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I

CONTENDING
PERSPECTIVES ON
INTERNATIONAL
POLITICAL ECONOMY

As outlined in the Introduction, two principal theoretical dimensions can be used
to organize debates within international political economy. The first addresses the
relative importance of international and domestic variables in accounting for trends
in the international political economy; the second, the significance of institutional
and societal factors. Part I contains four selections, one representing each approach
as applied to a specific issue. In a classic example of an international political
approach, Stephen D.Krasner (Reading 1) examines patterns of trade openness
within the international economy over the nineteenth and twentieth centuries. Barry
Eichengreen (Reading 2) uses a domestic society-centered theory to account for
the Smoot-Hawley Tariff, which contained some of the highest duties in history.
Douglass C.North (Reading 3) emphasizes the effect of domestic institutions on
economic growth. Finally, Susan Strange (Reading 4) explores how international
economic factors have altered both the relationship between states and firms and
the nature of diplomacy between countries. As exemplars of their respective
approaches, these essays are intended only to illustrate basic themes and arguments;
all four approaches contain a rich diversity of styles and conclusions, and the
essays selected here are only a sample. Nonetheless, they serve to highlight key
analytic debates and provide a useful empirical introduction to critical trends and
cases in international political economy.

Frieden, Jeffry A., and David A. Lake. International Political Economy : Perspectives on Global Power and Wealth, Routledge,
         1999. ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/nottingham/detail.action?docID=167041.
Created from nottingham on 2019-01-18 05:36:40.

C
op

yr
ig

ht
 ©

 1
99

9.
 R

ou
tle

dg
e.

 A
ll 

rig
ht

s 
re

se
rv

ed
.



This page intentionally left blank

Frieden, Jeffry A., and David A. Lake. International Political Economy : Perspectives on Global Power and Wealth, Routledge,
         1999. ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/nottingham/detail.action?docID=167041.
Created from nottingham on 2019-01-18 05:36:40.

C
op

yr
ig

ht
 ©

 1
99

9.
 R

ou
tle

dg
e.

 A
ll 

rig
ht

s 
re

se
rv

ed
.



19

1

State Power and the Structure
of International Trade

STEPHEN D.KRASNER
 

In this essay, Stephen D.Krasner addresses the relationship between
the interests and power of major states and the trade openness
of the international economy. In this international political
analysis, he identifies four principal goals of state action: political
power, aggregate national income, economic growth, and social
stability. He then combines the goals with different national
abilities to pursue them, relating the international distribution of
potential economic power to alternative trade regimes. Krasner
maintains, most significantly, that the hegemony of a leading
power is necessary for the creation and continuance of free trade.
He applies his model to six periods. Krasner’s analysis in this
1976 article is a well-known attempt to use international political
theory, and Realism more generally, to explain international
economic affairs. The theory he propounds, which has been
dubbed the “theory of hegemonic stability,” has influenced many
subsequent analyses.

INTRODUCTION

In recent years, students of international relations have multinationalized,
transnationalized, bureaucratized, and transgovernmentalized the state until it has
virtually ceased to exist as an analytic construct. Nowhere is that trend more apparent
than in the study of the politics of international economic relations. The basic
conventional assumptions have been undermined by assertions that the state is
trapped by a transnational society created not by sovereigns, but by nonstate actors.
Interdependence is not seen as a reflection of state policies and state choices (the
perspective of balance-of-power theory), but as the result of elements beyond the
control of any state or a system created by states.

This perspective is at best profoundly misleading. It may explain developments
within a particular international economic structure, but it cannot explain the structure
itself. That structure has many institutional and behavioral manifestations. The central
continuum along which it can be described is openness. International economic
structures may range from complete autarky (if all states prevent movements across
their borders), to complete openness (if no restrictions exist). In this paper I will
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20 State Power and the Structure of International Trade

present an analysis of one aspect of the international economy—the structure of
international trade; that is, the degree of openness for the movement of goods as
opposed to capital, labor, technology, or other factors of production. Since the
beginning of the nineteenth century, this structure has gone through several changes.
These can be explained, albeit imperfectly, by a state-power theory: an approach
that begins with the assumption that the structure of international trade is determined
by the interests and power of states acting to maximize national goals. The first step
in this argument is to relate four basic state interests—aggregate national income,
social stability, political power, and economic growth—to the degree of openness
for the movement of goods. The relationship between these interests and openness
depends upon the potential economic power of any given state. Potential economic
power is operationalized in terms of the relative size and level of economic
development of the state. The second step in the argument is to relate different
distributions of potential power, such as multipolar and hegemonic, to different
international trading structures. The most important conclusion of this theoretical
analysis is that a hegemonic distribution of potential economic power is likely to
result in an open trading structure. That argument is largely, although not completely,
substantiated by empirical data. For a fully adequate analysis it is necessary to
amend a state-power argument to take account of the impact of past state decisions
on domestic social structures as well as on international economic ones. The two
major organizers of the structure of trade since the beginning of the nineteenth
century, Great Britain and the United States, have both been prevented from making
policy amendments in line with state interests by particular societal groups whose
power had been enhanced by earlier state policies.

THE CAUSAL ARGUMENT: STATE INTERESTS, STATE POWER,
AND INTERNATIONAL TRADING STRUCTURES

Neoclassical trade theory is based upon the assumption that states act to maximize
their aggregate economic utility. This leads to the conclusion that maximum global
welfare and Pareto optimality are achieved under free trade. While particular
countries might better their situations through protectionism, economic theory
has generally looked askance at such policies…. Neoclassical theory recognizes
that trade regulations can…be used to correct domestic distortions and to promote
infant industries, but these are exceptions or temporary departures from policy
conclusions that lead logically to the support of free trade.

State Preferences

Historical experience suggests that policy makers are dense, or that the
assumptions of the conventional argument are wrong. Free trade has hardly
been the norm. Stupidity is not a very interesting analytic category. An alternative
approach to explaining international trading structures is to assume that states
seek a broad range of goals. At least four major state interests affected by the
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Stephen D.Krasner 21

structure of international trade can be identified. They are: political power,
aggregate national income, economic growth, and social stability. The way in
which each of these goals is affected by the degree of openness depends upon
the potential economic power of the state as defined by its relative size and
level of development.

Let us begin with aggregate national income because it  is most
straightforward. Given the exception noted above, conventional neoclassical
theory demonstrates that the greater the degree of openness in the international
trading system, the greater the level of aggregate economic income. This
conclusion applies to all states regardless of their size or relative level of
development. The static economic benefits of openness are, however, generally
inversely related to size. Trade gives small states relatively more welfare benefits
than it gives large ones. Empirically, small states have higher ratios of trade
to national product. They do not have the generous factor endowments or
potential for national economies of scale that are enjoyed by larger—particularly
continental—states.

The impact of openness on social stability runs in the opposite direction. Greater
openness exposes the domestic economy to the exigencies of the world market.
That implies a higher level of factor movements than in a closed economy, because
domestic production patterns must adjust to changes in international prices. Social
instability is thereby increased, since there is friction in moving factors, particularly
labor, from one sector to another. The impact will be stronger in small states than
in large, and in relatively less developed than in more developed ones. Large
states are less involved in the international economy: a smaller percentage of
their total factor endowment is affected by the international market at any given
level of openness. More developed states are better able to adjust factors: skilled
workers can more easily be moved from one kind of production to another than
can unskilled laborers or peasants. Hence social stability is, ceteris paribus, inversely
related to openness, but the deleterious consequences of exposure to the international
trading system are mitigated by larger size and greater economic development.

The relationship between political power and the international trading structure
can be analyzed in terms of the relative opportunity costs of closure for trading
partners. The higher the relative cost of closure, the weaker the political position
of the state. Hirschman has argued that this cost can be measured in terms of
direct income losses and the adjustment costs of reallocating factors. These will
be smaller for large states and for relatively more developed states. Other things
being equal, utility costs will be less for large states because they generally have
a smaller proportion of their economy engaged in the international economic system.
Reallocation costs will be less for more advanced states because their factors are
more mobile. Hence a state that is relatively large and more developed will find
its political power enhanced by an open system because its opportunity costs of
closure are less. The large state can use the threat to alter the system to secure
economic or noneconomic objectives. Historically, there is one important exception
to this generalization—the oil-exporting states. The level of reserves for some of
the states, particularly Saudi Arabia, has reduced the economic opportunity costs
of closure to a very low level despite their lack of development.

Frieden, Jeffry A., and David A. Lake. International Political Economy : Perspectives on Global Power and Wealth, Routledge,
         1999. ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/nottingham/detail.action?docID=167041.
Created from nottingham on 2019-01-18 05:36:40.

C
op

yr
ig

ht
 ©

 1
99

9.
 R

ou
tle

dg
e.

 A
ll 

rig
ht

s 
re

se
rv

ed
.



22 State Power and the Structure of International Trade

The relationship between international economic structure and economic
growth is elusive. For small states, economic growth has generally been
empirically associated with openness. Exposure to the international system
makes possible a much more efficient allocation of resources. Openness also
probably furthers the rate of growth of large countries with relatively advanced
technologies because they do not need to protect infant industries and can
take advantage of expanded world markets. In the long term, however, openness
for capital and technology, as well as goods, may hamper the growth of large,
developed countries by diverting resources from the domestic economy and
by providing potential competitors with the knowledge needed to develop their
own industries. Only by maintaining its technological lead and continually
developing new industries can even a very large state escape the undesired
consequences of an entirely open economic system. For medium-size states,
the relationship between international trading structure and growth is impossible
to specify definitively, either theoretically or empirically. On the one hand,
writers from the mercantilists through the American protectionists and the
German historical school, and more recently analysts of dependencia, have
argued that an entirely open system can undermine a state’s effort to develop,
and even lead to underdevelopment. On the other hand, adherents of more
conventional neoclassical positions have maintained that exposure to
international competition spurs economic transformation. The evidence is not
yet in. All that can confidently be said is that openness furthers the economic
growth of small states and of large ones so long as they maintain their
technological edge.

From State Preferences to International Trading Structures

The next step in this argument is to relate particular distributions of potential
economic power, defined by the size and level of development of individual states,
to the structure of the international trading system, defined in terms of openness.

Let us consider a system composed of a large number of small, highly developed
states. Such a system is likely to lead to an open international trading structure.
The aggregate income and economic growth of each state are increased by an
open system. The social instability produced by exposure to international competition
is mitigated by the factor mobility made possible by higher levels of development.
There is no loss of political power from openness because the costs of closure are
symmetrical for all members of the system.

Now let us consider a system composed of a few very large, but unequally
developed states. Such a distribution of potential economic power is likely to lead
to a closed structure. Each state could increase its income through a more open
system, but the gains would be modest. Openness would create more social instability
in the less developed countries. The rate of growth for more backward areas might
be frustrated, while that of the more advanced ones would be enhanced. A more
open structure would leave the less developed states in a politically more vulnerable
position, because their greater factor rigidity would mean a higher relative cost of
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Stephen D.Krasner 23

closure. Because of these disadvantages, large but relatively less developed states
are unlikely to accept an open trading structure. More advanced states cannot,
unless they are militarily more powerful, force large backward countries to accept
openness.

Finally, let us consider a hegemonic system—one in which there is a single
state that is much larger and relatively more advanced than its trading partners.
The costs and benefits of openness are not symmetrical for all members of the
system. The hegemonic state will have a preference for an open structure. Such a
structure increases its aggregate national income. It also increases its rate of growth
during its ascendancy—that is, when its relative size and technological lead are
increasing. Further, an open structure increases its political power, since the
opportunity costs of closure are least for a large and developed state. The social
instability resulting from exposure to the international system is mitigated by the
hegemonic power’s relatively low level of involvement in the international economy
and the mobility of its factors.

What of the other members of a hegemonic system? Small states are likely to
opt for openness because the advantages in terms of aggregate income and growth
are so great, and their political power is bound to be restricted regardless of what
they do. The reaction of medium-size states is hard to predict; it depends at least
in part on the way in which the hegemonic power utilizes its resources. The
potentially dominant state has symbolic, economic, and military capabilities that
can be used to entice or compel others to accept an open trading structure.

At the symbolic level, the hegemonic state stands as an example of how economic
development can be achieved. Its policies may be emulated, even if they are
inappropriate for other states. Where there are very dramatic asymmetries, military
power can be used to coerce weaker states into an open structure. Force is not,
however, a very efficient means for changing economic policies and it is unlikely
to be employed against medium-size states.

Most importantly, the hegemonic state can use its economic resources to create
an open structure. In terms of positive incentives, it can offer access to its large
domestic market and to its relatively cheap exports. In terms of negative ones, it
can withhold foreign grants and engage in competition potentially ruinous for the
weaker state in third-country markets. The size and economic robustness of the
hegemonic state also enable it to provide the confidence necessary for a stable
international monetary system, and its currency can offer the liquidity needed for
an increasingly open system.

In sum, openness is most likely to occur during periods when a hegemonic
state is in its ascendancy. Such a state has the interest and the resources to create
a structure characterized by lower tariffs, rising trade proportions, and less
regionalism. There are other distributions of potential power where openness is
likely, such as a system composed of many small, highly developed states. But
even here, that potential might not be realized because of the problems of creating
confidence in a monetary system where adequate liquidity would have to be provided
by a negotiated international reserve asset or a group of national currencies. Finally,
it is unlikely that very large states, particularly at unequal levels of development,
would accept open trading relations.
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24 State Power and the Structure of International Trade

These arguments, and the implications of other ideal typical configurations of
potential economic power for the openness of trading structures, are summarized
in [Chart 1].

THE DEPENDENT VARIABLE: DESCRIBING THE STRUCTURE
OF THE INTERNATIONAL TRADING SYSTEM

The structure of international trade has both behavioral and institutional attributes.
The degree of openness can be described both by the flow of goods and by the
policies that are followed by states with respect to trade barriers and international
payments. The two are not unrelated, but they do not coincide perfectly.

In common usage, the focus of attention has been upon institutions. Openness
is associated with those historical periods in which tariffs were substantially lowered:
the third quarter of the nineteenth century and the period since the Second World
War.

Tariffs alone, however, are not an adequate indicator of structure. They are
hard to operationalize quantitatively. Tariffs do not have to be high to be effective.
If cost functions are nearly identical, even low tariffs can prevent trade. Effective
tariff rates may be much higher than nominal ones. Nontariff barriers to trade,
which are not easily compared across states, can substitute for duties. An undervalued
exchange rate can protect domestic markets from foreign competition. Tariff levels
alone cannot describe the structure of international trade.

