
trade agreements is Jacob Viner’s The Customs Union Issue (1950),
a study stimulated by growing concerns in the United States and else-
where about the accelerating movement toward a Western European
common market.” Prior to Viner’s analysis, the conventional wisdom

8 Ernest Mandel, Europe versus America?: Contradictions of Imperialism (London:
N.L.B., 1970).

? Jacob Viner, The Customs Union Issue (New York: Carnegie Endowment for Inter-
national Peace, 1950).
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of the economics profession—based on the theory of comparative
advantage—had been that regional agreements were beneficial to
members and nonmembers alike, and that they produced much the
same consequences as did global trade liberalization. In other words,
the pre-Viner position was that the economic gains to both members
and nonmembers were similar to those produced by free trade and
included the benefits of specialization, improved terms of trade,
greater efficiency due to increased competition, and increased factor
flows among members. In his study, Viner not only challenged this
optimistic assumption but also analyzed customs unions’ implications
for nonmembers.

Viner’s analysis pointed out that a common external tariff would
have trade-diverting as well as trade-creating effects. The initial or
static consequences of an external tariff, say, around the European
Common Market, would divert trade from foreign suppliers to sup-
pliers located within the Common Market. However, as Viner also
pointed out, the long-term or dynamic effects of a common market
would lead to creation of a larger and more wealthy European market
that would benefit not only local firms but also the market’s external
trading partners. Whether the trade-diverting or the trade-creating
effects of a customs union would ultimately predominate, Viner con-
cluded, was an empirical question that could be answered only from
actual experience. Likewise, the welfare consequences for nonmem-
bers could not be determined theoretically but only by observing the
specific actions and policies of the European Economic Community
or other regional arrangements.

Viner’s pioneering analysis has been extended and modified by sub-
sequent research; yet his insight into the basic indeterminacy of the
welfare effects of economic regionalism remains valid.'"’ Indeed, Vin-
er’s conclusions have been supported by a report in 1997 from a
group of international experts.'" Although these experts could draw
upon theoretical developments and actual experience accumulated
subsequent to Viner’s study, they, too, concluded that neither eco-
nomic theory nor empirical evidence can inform us whether or not

1" See Alfred Tovias, “A Survey of the Theory of Economic Integration,” in Hans J.
Michelmann and Payayotis Soldatos, eds., European Integration: Theories and Ap-
proaches (Lanham, Md.: University Press of America, 1994).

" Jaime Serra et al., Reflections on Regionalism: Report of the Study Group on
International Trade (Washington, D.C.: Carnegie Endowment for International Peace,
1997). See also Paul J. J. Welfens, “Economic Integration Theory,” in Desmond Dinan,
ed., Encyclopedia of the European Union (Boulder, Colo.: Lynne Rienner, 1998),
153-58.
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a specific regional arrangement will harm nonmembers. No general
conclusions can be drawn because of the very different and specific
aspects of each regional arrangement. Indeed, economists answer the
question of whether regional arrangements will lead to trade diver-
sion or trade creation with the classic answer of economists and other
scholars to difficult issues: “more research is needed.”

Since Viner’s early work, the new trade and growth theories have
strongly influenced economists’ thinking about regional integration.
Whereas Viner’s analysis was based on the neoclassical theories of
trade and economic growth that assumed perfect competition, con-
stant returns to scale, and diminishing returns, new thinking about
economic integration is based on economies of scale and other favor-
able consequences of integration, such as R & D spillovers within the
region. This means that firms within a regional arrangement can gain
competitive advantages from which firms outside the arrangement are
excluded. This theory implies that countries could and probably
would support regional trade barriers and trade diversion so that
firms within the region would have exclusive access to technological
advances, economies of scale, and other advantages. External barriers
could also protect such firms from external competition and enable
them to achieve economies of scale and international competitiveness
as well. Regional trade barriers could enhance the bargaining position
of local firms and governments in their dealings with outside firms
and governments. Evidence suggests that such strategic advantages
of economic regionalism have played a role—but not a determining
role—in the movement toward European integration.

