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Balance of Power, Globalization and the Capitalist Peace

1. Preface

The causes of war, and the prevention of war, have been my first research interests.
My dissertation as well as my 'Habilitationsschrift' (Weede 1975) focused on war and
its avoidance. Since the late 1960s | never lost interest in war, although my interests
expanded over time to include the development of capitalism and the rise and decline
of nations or civilizations (Weede 1996, 2000) as well as the correlates and
determinants of economic growth, income inequality, and rebellion or civil war. By the
late 1990s these more recent interests threatened to push my older interest in war

into the background.

But in late 2003 and early 2004 some conference obligations made me return to my
older focus on war, and to connect it with my recent interests in capitalism and
economic development. For a conference of the Standing Group on International
Relations of the European Consortium on Political Research in Marburg in fall 2003 |
wrote a review article of recent research on political violence (Weede 2004a). For a
conference of the Mont Pelerin Society in Sri Lanka in January 2004 | wrote a paper
on globalization and the capitalist peace (Weede 2004b). Although these papers —
and, indeed, some earlier ones and chapters on globalization in recent books
(Weede 1996, 2000, 2003) — already developed and defended the idea of a capitalist
peace and welcomed the opportunity to spread it by globalization, they suffered from
not embedding it in a wider theoretical perspective on the causes of war. An invitation

to present yet another paper under the title of this small book to the European



Regional Meeting of the Mont Pelerin Society in Hamburg in April 2004 provided the

opportunity to remedy this shortcoming.

In contrast to earlier related papers | did not even try to publish the conference paper
as a paper. By now, | had compiled enough ideas, theoretical propositions, and
pieces of empirical evidence that a more comprehensive treatment made more sense
than another short analysis of one or another aspect of the relationships between
power balances and war, globalization or free trade and the prospect of making war
less and less likely. That is why | gratefully accepted the invitation by Detmar Doering
and the Liberal Institute of the Friedrich-Naumann-Foundation to publish a fairly
comprehensive treatment of the topic which nevertheless should be accessible to
general readers who do not make their living in practicing econometrics, quantitative

research methods, or 'the scientific approach to world politics'.

If one does research or summarize the research of others — of course, most of the
ideas, theories, and evidence discussed below have been produced by others — one
cannot avoid some epistemological commitments. In the social sciences the
fundamental choice is whether to pursue an ideographic or a nomothetic approach.
Almost all historians choose the ideographic approach and focus on the description
of structures or events, whereas most economists and psychologists choose the
nomothetic approach and focus on the search for law-like general statements.
Sociologists and political scientists are still divided — sometimes even by the Atlantic
Ocean. In American political science the nomothetic approach dominates the flagship
journal of the profession, the American Political Science Review, as well as more

specialized journals, such as International Studies Quarterly, the Journal of Conflict



Resolution, or World Politics. In German political science, however, the nomothetic

approach has advanced little beyond electoral studies.

My own approach is definitely nomothetic. This is related to my training in psychology
at one of the first German universities focusing on quantitative research methods in
the early 1960s, the University of Hamburg. This epistemological orientation has
been reinforced by graduate training in international politics at one of the first
American universities emphasizing quantitative research in the late 1960s,

Northwestern University, which is located in a suburb of Chicago.

Nomothetic research focuses on hypothesizing, testing and establishing law-like
general statements or nomological propositions. Examples of such propositions are:
The higher average incomes in a nation are, the more likely is democratic
government. Or, the more economic freedom in a nation prevails, the less frequently
it is involved in war. One characteristic of such propositions is that they say
something about observable reality. Whenever you say something about reality, you
risk that others find out that you are wrong. If we observed that most poor countries
were democracies, but most rich countries were autocracies, then we should reject
or, at least, modify the proposition about prosperity and democracy mentioned
above." Nomothetic researchers look for refutations. They try to falsify their
propositions or theories (Popper 1934/1959). If the empirical evidence is compatible
with one's theory, then one keeps the hypothetical propositions and regards them as
supported — until negative evidence turns up. Although certitude about possession of
the truth is beyond the capabilities of human inquiry, growth of knowledge is

conceivable by the successive elimination of errors.

' A modification of a proposition frequently consists of specifying under which conditions it is valid, and under
which conditions it does not hold.