A second indicator, and one which is behavioral rather than institutional, is
trade proportions—the ratios of trade to national income for different states. Like
tariff levels, these involve describing the system in terms of an agglomeration of
national tendencies. A period in which these ratios are increasing across time for
most states can be described as one of increasing openness.

A third indicator is the concentration of trade within regions composed of states
at different levels of development. The degree of such regional encapsulation is
determined not so much by comparative advantage (because relative factor
endowments would allow almost any backward area to trade with almost any
developed one), but by political choices or dictates. Large states, attempting to
protect themselves from the vagaries of a global system, seek to maximize their

CHART 1. Probability of an Open Trading Structure with Different
Distributions of Potential Economic Power

Level of Development 
of States Size of States 

Relatively Equal Very Unequal 

Small Large 

Equal Moderate-High Low-Moderate High 
Unequal Moderate Low Moderate-High 
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Stephen D.Krasner 25

interests by creating regional blocs. Openness in the global economic system has
in effect meant greater trade among the leading industrial states. Periods of closure
are associated with the encapsulation of certain advanced states within regional
systems shared with certain less developed areas.

A description of the international trading system involves, then, an exercise
that is comparative rather than absolute. A period when tariffs are falling, trade
proportions are rising, and regional trading patterns are becoming less extreme
will be defined as one in which the structure is becoming more open.

Tariff Levels

The period from the 1820’s to 1879 was basically one of decreasing tariff levels
in Europe. The trend began in Great Britain in the 1820’s, with reductions of
duties and other barriers to trade. In 1846 the abolition of the Corn Laws ended
agricultural protectionism. France reduced duties on some intermediate goods
in the 1830’s, and on coal, iron, and steel in 1852. The Zollverein established
fairly low tariffs in 1834. Belgium, Portugal, Spain, Piedmont, Norway,
Switzerland, and Sweden lowered imposts in the 1850’s. The golden age of free
trade began in 1860, when Britain and France signed the Cobden-Chevalier Treaty,
which virtually eliminated trade barriers. This was followed by a series of bilateral
trade agreements between virtually all European states. It is important to note,
however, that the United States took little part in the general movement toward
lower trade barriers.

The movement toward greater liberality was reversed in the late 1870’s. Austria-
Hungary increased duties in 1876 and 1878, and Italy also in 1878; but the main
breach came in Germany in 1879. France increased tariffs modestly in 1881, sharply
in 1892, and raised them still further in 1910. Other countries followed a similar
pattern. Only Great Britain, Belgium, the Netherlands, and Switzerland continued
to follow free-trade policies through the 1880’s. Although Britain did not herself
impose duties, she began establishing a system of preferential markets in her overseas
Empire in 1898. The United States was basically protectionist throughout the
nineteenth century. The high tariffs imposed during the Civil War continued with
the exception of a brief period in the 1890’s. There were no major duty reductions
before 1914.

During the 1920’s tariff levels increased further. Western European states
protected their agrarian sectors against imports from the Danube region,
Australia, Canada, and the United States, where the war had stimulated increased
output. Great Britain adopted some colonial preferences in 1919, imposed a
small number of tariffs in 1921, and extended some wartime duties. The
successor states of the Austro-Hungarian Empire imposed duties to achieve
some national self-sufficiency. The British dominions and Latin America
protected industries nurtured by wartime demands. In the United States the
Fordney-McCumber Tariff Act of 1922 increased protectionism. The October
Revolution removed Russia from the Western trading system. Dramatic closure
in terms of tariff levels began with the passage of the Smoot-Hawley Tariff
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26 State Power and the Structure of International Trade

Act in the United States in 1930. Britain raised tariffs in 1931 and definitively
abandoned free trade at the Ottawa Conference of 1932, which introduced
extensive imperial preferences. Germany and Japan established trading blocs
within their own spheres of influence. All other major countries followed
protectionist policies.

Significant reductions in protection began after the Second World War; the
United States had foreshadowed the movement toward greater liberality with the
passage of the Reciprocal Trade Agreements Act in 1934. Since 1945 there have
been seven rounds of multilateral tariff reductions. The first, held in 1947 at Geneva,
and the Kennedy Round, held during the 1960’s, have been the most significant.
They have substantially reduced the level of protection.

The present situation is ambiguous. There have recently been some new
trade controls. In the United States these include a voluntary import agreement
for steel, the imposition of a 10 per cent import surcharge during four months
of 1971, and export controls on agricultural products in 1973 and 1974. Italy
imposed a deposit requirement on imports during parts of 1974 and 1975.
Britain and Japan have engaged in export subsidization. Nontariff barriers have
become more important. On balance, there has been movement toward greater
protectionism since the end of the Kennedy Round, but it is not decisive. The
outcome of the multilateral negotiations that began in 1975 remains to be
seen.

In sum, after 1820 there was a general trend toward lower tariffs (with the
notable exception of the United States), which culminated between 1860 and 1879;
higher tariffs from 1879 through the interwar years, with dramatic increases in
the 1930’s; and less protectionism from 1945 through the conclusion of the Kennedy
Round in 1967.

Trade Proportions

With the exception of one period, ratios of trade to aggregate economic activity
followed the same general pattern as tariff levels. Trade proportions increased
from the early part of the nineteenth century to about 1880. Between 1880 and
1900 there was a decrease, sharper if measured in current prices than constant
ones, but apparent in both statistical series for most countries. Between 1900 and
1913—and here is the exception from the tariff pattern—there was a marked increase
in the ratio of trade to aggregate economic activity. This trend brought trade
proportions to levels that have generally not been reattained. During the 1920’s
and 1930’s the importance of trade in national economic activity declined. After
the Second World War it increased.

… There are considerable differences in the movement of trade proportions
among states. They hold more or less constant for the United States; Japan,
Denmark, and Norway…are unaffected by the general decrease in the ratio of
trade to aggregate economic activity that takes place after 1880. The pattern
described in the previous paragraph does, however, hold for Great Britain, France,
Sweden, Germany, and Italy.
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Stephen D.Krasner 27

… Because of the boom in commodity prices that occurred in the early 1950’s,
the ratio of trade to gross domestic product was relatively high for larger states
during these years, at least in current prices. It then faltered or remained constant
until about 1960. From the early 1960’s through 1972, trade proportions rose for
all major states except Japan. Data for 1973 and 1974 show further increases. For
smaller countries the trend was more erratic, with Belgium showing a more or
less steady increase, Norway vacillating between 82 and 90 per cent, and Denmark
and the Netherlands showing higher figures for the late 1950’s than for more
recent years. There is then, in current prices, a generally upward trend in trade
proportions since 1960, particularly for larger states. The movement is more
pronounced if constant prices are used.

Regional Trading Patterns

The final indicator of the degree of openness of the global trading system is regional
bloc concentration. There is a natural affinity for some states to trade with others
because of geographical propinquity or comparative advantage. In general, however,
a system in which there are fewer manifestations of trading within given blocs,
particularly among specific groups of more and less developed states, is a more
open one. Over time there have been extensive changes in trading patterns between
particular areas of the world whose relative factor endowments have remained
largely the same.

Richard Chadwick and Karl Deutsch have collected extensive information on
international trading patterns since 1890. Their basic datum is the relative acceptance
indicator (RA), which measures deviations from a null hypothesis in which trade
between a pair of states, or a state and a region, is precisely what would be predicted
on the basis of their total share of international trade. When the null hypothesis
holds, the RA indicator is equal to zero. Values less than zero indicate less trade
than expected; greater than zero more trade than expected. For our purposes the
critical issue is whether, over time, trade tends to become more concentrated as
shown by movements away from zero, or less as shown by movements toward
zero….

There is a general pattern. In three of the four cases, the RA value closest to
zero—that is the least regional encapsulation—occurred in 1890, 1913, or 1928;
in the fourth case (France and French West Africa), the 1928 value was not bettered
until 1964. In every case there was an increase in the RA indicator between 1928
and 1938, reflecting the breakdown of international commerce that is associated
with the Depression. Surprisingly, the RA indicator was higher for each of the
four pairs in 1954 and in 1938, an indication that regional patterns persisted and
even became more intense in the postwar period. With the exception of the Soviet
Union and Eastern Europe, there was a general trend toward decreasing RA’s for
the period after 1954. They still, however, show fairly high values even in the late
1960’s.

If we put all three indicators—tariff levels, trade proportions, and trade patterns—
together, they suggest the following periodization.
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28 State Power and the Structure of International Trade

Period I (1820–1879): Increasing openness—tariffs are generally lowered; trade
proportions increase. Data are not available for trade patterns. However, it
is important to note that this is not a universal pattern. The United States is
largely unaffected; its tariff levels remain high (and are in fact increased
during the early 1860’s) and American trade proportions remain almost
constant.

Period II (1879–1900): Modest closure—tariffs are increased; trade proportions
decline modestly for most states. Data are not available for trade patterns.

Period III (1900–1913): Greater openness—tariff levels remain generally unchanged;
trade proportions increase for all major trading states except the United States.
Trading patterns become less regional in three out of the four cases for which
data are available.

Period IV (1918–1939): Closure—tariff levels are increased in the 1920’s and
again in the 1930’s; trade proportions decline. Trade becomes more regionally
encapsulated.

Period V (1945–c. 1970): Great openness—tariffs are lowered; trade proportions
increase, particularly after 1960. Regional concentration decreases after
1960. However, these developments are limited to non-Communist areas
of the world.

THE INDEPENDENT VARIABLE: DESCRIBING
THE DISTRIBUTION OF POTENTIAL
ECONOMIC POWER AMONG STATES

Analysts of international relations have an almost pro forma set of variables designed
to show the distribution of potential power in the international political system. It
includes such factors as gross national product, per capita income, geographical
position, and size of armed forces. A similar set of indicators can be presented for
the international economic system.

Statistics are available over a long time period for per capita income, aggregate
size, share of world trade, and share of world investment. They demonstrate
that, since the beginning of the nineteenth century, there have been two first-
rank economic powers in the world economy—Britain and the United States.
The United States passed Britain in aggregate size sometime in the middle of
the nineteenth century and, in the 1880’s, became the largest producer of
manufactures. America’s lead was particularly marked in technologically advanced
industries turning out sewing machines, harvesters, cash registers, locomotives,
steam pumps, telephones, and petroleum. Until the First World War, however,
Great Britain had a higher per capita income, a greater share of world trade,
and a greater share of world investment than any other state. The peak of British
ascendance occurred around 1880, when Britain’s relative per capita income,
share of world trade, and share of investment flows reached their highest levels.
Britain’s potential dominance in 1880 and 1900 was particularly striking in the
international economic system, where her share of trade and foreign investment
was about twice as large as that of any other state.
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Stephen D.Krasner 29

It was only after the First World War that the United States became relatively
larger and more developed in terms of all four indicators. This potential dominance
reached new and dramatic heights between 1945 and 1960. Since then, the relative
position of the United States has declined, bringing it quite close to West Germany,
its nearest rival, in terms of per capita income and share of world trade. The
devaluations of the dollar that have taken place since 1972 are reflected in a
continuation of this downward trend for income and aggregate size.

The relative potential economic power of Britain and the United States is shown
in [Tables I and II].

TABLE 1. Indicators of British Potential Power
(ratio of British value to next highest)

*Stock, 1870–1913; Flow, 1928–1950.

Note: Years are in parentheses when different from those in first column. Countries
in parentheses are those with the largest values for the particular indicator other
than Great Britain, n.a.= not applicable.

TABLE II. Indicators of U.S. Potential Power
(ratio of U.S. value to next highest)

Note: Years are in parentheses when different from those in first column. Countries
in parentheses are those with the largest values for the particular indicator other
than the United States, n.a.=not applicable.

Share of 
Per Capita Aggregate Share of World 

Income Size World Trade Investment* 

.91 (U.S.) .74(U.S.) 
1.30(U.S.) .79(1874-83 U.S.) 
1.05(1899 U.S.) .58(1899 U.S.) 

.92(U.S.) .43(U.S.) 

.66(U.S.) .25(1929 U.S.) 

.79(U.S.) .29(U.S.) 

.56(U.S.) .19(U.S.) 

.49(U.S.) .I 4(U.S.) 

.46(U 5.) .13(U.S.) 

2.01 (FR) n.a. 
2.22(FR) 1.93(FR) 
2.1 7(1890 GERM) 2.08(FR) 
1.20(U.S.) 2.18(1914 FR) 

.79(U.S.) .64(1921-29 U.S.) 

.88(U.S.) . I  8(1930-38 U.S.) 

.69(U.S.) .13(1951-55 U.S.) 

.46(1958 U.S.) .15(1956-61 U.S.) 

.47(1973 U.S.) n.a. 

Share of 
Per Capita Aggregate Share of World 

Income Size World Trade Investment Flows 

1.1 O(GB) 
.77(GB) 
.95(1899 GB) 

1.09(GB) 
1.51 (GB) 
1.26(GB) 
1.78(GB) 
2.05(GB) 
1.31 (GERM) 

1.41 (GB) 
1.23(1883 GB) 
1.73(1899 GB) 
2.1 5(RUS) 
3.22(USSR) 
2.67(USSR) 
3.1 5(USSR) 
2.81 (USSR) 
n.a. 

.36(GB) Net debtor 

.37(GB) Net debtor 

.43(1890 GB) n.a. 

.83(GB) Net debtor 
1.26(GB) 1.55(1921-29 UK) 
1 .I 3(GB) 5.53(1930-38 UK) 
1.44(GB) 7.42(1951-55 UK) 
2.1 5(1958 GB) 6.60(1956-61 UK) 
1.1 8(1973 GERM) n.a. 
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In sum, Britain was the world’s most important trading state from the period
after the Napoleonic Wars until 1913. Her relative position rose until about 1880
and fell thereafter. The United States became the largest and most advanced state
in economic terms after the First World War, but did not equal the relative share
of world trade and investment achieved by Britain in the 1880’s until after the
Second World War.

TESTING THE ARGUMENT

The contention that hegemony leads to a more open trading structure is fairly
well, but not perfectly, confirmed by the empirical evidence presented in the
preceding sections. The argument explains the periods 1820 to 1879, 1880 to
1900, and 1945 to 1960. It does not fully explain those from 1900 to 1913, 1919
to 1939, or 1960 to the present.

1820–1879

The period from 1820 to 1879 was one of increasing openness in the structure of
international trade. It was also one of rising hegemony. Great Britain was the
instigator and supporter of the new structure. She began lowering her trade barriers
in the 1820’s, before any other state. The signing of the Cobden-Chevalier Tariff
Treaty with France in 1860 initiated a series of bilateral tariff reductions. It is,
however, important to note that the United States was hardly involved in these
developments, and that America’s ratio of trade to aggregate economic activity
did not increase during the nineteenth century.