PovriTicaL THEORIES

Political scientists have had an interest in political and economic inte-
gration for a relatively long time, but before the movement toward
European unity no one attempted to formulate general theories or
explanations of regional integration." Political scientists have empha-
sized institutional solutions to the problems of war and international
political instability and have focused on the idea of federalism and
political integration of the world. From the early postwar period on,
the thinking of those interested in integration has been influenced

"> An important volume on the ideas of political scientists regarding economic and
political integration is Edward D. Mansfield and Helen V. Milner, eds., The Political
Economy of Regionalism (New York: Columbia University Press, 1997). See also An-
drew Moravcsik, “Integration Theory,” in Desmond Dinan, ed., Encyclopedia of the
European Union (Boulder, Colo.: Lynne Rienner, 1998), 278-91.
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by federalism, neofunctionalism, neoinstitutionalism, intergovern-
mentalism, and realism.

Federalism

Throughout modern history, idealists have set forth schemes to solve
the problem of war by building federalist institutions to which parties
will consciously and voluntarily surrender their political autonomy
and sovereign rights. In the twentieth century, Woodrow Wilson’s
proposal for a League of Nations, and the later establishment of the
United Nations, inspired additional federalist solutions to prevent an-
other great war. Following World War II, the World Federalist move-
ment, whose appeal arose from its emphasis on persuasion, convert-
ing public opinion, and building of institutions, expanded. Although
the federalist idea had some influence on the movement toward Euro-
pean integration, it appealed most of all to those interested in the
global level.

Despite its intellectual appeal, federalism has never proved to be a
successful route to political integration, and its successes have been
achieved only under unusual political circumstances. The few exam-
ples of successful federal experiments have been motivated primarily
by national security concerns. Indeed, the two most successful federal
republics—Switzerland and the United States—were created in re-
sponse to powerful external security threats. And in the United States,
full political and economic integration were attained only after the
victory of the North over the South in the Civil War. The German
federalist state resulted from conquest by one nation (Prussia) of
other German political entities. Historically, political integration of
independent political entities has resulted from military conquest or
dynastic union, and neither of these methods will necessarily lead to
creation of an integrated economy.

Functionalism and Neofunctionalism

The theory of neofunctionalism was very influential in the 1950s and
1960s. Closely associated with the writings of Ernst Haas, neofunc-
tionalism is the most important effort by political scientists to explain
political integration in general and European political integration in
particular.” Drawing upon the social sciences, Haas’s theory of neo-
functionalism, elaborated and extended by his students and other
scholars, argued that economic, technological, and other develop-

¥ Ernst Haas, “The Challenge of Regionalism,” International Organization 12, no.
3 (1958): 444-58.
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ments during the twentieth century have driven peoples and nation-
states toward peaceful economic and political integration at both the
regional and global levels.

The theory of neofunctionalism had its roots in pre—World War II
functionalist theory that had appeared in response to the failure of
the League of Nations to maintain the peace after World War 1. Col-
lapse of the League made people aware that something more than
voluntary federalism was needed to ensure world peace. The British
social democrat David Mitrany took up this challenge and systemati-
cally set forth his functionalist theory as a solution to the problem of
war in his highly influential monograph A Working Peace System and
other writings.'* According to Mitrany, modern economic, technolog-
ical, and other developments made political integration of the world
possible and necessary. Technocratic management of an increasingly
complex and integrated global economy and social system had be-
come imperative.

The problem of war could be solved and the war-prone system of
nation-states could be escaped, Mitrany argued, through interna-
tional agreements in such specific functional or technical areas as
health, postal services, and communications. Even though the politi-
cal system remained fragmented into jealous and feuding nation-
states, such functional and technical international institutions were
feasible because the world in the twentieth century had become highly
integrated both economically and physically by advances in commu-
nications and transportation. As functional international institutions
succeeded and promoted social and economic welfare, they would
gain legitimacy and political support and would over time triumph
over the nation-state.

Mitrany assumed that an economically and technologically inte-
grated world had given rise to many complex technical problems that
individual competing states could not deal with effectively. If func-
tional problems in the areas of health and postal services were to
be solved, nation-states should, in their own self-interest, establish
international organizations to carry out the required activities. Then,
as the new organizations proved their effectiveness in dealing with
various technical problems, states would delegate more and more
tasks to international institutions. As new functional arrangements
were put into place, the realm of independent political action, and
hence also of international conflict, would become more and more
circumscribed. In time, states would learn the advantages of peaceful

" David Mitrany, A Working Peace System (Chicago: Quadrangle, 1966).
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cooperation, and the importance of political boundaries would di-
minish. Political integration of the world would thus result from eco-
nomic and other forms of international cooperation.