This epistemological approach borrowed from Popper were easily applicable, if most
of our propositions were deterministic, if they claimed to be valid without exceptions.
Then, finding a single exception to a general statement — say, about prosperity and
democracy — would suffice to falsify the proposition. Looking at poor India
nevertheless being democratic, or at fairly rich Kuwait nevertheless being autocratic,
would suffice to reject the theory.? Unfortunately, almost no theory in
macroeconomics, macrosociology, or international relations delivers deterministic
propositions. Instead we have only probabilistic statements of the type that more
prosperous countries are more likely to be democratic than others, or that
economically freer countries are more likely to avoid war involvement than others.
Probabilistic assertions never can be falsified by pointing to single events which do
not fit with theoretical expectations. Instead we have to look at relative frequencies, at
correlations or regression coefficients. We need statistical tools to evaluate such
propositions. We typically ask the question whether a hypothesized relationship is so
strong that it could only rarely occur because of random measurement or sampling
error. Probabilistic propositions are regarded as supported only if they jump certain

thresholds of significance which are ultimately defined by mere conventions.

Researchers are interested in causal propositions, that is, in statements about
causes and effects, or determinants and consequences. Such statements can be
used for explanation, forecasting, or policy interventions. We need to know more than
the mere existence of some association or correlation between, say, prosperity and

democracy, or economic freedom and the avoidance of military conflict. We need to

% Here, it is not necessary to systematically distinguish between theory and propositions. It may suffice to say
that a theory contains a number of propositions and some clarification of the logical relationships among
propositions. In the social sciences outside of economics, the clarification of relationships between propositions
tends to be fairly loose.
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know whether prosperity promotes democracy, or whether democracy promotes
growth, or whether, possibly, both statements might be defensible or, for the time

being, taken for 'true'.

While a correlation between two variables, like prosperity and democracy, is equally
compatible with the simple alternative causal propositions that prosperity causes
democracy, and that democracy causes prosperity, this ambiguity no longer
necessarily applies in more complex theoretical models. There, we tend to explain a
single effect by a number of causes. For example, one may contend that democracy
is promoted by prosperity as well as by a capitalist economic order (or economic
freedom). We can take such a theoretical contention — which may be true or false,
compatible with the data or not — as a starting point for specifying a regression
equation.’® If both theoretical statements — about the democratizing effects of
prosperity and capitalism — were true, then the regression coefficients of both
variables should be positive and significant. If this is what we find in empirical
research, then we regard the two propositions as provisionally supported. But final
proofs remain impossible in empirical research. It is conceivable that some non-
believer in the two propositions suggests a third measurable determinant of
democracy. Before it actually is included in the regression equation, one never knows
what its inclusion results in. Possibly, the previously significant and positive
regression coefficients of prosperity and capitalism might be reduced to insignificance
or even change signs. Then a previously supported causal proposition would have to

be overturned and rejected.

* All empirical tests have to rely on some assumptions. In practice, one never can test all the assumptions which
one needs to make in order to test a falsifiable proposition. This is one out of many reasons why empirical tests
can never result in certitude. Another one is that the techniques of data analysis themselves develop.
Conceivably, better techniques might lead to different answers to our questions tomorrow. For a relevant recent
debate about these issues, see de Marchi, Gelpi, and Grynaviski (2004) against Beck, King, and Zeng (2004).
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The claim of causality implies more than observable association or correlation. It also
implies temporal precedence of causes before effects. If one wants to test the causal
proposition that prosperity contributes to democratic government, or that economic
freedom contributes to the avoidance of military conflict, then one should measure
prosperity or economic freedom before their hypothesized effects occur — certainly
not later. If there is doubt about the direction of causality, as there frequently is, one
might also look at the relationships between, say, earlier prosperity and later
democracy as well as between earlier democracy and later prosperity. Although such
investigations may become technically complicated, it might suffice here to keep the
general principles in mind. From causal propositions we derive expectations about
correlation or regression coefficients. But conclusions from correlations to causal
propositions are not justified. One simply can never 'verify' causal statements by
correlations. From causal propositions we also derive expectations about temporal
precedence. As long as empirical evidence fits one's theoretical expectations, one

regards the propositions or theory as provisionally supported and works with them.