Britain put to use her internal flexibility and external power in securing a
more open structure. At the domestic level, openness was favored by the
rising industrialists. The opposition of the agrarian sector was mitigated by
its capacity for adjustment: the rate of capital investment and technological
innovation was high enough to prevent British agricultural incomes from
falling until some thirty years after the abolition of the Corn Laws.
Symbolically, the Manchester School led by Cobden and Bright provided
the ideological justification for free trade. Its influence was felt throughout
Europe where Britain stood as an example to at least some members of the
elite.

Britain used her military strength to open many backward areas: British
interventions were frequent in Latin America during the nineteenth century,
and formal and informal colonial expansion opened the interior of Africa. Most
importantly, Britain forced India into the international economic system. British
military power was also a factor in concluding the Cobden-Chevalier Treaty,
for Louis Napoleon was more concerned with cementing his relations with
Britain than he was in the economic consequences of greater openness. Once
this pact was signed, however, it became a catalyst for the many other treaties
that followed.
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Stephen D.Krasner 31

Britain also put economic instruments to good use in creating an open system.
The abolition of the Corn Laws offered continental grain producers the incentive
of continued access to the growing British market. Britain was at the heart of the
nineteenth-century international monetary system which functioned exceptionally
well, at least for the core of the more developed states and the areas closely associated
with them. Exchange rates were stable, and countries did not have to impose
trade barriers to rectify cyclical payments difficulties. Both confidence and liquidity
were, to a critical degree, provided by Britain. The use of sterling balances as
opposed to specie became increasingly widespread, alleviating the liquidity problems
presented by the erratic production of gold and silver. Foreign private and central
banks increasingly placed their cash reserves in London, and accounts were cleared
through changing bank balances rather than gold flows. Great Britain’s extremely
sophisticated financial institutions, centered in the City of London, provided the
short-term financing necessary to facilitate the international flow of goods. Her
early and somewhat fortuitous adherence to the gold—as opposed to the silver or
bimetallic—standard proved to be an important source of confidence as all countries
adopted at least a de facto gold standard after 1870 because of the declining
relative value of silver. In times of monetary emergency, the confidence placed in
the pound because of the strength of the British economy allowed the Bank of
England to be a lender of last resort.

Hence, for the first three-quarters of the nineteenth century, British policy favored
an open international trading structure, and British power helped to create it. But
this was not a global regime. British resources were not sufficient to entice or
compel the United States (a country whose economy was larger than Britain’s by
1860 and whose technology was developing very rapidly) to abandon its protectionist
commercial policy. As a state-power argument suggests, openness was only
established within the geographical area where the rising economic hegemony
was able to exercise its influence.

1880–1900

The last two decades of the nineteenth century were a period of modest closure
which corresponds to a relative decline in British per capita income, size, and
share of world trade. The event that precipitated higher tariff levels was the
availability of inexpensive grain from me American Midwest, made possible by
the construction of continental railways. National responses varied. Britain let
her agricultural sector decline, a not unexpected development given her still
dominant economic position. Denmark, a small and relatively well-developed
state, also refrained from imposing tariffs and transformed its farming sector
from agriculture to animal husbandry. Several other small states also followed
open policies. Germany, France, Russia, and Italy imposed higher tariffs, however.
Britain did not have the military or economic power to forestall these policies.
Still, the institutional structure of the international monetary system, with the
city of London at its center, did not crumble. The decline in trade proportions
was modest despite higher tariffs.
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32 State Power and the Structure of International Trade

1945–1960

The third period that is neatly explained by the argument that hegemony leads to
an open trading structure is the decade and a half after the Second World War,
characterized by the ascendancy of the United States. During these years the structure
of the international trading system became increasingly open. Tariffs were lowered;
trade proportions were restored well above interwar levels. Asymmetrical regional
trading patterns did begin to decline, although not until the late 1950’s. America’s
bilateral rival, the Soviet Union, remained—as the theory would predict—
encapsulated within its own regional sphere of influence.

Unlike Britain in the nineteenth century, the United States after World War II
operated in a bipolar political structure. Free trade was preferred, but departures
such as the Common Market and Japanese import restrictions were accepted to
make sure that these areas remained within the general American sphere of
influence. Domestically, the Reciprocal Trade Agreements Act, first passed in
1934, was extended several times after the war. Internationally the United States
supported the framework for tariff reductions provided by the General Agreement
on Tariffs and Trade. American policy makers used their economic leverage
over Great Britain to force an end to the imperial preference system. The monetary
system established at Bretton Woods was basically an American creation. In
practice, liquidity was provided by the American deficit; confidence by the size
of the American economy. Behind the economic veil stood American military
protection for other industrialized market economies—an overwhelming incentive
for them to accept an open system, particularly one which was in fact relatively
beneficial.

The argument about the relationship between hegemony and openness is not
as satisfactory for the years 1900 to 1913, 1919 to 1939, and 1960 to the present.

1900–1913

During the years immediately preceding the First World War, the structure of
international trade became more open in terms of trade proportions and regional
patterns. Britain remained the largest international economic entity, but her relative
position continued a decline that had begun two decades earlier. Still, Britain
maintained her commitment to free trade and to the financial institutions of the
city of London. A state-power argument would suggest some reconsideration of
these policies.

Perhaps the simplest explanation for the increase in trade proportions was the
burst of loans that flowed out of Europe in the years before the First World War,
loans that financed the increasing sale of goods. Germany and France as well as
Britain participated in this development. Despite the higher tariff levels imposed
after 1879, institutional structures—particularly the monetary system—allowed
these capital flows to generate increasing trade flows. Had Britain reconsidered
her policies, this might not have been the case.
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Stephen D.Krasner 33

1919–1939

The United States emerged from the First World War as the world’s most powerful
economic state. Whether America was large enough to have put an open system
in place is a moot question. As Table II indicates, America’s share of world trade
and investment was [respectively] only 26 and 55 per cent greater than that of
any other state, while comparable figures for Great Britain during the last part of
the nineteenth century are 100 per cent. What is apparent, though, is that American
policy makers made little effort to open the structure of international trade. The
call for an open door was a shibboleth, not a policy. It was really the British who
attempted to continue a hegemonic role.

In the area of trade, the U.S. Fordney-McCumber Tariff of 1922 increased
protection. That tendency was greatly reinforced by the Smoot-Hawley Tariff of
1930 which touched off a wave of protective legislation. Instead of leading the
way to openness, the United States led the way to closure.

In the monetary area, the American government made little effort to alter a
situation that was confused and often chaotic. During the first half of the 1920’s,
exchange rates fluctuated widely among major currencies as countries were forced,
by the inflationary pressures of the war, to abandon the gold standard. Convertibility
was restored in the mid-twenties at values incompatible with long-term equilibrium.
The British pound was overvalued, and the French franc undervalued. Britain
was forced off the gold standard in September 1931, accelerating a trend that had
begun with Uruguay in April 1929. The United States went off gold in 1933.
France’s decision to end convertibility in 1936 completed the pattern. During the
1930’s the monetary system collapsed.

Constructing a stable monetary order would have been no easy task in the
political environment of the 1920’s and 1930’s. The United States made no effort.
It refused to recognize a connection between war debts and reparations, although
much of the postwar flow of funds took the form of American loans to Germany,
German reparations payments to France and Britain, and French and British war-
debt payments to the United States. The Great Depression was in no small measure
touched off by the contraction of American credit in the late 1920’s. In the
deflationary collapse that followed, the British were too weak to act as a lender
of last resort, and the Americans actually undercut efforts to reconstruct the Western
economy when, before the London Monetary Conference of 1933, President
Roosevelt changed the basic assumptions of the meeting by taking the United
States off gold. American concern was wholly with restoring the domestic economy.

That is not to say that American behavior was entirely obstreperous; but
cooperation was erratic and often private. The Federal Reserve Bank of New York
did try, during the late 1920’s, to maintain New York interest rates below those in
London to protect the value of the pound. Two Americans, Dawes and Young,
lent their names to the renegotiations of German reparations payments, but most
of the actual work was carried out by British experts. At the official level, the first
manifestation of American leadership was President Hoover’s call for a moratorium
on war debts and reparations in June 1931; but in 1932 the United States refused
to participate in the Lausanne Conference that in effect ended reparations.
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34 State Power and the Structure of International Trade

It was not until the mid-thirties that the United States asserted any real leadership.
The Reciprocal Trade Agreements Act of 1934 led to bilateral treaties with twenty-
seven countries before 1945. American concessions covered 64 per cent of dutiable
items and reduced rates by an average of 44 per cent. However, tariffs were so
high to begin with that the actual impact of these agreements was limited. There
were also some modest steps toward tariff liberalization in Britain and France. In
the monetary field, the United States, Britain, and France pledged to maintain
exchange-rate stability in the Tripartite Declaration of September 1936. These
actions were not adequate to create an open international economic structure.
American policy during the interwar period, and particularly before the mid-thirties,
fails to accord with the predictions made by a state-power explanation of the
behavior of a rising hegemonic power.

1960-Present

The final period not adequately dealt with by a state-power explanation is the last
decade or so. In recent years, the relative size and level of development of the
U.S. economy has fallen. This decline has not, however, been accompanied by a
clear turn toward protectionism. The Trade Expansion Act of 1962 was extremely
liberal and led to the very successful Kennedy Round of multilateral tariff cuts
during the mid-sixties. The protectionist Burke-Hartke Bill did not pass. The 1974
Trade Act does include new protectionist aspects, particularly in its requirements
for review of the removal of nontariff barriers by Congress and for stiffer
requirements for the imposition of countervailing duties, but it still maintains the
mechanism of presidential discretion on tariff cuts that has been the keystone of
postwar reductions. While the Voluntary Steel Agreement, the August 1971 economic
policy, and restrictions on agricultural exports all show a tendency toward
protectionism, there is as yet no evidence of a basic turn away from a commitment
to openness.

In terms of behavior in the international trading system, the decade of the
1960’s was clearly one of greater openness. Trade proportions increased, and
traditional regional trade patterns became weaker. A state-power argument would
predict a downturn or at least a faltering in these indicators as American power
declined.

In sum, although the general pattern of the structure of international trade
conforms with the predictions of a state-power argument—two periods of openness
separated by one of closure—corresponding to periods of rising British and
American hegemony and an interregnum, the whole pattern is out of phase. British
commitment to openness continued long after Britain’s position had declined.
American commitment to openness did not begin until well after the United States
had become the world’s leading economic power and has continued during a period
of relative American decline. The state-power argument needs to be amended to
take these delayed reactions into account.
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AMENDING THE ARGUMENT

The structure of the international trading system does not move in lockstep with
changes in the distribution of potential power among states. Systems are initiated
and ended, not as a state-power theory would predict, by close assessments of the
interests of the state at every given moment, but by external events—usually
cataclysmic ones. The closure that began in 1879 coincided with the Great
Depression of the last part of the nineteenth century. The final dismantling of the
nineteenth-century international economic system was not precipitated by a change
in British trade or monetary policy, but by the First World War and the Depression.
The potato famine of the 1840’s prompted abolition of the Corn Laws; and the
United States did not assume the mantle of world leadership until the world had
been laid bare by six years of total war. Some catalytic external event seems
necessary to move states to dramatic policy initiatives in line with state interests.

Once policies have been adopted, they are pursued until a new crisis demonstrates
that they are no longer feasible. States become locked in by the impact of prior
choices on their domestic political structures. The British decision to opt for openness
in 1846 corresponded with state interests. It also strengthened the position of
industrial and financial groups over time, because they had the opportunity to
operate in an international system that furthered their objectives. That system
eventually undermined the position of British farmers, a group that would have
supported protectionism, if it had survived. Once entrenched, Britain’s export
industries, and more importantly the City of London, resisted policies of closure.
In the interwar years, the British rentier class insisted on restoring the prewar
parity of the pound—a decision that placed enormous deflationary pressures on
the domestic economy—because they wanted to protect the value of their
investments.

Institutions created during periods of rising ascendancy remained in operation
when they were no longer appropriate. For instance, the organization of British
banking in the nineteenth century separated domestic and foreign operations. The
Court of Directors of the Bank of England was dominated by international banking
houses. Their decisions about British monetary policy were geared toward the
international economy. Under a different institutional arrangement more attention
might have been given after 1900 to the need to revitalize the domestic economy.
The British state was unable to free itself from the domestic structures that its
earlier policy decisions had created, and continued to follow policies appropriate
for a rising hegemony long after Britain’s star had begun to fall.

Similarly, earlier policies in the United States begat social structures and
institutional arrangements that trammeled state policy. After protecting
importcompeting industries for a century, the United States was unable in the
1920’s to opt for more open policies, even though state interests would have been
furthered thereby. Institutionally, decisions about tariff reductions were taken
primarily in congressional committees, giving virtually any group seeking protection
easy access to the decision-making process. When there were conflicts among
groups, they were resolved by raising the levels of protection for everyone. It was
only after the cataclysm of the depression that the decision-making processes for
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36 State Power and the Structure of International Trade

trade policy were changed. The presidency, far more insulated from the entreaties
of particular societal groups than congressional committees, was then given more
power. Furthermore, the American commercial banking system was unable to assume
the burden of regulating the international economy during the 1920’s. American
institutions were geared toward the domestic economy. Only after the Second
World War, and in fact not until the late 1950’s, did American banks fully develop
the complex institutional structures commensurate with the dollar’s role in the
international monetary system.

Having taken the critical decisions that created an open system after 1945, the
American government is unlikely to change its policy until it confronts some
external event that it cannot control, such as a worldwide deflation, drought in
the great plains, or the malicious use of petrodollars. In America perhaps more
than in any other country “new policies,” as E.E.Schattschneider wrote in his
brilliant study of the Smoot-Hawley Tariff in 1935, “create new politics,”1 for in
America the state is weak and the society strong. State decisions taken because of
state interests reinforce private societal groups that the state is unable to resist in
later periods. Multinational corporations have grown and prospered since 1950.
International economic policy making has passed from the Congress to the
Executive. Groups favoring closure, such as organized labor, are unlikely to carry
the day until some external event demonstrates that existing policies can no longer
be implemented.

The structure of international trade changes in fits and starts; it does not flow
smoothly with the redistribution of potential state power. Nevertheless, it is the
power and the policies of states that create order where there would otherwise be
chaos or at best a Lockian state of nature. The existence of various transnational,
multinational, transgovernmental, and other nonstate actors that have riveted
scholarly attention in recent years can only be understood within the context of a
broader structure that ultimately rests upon the power and interests of states, shackled
through they may be by the societal consequences of their own past decisions.