Inspired by Mitrany’s insights, Ernst Haas developed what he
called “neofunctionalism” and applied this theory to both interna-
tional institutions and the process of European integration.” Drawing
on literature in social science, Haas produced The Uniting of Europe
(1957) and Beyond the Nation-State (1964). Like Mitrany, Haas be-
lieved that modern democratic and, especially, welfare states required
rational management of the economy and centralized technocratic
control. However, for Haas, Mitrany’s functionalism was too unso-
phisticated politically and lacked a theory of how integration actually
took place. Whereas Mitrany had emphasized the deliberate actions
of national leaders to create international institutions, Haas’s focus
was on domestic interest groups and political parties promoting their
own economic self-interest. He also stressed the unintended conse-
quences of previous integration efforts, which he called “spillover”;
as groups realized that integration could serve their self-interest, there
would automatically be spillover from one area of integration to an-
other. In time, the process of spillover would lead to political cooper-
ation and a transnational political community favoring more exten-
sive and centralized regional or international governing mechanisms.

Haas was not especially interested in the reasons for initiating inte-
gration efforts; however, once an integration effort had been launched,
Haas foresaw pressures for further integration. He expected that so-
cial and economic groups would demand additional economic inte-
gration, and that that would create new political actors interested in
and ready to promote further integration. Political integration would
be carried out by the actions of both domestic interest groups and
international civil servants or entrepreneurs. Domestic interest groups,
especially in business, would pressure their home governments to create
regional institutions to perform particular tasks that would promote
their economic interests. International civil servants, like the staff of the
European Commission, would, as they fulfilled their assigned tasks,

Y Haas was also influenced by the writings of Karl Deutsch. According to Deutsch,
modernization leads to increasing levels of social interaction and communication
among politically separated peoples, which in turn leads to a convergence of individual
and group values in the direction of more cosmopolitan norms. This development re-
sults (at least among democratic societies) in the formation of a security community in
which no state poses a threat to any other. Karl W. Deutsch, “Communications Theory
and Political Integration,” in Philip E. Jacob and James V. Toscano, eds., The Integra-
tion of Political Communities (Philadelphia: Lippincott, 1964).
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develop a loyalty to the international institution rather than to their
home governments. As powerful domestic interests and individual
states learned the utilitarian value of international organizations, and
as international civil servants transferred loyalty from their own states
to international organizations, the role of international institutions in
managing regional and global affairs would grow. Over time, the re-
gional or global organization would be transformed from a means into
an end itself. Thus, neofunctionalist theory, like functionalist theory,
believed that economic cooperation would lead to political integration
at either the regional or global level.

The idea that economic and technological forces are driving the
world toward greater political integration is at the core of neofunction-
alism. Forces leading to economic and political integration are embed-
ded in the modern economic system and tend to be self-reinforcing,
as each stage of economic integration encourages further integration.
Neofunctionalism assumes that economic and other welfare concerns
have become, or at least are becoming, more important than such tradi-
tional concerns as national security and interstate rivalry. Underlying
this assumption is a belief that industrialization, modernization, democ-
racy, and similar forces have transformed behavior. The theory as-
sumes as well that the experience of integration leads to redefinition of
the national interest and eventual transfer of loyalty from the nation-
state to emerging regional or global entities.

It is worth noting several ways in which neofunctionalism modified
functionalism. Whereas functionalism assumed that conscious political
decisions would accelerate political integration, neofunctionalist theory
assumes that, once the process of economic and technical integration
has been launched, unanticipated consequences, spillovers from one
functional area to another, and the effects of learning will propel the
process toward eventual political and economic unification. One of
neofunctionalism’s core propositions is that the logic of functional spill-
overs would push political elites inevitably from economic cooperation
toward political unification. Neofunctionalism concentrates on the pro-
cess of regional integration itself and, unlike economic theory, does not
attempt to evaluate explicitly the economic welfare consequences of
regional integration. Yet, there is an unstated assumption that eco-
nomic and political integration are beneficial to members and nonmem-
bers alike.

Neofunctionalist ideas have strongly influenced the thinking of schol-
ars and public officials about European regional integration. For exam-
ple, Western Europeans, in their concerted effort to create both a single
market and a single European currency (the euro), have assumed that
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economic and monetary unity would eventually force further steps to-
ward economic and political unification. However, especially following
the French veto in 1967 of Britain’s effort to join the European Com-
munity, it became obvious that the neofunctionalist logic of spillovers
and feedbacks was not working. And in 1975 Haas repudiated his own
neofunctionalist theory.'® Few scholars have been equally honest and
courageous in rejecting their own theories when faced with contrary
evidence.