There is another complication. As illustrated by the debate about the effects of trade
and economic interdependence on the avoidance of military conflict below, full
accordance of empirical studies and verdicts with theories is the exception rather
than the rule — if it ever happens at all. That is why some philosophers of science (for
example, Kuhn 1962; Lakatos 1968-69) have been critical of the idea of falsification
and warned against premature rejection of propositions. If 'anomalies' or 'falsification’
are more or less ubiquitous, then our task is no longer so easy as to choose between
theories which have been falsified and therefore deserve rejection and those which

are compatible with the facts and therefore deserve to be accepted until negative
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evidence turns up. Then our task becomes to choose between competing theories,
for example about the conflict reinforcing or pacifying impact of trade, and to pick
those which fit the data relatively better than others. So, the claim advanced in this
review of the literature cannot be that the empirical evidence fits the capitalist peace
idea perfectly, but merely that the evidence fits it much better than competing
explanations of military conflict and notions about the negative impact of capitalism

on the avoidance of conflict and war or the irrelevance of democracy do.

The epistemological discussion above could provide no more than a crude 'feel' for
empirical research in the social sciences and its pitfalls. Although certitude is beyond
reach, it is better to rely on testable, tested and so far supported propositions than on
a hodgepodge of ambiguous hunches, contradictory thinking, and unsystematically

evaluated empirical evidence.

Turning from method to substance, in this book | shall address the following issues:
In the second section there is a sketch of a theory of power balances and war
focusing on anarchy, security dilemmas, and territorial conflicts. Although capitalism,
free trade and globalization seem to have no prominent place in this preliminary
sketch, the third section of the paper deals with these topics in order to point out how
free trade and globalization affect power balances and regime characteristics. The
fourth section analyzes the capitalist peace, i.e., how free trade and democracy
reduce war-proneness. In the fifth section, the issues of rebellion, political violence
and civil war are analyzed. The capitalist peace seems to apply to intrastate conflicts
as well as to interstate conflicts. In the sixth and seventh sections, it is discussed why
we need the capitalist peace and what can be done to establish it. The final section

provides a summary of the main propositions of this book.



2. The Balance of Power and War-Proneness

Wherever states or nations are capable of waging war against each other, wherever
no effective superior authority is capable of imposing either the status quo or specific
changes on all states within the international system including the most powerful
ones, decision-makers face the prospect of war. That is why one of the leading
thinkers on international security issues, Waltz (1979, p. 113), maintains: "In
international politics force serves, not only as the ultima ratio, but indeed as the first
and constant one." Those who do not prepare for waging war may have to face
abdication and capitulation. Since this is not attractive to ruling elites, it is generally
rejected. Given technical capabilities for waging war among states and the absence
of an effective superior authority, there exists a 'security dilemma' (Herz 1950) for
strategically interdependent states. Decision-makers in any rival pair of states believe
to know that there is but one way to achieve security, i.e., superiority, preferably
overwhelming superiority. This conceivable way out of the security dilemma may
alternatively be labeled 'security by superiority' or 'peace by strength'. Of course,
'security by superiority' cannot work simultaneously for all contenders. Unless military
technology provides defenders with a significant and persistent military advantage,
even under surprise attack, superiority by one must necessarily imply inferiority and

insecurity for others.

National security decisions are frequently made by groups instead of individuals. This
imposes the necessity of within-group agreement or consent. 'Obvious' and 'familiar'
solutions are likely to be chosen under collective decision-making, even if it is
dubious that they work. 'Security by superiority' or 'peace by strength' is such an

obvious or familiar solution to the security dilemma. If a better solution should exist, it
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will not necessarily be simple, sound familiar and therefore look reasonable. The
immediate policy conclusion from 'peace by strength' is 'si vis pacem, para bellum' or
'if you want peace, prepare for war'. This conclusion has not lost its obviousness or
attractiveness since Roman antiquity, although preparation for war frequently did not

prevent its outbreak.