NOTE

1. E.E.Schattschneider, Politics, Pressures and the Tariff: A Study of Free Enterprise in
Pressure Politics as Shown in the 1929–1930 Revision of the Tariff (New York: Prentice-
Hall, 1935), p. 288.
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2

The Political Economy
of the Smoot-Hawley Tariff

BARRY EICHENGREEN

Barry Eichengreen presents a domestic societal explanation of the
passage of the Smoot-Hawley Tariff Act of 1930. Eichengreen argues
that economic interest groups were the key actors underlying the
passage of the act. Specifically, he asserts that certain sectors of
agriculture and industry supported each other’s desire for protection
and together pressured the government to pass the highly restrictive
Smoot-Hawley Tariff. He shows both how the actions of self-
interested groups in national societies affect the making of foreign
economic policy and how international political and market forces
can influence the interests of societal actors.

The intimate connection between the Great Depression and the Smoot-Hawley
Tariff of 1930 was recognized by contemporaries and continues to be emphasized
by historical scholars. But just as contemporaries, while agreeing on its importance,
nonetheless viewed the tariff in a variety of different ways, historians of the era
have achieved no consensus on the tariff’s origins and effects. The definitive study
of the Smoot-Hawley’s origins, by Schattschneider [1935], portrays the tariff as a
classic example of pork-barrel politics, with each member of Congress after his
particular piece of pork. Revisionist treatments characterize it instead as a classic
instance of party politics; protectionism being the household remedy of the
Republican Party, the tariff’s adoption is ascribed to the outcome of the 1928
election. Yet proponents of neither interpretation provide an adequate analysis of
the relationship of Smoot-Hawley to the Depression….

POLITICS, PRESSURES AND THE TARIFF

The debate surrounding the passage of the Tariff Act of 1930 remains a classic
study in the political economy of protection. A number of theories have been
developed to explain Smoot-Hawley’s adoption, starting with that advanced in
Schattschneider’s [1935] classic monograph whose title this section bears.

Schattschneider’s influential study “set the tone for a whole generation of political
writing on pressure groups….” and “cut the lens through which Americans have
since visualized the making of U.S. foreign trade policy….”1 Schattschneider focused
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38 The Political Economy of the Smoot-Hawley Tariff

on the influence of special interest groups. In his account, the actions of lobbyists
and special interests were responsible for both the tariff’s adoption and its form.

Schattschneider dubbed the principle around which the tariff coalition organized
“reciprocal noninterference.” The coalition was assembled by offering limited
protection to everyone involved. Since only moderate protection was provided
and no single import-competing sector reaped extraordinary benefits at the expense
of others, they could combine in support of tariff legislation. In addition, under
provisions of the original House and Senate bills, credits (or “debentures”) were
to be made available to exporters, extending the coalition beyond the import-
competing to the export-producing sector. Not just the number of duties raised
but the very process by which the bill was passed is invoked in support of the log-
rolling interpretation. Passage required 14 months from when Hoover called a
special session of Congress to when the final bill was signed. The record of public
hearings in which the bill was discussed ran to 20,000 pages, while the final bill
provided tariff schedules for more than 20,000 items. Since insurgency was easier
under Senate than House rules, log-rolling was more conspicuous there: the Senate
amended the House bill over 1,200 times, most of them on the Senate floor. Still
other changes were engineered in conference committee.

If the distinguishing feature of the Tariff Act of 1930 was the dominance of
special interests, one must ask why they had grown so much more powerful.
Schattschneider provides no explicit answer, although he indicts Hoover for failing
to guide the legislation through Congress. But the systematic explanation implicit
in his analysis is the rise of the “new lobby.” Although fraternal, religious, social,
and economic groups had always been part of the American scene, they had never
been so well organized or visible in the Capitol as in the 1920s….

A number of influences prompted the rise of the new lobby. First, the activities
of the “muckrakers” in the first decade of the twentieth century had intensified
public scrutiny of political affairs. Second, whereas businessmen had traditionally
dealt with government in “a spasmodic and haphazard fashion,” the panic of 1907
spurred them to cultivate more systematic representation. Simultaneously, the U.S.
Chamber of Commerce took a more prominent role in representing the interests
of business…. Finally, much as the Chamber of Commerce represented business’s
general interests, trade associations filled this role for more specialized groups. A
Department of Commerce publication listed some 1,500 organizations classified
as trade associations, nearly double the number known to exist in 1914. Some
were organized by products produced, others by materials used, still others by
markets in which sales took place. Like the other three influences, the growth of
trade associations was a distinctively twentieth-century development, but in contrast
to other trends, which had been underway in the early years of the century, the
sudden rise to prominence of trade associations was attributable to World War I.
The war effort required closer ties between government and industry, but upon
attempting to establish them the authorities found it difficult to deal with individual
enterprises and requested that associations be formed. If the war occasioned the
formation and growth of trade associations, the armistice by no means signalled
their demise. Once formed into an association the process of marshalling a
constituency was no longer so difficult. Improvements in communication, notably
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Barry Eichengreen 39

the telephone, reinforced these advantages, and associations quickly learned to
use pamphlets and other media to publicize their case. The adoption of new
Congressional rules made it more difficult for powerful individuals to dictate policy,
opening the legislative process to competing interests.

The same forces tending to promote effective representation of industrial interests
in Washington encouraged the formation of effective organizations representing
farmers and labor. The American farm movement had long been distinguished by
its inability to organize effectively and represent its interests before Congress.
The ad hoc methods of agricultural organizations, such as sending a representative
to Washington in response to specific developments, had proven ineffectual. For
agriculture as for industry, World War I and the impetus it provided for the formation
of the War Trade Board and the Food Administration permitted farmers’
organizations to assume new importance. In 1918 the National Grange opened a
permanent legislative office in Washington, and the militant American Farm Bureau
Federation, founded in 1919, lobbied actively for farm legislation. In 1921 a
bipartisan Farm Bloc of senators and congressmen from the South and West was
formed, and it acquired a pivotal position in the balance of power in the 66th and
67th Congresses. Although it had at best mixed success in passing farm legislation
before falling into disarray, the prominence of the Farm Bloc did much to alert
agricultural interests to the advantages of effective congressional representation.

By encouraging the development of direct government-labor relations, the war
had a similar impact on the American Federation of Labor. While maintaining its
distance from party politics, by the 1920s the AFL was commonly acknowledged
as the most formidable group in the United States other than the political parties.
Thus, in the 1920s the three principal American interest groups—business,
agriculture, and labor—were for the first time ably represented in Washington.

The rise of the new lobby is consistent with Schattschneider’s characterization
of Smoot-Hawley as an instance of pork-barrel politics. But his theory of reciprocal
noninterference—that the Smoot-Hawley bill by offering something for everyone,
garnered widespread support—fails to confront the question of why the vote on
the final bill so closely followed party lines, with only 5 Democratic Senators
voting in favor and 11 Republicans against. Neither does it explain why tariff-
rate increases differed so widely by schedule.

An alternative explanation, recently advanced by Pastor [1980], is that Smoot-
Hawley is simply an instance of party politics. Protection in general and for industry
in particular was regularly advocated by the Republican Party. With the White
House occupied by a Republican President and the Senate in Republican hands,
there were few obstacles to revising upward existing tariff schedules. It is curious
that this straightforward explanation has attracted so little attention. It may be
that partisan aspects of the debate were disguised by the absence of a change in
party in 1928 like that following the 1920 election which preceded the 1922 Fordney-
McCumber Tariff Act. Moreover, the issue of protection had not been hotly disputed
in the 1928 campaign. Although the Democrats had traditionally campaigned on
the basis of staunch opposition to protectionist measures, in 1928 they moderated
their position and joined the Republicans in endorsing protection, albeit in vague
and reserved terms…. Given the extent of consensus, there was little debate in the
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40 The Political Economy of the Smoot-Hawley Tariff

subsequent Congress over principles of free trade and protection. Hence even
Free Traders among the Democrats were ill positioned to mount effective opposition
to tariff increases.

The problem with this partisan interpretation is that it provides no explanation
for Smoot-Hawley’s timing or its form. It is suggested that Congress was simply
accustomed to engaging in tariff revision every seven years (the average life of a
tariff law between the Acts of 1883 and 1930), and that by 1929 Congress and the
public had recovered from the exhausting Fordney-McCumber deliberations of
1920–22. But this mechanical explanation neither recognizes links between
protectionist pressure and economic events nor provides an explanation for the
observed variation in import duty levels.

The explanation coming closest to satisfying these requirements is the view of
Smoot-Hawley as a response to the problems of American agriculture. The
explanation runs as follows. While the 1920s were boom years for the country as
a whole, prosperity was unevenly distributed. After benefiting from high prices
from 1917 to 1920, American agriculture failed to recover from the recession of
1920–21. For much of the decade, farm gate prices declined relative to the prices
of nonagricultural goods…. In 1926, a relatively favorable year for farmers when
average wholesale prices were 51 percent above their 1913 levels, the prices of
farm products were only 42 percent above those levels. The explanation for lagging
prices was that World War I had prompted the expansion of agricultural production
outside Europe. While European sugar production, for example, fell by 50 percent
during the war, the shortfall was offset by expanding output in Cuba, Java, and
South America. Once European production recovered, often under cover of import
duties or production subsidies, world prices were depressed. Similarly, wartime
disruptions of the global wheat market greatly stimulated production in Argentina,
Australia, Canada, and the United States. The consequent decline in prices was
magnified in the second half of the 1920s by the imposition of import duties on
wheat by Germany, Italy, and France.

Agrarian distress in the United States took various forms, notably farm
foreclosures, which, after averaging 3.2 per thousand farms between 1913 and
1920, rose to 10.7 per thousand in 1921–25 and 17.0 per thousand in 1926–29.
Foreclosure reflected not just the declining relative price of agricultural products
but overall price level trends; since much agricultural land had turned over between
1917 and 1920 when prices were high, the subsequent deflation greatly augmented
the burden of mortgage debt. The value of total farm mortgage debt rose by 45
percent between 1917 and 1920 and by a further 28 percent between 1920 and
1923 despite the deflation that set in after the beginning of the decade. The
foreclosures of the second half of the 1920s were most heavily concentrated in
Idaho, Montana, North and South Dakota, Colorado, and Arizona, the sources of
strongest pressure for agrarian relief.

In the 1928 presidential campaign Hoover laid stress on tariff protection for
agriculture. Previously, agriculture had been the recipient of only modest tariffs,
in part because duties on farm imports would have been ineffective given U.S.
status as a net exporter of most agricultural goods (sugar, wool and hides being
the principal exceptions). In 1922, for reasons detailed above, the U.S. balance of
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Barry Eichengreen 41

trade in farm products turned negative, where it remained except in 1925 for the
duration of the decade. Hence an expanding segment of American agriculture
grew to appreciate the relevance of tariff protection.

By this interpretation, Smoot-Hawley was predominantly a form of agricultural
relief…. Farm interests were well positioned to press their case. Although the
United States had grown increasingly urbanized over preceding decades, Congress
had not been reapportioned following the 1920 Census. Consequently, farm interests
were overrepresented in the House, just as, on the two senator per state rule, they
were overrepresented in the Senate.

This characterization of Smoot-Hawley as an agricultural measure won by
the West over the opposition of the East is consistent not only with the partisan
interpretation, given the regional concentration of Democratic and Republican
voters, but it explains a number of defections from party ranks. To the extent
that agricultural distress intensified with the onset of the Depression, it links
the tariff to macroeconomic conditions. Where it falls short is in explaining
why tariffs on manufactured imports were raised as part of an agrarian relief
measure, or why the tariff was supported not only by representatives of
agricultural districts but by those of industrial regions as well. Many accounts
emphasize the extent of discord between agriculture and industry…. What
explains the pattern of voting and the tariff schedule that emerged from
Congressional debate?

A MODEL OF THE TARIFF-MAKING PROCESS

The framework I use to analyze the adoption of Smoot-Hawley is a variant of
Gerschenkron’s [1943] model of the political economy of protection. This is a
member of the class of “interest-group models” of tariff formation…. I first review
Gerschenkron’s application of his model to Bismarckian Germany before adapting
it to analysis of the Smoot-Hawley Tariff.

In Gerschenkron’s model, a tariff is adopted when narrow yet well-placed interest
groups combine in its support. Gerschenkron divides German society not merely
along sectorial lines but into heavy industry (producers of basic products such as
coal, iron and steel), light industry (manufacturers of consumer goods, along with
whom might be included artisans and shopkeepers), large agriculture (the Junkers,
or estate owners of the east), and small agriculture (commercial producers located
primarily west of the Elbe). He explains the Bismarckian tariff as a coalition of
iron and rye, allying large agriculture and heavy industry.

In the 1870s as in the 1920s, the impetus for agrarian protection was the fall
in grain prices. The position of traditional German agriculture, which specialized
in grain, was seriously undermined. The alternative to continued grain production
behind tariff walls was to shift into the production of high quality foodstuffs
such as dairy products and meat for rapidly expanding urban markets. Cheap
imported grain could serve as an input into such production. But, crucially,
large and small agriculture differed in their capacity to adjust. Variations in soil
quality and proximity to urban markets provided greater scope for the production
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42 The Political Economy of the Smoot-Hawley Tariff

of dairy products and meat west of the Elbe. In addition, dairy products, meats
and vegetables were most efficiently produced on small owner-managed farms.
Hence costs of adjustment were lowest where long-term leaseholders and small
owner-managed farms predominated—west of the Elbe—and highest where
landless laborers worked large estates. The model predicts that small agriculture
should have opposed agricultural protection due to its impact on costs, while
large agriculture should have favored it.

Neither light nor heavy industry, with the possible exception of yarn spinning,
desperately required protection from import competition. Under competitive
conditions, Germany probably would have imported grain and exported both
light manufactures and the products of the basic industries. While it is not clear
that import duties on industrial goods would have succeeded in raising the prices
of domestically-produced goods, given competition at home but the net export
position of German manufacturers, heavy industry in fact supported the imposition
of a tariff on manufactured goods. One interpretation is that, with high levels of
fixed capital, heavy industry was exceptionally susceptible to cyclical fluctuations.
Tariffs may have reduced the risk of falling prices, thereby encouraging the
fixed investments which permitted scale economies to be reaped. A more
compelling interpretation is that barriers to cheap imports were a necessary
condition for firms producing basic goods to combine and extract monopoly
profits from domestic users. Consistent with this interpretation, producers of
final goods like stoves, pots and pans, shovels and rakes opposed tariffs on the
products of basic industries because of their impact on production costs.