Neoinstitutionalism, Domestic Politics, and Intergovernmentalism

Since scholars have recognized that functionalist and neofunctionalist
thinking about regional integration has proved inadequate, new ap-
proaches—neoinstitutionalism, domestic politics, and intergovern-
mentalism—have influenced the writings of political scientists inter-
ested in economic and political integration."” Neoinstitutionalism
emphasizes the role of institutions in solving economic and other
problems; it maintains that institutions could help ameliorate market
failures and solve collective action problems in economic and political
integration. The most prominent scholar in this school of thought is
Robert Keohane who, along with others, has emphasized the need for
international institutions to deal with market failures, reduce transac-
tion costs, and counter other problems. Scholars argue that interna-
tional institutions (or regimes) assist states to solve collective action
problems, promote cooperation through facilitation of reciprocity
(tit-for-tat strategies), and link various issue areas. In such ways, re-
gional international institutions increase the incentives for states to
solve their disputes and cooperate with one another. Although this
position has been very influential in the development of thinking
about regional institutions, it has not led to a specific theory of eco-
nomic and political integration.

Political scientists have also studied the effects on economic and
political integration of such factors as the pressures of domestic eco-
nomic interests and the interests of political elites. Their literature,

' Ernst Haas, “The Obsolescence of Regional Integration Theory,” Institute of Inter-
national Studies, University of California, Berkeley, Research Series no. 25, 1975.

" Intergovernmentalism is discussed in Robert O. Keohane and Stanley Hoffmann,
eds., The New European Community: Decision Making and Institutional Change
(Boulder, Colo.: Westview Press, 1991). Also, Hans J. Michelmann and Panayotis J.
Soldatos, eds., European Integration: Theories and Approaches (Lanham, Md.: Univer-
sity Press of America, 1994). A critique of intergovernmentalism is Geoffrey Garrett
and George Tsebelis, “An Institutional Critique of Intergovernmentalism,” Interna-
tional Organization 50, no. 2 (spring 1996): 269-99.

353



CHAPTER THIRTEEN

emphasizing the importance for domestic groups of the distributive
consequences of integration, has noted that winners support integra-
tion and losers oppose it. It has also recognized that political leaders
will be guided by the consequences of integration for their own politi-
cal survival and that domestic interests and institutions may facilitate
or discourage integration. Many writings produced by political scien-
tists in this area are very similar to those of economists. Although
this literature supplements explanations that focus on the interna-
tional level, by the year 2000 the literature had not been developed
into a coherent theory or approach to economic and political integra-
tion.

The most significant approach by political scientists to economic
and political integration since neofunctionalism is intergovernmental-
ism or, more specifically, liberal intergovernmentalism. This ap-
proach, derived from neofunctionalism, neoinstitutionalism, and
other earlier theories of political integration, shares with neofunction-
alism an emphasis on economic interests as the principal driving
forces of regional integration. Like neoinstitutionalism, it stresses the
importance of international, that is regional, institutions as a neces-
sary means of facilitating and securing the integration process. How-
ever, intergovernmentalism differs from earlier approaches in its con-
centration on the central role of national governments, on the
importance of powerful domestic economic interests, and on bargain-
ing among national governments over distributive and institutional
issues.

The most ambitious effort to develop a theory of economic and
political integration based on intergovernmentalism is found in An-
drew Moravcsik’s The Choice for Europe (1998)" which concen-
trates on the pivotal responses of national governments to the increas-
ing interdependence of national economies and emphasizes the
importance of international institutions in solving problems generated
by increasing economic interdependence. In Moravcsik’s words:

My central claim is that the broad lines of European integration since 1955
reflect three factors: patterns of commercial advantage, the relative bargain-
ing power of important governments, and the incentives to enhance the credi-
bility of interstate commitments. Most fundamental of these was commercial
interest. European integration resulted from a series of rational choices made
by national leaders who consistently pursued economic interests—primarily
the commercial interests of powerful economic producers and secondarily the

' Andrew Moravcsik, The Choice for Europe: Social Purpose and State Power from
Messina and Maastricht (Ithaca: Cornell University Press, 1998).
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macroeconomic preferences of ruling governmental coalitions—that evolved
slowly in response to structural incentives in the global economy. When such
interests converged, integration advanced."