'Security by superiority' is not an equally obvious solution everywhere. The more
military power a nation already commands, the more obvious 'peace by strength' and
the 'prepare for war'-corollary appear. The more powerful one is, the more one
attracts the resentment, suspicion and hostility of others. Under international anarchy,
even wars of aggression may be perceived by their initiators as ultimately defensive
for being preventive or preemptive. In this perspective, great power politics is a
'tragedy’, "because there are no status quo powers" (Mearsheimer 2001, p. 2),
except for hegemons who want to continue their dominance. The factual basis of this
kind of 'offensive realism™ is the fact that initiators tend to win battles, campaigns,
and in some historical periods even some types of war more frequently than their
victims do (Betts 1985; Bueno de Mesquita 1981a; Dupuy 1987; Epstein 1988; for

serious qualifications, see Wang and Ray 1994).

It is not only international anarchy or the security dilemma that carry the burden of
explaining why states attempt to gain 'security by superiority'. Domestic politics
matters, too. Expansionist policies are likely to affect individuals and interest groups
within societies in different ways. Some may benefit, or seem to benefit. Others may

expect nothing better than conscription, higher taxes, and the risk of being maimed or

* The dominant school of thought in international politics is called realism, sometimes with a big R. See Waltz
(1979) for an authoritative statement of the defensive version of it. Mearsheimer (2001) has provided a
reinterpretation of realism which he calls 'offensive realism'.
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killed in war. Although it seems obvious that a majority of citizens and interest groups
in most nations most of the time have little material interest in expansion and should
be worried about expansionist policies, it is misleading to conclude from this that
nations, or democratic nations, are never bellicose and expansionist. Snyder (1991,
pp.15, 18) provides an explanation how even self-defeating policies may be agreed

upon:

"Though overexpansion hurts the society as a whole, it is attractive to some groups
within society. The benefits of expansion are disproportionately concentrated in their
hands, while the costs of expansion are largely....diffused throughout the
society....Since interests in expansion and militarism are typically more concentrated
than the interests opposed to them, logrolling is inherently more apt to produce
overexpansion than underexpansion." This explanation must sound familiar to
economists. In principle, public choice theory explains the voluntary subservience of
elected politicians to special interest groups - including minority interests such as

agriculture in contemporary Western societies - in the same way.

Constraints on national security decision-making also result from the polarity of the
international system. What is perceived as possible and necessary depends on the
system-wide distribution of power. One distinguishes between unipolar, bipolar and
multipolar systems. By definition, a unipolar system is dominated by a single and
hegemonic power. All other political units are severely constrained in their decision-
latitude. Their sovereignty may approach the purely nominal. Economic growth and
war serve to make, to maintain, or to break the preponderance of a hegemon. Given
the immense superiority of the hegemon, the risk and difficulty of building a

countercoalition that stands a chance of prevailing, and the obvious imbalance of
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power, unipolar systems are characterized by less frequent and shorter wars than
other systems (Gilpin 1981; Modelski and Thompson 1993, p. 37; Organski 1958;
Kugler and Organski 1993). In essence, anarchy and the security dilemma are
mitigated or even overcome by unipolarity or hegemony. Whether bipolar or
multipolar systems are more war-prone, however, is very much disputed (Bueno de
Mesquita 1981b; Deutsch and Singer 1964; Kaplan 1957; Moul 1992; Singer, Bremer

and Stuckey 1972; Waltz 1979).

National capabilities are the most important constraint on decision-making in security
affairs. In the long run, such capabilities depend on growth rates. It has been
persuasively argued that parity of power is associated with risks of war (Gilpin 1981;
Organski and Kugler 1980). Quantitative research supports that preponderance
pacifies, whereas parity is dangerous (Geller and Singer 1998, chapter 4; Kim 1992;
Kugler and Lemke 1996; Lemke 2002; Moul 2003; Russett and Oneal 2001).5
According to power transition theory, the risk of war is maximized under conditions of
rough parity between hegemon and dissatisfied challenger or, more generally,
between contending nations. Where some powers rise and others decline nobody
knows the pecking order. Both sides may simultaneously entertain the illusion of
superiority and believe that they might prevail in a military contest. Although power
parity does not provide the motivation for war, it provides the opportunity for it. An
essential part of the motivation must be the rejection of the status quo by some

nation.

Most frequently the motivation is provided by territorial conflicts and aspirations

(Goertz and Diehl 1992; Vasquez 1993; Weede 1975, 1996) or by the security

> For a recent dissenting view, see Sweeney (2003).