What is relevant for our purposes is that no group favored the final outcome:
high tariffs on both agricultural and industrial goods. But because of the dispersion
of interests, action required compromise. The two likely outcomes were a coalition
of large industrialists and landowners obtaining general protection, and a coalition
of small manufacturers and farmers successfully defending free trade.
Gerschenkron ascribes the victory of the protectionist coalition to institutional
factors. The Junkers, as members of the squirearchy, occupied a privileged position
in the political system. Not only did they staff the bureaucracy and judiciary
but, like the wealthy industrialists, they benefitted from the structure of the
electoral system. Heavy industry, aided by smaller numbers, organized more
effectively than small manufacturing. Managers of large enterprises formed new
associations and worked to convert existing ones to protectionism. Their cause
was not hurt by the fact that the Chancellor found protection a useful tool for
achieving his political goals and played an active role in forging the alliance of
iron and rye.

Gerschenkron’s model can be applied to the case of the Smoot-Hawley Tariff
by again distinguishing industry by size and agriculture by region. Naturally, the
interests of the groups and the coalitions are entirely different from those observed
in Bismarckian Germany—So is the role of national leadership. Nonetheless,
distinctions of region and scale shed considerable light on the American case.

In the case of Smoot-Hawley, it is useful to distinguish sheltered from
unsheltered agriculture and, as in Germany, light from heavy industry, where it
is light industry and unsheltered agriculture that combined to support protection.
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Barry Eichengreen 43

As noted previously, critics of the Smoot-Hawley Tariff argued that duties on
agricultural products would not be “effective” in raising prices because the United
States was a net exporter of these goods…. The problem with this contention is
that net trade may not be the appropriate indicator of the effectiveness of a
tariff. It may mislead either if there existed segmented regional markets or if
products were heterogeneous. For goods such as wheat with a high ratio of
value to volume, there existed not merely a national but an international market.
But wheat was not a homogeneous product, and the United States both imported
and exported different grades of what was often regarded in policy debate as a
single commodity. Since, for example, little if any exportable surplus of high
grade milling wheat was produced in the United States, it was argued that a
tariff would therefore be effective in raising the Minneapolis price relative to
that prevailing in Winnipeg. Even if the product was homogeneous, for perishable
products the United States was sufficiently large geographically that transport
costs might impede the equalization of prices across regions…. Northern states
like Minnesota and Eastern seaboard states like Massachusetts might find their
markets flooded by cheap Canadian potatoes, milk, cream, butter and eggs. Since
these goods could not penetrate further into the interior because of their high
ratio of volume to value or due to the danger of spoilage, inland producers
remained insulated from imports. Moreover, Southern farmers who engaged in
the production of cotton (other than the long staple variety, which was imported
and received a generous increase in tariff protection under the 1930 Act) were
oriented toward the export market. Northern farmers close to the Canadian border
had reason to favor protection to a much greater extent than their counterparts
in the interior or the South.

There existed equally sharp divisions within manufacturing. The pressure for
protection was greatest in light industry concentrating in the batch production
of goods tailored to market. Heavy industry and manufacturers of standardized
products had mechanized their operations and largely held their own against
foreign competition. But labor-intensive industries dominated by small-scale
firms experienced growing competition from abroad. In the bottle-making industry,
producers of “fancy ware” such as perfume and toilet water bottles suffered
from an increasing volume of French imports. Manufacturers of watches faced
Swiss competition and producers of jewelry complained of German imports.
Eastern glove manufacturers experienced difficulty in matching the prices of
foreign goods. The New England shoe industry experienced competition from
Czechoslovak producers. Some producers were sheltered by relatively generous
Fordney-McCumber duties. But, for most, foreign trends such as the desperate
attempts of English mills to hold onto market share exacerbated their woes.
Still, only a minority of American industries were seriously injured by competition
from foreign goods.

In opposition stood heavy industries producing standardized products, particularly
segments which relied on the assembly line, mass production, the latest technology
and the multi-divisional form. By the turn of the century, the United States had
gained a competitive advantage in many of the industries of the Second Industrial
Revolution, automobiles being a prime example. In 1929 motor cars and parts
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44 The Political Economy of the Smoot-Hawley Tariff

comprised 10 percent of total U.S. merchandise exports, while imports were
negligible, due only partially to a modicum of tariff protection. Given the importance
of export sales and the anticipated impact of a tariff on production costs, the
automobile producers, led by Henry Ford, made clear their opposition to the tariff
bill. The same was true of producers of farm machinery, iron and steel bars, sheet,
rails and metal manufactures.

The banking community had traditionally supported the protectionist system.
Bankers doing business in industrial regions where firms depended on the tariff
favored the maintenance of protection. But in the 1920s their support was tempered
by events. World War I had transformed the United States from a debtor to a creditor
nation and reoriented America’s banking business abroad. Already in 1923 spokesmen
for the financial community acknowledged that Europe’s continued ability to service
its dollar debt hinged upon foreign industries’ access to American markets.

The opposite shift was evident in the attitudes of organized labor. Traditionally,
labor had opposed protection for its impact on the cost of living. Those groups of
workers injured by import competition were incapable of changing this policy.
For half a century the AFL’s position on the tariff had been one of carefully
cultivated neutrality. Although individual unions might lobby for protection against
imported goods or for lower duties on raw materials, the Federation’s policy was
to take no position on the issue. In 1930 it went only so far as to accede to individual
unions’ requests for legislative assistance. However, at the November 1928 AFL
convention the first official caucus of pro-tariff unions was formed. This “Wage
Earners Protective Conference” represented 8 or 9 percent of the federation’s
membership, the leading participants including the photo-engravers, wall-paper
craftsmen, glass-bottle blowers and potters. Clearly, labor’s traditional opposition
to protection was attenuated by the success of pro-tariff unions in organizing to
lobby for a change in policy.

In sum, the situation in 1930 appeared as follows. Farmers along the Canadian
border and Eastern seaboard desired higher protection but, comprising only a
minority of American agriculture, found it difficult to obtain alone. Light industries
producing goods tailored to market also desired protection but similarly composed
only a portion of American manufacturing. In principle, neither group favored
protection for the other, but each was willing to support the claims of its counterpart
in return for participation in the coalition. While agriculture received generous
protection under the final Smoot-Hawley bill, so did light industry producing
goods tailored to market….

This interpretation has advantages over the view of Smoot-Hawley that divides
the American economy into monolithic agricultural and industrial blocs. It explains
why sections of the industrial Midwest and East should have complained about
the height of agricultural tariffs, and why certain agrarian interests, notably in the
South, should have complained of industrial protection. It is consistent also with
the observed alliance of industrial and agricultural protectionists and explains
why the Smoot-Hawley Tariff, originally conceived as agricultural relief, evolved
into a bill extending protection to portions of both industry and agriculture. It is
consistent with Schattschneider’s emphasis on log-rolling aspects of the legislative
process, but rather than characterizing log-rolling as entirely general suggests
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Barry Eichengreen 45

that “reciprocal noninterference” should have favored border agriculture and light
industry. It is consistent with the notion that Hoover lost control of the legislative
process by permitting the debate to extend beyond the question of agricultural
relief and with the inference that Hoover failed to take forceful action on the
grounds that he saw the small businesses which dominated light industry as his
constituency, but not necessarily with the opinion of Senator Borah that a narrowly
agricultural tariff could have passed in 1929 had Hoover taken the bit in his teeth.
National leadership, while important in both Gerschenkron’s and this paper’s
application of the model, plays opposite roles in the two instances, since Bismarck
favored widespread protection and played a prominent role in obtaining it, while
Hoover personally opposed blanket protection but failed to effectively guide the
legislative process. Finally, by invoking the rise of the trade association, the model
can be used to explain how diverse agricultural and industrial interests succeeded
in influencing the legislative process.

The model can be elaborated in various directions. One extension would introduce
the long history of protectionism in the United States and the country’s habit of
neglecting the impact of its economic policies on the rest of the world. Another
would build on the tendency of the Depression to undermine confidence in the
self-equilibrating nature of the market. In many countries, the depth of the
Depression provided a rationale for the extension of economic planning. In Britain,
for example, Keynes went so far for a time as to argue for central planning along
Soviet lines. In the United States this desire for intervention and control was most
clearly manifest in the New Deal, but the same tendencies contributed to the pressure
for tariff protection in 1930….

At the same time the Depression worked to promote Smoot-Hawley by
undermining confidence in the stability of the market, it altered the costs and
benefits of protection as perceived by interest groups. By further lowering already
depressed agricultural prices, it increased the pressure agricultural interests brought
to bear on elected officials. By further undermining the already tenuous position
of light industries engaged in the production of specialty products, it reinforced
their efforts to acquire insulation from foreign competition….

CONCLUSION

… Economic histories view the Great Depression and the Smoot-Hawley Tariff
as inextricably bound up with one another. They assign a central role to the
Depression in explaining the passage of the 1930 Tariff Act and at the same time
emphasize the role of the tariff in the singular depth and long duration of the
slump. This paper has-reexamined the historical evidence on both points. It is not
hard to identify relationships linking the tariff to the Depression and vice versa.
But the evidence examined here suggests that previous accounts have conveyed
what is at best an incomplete and at worst a misleading impression of the
mechanisms at work. It is clear that the severity of the initial business cycle downturn
lent additional impetus to the campaign for protection. But it is equally clear that
the impact of the downturn on the movement for protection worked through different

Frieden, Jeffry A., and David A. Lake. International Political Economy : Perspectives on Global Power and Wealth, Routledge,
         1999. ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/nottingham/detail.action?docID=167041.
Created from nottingham on 2019-01-18 05:36:40.

C
op

yr
ig

ht
 ©

 1
99

9.
 R

ou
tle

dg
e.

 A
ll 

rig
ht

s 
re

se
rv

ed
.



46 The Political Economy of the Smoot-Hawley Tariff

channels than typically posited. Rather than simply strengthening the hand of a
Republican Executive predisposed toward protection, or increasing the burden
borne by a depressed agricultural sector which had long been agitating for tariff
protection, the uneven impact of the Depression occasioned the birth of a
protectionist coalition comprising producers particularly hard hit by import
competition: border agriculture and small-scale industry engaged in the production
of specialty goods. That coalition was able to obtain for its members substantial
increases in levels of tariff protection because of an unusual conjuncture of distinct
if related developments including reforms of Congressional procedure, the rise of
trade associations and the growth of interventionist sentiment. The experience of
Smoot-Hawley documents how macroeconomic distress accompanied by import
penetration gives rise to protectionist pressure, but does so only once the analysis
transcends the model of monolithic agricultural and industrial blocs….

NOTE

1. The first quote is from Bauer et al. [1972:25], the second from Pastor [1980:70].
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Institutions and Economic Growth:
A Historical Introduction

DOUGLASS C.NORTH

In this essay, Nobel prize-winning economist Douglass C.North
argues for the importance of domestic political institutions as
determinants of economic growth. For North, institutions comprise
both sets of formal rules, like constitutions, and informal norms
of behavior. Moving beyond the traditional economic focus on
population and savings, North examines how political institutions
affect property rights and, in turn, the efficiency of economic
exchange. In England, according to North, the rise of Parliament
beginning in the sixteenth century constrained the powers of the
king, ultimately leading to more secure rights to property and a
relatively efficient market economy. In Spain, by contrast, the king
augmented his power and created a large bureaucracy, which
produced revenues for the crown but impeded economic growth.
The divergent paths of institutional development in Europe were
replicated in the British and Spanish empires in the New World,
with important long-term consequences for growth in North and
South America.

The objective of this essay is two-fold: (1) to develop a theoretical framework
which focuses on the historical obstacles to economic growth; and (2) to briefly
apply this framework to explore the contrasting characteristics of institutional
change in early modern Britain and Spain and the downstream implications for
North and Latin America. In the sections that follow, I explore (1) the issues; (2)
the nature of institutions; (3) the sources of institutional change; (4) the initial
historical conditions in England and Spain; (5) English development; (6) Spanish
development; and finally (7) the consequences for the New World. Of necessity,
the historical sections are little more than outlines, illustrating the framework
developed in the first sections.

1. THE ISSUES

I begin with one of the most cited but still misunderstood essays of our time. It is
25 years since Ronald Coase published “The Problem of Social Cost” (1960), but
the impact of that essay has still not really penetrated the economics profession,
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or the development literature. Coase pointed out that the neoclassical model, which
has served as the basis of economic reasoning for most scholars in the Western
world, holds only under the severely restrictive assumption of zero transaction
costs; but that with positive transaction costs, institutions matter. There are no
institutions in the neoclassical world; and indeed in such a world growth is not a
problem, its rate being simply a function of the number of children people have
and the rate of saving.

Ever since Adam Smith, economists have recognized that gains from trade are
the key to the wealth of nations. Specialization and division of labor have made
possible the improved productivity that arises from technological change, better
resource allocation, and specialized production, the key underlying features of
modern economies. What economists have not realized until recently is that the
exchange process is not costless. Economists still misunderstand key dilemmas of
economies and ignore the costs involved in exchange, assuming (as the standard
neoclassicists do) that exchange is costless or unproductive (i.e., the classical notion
of unproductive labor), or contending that such costs exist but are passive and
therefore not important, or are neutral with respect to their consequences for
economies.

In fact, the costs of transacting are the key to the performance of economies.
There have always been gains from trade, as classical international trade theory
has taught, but so too have there been obstacles to realizing these gains. If transport
costs were the only obstacle, then we would observe through history an inverse
relationship between transport costs, on the one hand, and trade and exchange
and the well-being of societies on the other. But recall that as early as the Roman
Empire of the first two centuries AD trade was possible over a vast area, even
with the transport costs of the time; and that after the end of the Roman Empire
trade declined and probably the well-being of societies and individual groups
declined as well. It was not that transport costs had risen; but that the costs of
transacting had risen as regions expanded, and unified political systems that could
effectively enforce rules and laws disappeared.

From the evidence of history, let us turn to the economies of the world today
and observe the enormous disparity between the rich countries of the Western
world and the poor countries of the Third World. It is not transport costs but the
costs of transacting that are the key obstacles that prevent economies and societies
from realizing well-being. We can understand why when we examine analytically
the costs of transacting in different situations.