Thus, private economic interests and short-term macroeconomic pol-
icy preferences are considered responsible for European integration
and, as Moravcsik is proposing a general theory of regional integra-
tion, for other integration efforts as well.

Moravcsik’s belief that political motives, such as French-German
reconciliation and the integration of West Germany into a denational-
ized European political structure, have played only a minor or sec-
ondary role in European political integration constitutes a serious
weakness in his argument. The statements of European leaders about
the political imperative of economic and political integration make
Moravcsik’s disregard of the political motives quite astounding. If
Moravcsik is correct that regional integration efforts around the
world are due to national responses to increasing international eco-
nomic interdependence, then one would expect similar movements
toward political integration elsewhere. As he argues, European inte-
gration differs only in that Europe has been “touched more intensely”
by global economic developments.”

If one accepts Moravcsik’s reasoning, one would expect that North
America would also be moving toward political integration. After all,
the three North American economies—the United States, Canada,
and Mexico—are far more closely integrated in trade, financial flows,
and foreign direct investment than are the economies of Western Eu-
rope. Although intra-European trade has certainly increased greatly
since World War II, trade flows among the three North American
economies, especially between the United States and Canada, are still
considerably larger. North American corporate linkages across na-
tional borders dwarf those among European firms; and services, fi-
nance, and manufacturing in North America are more closely inte-
grated than are those in Western Europe. Transnational European
corporate integration, in fact, is just beginning, and progress toward
economic integration has led to corporate integration, rather than
vice versa. European national financial markets also remain highly
fragmented and separated from one another. Yet, despite the higher
level of North American economic integration, there is no pressure
whatsoever for political unity. Political integration is not occurring,
because the North American nations have no political motive to inte-

Y Ibid., 3.
“1bid., 5.
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grate with one another as the nations of Western Europe have. Surely,
the geopolitical concerns of the major West European powers should
be given greater attention.

Realism

Although a number of realists have written on political integration,
there is no generally accepted realist theory. However, the realist ap-
proach does emphasize the importance of power, national political
interests, and interstate rivalries in the integrative process. Realism
regards regional integration, especially political integration like that
taking place in Western Europe, as a political phenomenon pursued
by states for national political and economic motives. Realism, which
I have labeled state-centric realism, assumes that a successful process
of economic and political integration must be championed by one or
more core political entities that are willing to use their power and
influence to promote the integration process. In West European inte-
gration, regional leadership has been exercised by France and Ger-
many.

Perhaps there is no better example of the realist approach to politi-
cal integration than the following passage from Viner’s The Customs
Union Issue on the unification of Germany in the mid-nineteenth cen-
tury:

It is generally agreed that Prussia engineered the customs union [Zollverein]
primarily for political reasons, in order to gain hegemony or at least influence
over the lesser German states. It was largely in order to make certain that the
hegemony should be Prussian and not Austrian that Prussia continually op-
posed Austrian entry into the Union, either openly or by pressing for a cus-
toms union tariff lower than highly protectionist Austria could stomach.”

The realist approach to economic regionalism also calls attention to
several factors that limit peaceful economic and political integration.
Joseph Grieco, for example, stresses the importance of relative gains
and of distributive issues in state calculations; these inevitably make
the type of long-term cooperation necessary to integration efforts very
difficult to achieve.” States, for example, are unlikely to willingly
compromise their national security for economic gains in a regional
arrangement; thus far, the European Union has experienced little

! Jacob Viner, The Customs Union Issue, 98-99.

* For a realist discussion of regional integration, consult Joseph Grieco, “Systemic
Sources of Variations in Regional Institutionalization in Western Europe, East Asia,
and the Americas,” in Edward D. Mansfield and Helen V. Milner, The Political Econ-
omy of Regionalism (New York: Columbia University Press, 1997).
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progress in reaching agreement on common security or foreign poli-
cies. In addition, the economic concessions required to achieve re-
gional integration may be granted to allies but certainly not to poten-
tial adversaries. Therefore, economic and political integration may
require a powerful leader that has an interest in and a capacity to
promote a regional arrangement. Ready examples are Germany in
Western Europe (EU), the United States in North America (NAFTA),
Japan in Pacific Asia, and Brazil in South America (Mercosur).