13



dilemma and its policy implications. If all states accepted the status quo, then the rise
and decline of nations or power transitions would not matter. Since the territorial
status quo frequently has been determined by victory or defeat in previous wars,
territorial grievances and challenges are always likely to exist. A similar ubiquity
applies to the security dilemma. Therefore, the rise of challengers and the decline of
defenders of the status quo is what makes conditions of parity or power transitions so

dangerous to peace.

Power concentration is more likely to prevent war than power parity. Power
concentration within pairs of nations interacts with power concentration at the
international system level (Geller 1992). Where the system is characterized by a
trend toward increasing concentration, or where the system moves from anarchy
toward hegemony, the local pair-wise power balance matters much less than where
the system is characterized by decreasing concentration. If there is a nation
ascending toward or even maintaining hegemony, then local power balances among
other nations hardly matter.® The hegemon is capable of constraining others. Where
the system-wide power concentration is in the process of being reduced or where

anarchy reasserts itself, there dyadic balances matter once again.

Although hegemony is one way to neutralize the severe and frequently irreconcilable
conflicts of interest arising out of the security dilemma and the territorial delimitation
dilemma, it is not the only one. Another one is the expectation of 'mutual assured
destruction'. For most of the nuclear age most superpower leaders imagined nuclear

war to be a great disaster where there would be no meaningful victor (Betts 1987).

® Consider the military balance between Central American 'banana republics' or Soviet client-states during the
cold war. Political elites in these states know, or knew, that the military balance does not matter because no one
can resist American arbitration in Central America, and no one could resist Soviet 'arbitration' in Eastern Europe.

14



Under such conditions there may be 'peace through fear' (Aron 1966). Since the two
superpowers of the Cold War period were allied with other nations, deterrence
became extended to their allies or client-states as well. Take the example of both
German states. According to the extended deterrence proposition, war between them
has been prevented during the Cold War because both Germanies depended on one
or the other superpower which did not want to risk 'mutual assured destruction' for
the sake of their allies or clients. In this (testable) account (Weede 1975, 1983), the
relationship between the two German states mattered least for the avoidance of war
between them. What counted was dependence of both German states on 'their’

superpowers, as well as nuclear deterrence between these superpowers.’

Another important determinant of national security results from geography. Since
military power tends to decrease the further away from its home base a power is
engaged (Boulding 1962), a central location in a configuration of powers is much
more dangerous than a peripheral location (Bernholz 1985; Collins 1986). Obviously,
insularity is the most peripheral and safest location which a nation may enjoy. By
contrast, centrally located states have to worry about the capabilities of all their
suspicious neighbors and to deploy forces against them. Any expansion of a central
power soon becomes a threat to many other states, whereas a similar expansion of a
peripheral state will cause worries much later and may even go unnoticed for some
time. Therefore, geographically peripheral states stand a much better chance of
transforming a multipolar system into a unipolar system with themselves as the
hegemon or of becoming one of the dominant powers in a bipolar system than

centrally located states.

7 Applying a very different approach, Adams (2003/2004, p. 77) provides further evidence for the pacifying
impact of nuclear deterrence.
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It is no coincidence, but an illustration of the consequences of geopolitical
configurations that the central power of the European state system, Germany, lost
two world wars, that the insular powers, America and Britain, suffered least in these
wars, and that two peripheral great powers, the Soviet Union and the United States,
became contenders in the bipolar world after World War Il. After the elimination of
Germany as a great power in 1945 and after the rise of East Asia in the second part
of the 20" century, however, the Soviet Union became the geopolitically central
power of the interstate system. It suffered the usual and predictable consequences
(Collins 1986, chapter 8; 1995) of encirclement by hostile states, in the Soviet case
after 1969 even including the ideologically close People's Republic of China.
Ultimately, the burden of competing against most of the rest of the world became too

high. The Warsaw Pact and even the Soviet Union itself disintegrated.
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3. Globalization, Free Trade and the Division of Labor

Since different economic growth rates obviously affect the balance of power,
economics must not be neglected in an analysis of balance of power politics.
Besides, the character of domestic regimes is not as irrelevant for the analysis of

war-proneness as the incomplete sketch provided above seems to suggest.