We begin with a simple model of personal exchange. In personal exchange,
individuals either engage in repeat dealings with others or otherwise have a
great deal of personal knowledge about the attributes, characteristics, and features
of each other. The measured transaction costs of a society where there is a dense
social network of interaction are very low. Cheating, shirking, opportunism, all
features that underlie modern industrial organization theory, are limited or indeed
absent, because they simply do not pay. Under such conditions, norms of behavior
are seldom written down. Formal contracting does not exist, and there are few
formal specific rules. However, while measured transaction costs in such societies
are low (although unmeasured costs of societal cooperation in tribal societies
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may indeed be high), production costs are high, because specialization and division
of labor are limited to the extent of markets that can be defined by personal
exchange.

At the other extreme from personal exchange is a world of specialized
interdependence in which the well-being of individuals depends upon a complex
structure characterized by individual specialization and hence by exchange ties
that extend both in time and space. A pure model of this world of impersonal
exchange is one in which goods and services or the performance of agents is
characterized by many valued attributes, in which exchange takes place over time,
and in which there are not repeat dealings. Under these forms of exchange, the
costs of transacting can be high, because there are problems both in measuring
the attributes of what is being exchanged and problems of enforcing the terms of
exchange; in consequence there are gains to be realized by engaging in cheating,
shirking, opportunism, etc. In order to prevent such activity, elaborate institutional
structures must be devised that constrain the participants and so minimize the
costly aspects I have just described. As a result, in modern Western societies we
have devised formal contracts, bonding of participants, guarantees, brand names,
elaborate monitoring systems, and effective enforcement mechanisms. In short,
we have well-specified and well-enforced property rights. The result of all this is
that resources devoted to transacting (although small per transaction) are large,
while the productivity associated with the gains from trade is even greater; and
high rates of growth and development have characterized Western societies. Of
course these institutions depend on a much more complex institutional structure
that makes possible the specification and enforcement of property rights, which
in turn allow transactions to occur and productivity gains from modern technology
to be realized.

Increasing specialization and division of labor necessitate the development of
institutional structures that permit individuals to take actions that involve complex
relationships with other individuals both in terms of personal knowledge and over
time. The evolution of more complex social frameworks will not occur if such
institutional structures cannot reduce the uncertainties associated with such
situations. So, institutional reliability is essential, because it means that even as
the network of interdependence caused by the growth of specialization widens
we can have confidence in outcomes that are necessarily increasingly remote from
our personal knowledge.

The institutional requirements that are necessary in order to be able to realize
the productivity gains associated with the model of impersonal exchange outlined
above entail both the development of efficient products and factor markets and of
a medium of exchange with reliable features. The establishment of such a set of
property rights will then allow individuals in highly complex interdependent
situations to be able to have confidence in their dealings with individuals of whom
they have no personal knowledge and with whom they have no reciprocal and
ongoing exchange relationships. This is only possible as the result, first, of the
development of a third party to exchanges, namely government, which specifies
property rights and enforces contracts; and second of the existence of norms of
behavior to constrain the parties in interaction, which will permit exchange where
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high measurement costs, even with third party enforcement, pose problems with
respect to opportunism, cheating, etc.

But why isn’t it automatic to develop more and more complex institutions that
will enable us to handle more complex interdependence? Indeed, much of the
literature of game theory and stories of institutional development imply that the
progress of primitive societies to the status of modern Western societies should
be automatic and unilinear. The answer is quite clear. The breakdown of personal
exchange is not just the breakdown of a dense communication network, but is the
breakdown of communities of common ideologies and of a common set of rules
in which all believe. The rise of impersonal rules and contracts means the rise of
the state, and with it unequal distribution of coercive power. This provides the
opportunity for individuals with superior coercive power to enforce the rules to
their advantage, regardless of their effects on efficiency. That is, rules will be
devised and enforced on behalf of the interests of the politically advantaged but
they will not necessarily lower the costs of transacting in total.

In fact, one of the most evident lessons from history is that political systems
have an inherent tendency to produce inefficient property rights which result
in stagnation or decline. There are two basic reasons for this result. First, the
revenue that can be raised by rulers may be greater with an inefficient structure
of property rights that can, however, be effectively monitored, and therefore
taxed, than with an efficient structure of property rights with high monitoring
and collection costs. Second, rulers can seldom afford efficient property rights,
since such rights can offend many of their constituents and hence jeopardize
the security of others’ rights. That is, even when rulers wish to promulgate
rules on the basis of their efficiency consequences, survival will dictate a
different course of action, because efficient rules can offend powerful interest
groups in the polity.

2. THE NATURE OF INSTITUTIONS

Institutions are rules, enforcement characteristics of rules, and norms of behavior
that structure repeated human interaction. Hence, they limit and define the choice
set of neoclassical theory. We are interested not in the institutions per se, but in
their consequences for the choices individuals actually make.

Constitutions, statute and common laws, and contracts specify in formal terms
the rules of the game, from the most general constitutional ones, to the specific
terms of a particular exchange. Rules (and their enforcement) are constrained by
the costliness of measuring the characteristics or attributes of what constitutes
rule compliance or violation. Hence, the technology of measurement of all the
dimensions (sight, sound, taste, etc.) of the human senses has played a critical
role in our ability to define property rights and other types of rules. Moreover,
since we receive utility from the various attributes of goods and services rather
than from the entities themselves, it is the costliness of measuring the separable
dimensions that is critical in this study. The relationship between the benefits
derived from rule specification and the costs of measurement not only has been
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critical in the history of property rights (common property vs. private property)
but is at the heart of many of the issues related to the structure and effectiveness
of enforcement.

If it were costless to measure the performance of agents or the attributes of
goods and services as well as the terms of exchange, then enforcement would not
be a problem. We would be back in the neoclassical world of the instantaneous
exchange of a unidimensional good or service. But because measurement is costly
and the parties to exchange stand to gain by receiving the benefits without incurring
all of the costs of exchange, not only is enforcement typically imperfect, but the
structure of the enforcement process will affect outcomes and hence choices. Let
me elaborate both points.

Enforcement is typically imperfect for two reasons: measurement is costly;
and the interests of principals and agents are not identical. The costliness of
measurement implies that at the margin, the benefits from additional monitoring
or policing will be balanced against the incremental costs. Moreover…the marginal
benefits and costs of policing will be weighed against those of investing at the
margin in ideological persuasion. Rules are enforced by agents (police, foremen,
judges, juries, etc.), and therefore the standard problems of agency theory obtain.
It is important to stress here that both the structure of the enforcement mechanism
and the degree of imperfection of enforcement are important in the choices that
are made.

Rules and their (imperfect) enforcement are not the complete story. If they
were, the modeling of institutions and hence the costs of transacting could be
made, at this stage of our knowledge, much more precise. But norms of behavior
also matter; and we know very little about them.

As a first approximation, norms are informal constraints on behavior that are
in part derivative of formal rules; that is they are extensions of such rules and
apply to specific issues. These informal procedures, deriving as they do from
formal organizational structures and agendas, are important but still relatively
easy to analyze. Much more important, norms are codes of conduct, taboos, standards
of behavior, that are in part derived from perceptions that all individuals form,
both to explain and to evaluate the world around them. Some of these perceptions
are shaped and molded by organized ideologies (religions, social and political
values, etc.). Others are honed by experience, which leads to the reaffirmation or
rejection of earlier norms.

However they are formed, and however they evolve, norms play a critical
role in constraining the choice set at a moment of time and in the evolution of
institutions through time. They are important at a moment of time precisely
because of the costliness of measurement and the imperfect enforcement of rules.
To the degree that individuals believe in the rules, contracts, property rights,
etc., of a society, they will be willing to forego opportunities to cheat, steal or
engage in opportunistic behavior. In short, they live up to the terms of contracts.
Conversely, to the degree that individuals do not believe in the rules, regard
them as unjust, or simply live up to the standard wealth-maximizing behavioral
assumption we typically employ in neoclassical economics, the costs of
contracting, that is transaction costs, will also increase….
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The foregoing paragraphs suggest that ideas and values matter at a moment of
time. They do so because of “slack in the system,” “agency costs,” “consumption
on the job,” etc., all of which result from the costliness of measurement and
enforcement. But how do they change through time? Certainly fundamental changes
in relative prices lead not only to rule (and enforcement) changes; but to changes
in ideas and values, and the rate of these two kinds of change may be markedly
different. This subject will be explored below, but first let me raise some specific
issues about institutions, transaction costs, and the consequent choices of the
“players,” which bear on the subject of this essay….

Rules themselves are not a sufficient condition for determining outcomes even
though they are, on occasion, critical…. [I]t is important to remember that a number
of Latin American countries patterned their constitutions after that of the United
States with radically different results.

It may be a slight exaggeration to assert that enforcement is always imperfect,
but this statement focuses our attention on a critical and neglected aspect of
economic history, which is the essential role that third-party enforcement of
contracts has played in human economic progress. There is a large literature in
the new industrial organization on self-enforcing contracts, etc.; but as with so
much of modern economics, it misses the larger issues involved in exchange in
a specialized world. Personal exchange solves the problems of contract fulfillment
by repeat dealings and a dense network of social interaction. But the key to the
high-income societies of the Western world is still the one that Adam Smith
propounded more than 200 years ago. Increasing specialization and division of
labor necessitate the development of institutional structures that permit individuals
to take actions involving complex relationships with other individuals far removed
from any personal knowledge and extending over long periods of time. This is
only possible with a third party to exchange, government, which specifies property
rights and enforces contracts.

Let me emphasize that while third-party enforcement is far from perfect, there
are vast differences in the relative certainty and effectiveness of contract enforcement,
temporally over the past five centuries in the Western world, and more currently
between modern Western and Third World countries. The evolution of government
from its medieval, Mafia-like character to that embodying modern legal institutions
and instruments is a major part of the history of freedom. It is a part that tends to
be obscured or ignored because of the myopic vision of many economists, who
persist in modeling government as nothing more than a gigantic form of theft and
income redistribution.

… While some norms are externally forced, others are internally enforced codes
of conduct, like honesty or integrity. It would be an immense contribution to have
a testable general theory of the sociology of knowledge and therefore an
understanding of the way overall ideologies emerge and evolve. In the absence of
such a theory, we can still derive an important and potentially testable implication
about norms at a more specific microlevel of analysis, which is derived from an
understanding of institutions. Specifically, the structure of rules and their
enforcement help define the costs we bear for ideologically determined choices;
the lower the costs, the more will ideas and ideologies matter….
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However possible it is to show that ideas matter, it is much more difficult to
trace the way they have evolved. For example, the demise of slavery is simply not
explicable in an interest group model. Surely the micro argument described above
is important to understanding its end. That is, most of those who voted for its
elimination, either directly or indirectly, paid few or no costs; they could simply
express their abhorrence of one human being owning another. There was no
institutional way for the slave owner to buy off the voters. On the other hand, the
way in which the anti-slavery movement grew (and frequently was used by interest
groups) so that it could lead to these votes is a much more complex story….

3. THE SOURCES OF INSTITUTIONAL CHANGE

There are two issues I wish to address on institutional change: what causes the
change; and what determines its path? In neither case have I a completely satisfactory
answer.

Before we can turn to these two issues, we must examine the role institutions
play in reducing uncertainty in human interaction, since it is this stabilizing role
of institutions which separates clearly the framework of analysis being developed
here from the traditional neoclassical approach. We can most readily understand
the difference if we have ever visited foreign countries and attempted to “do
business” with them. We will find that of necessity we must learn their “way of
doing things.” The structural forms of human interaction that characterize societies
are a combination of rules, enforcement features, and norms of behavior. Until
we learn what these are, the costs of transacting are high. Once we understand
them, we can effectively communicate and engage in varieties of social, political,
and economic exchange. The function of institutions is to provide certainty in
human interaction, and this is accomplished by the inherent features of rules and
norms. Rules are typically nested in a hierarchical structure, each more costly to
change. But even in the absence of the hierarchical institutional structure, the
status quo typically has an advantage over changes in a variety of political structures,
as a consequence of agenda control and committee structure.

It is norms of behavior, however, that probably provide the most important
sources of stability in human interaction. They are extensions, elaborations, and
qualifications of rules that have tenacious survival ability, because they become
an integral part of habitual behavior. The reduction of uncertainty, in consequence,
makes possible regular human interaction; but it in no way implies that the
institutions are efficient, only that they dampen the consequences of relative
price changes.

But institutions do change, and fundamental changes in relative prices do lead
to institutional change. Historically, population change has been the single most
important source of relative price changes, though technological change (including
and importantly, changes in military technology) and changes in the costs of
information have also been major sources. Moreover, as briefly noted in the previous
section, changes in norms of behavior, while certainly influenced by relative price
changes, are also influenced by the evolution of ideas and ideologies.
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A stylized characterization of the process of institutional change could proceed
as follows: as a result of a relative price change, one or both parties to an exchange
(political or economic) perceives that he (they) could do better with an altered
agreement (contract). Depending on his relative (and presumably changed)
bargaining power, he will, as a consequence of the changed prices, renegotiate
the contract. However, contracts are nested in a hierarchy of rules. If the renegotiation
involves alteration of a more fundamental rule, he (or they) may find it worthwhile
to devote resources to changing the rule; or gradually, over time, the rule or custom
may simply become ignored and/or unenforced. Agenda power, free-rider problems,
and norms of behavior will add meat (and lots of complications) to this skeletal
outline.

An important distinction in this argument is made between absolute bargaining
power and changes at the margin. To illustrate this distinction, I turn to the medieval
world. The “agreement” between lord and serf on the medieval manor reflected
the overwhelming power of the lord vis-à-vis the serf. But changes at the margin,
as a consequence of 14th century population decline, altered the opportunity costs,
increased the relative bargaining power of serfs, and led to the gradual evolution
of copyhold….

A special note should be made of the role of military technology in institutional
change. Not only have changes in military technology resulted in different, efficient
(survival) sizes of political units, but, as in the story that follows, they have
consequently induced fundamental changes in other institutions, so that fiscal
revenues essential to survival could be realized.

The second issue of institutional change is what determines the direction
of change. From what must have been quite common origins several million
years ago or even as recently as the hunting and gathering societies that predate
the “agricultural revolution” in the 8th millenium BC, we have evolved in
radically different directions (and at radically different rates). How have we
evolved such divergent patterns of social, political, and economic organization?
To consider a specific example, as I will do in the subsequent sections of this
paper, how do we explain the divergent paths of British and Spanish
development, both at home and in the contrasting histories of North and South
America?

I believe the answer lies in the way that institutional structures evolve. The
closest (although by no means perfect) analogy is the way we perceive that
the common law evolved. It is precedent-based law: past decisions become
embedded in the structure of rules, which marginally change as cases arise
evolving some new or, at least in the terms of past cases, unforeseen issue,
which when decided becomes, in turn, a part of the legal framework. However,
I don’t intend to imply by this analogy that the result is “efficient.” In fact, as
we shall see, Spanish institutional evolution moved in the direction of
stagnation….