The historical experience in national development reveals that de-
spite neofunctionalist assertions, economic unification has followed
rather than preceded political unification. Once a political decision
has been made to achieve economic and monetary union, neofunc-
tionalist logic and the solution of technical issues may propel deeper
integration. However, at least to my knowledge, there is no example
of spillover from economic and monetary unification that has led au-
tomatically to political unification. Indeed, in some ways, even the
movement toward economic and political unification of Europe thus
far has been historically unique. Integration by peaceful means of
such a large region has never before been attempted, and there simply
are no precedents to provide guidance regarding the future of Euro-
pean regionalization. Whether or not Europe will ultimately succeed
depends more on political than on economic developments.

Every regional arrangement represents cooperative efforts of indi-
vidual states to promote both national and collective objectives. Some
believe that economic regionalism, and especially the effort to achieve
European political unity, signals a movement away from a state-cen-
tric world and the beginning of a postnational international order.
To the contrary, this effort and economic regionalism in general have
been a response by nation-states to shared political and economic
problems. As the world economy has become more closely integrated,
regional groupings of states have increased their cooperation in order
to strengthen their autonomy, increase their bargaining position in
disputes about distributive issues, and promote other political or eco-
nomic objectives. Regionalization is a means to extend national con-
cerns and ambitions rather than an alternative to a state-centered in-
ternational system.

Economic regionalism has spread because nation-states want the
absolute benefits of a global economy at the same time that they seek
to increase their own relative gains and protect themselves against
external threats to their economic welfare and national security. Con-
cerns over distributive issues and worries over national autonomy re-
flect the belief of national political and economic leaders that eco-
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nomic competition must necessarily be a central concern in world
politics. Furthermore, international economic competition necessi-
tates large domestic markets that enable domestic firms to achieve
economies of scale. In order to survive and prosper in an uncertain
and rapidly changing world, individual states and groups of states
are adapting to the evolving economic, technological, and political
environment, as they have done many times in the past. In the 1990s,
states have responded to intensely competitive and threatening global-
ization by forming or extending regional economic alliances or ar-
rangements under the leadership of one or more major economic
powers.

Economic regionalism has become an important component in the
national strategies of the major economic powers to strengthen their
respective domestic economies and their international competitive-
ness. They attempt to achieve at the regional level what they are no
longer able to achieve at the national level.” The Maastricht Treaty
was intended to create a politically and economically unified Euro-
pean Union (EU) that would be the economic equal of Japan and the
United States. In North America, ratification by Canada, Mexico, and
the United States of the North American Free Trade Agreement
(NAFTA) established a free trade area intended to create a strong
North American, and perhaps eventually a Western Hemisphere, inte-
grated economy. The third important regional movement, in Pacific
Asia, has been led by a Japan determined to strengthen its regional
and global position. Although this Asian Pacific movement has been
made manifest primarily through bilateral trade and investment link-
ages between Japan and other economies in the area, an effort to
increase political integration of the Asian Pacific region began with
the founding of the Asian Pacific Economic Cooperation (APEC)
community. These three movements toward regional integration and
the interrelationships among them will have a profound impact on
the nature and structure of the world economy for some time to
come.

AN EcLEcTIC APPROACH

Efforts to develop a general theory of regional integration are unlikely
to succeed. The realist approach also has serious limitations. There
are too many different factors involved in regional movements around

» Gibb and Michalak, eds, Continental Trading Blocs: The Growth of Regionalism
in the World Economy, 1.
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the world, the differences among various regional efforts are too
great, and too many assumptions that cannot be tested are necessarily
involved in analysis of regional efforts. My realist bias is to stress the
political and strategic sources of regional efforts; yet I acknowledge
that this approach cannot fully account for every example of regional
integration and/or for the important differences among these efforts.
For example, although political considerations have certainly been
important in NAFTA and in Japan’s efforts to create an Asian Pacific
economic bloc, the principal motive in those cases has been fulfillment
of private and national economic interests. The dozens of efforts to
create regional economies do possess one or more common elements:
an economic motive, establishment of an external tariff of some kind,
and/or a leader or leaders interested in promoting integration of the
region. Yet, further generalization is difficult, if not impossible. Mo-
tives, external tariffs, and the role of leadership differ from one re-
gional arrangement to another, and for this reason one must take an
eclectic approach to understanding regional integration.