The process of globalization had already begun in the late 19" century (Lindert and
Williamson 2001). Before World War |, trade and foreign investment were fairly
globalized. Because of low political obstacles to international migration, labor markets
actually were more globalized at the beginning of the 20™ century than at its end. The
two World Wars, the Great Depression in between, and the temptations of socialism,
planning, and autarchy interrupted the process of global market integration for about
half a century. Thereafter, the process regained force and speed. Now, cheap, fast
and reliable communication and transportation enables producers of goods and
some service-providers in low-wage countries to challenge high-cost producers in
rich countries on their home turf. But technological innovation resulting in falling
prices and rising speed of intercontinental communication and transportation is not

the only determinant of globalization.

Globalization also resulted from the insight that collectivism, planning and socialism,
simply do not work. According to Lindsey (2002, p. 9): "Globalization is not a
simplistic technological imperative...... It is the retreat of the state that has allowed
international market relationships to regain a foothold. This retreat was provoked, not
by the impingement of blind economic forces or transports of libertarian enthusiasm,
but by disillusionment. The (socialist, E.W.) dream died because it failed. It failed

morally in the horrors of its totalitarian variants; and it failed economically by miring
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millions in grinding poverty and subjecting billions more to unnecessary hardships.
Globalization is the fitful, haunted awakening from the dream." Political decisions in
rich and poor countries alike contribute strongly to globalization. Tariffs and, to a
lesser degree, non-tariff barriers to trade have been reduced. Entrepreneurs in many
countries try to find and to exploit their comparative advantage, to realize economies
of scale and gains from trade by looking for buyers and sellers everywhere. If trade

between countries is truly free, then it promises to enrich all nations.

By definition, globalization refers to global economic interdependence. Although
enlightened American policies after World War |l — very much in contrast to American
policies in the 1930s — did contribute to the liberalization of trade within the West,
although some imperfect approximation to free trade made the recovery of West
Germany and Japan possible as well as the later economic miracles in the East
Asian tiger economies, any globalization deserving the label has to include the
demographic giants on earth, that is, China and India where about 40% of mankind
live. In China's case, the opening was pushed by an enlightened communist, Deng
Xiaoping. He was the first powerful leader of a socialist nation to understand that
socialism simply does not work. Similarly, market oriented reforms in India already
began under the leadership of the same Congress Party which was inspired by the
Soviet economic model for about four decades. As in China, the 'conversion' to
capitalism in India was incomplete and rooted in previous failure and the necessity of

reform resulting there from (Lindsey 2002; Weede 2000, chapters 4 and 6).

The process of globalization still is far from complete (Lindsey 2002; Theurl 1999, p.
72). Many economies still suffer from a legacy of collectivism and planning. There

remain significant price differences between countries even in internationally traded
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goods. Domestic savings and investments remain correlated. Even among
international investors there is some home bias. Much international investment is not
motivated by differences in labor cost, but by hopes of serving foreign markets.
Foreign direct investment did not exceed 5% of GDP in major economies during the
last decade of the twentieth century. More than 80% of production in most major
economies still was destined for domestic consumption and more than 80% of

investment still was financed by domestic investors (Wade 1996, p. 61).

Free trade has costs and benefits attached to it. By overcoming borders and distance
globalization must reinforce the most important characteristic of capitalist or market
economies, i.e., competition resulting in ‘creative destruction’ (Schumpeter 1942).
Even oligopolies do not necessarily reduce competition and innovation. It has been
argued that oligopolistic competition in free markets maximizes innovation because
no one can afford not to innovate (Baumol 2002). In capitalist economies competition
may start to bite before it exists. Not only competition itself, but the mere threat of
future competition may generate attempts at innovation and cost-cutting. Where
competition and innovation are not stifled by politics, bankruptcies occur and some
workers lose their jobs. In principle, no one is safe for ever. Many people resent
being condemned to an ever-lasting effort to remain competitive. Moreover,
resentment about the need to retain competitiveness might grow, the more one lives

in material comfort and the more established the welfare state is.

Without the innovation generated and imposed by competition, mankind would still be

poor. Most of the benefits of innovation are not even appropriated by innovators, but

by consumers. Whether or not one agrees with Baumol (2002) on the egalitarian
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impact of competition and innovation, they certainly overcame mass poverty first in

the West and then in the newly industrializing countries of Asia.