… The larger point…is that we can only understand historical change by
modeling the way institutions evolved through time. That brings us to the following
brief outline of English and Spanish institutional change, from the 1500s to the
19th century in North America and Latin America.
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4. INITIAL HISTORICAL CONDITIONS IN ENGLAND AND SPAIN

Despite the similarities between England and Spain (discussed below) at the
beginning of the 16th century, the two countries had evolved very differently.
Spain had just emerged from seven centuries of Moorish domination of the
peninsula. It was not really a unified country. Although the marriage of Ferdinand
and Isabella brought Castile and Aragon together, they continued to maintain
separate rules, Cortes (parliaments), and policies. England, in contrast, had
developed a relatively centralized feudalism as a result of the Norman conquest
and, with the Battle of Bosworth (1485), had recently established the power of
the Tudors.

Yet, in common with the rest of the emerging European nation states, they
each faced a problem with far-reaching consequences: that a ruler required additional
revenue to survive. The tradition was that a king was supposed to live on his own,
which meant that the income from his estates, together with the traditional feudal
dues, were his total revenue. The changes in military technology associated with
the effective use of the cross-bow, long-bow, pike, and gunpowder enormously
increased the cost of warfare and led to a fiscal crisis…. In order to get more
revenue, the king had somehow to make a bargain with constituents. In both
countries, this initially led to the development of some form of representation on
the part of the constituents in return for revenue, and in both countries, the wool
trade became a major source of crown revenue. Thereafter, the stories diverge.
We can better appreciate this divergence in the framework of a very simple model
of the state, consistent with the framework developed in the previous sections of
this essay.

The king acts like a discriminating monopolist, offering to different groups
of constituents “protection and justice,” or at least the reduction of internal
disorder and the protection of property rights, in return for tax revenue. Since
different constituent groups have different opportunity costs and bargaining power
with the ruler, there result different bargains. But economies of scale also exist
in the provision of these (semi)public goods of law and enforcement. Hence,
total revenue is increased, but the division of the incremental gains between
ruler and constituents depends on their relative bargaining power; changes at
the margin in either the violence potential of the ruler or the opportunity costs
of the constituents will result in redivisions of revenue increments. Moreover,
the rulers’ gross and net revenues differ significantly as a result of the necessity
of developing agents (a bureaucracy) to monitor, meter, and collect the revenue;
and all the inherent consequences of agency theory obtain here. The initial
institutional structure that emerged in order to solve the fiscal crisis therefore
looked similar in all the emerging nation states of Europe. A representative
body (or bodies) of constituents, designed to facilitate exchanges between the
two parties, was created. To the ruler it meant the development of a hierarchical
structure of agents, which was a major transformation from the simple (if
extensive) management of the king’s household and estates to a bureaucracy
monitoring the wealth and/or income of the king’s constituents. Let us see how
this initial framework evolved in the two cases.
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5. ENGLISH DEVELOPMENT

The tension between rulers and constituents (although that would hardly describe
the situation at Runnymede in 1215) surfaces with the Magna Carta; but the fiscal
crises come to a head with Edward I and Edward III during the Hundred Years
War…. A logical consequence was that in the sixteenth century under the Tudors
the structure of Tudor government was revolutionized…. This revolution transformed
the government from an elaborate household structure into a bureaucracy
increasingly concerned with overseeing and regulating the economy. It had early
on been the wool trade which had served as the basis for a good deal of tax
revenue; and…the wool trade involved a three-way relationship between the
exporters, the wool growers as represented in Parliament, and the Crown. In this
agreement, the Merchants of the Staple achieved a monopoly of the export trade
as well as a depot in Calais. Parliament received the right to set the tax and the
Crown obtained the revenue. In England the combined mix of the growth of the
wool trade, the development of fee-simple ownership in land, and the development
of arable lands and new crops imported from the Dutch contributed to an expansion
of agriculture. At the same time, in the nonagricultural sector the economy became
increasingly diversified. Although the Tudors continued to attempt to control the
economy and to freeze the structure of economic activity into guilds and
monopolistic activities, their efforts were relatively ineffective. They were ineffective
because (1) the statutes only covered existing industries, so that new industries
escaped rule; (2) despite opposition by town guilds, industries moved to the
countryside and effectively escaped guild control; (3) the control of wages and
laborers in the Statute of Artificers of 1563 was only partially and sporadically
enforced; and (4) enforcement in the countryside was typically in the hands of
unpaid justices of the peace who had little incentive to enforce the law.

The cloth trade therefore grew in the countryside. The interplay between the
expansion of diverse economic activities escaping from guild restrictions and the
pressures for the development of parliamentary control over the sovereign came to
a head with the Stuarts, with the fumbling efforts of James I, the continuing fiscal
crises that occurred under Charles I, and the articulate opposition of Coke and others.
It was Coke who insisted that the common law was the supreme law of the land,
and who repeatedly incurred the anger of James I. It was Coke who led the
parliamentary opposition in the 1620s, which established common-law control over
commercial law. By the end of Elizabeth’s reign, a changing benefit-cost pattern of
economic activity was emerging with the widening of domestic and foreign markets;
the result was the expansion of voluntary organizations in the form of joint stock
companies, and growing resentment against the crown-sponsored monopolies which
excluded private companies from many of these growing markets. Darcy vs. Allein
was only the most celebrated case reflecting this ongoing struggle to create a set of
rights that would be outside the control of the monarchy. Passing the Statute of
Monopolies was just another step in the ongoing process.

Yet the issue of the supremacy of Parliament hung in the balance for much of
the 17th century. As the struggle continued, Parliament not only attempted to
wrest from the king’s control the granting of monopolies (as in the Statute of
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Monopolies), but also to protect itself from the King’s wrath by establishing
religious, civil, and political freedoms as well (such as the Petition of Right in
1628). It distorts the story, however, to think of it as a clear-struggle between an
absolutist “oriented” king and a unified Parliament concerned with economic,
civil, and political liberties. As the Civil War attests, a complex of religious,
economic, and political interests coalesced into armed camps. Moreover, the winning
coalition one day could be in the minority the next day. Hence, there was persistent
interest and concern with broadly based and impersonally guarded rights.

The final triumph of Parliament was produced in 1689, and in rapid consequence
came a set of economic institutions reflecting the relatively increasing security of
property rights. The creation of the Bank of England (1694) and the development
of new financial instruments led to a dramatic decline in the cost of transacting
and have been described as the English financial revolution. Both institutions and
consequent failing transaction costs reflect increased security of the time dimension
of property rights, a dimension critical to both a long-term capital market and to
economic growth itself….

6. SPANISH DEVELOPMENT

While the major steps in Spanish institutional evolution are not in question, nor is
the final result, I do not believe that the specific steps along the way have been as
clearly delineated as in the English story…. However, some sketch is possible.

Prior to the union of Ferdinand and Isabella, the kingdom of Aragon (comprising
approximately Valencia, Aragon, and Catalonia) had a very different character
than Castile. Aragon had been reconquered from the Arabs in the last half of the
13th century and had become a major commercial empire extending into Sardinia,
Sicily, and part of Greece. The Cortes, reflecting the interests of merchants “had
already secured the power to legislate and even to limit the king’s power to issue
legislation under certain conditions” (Veliz, 1980, p. 34). In contrast, Castile was
continually engaged in warfare, either against the Moors or in internal strife. While
the Cortes existed, it was seldom summoned…. In the 15 years after their union,
Isabella succeeded in gaining control not only over the unruly warlike barons but
over church policy in Castile as well. The result was a centralized monarchy in
Castile; and it was Castile that defined the institutional evolution of both Spain
and Latin America.

A major source of fiscal revenues was the Mesta (the sheep-herders guild),
which in return for the right to migrate with their sheep across Castile provided
the Crown with a secure source of revenue, but also with consequences adverse
to the development of arable agriculture and the security of property rights, as
well as with soil erosion.

Within Castile the other chief source of revenue was the alcaba, a sales tax.
But as the Spanish empire grew to become the greatest empire since Roman times,
its major sources of revenue were increasingly external, derived from Sicily, Naples,
the low countries, and the New World. Control internally over the economy and
externally over the far-flung empire entailed a large and elaborate hierarchy of
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bureaucrats armed with an immense outpouring of royal edicts. Over 400,000
decrees had been issued concerning the governance and economy of the Indies
by 1635, an average of 2,500 a year since Columbus sailed first to the Indies.
Designed to provide minute regulation of the economy, guilds also provided a
vehicle for internal economic regulation. Price ceilings were imposed on grain
and state-owned trading companies, and monopolistic grants provided control of
external trade.

As the military costs of controlling the empire outstripped revenues (which
declined with the revolt of the Netherlands and the gradual decrease in receipts of
treasure), the Crown raised the internal tax (alcaba) from 1.2% to 10% and
repeatedly went into bankruptcy, which is resolved through the seizure of properties
and financial assets. The consequence was the decline of the Spanish economy
and economic stagnation.

In terms of the foregoing model of the polity, the bargaining position of the
Crown, vis-à-vis the Cortes, shifted in favor of the Crown and consequently resulted
in the decline of the Cortes. The governance structure then became a large and
elaborate bureaucracy, and there were endless efforts by the Crown to control its
far-flung agents. Indeed, the history of the control of the Indies is an elaborate
story in agency theory, beginning as early as Isabella’s recision of Columbus’
policies toward the Indians in 1502. Distance magnified the immense problem of
monitoring agents in the New World; but despite the dissipation of rent at every
level of the hierarchical structure, the Crown maintained effective control over
the polity and over the economy of the New World.

7. CONSEQUENCES FOR THE NEW WORLD

It is likewise much easier to trace the institutional evolution of the English North
American colonies than their Latin American counterpart. The initial conditions
are in striking contrast. English America was formed in the very century when
the struggle between Parliament and the Crown was coming to a head. Religious
diversity, as well as political diversity in the mother country, was paralleled in the
colonies. In the Spanish Indies, conquest came at the precise time that the influence
of the Castilian Cortes was declining. The conquerers imposed a uniform religion
and a uniform bureaucratic administration on the existing agricultural society.

In the English colonies there was substantial diversity in the political structure
of crown proprietary and charter colonies. But the general development in the
direction of local political control and the growth of assemblies was clear and
unambiguous. Similarly, the Navigation Acts placed the colonies within the
framework of overall British imperial policy, and within that broad framework
the colonists were free to develop the economy. Indeed, the colonists themselves
frequently imposed more restrictions on property rights than did the mother
country. (The exception was the effort of proprietors to obtain quit-rents from
settlers in proprietary colonies, such as that of Lord Penn. The problem of
enforcement and collection in the context of the availability of land resulted in
very indifferent success.)…
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The French and Indian War (1755–63) is the familiar breaking point in American
history. British efforts to impose (very modest) taxes on colonial subjects, as well
as to curb westward migration, produced a violent reaction that led through a
sequence of steps to the Revolution, the Declaration of Independence, the Articles
of Confederation, the Northwest Ordinance, and the Constitution: a sequence of
institutional expressions that formed a consistent evolutionary institutional pattern,
despite the precariousness of the process.

In the Spanish Indies the recurrent crises were over the efficiency and control
of the bureaucratic machinery. The decline under the Hapsburgs and the revival
efforts under the Bourbons led to restructuring of the bureaucracy and even some
liberalization of trade (under the Bourbons) within the empire. But the control of
agents was a persistent problem, compounded by efforts of the Creoles to take
over the bureaucracy in order to pursue their own interests. To whatever degree
the wars of independence in Latin America were a struggle between colonial control
(of the bureaucracy and consequent polity and economy) and imperial control,
the struggle was imbued with ideological overtones that stemmed for the American
and French revolutions. Independence brought United States-inspired constitutions,
but with radically different consequences….

The contrasting histories of North and South America are perhaps the best
comparative case that we have of the consequences of divergent institutional paths
for political and economic performance. We are only just beginning to extend
economic and political theory to the study of institutions. I hope this historical
introduction gives some indication of the promise of this approach for the study
of economic history and economic growth.
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States, Firms, and Diplomacy
SUSAN STRANGE

Susan Strange argues that changes in the international economy
have altered the relationship between states and multinational
corporations and have given rise to new forms of diplomacy in
the international arena. Highlighting the crucial importance of
international economic factors, Strange points out how such world-
wide trends as technological development, the growing mobility
of capital, and the decreasing costs of communication and
transportation have led increasing numbers of firms to plan their
activities on a global basis. This has increased competition among
states as they encourage firms to locate within their territories.
The international economic environment within which all states
operate has been fundamentally transformed, and governments
are being forced to adapt to this new reality.

… Three propositions will be advanced here. First, that many seemingly unrelated
developments in world politics and world business have common roots and are
the result in large part of the same structural changes in the world economy and
society. Second, that partly in consequence of these same structural changes, there
has been a fundamental change in the nature of diplomacy. Governments must
now bargain not only with other governments, but also with firms or enterprises,
while firms now bargain both with governments and with one another. As a corollary
of this, the nature of the competition between states has changed, so that
macroeconomic management and industrial policies may often be as or even more
important for governments than conventional foreign policies as conventionally
conceived. The third proposition follows from the second, and concerns the
significance of firms as actors influencing the future course of transnational
relations—not least for the study of international relations and political economy.

STRUCTURAL CHANGE

Most commentators on international affairs have in our opinion paid far too little
attention to structural change, particularly to change in the structure of production
in the world economy. Our recent work argues that most of the recent changes in
world politics, however unrelated they may seem on the surface, can be traced
back in large part to certain common roots in the global political economy. We
see common driving forces of structural change behind the liberation of Central
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Europe, the disintegration of the former Soviet Union, the intractable payments
deficit of the United States, the Japanese surpluses, the rapid rise of the East
Asian newly industrialized countries, and the U-turns of many developing country
governments from military or authoritarian government to democracy, and from
protection and import substitution towards open borders and export promotion.

These common driving forces of change, in brief, are the accelerating rate and cost
of technological change, which has speeded up in its turn the internationalization of
production and the dispersion of manufacturing industry to newly industrialized
countries; increased capital mobility, which has made this dispersion of industry easier
and speedier; and those changes in the structure of knowledge that have made
transnational communications cheap and fast and have raised people’s awareness of
the potential for material betterment in a market economy. These common roots have
resulted, at the same time and in many countries, in the demand for democratic
government and for the economic flexibility that is impossible in a command economy….