A universal theory or explanation of such a diverse and wide-rang-
ing phenomenon is undoubtedly impossible to formulate. An eclectic
approach is reasonable and should stress a number of factors. First
of all, every regional effort involves some political motive, sometimes
one that is very ambitious, as in European regional integration, and
sometimes quite modest, as in North American regionalism. Although
the interests and pressures of powerful domestic groups may shape
regional arrangements, those arrangements are produced primarily by
national interests as defined by the ruling elites of the states involved.

An eclectic approach should also incorporate recognition that re-
gionalism is stimulated when there is no strong international leader-
ship.”* As the United States became less willing to continue the leader-
ship role that it once performed, groups of states framed their own
solutions to international economic problems. Weakening of the Bret-
ton Woods System of rule-based trade and monetary regimes encour-
aged the search for regional solutions. Growing numbers of partici-
pants and the increasing complexity of the problems in international
negotiations also encourage the movement toward regional arrange-
ments. For example, the large number of participants in GATT/WTO
trade negotiations has led groups of states to seek other solutions
frequently easier to find at the regional than at the global level.

* Paul R. Krugman, “The Move Toward Free Trade Zones,” in Policy Implications
of Trade and Currency Zones: A Symposium Sponsored by the Federal Bank of Kansas
City (Jackson Hole, Wyoming, 22-24 August 1992), 28.
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Additional important factors in the spread of economic regionalism
include the emergence of new economic powers, intensification of in-
ternational economic competition, and rapid technological develop-
ments. The increased pace of economic change makes the choice be-
tween adjusting to new developments or resorting to protectionism
even more vital. In the 1970s, nation-states usually responded to such
challenges with New Protectionism; that is, the use of nontariff barri-
ers. As that approach became less effective, states in Western Europe,
North America, and elsewhere formed customs unions and free trade
areas to slow the adjustment process and protect themselves from the
rapidly industrializing and highly competitive economies of Pacific
Asia. In the late 1990s, protectionist efforts increased once again.

There are other factors that should be recognized in a new ap-
proach. Economic regionalism is also driven by the dynamics of an
economic security dilemma. For example, the movement toward Eu-
ropean unity became a factor in the U.S. decision to support the
North American Free Trade Agreement. Japan, fearing exclusion
from both of those regional blocs, stimulated Asian Pacific regional-
ism. Other regional efforts around the world were also responses to
earlier regional movements. In effect, nations have been trapped in a
rather traditional Prisoner’s Dilemma of mutual distrust from which
escape has become very difficult.

Finally, additional factors influencing the movement toward eco-
nomic regionalism have included the increasing importance for world
trade of oligopolistic competition, the theory of strategic trade, and
economies of scale. Earlier postwar economic thinking about region-
alism emphasized the trade creation and diversion consequences of
regional trading arrangements, but more recently the focus has been
on the importance of internal and external economies of scale that
could be achieved through economic integration.” In principle, of
course, the best route to promote economies of scale would be
through free trade and completely open markets. However, many
business and political leaders believe that protected regional arrange-
ments enable local firms to achieve such economies and thereby to
increase their competitiveness vis-a-vis foreign firms. Then when the
firms are sufficiently strong, they will be able to compete more suc-
cessfully against established oligopolistic firms in global markets.

» As noted earlier, the term “internal economies of scale” refers to the decreased
average costs enjoyed by a single, large firm over a smaller firm. The term “external
economies of scale” refers to the fact that firms near one another can benefit from
technological and other spillovers from neighboring firms. Desmond Dinan, ed., Ency-
clopedia of the European Union (Boulder, Colo.: Lynne Rienner, 1998), 153-58.
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Such reasoning and efforts to increase international competitiveness
have certainly been factors underlying the movement toward regional
integration.

CONCLUSION

In Western Europe, North America, and Pacific Asia as well as else-
where, dominant powers and their allies within a region have joined
forces to solve regional problems and increase their bargaining lever-
age in global economic negotiations. The countries of the European
Union already participate in international trade negotiations as a re-
gional bloc. Economic regionalism has also become a means to in-
crease the international competitiveness of regional firms. Various
forms of economic regionalism (customs unions, free trade areas, and
single markets) provide, to some extent, such advantages of free trade
as increased competition and economies of scale while simultaneously
denying these advantages to outsiders unless they invest in the inter-
nal market and meet member-country demands for local content,
technological transfers, and job creation. Regionalism also facilitates
pooling of economic resources and formation of regional corporate
alliances. For all these reasons, regionalism has become a central
strategy used by groups of states to increase their economic and polit-
ical strength and therefore has become an extremely important fea-
ture of the global economy.
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