Technological Change, Mobile Capital, Transborder Communications

Most obvious of the structural changes acting as the driving force on firms and
governments alike were those in the technology of industrial and agricultural
production; related to them were changes in the international financial structure.
The accelerating pace of technological change has enhanced the capacity of
successful producers to supply the market with new products, and/or to make
them with new materials or new processes. At the same time, product and process
lifetimes have shortened, sometimes dramatically. Meanwhile, the costs to the
firm of investment in R&D, research and development—and therefore of
innovation—have risen. The result is that all sorts of firms that were until recently
comfortably ensconced in their home markets have been forced, whether they
like it or not, to seek additional markets abroad in order to gain the profits
necessary to amortize their investments in time to stay up with the competition
when the next technological advance comes along. It used to be thought that
internationalism was the preserve of the large, privately owned Western
“multinational” or transnational corporations. Today, thanks to the imperatives
of structural change, these have been joined by many smaller firms, and also by
state-owned enterprises and firms based in developing countries. Thus it is not
the phenomenon of the transnational corporation that is new, but the changed
balance between firms working only for a local or domestic market, and those
working for a global market and in part producing in countries other than their
original home base.

Besides the accelerating rate of technological change, two other critical
developments contributed to the rapid internationalization of production. One was
the liberalization of international finance, beginning perhaps with the innovation
of Eurocurrency dealing and lending in the 1960s, and continuing unchecked
with the measures of financial deregulation initiated by the United States in the
mid-1970s and early 1980s. As barriers went down, the mobility of capital went
up. The old difficulties of raising money for investment in offshore operations
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and moving it across the exchanges vanished. It was either unnecessary for the
transnational corporations to find new funds, or they could do so locally.

The third contributing factor to internationalization has often been over-looked—
the steady and cumulative lowering of the real costs of transborder transport and
communication. Without them, central strategic planning of far-flung affiliates
would have been riskier and more difficult, and out-sourcing of components as in
car manufacture would have been hampered.

Broader Perspectives

These structural changes have permeated beyond finance and production to affect
global politics at a deep level. They have, for instance, significantly affected North-
South relations. The so-called Third World no longer exists as a coalition of
developing countries ranged, as in UNCTAD (the UN Conference on Trade and
Development), in opposition to the rich countries. Developing countries are now
acutely aware that they are competing against each other, the laggards desperately
trying to catch up with the successful newly industrialized countries. The
transnational corporations’ search for new markets was often a major factor leading
them to set up production within those markets. Sometimes this was done for cost
reasons. Other times it was done simply because the host government made it a
condition of entry. The internationalization of production by the multinationals
has surely been a major factor in the accelerated industrialization of developing
countries since the 1950s. For it is not only the Asian newly industrialized countries
whose manufacturing capacity has expanded enormously in the last two or three
decades, but also countries like India, Brazil, Turkey and Thailand.

At the same time, the internationalization of production has also played a major
part in the U-turn taken in economic policies by political leaders in countries as
diverse and far apart as Turkey and Burma, Thailand and Argentina, India and Australia.
Structural change, exploited more readily by some than others, has altered the
perception of policy-makers in poor countries both about the nature of the system
and the opportunities it opens to them for the present and the future. In the space of
a decade, there has been a striking shift away from policies of import-substitution
and protection towards export promotion, liberalization and privatization.

It is no accident that the “dependency school” writers of the 1970s have lost so
much of their audience. Not only in Latin America (where most of this writing
was focused), we see politicians and professors who were almost unanimous in
the 1970s in castigating the multinationals as agents of American imperialism
who now acknowledge them as potential allies in earning the foreign exchange
badly needed for further development.

Nor, we would argue, is the end of the Cold War, the détente in East-West
relations and the liberation of Central Europe from Soviet rule and military
occupation to be explained by politics or personalities alone. Here too there are
ways in which structural change has acted, both at the level of government and
the bureaucracy, and at the popular level of consumers and workers.

In the production structure, even in the centrally planned economies,
industrialization has raised living standards from the levels of the 1930s and 1940s,
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at least for the privileged classes of society. Material progress has not been as fast
as in the market economy, but in the socialist countries as in Latin America or
Asia, the ranks have multiplied of a middle class of managers, professional doctors,
lawyers, engineers and bureaucrats, many of whom are significantly better educated
than their parents. With this embourgeoisement has come greater awareness of
what is going on in other countries, and of the widening gap between living standards
in the affluent West and their own.

In the world market economy, competition among producers has lowered costs
to consumers and widened their choice of goods, while raising their real incomes.
Under the pressures of shortening product life cycles, heavier capital costs and new
advances in technologies, rivalry among producers has unquestionably contributed
to material wealth for the state as well as for consumers. Witness the spread down
through income groups of cars, colour TVs, washing machines, freezers, video
recorders, telephones, personal computers. In any Western home, a high proportion
of these consumer goods carries the brand names of foreign firms.

By contrast, the Soviet consumer has suffered the deprivation consequent on
the economy’s insulation from the fast-changing global financial and production
structures. But the information about what others enjoyed in the West could not
altogether be kept from people even in the Soviet Union, let alone in Central
Europe. The revolution in communications, and thus in the whole global knowledge
structure, helped to reveal the widening gap between standards of living for similar
social groups under global capitalism and under socialism.

At the same time, the new bourgeoisie, aware of the inefficiencies of the command
economy, saw that economic change was being blocked by the entrenched apparatus
of centralized government and could only be achieved through political change
and wider participation. While the burden of defence spending certainly played a
part in both East and West in furthering détente and making possible the liberation
of Central Europe, political change was accelerated within the socialist countries
by the rise of a new middle class and their perception of the gap in living standards
and of the apparent inability of centrally planned systems to respond to the structural
change in technologies of production.

We would argue that similar structural forces also lie behind the worldwide
trend to democratic government and the rejection of military and authoritarian
rule. In short, people have become better off and better educated and are making
their material dissatisfaction and their political aspirations strongly felt. We would
argue that this wave of political change has the same universal roots, whether in
Greece, Portugal or Spain, in Turkey, or in Burma, Brazil, or Argentina….

TWO NEW SIDES TO DIPLOMACY

State-Firm Diplomacy

The net result of these structural changes is that there now is greatly intensified
competition among states for world market shares. That competition is forcing
states to bargain with foreign firms to locate their operations within the territory
of the state, and with national firms not to leave home, at least not entirely….
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… The transnational firm has command of an arsenal of economic weapons
that are badly needed by any state wishing to win world market shares. The firm
has, first, command of technology; second, ready access to global sources of capital;
third, ready access to major markets in America, Europe and, often, Japan. If
wealth for the state, as for the firm, can be gained only by selling on world markets—
for the same reason that national markets are too small a source of profit for
survival—then foreign policy should now begin to take second place to industrial
policy; or perhaps, more broadly, to the successful management of society and
the efficient administration of the economy in such a way as to outbid other states
as the preferred home to the transnational firms most likely to win and hold world
market shares.

While the bargaining assets of the firm are specific to the enterprise, the
bargaining assets of the state are specific to the territory it rules over. The enterprise
can operate in that territory—even if it just sells goods or services to people living
there—only by permission and on the terms laid down by the government. Yet it
is the firm that is adding value to the labour, materials and know-how going into
the product. States are therefore competing with other states to get the value-
added done in their territory and not elsewhere. That is the basis of the bargain.

Firm-Firm Diplomacy

A third dimension, equally the product of the structural changes noted earlier, is
the bargaining that goes on between firms. This too may lead to partnerships or
alliances in which, while they may be temporary or permanent, each side contributes
something that the other needs, so that both may enhance their chances of success
in the competition for world market shares. Firms involved in this third dimension
of diplomacy may be operating in the same sector (as in aircraft design, development,
and manufacturing) or in different sectors (where, for instance, one party may be
contributing its expertise in computer electronics, the other in satellite
communications).

For scholars of international relations, both new dimensions are important. The
significance of the state-firm dimension is that states are now competing more for
the means to create wealth within their territory than for power over more territory.
Power, especially military capability, used to be a means to wealth. Now it is
more the other way around. Wealth is the means to power—not just military power,
but the popular or electoral support that will keep present ruling groups in their
jobs. Without this kind of support, even the largest nuclear arsenals may be of
little avail. Nowadays, except perhaps for oilfields and water resources, there is
little material gain to be found in the control of more territory. As Singapore and
Hong Kong have shown, world market shares—and the resulting wealth—can be
won with the very minimum of territory. Even where, as in Yugoslavia or the
Soviet Union, there is a recurrence of conflict over territory, the forces behind it
are not solely ethnic nationalism of the old kind. Many Slovenes, Croats, Russians
or Georgians want to wrest control over their territory from the central power
because they believe they would be able to compete better in the world economy
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on their own than under the control of their old federal bosses. Autonomy is seen
as a necessary condition for economic transformation and progress.

Successfully Managing Society and Economy

Having got control over territory, government policy-makers may understand well
enough what is needed to bargain successfully with foreign firms to locate with
them. But they may not always be able to deliver. For though the forces of structural
change affect everyone, even the old centrally planned economies, the capacity of
governments to respond are extremely diverse….

… The diversity of government responses to structural change usually reflects
the policy dilemmas peculiar to the government of that society. But precisely
because of increased integration in the world market economy, it is more and
more difficult for governments to “ring-fence” a particular policy so that
implementing it does not directly conflict with, perhaps negate, some other policy….

Contemplation of the diversity of host-country policies in monetary management,
trade and competition policy very soon brings home the fact that there are no
shortcuts and no magic tricks in wooing foreign firms. However, some general
advice is still possible. One piece of advice is obviously to pinpoint the policy
dilemmas where objectives clash. Another is to cut out the administrative delays
and inefficiencies that bedevil the work of local managers…. Another good piece
of advice, already stressed in the growing literature on the management of
international business, is to break up monopolies and enforce competition among
producers….

… The diversity of government responses…is surely due not only to mulish
stupidity or ignorance of the keys to success. Governments are, after all, political
systems for the reconciliation of conflicting economic and social, and sometimes
ethnic, interests. Moreover, the global structural changes that affect them all do
so very differently, sometimes putting snakes, sometimes ladders in their path.
Some small boats caught by a freak low tide in an estuary may escape grounding
on the mud by alert and skillful management; others may be saved by luck. Our
research suggests that the crucial difference between states these days is not, as
the political scientists used to think, that between “strong” states and “weak”
ones, but between the sleepy and the shrewd. States today have to be alert, adaptable
to external change, quick to note what other states are up to. The name of the
game, for governments just as for firms, is competition.

FIRMS AS DIPLOMATS

Our third general point—the importance of firms as major actors in the world
system—will be obvious enough to leaders of finance and industry. They will not
need reminding that markets may be moved, governments blown off course and
balances of power upset by the big oil firms, by the handful of grain dealers, by
major chemical or pharmaceutical makers. It will come as no surprise to them
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that the game of diplomacy these days has two extra new dimensions as well as
the conventional one between governments.

But while I have scratched the surface of one of these—the bargaining between
firms and governments—I have not said much about the third, bargaining between
firms. This deserves to be the subject of a whole new research programme. Examples
have recently multiplied of firms which were and may remain competitors but
which under the pressures of structural change have decided to make strategic or
even just tactical alliances with other firms in their own or a related sector of
business. In the study of international relations it is accepted as normal that states
should ally themselves with others while remaining competitors, so that the
bargaining that takes place between allies is extremely tough about who takes key
decisions, how risks are managed and how benefits are shared.

The implications for international relations analysis of the three-sided nature
of diplomacy are far-reaching. The assertion that firms are major actors is at odds
with the conventions of international relations as presently taught in most British
universities and polytechnics. The standard texts in the subject subscribe to the
dominant “realist” school of thought, which holds that the central issue in
international society is war between territorial states, and the prime problematic
therefore is the maintenance of order in the relations between these states. This
traditional view of international relations also holds that the object of study is the
behaviour of states towards other states, and the outcome of such behaviour for
states: whether they are better or worse off, less or more powerful or secure.
Transnational corporations may be mentioned in passing, but they are seen as
adjuncts to or instruments of state policy.

Our contention is that transnational corporations should now be put centre stage;
that their corporate strategies in choosing host countries as partners are already
having great influence on the development of the global political economy, and
will continue increasingly to do so. In common with many contemporary political
economists, our interest is not confined to the behaviour of states or the outcomes
for states. Who-gets-what questions must also now be asked—about social groups,
generations, genders, and not least, about firms and the sectors in which they
operate. Ten years from now we anticipate that the conventions and limitations of
what has sometimes been called the British school of international relations will
be regarded as impossibly dated, its perceptions as démodé as 1950s fashions.
This is not to say, of course, that there are no lessons to be learned by economic
ministries and corporate executives from the diplomatic history of interstate relations.
Only that the study of international relations must move with the times, or be
marginalized as a narrow specialism….

To sum up. Much more analytical work is needed on firm-firm bargaining as
well as on state-firm bargaining in all its multivariant forms. It needs recognizing
that both types of bargaining are interdependent with developments in state-state
bargaining (the stock in trade of international relations), and that this in turn is
interdependent with the other two forms of transnational diplomacy. In the discipline
of management studies, corporate diplomacy is becoming at least as important a
subject as analysis of individual firms and their corporate strategies for finance,
production and marketing. In the study of international relations, an interest in
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bargaining is already beginning to supplant the still-fashionable analysis of
international regimes.

A focus on bargaining, and the interdependence of the three sides of diplomacy
that together constitute transnational bargaining, will necessarily prove more flexible
and better able to keep up with change in global structures. No bargain is for
ever, and this is generally well understood by anyone with hands-on experience
of negotiation. The political art for corporate executives, as for government
diplomats, is to devise bargains that will hold as long as possible, bargains that
will not easily be upset by changes in other bargaining relationships. This is true
for political coalitions between parties, or between governments and social groups,
such as labour; and it is equally true for bargains between governments and foreign
firms, and between firms and other firms. The multiplicity of variables in the
pattern of any one player’s interlocking series of bargains is self-evident.

A final point about the interlocking outcomes of transnational bargaining relates
to theories of international relations and political economy. Social scientists like
to think that the accumulation of more and more data, the perfecting of analytical
tools and their rigorous application according to scientific principles will some
day, somehow, produce a general theory to explain political and economic behaviour.
They are a bit like peasants who still believe there is a pot of gold buried at the
end of the rainbow despite their repeated failures to track it down. Today, the
complexity of the factors involved in each of the three forms of transnational
bargaining, and the multiplicity of variables at play, incline us to deep scepticism
about general theories. Not only are economics—pace the economists—inseparable
from the real world of power and politics, but outcomes in the global political
economy, the product of this complex interplay of bargains, are subject to the
great divergences that we have observed.
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