Globalization cannot be reduced to free trade. But free trade is certainly an essential
part of it. Before looking at the material benefits of free trade one might also look at
its intellectual benefits. Since trade necessitates human interaction, it also promotes
some diffusion of ideas. Although this spread of ideas may be only an unintended
consequence in many instances, one may nevertheless agree with Landes (1998, p.
136) who has argued: "If the gains from trade in commodities are substantial, they
are small compared to the trade in ideas." After all, it is hard to imagine what one
might learn from somebody who knows exactly the same things as one already
knows oneself. But is easy to imagine learning from somebody who is different in
interests, knowledge, skills and intellectual perspective. By promoting interaction
across borders, globalization necessarily promotes opportunities for cognitive
transfers, for intellectual exploration and the growth of knowledge. The importance of
this diffusion of ideas may be illustrated by examples from the past: by the West
'importing' so-called Arab numbers ultimately from India, by the West re-importing
even a major part of the Greek philosophical heritage from the Arabs, by the spread
of Buddhism from India via China to Japan, by the 'export' of Western commercial
law to Singapore and increasingly to Mainland China, and by the 'export' of
democracy to the doorsteps of the Chinese Mainland, that is, to South Korea and

Taiwan.

20



The cosmopolitan interest in free trade rests on two solid foundations. Free trade is in
the welfare interest of mankind.® If one defines the (economic) national interest by
something related to the greatest good for the greatest number, by high and growing
average incomes, then there can be little doubt about free trade being part of the
national interest, too. Benefits from free trade do not even depend on reciprocity
(Bhagwati 1991, p. 51). The national interest requires invigorating one's entire
economy, not getting away with protection for some special interests or specific
industries. Nevertheless, multilateral trade negotiations may be useful in mobilizing
the support of exporters and therefore in balancing the protectionist lobbying of

those industries which have to compete with imports (Irwin 2002, p. 167).

In principle, globalization permits a global division of labor. Since the days of Adam
Smith (1776/1976) we know that the size of the market limits the division of labor,
that the division of labor boosts innovation and productivity. In principle, globalization
is the logical endpoint of an economic evolution that began when families changed
from subsistence farming and household production to production for the market. As
long as globalization is not yet completed, there remain gains from trade to be
realized by further market expansion. We are still far from a state of affairs where
customers are as likely to buy from a foreign as from a domestic source. For US
customers, such a state of affairs would mean an import share of GDP about six

times as high as the share at the end of the second millennium (lrwin 2002, p. 18).

Since globalization adds to competitive pressure, since it reinforces the 'creative

destruction' inherent in capitalism (Schumpeter 1942), it causes resentment. Since

¥ Sometimes it is argued that globalization threatens welfare states and generates a 'race to the bottom'. First,
there is little empirical evidence to support this view (Rodrik 1998; Lindert 2004, pp. 186, 223). Second, this
argument rests on the assumption that the welfare state is valuable in itself — in spite of its tendency to curtail
individual freedom.
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globalization is fed by technological innovation and political decisions promoting free
trade, these innovations and decisions attract resentment, too. The world is already
globalized enough that national resistance to innovation by most nations does little
harm from a global perspective. It ‘merely’ affects the rise and decline of nations. The

US is the only nation whose power might suffice to derail the process of globalization.

Free trade is politically vulnerable. If foreigners are perceived as a cause for the need
to adjust, then attacking free trade becomes politically attractive. After all, no
politician benefits from the affection of foreigners who cannot vote in his constituency.
Of course, those economists who insist on the benefits of free trade - even if your
partner does not practice free trade - are right. Benefits include serving customers
better at lower prices, but also total factor productivity growth (Edwards 1998). Free
trade has little effect on the level of employment. But it does facilitate productive
employment (Irwin 2002, chapter 3). Although even in manufacturing churning, or the
movement of workers from one job to another one, dominated downsizing in
America, although the much larger service sector of the American economy actually
added jobs during the recent period of globalization (Baumol, Blinder, and Wolff

2003), downsizing has been more visible than churning.

Benefits to consumers from globalization tend to be overlooked. The benefits of free
trade tend to be dispersed widely, the costs of it - for example, in bankruptcies and
job losses - tend to be concentrated and more visible. Therefore, the political case
against free trade may become very strong despite the weakness of the economic
argument. Since people react psychologically more strongly to losses than to gains -
even by risk-acceptance in a gamble to avoid the loss altogether (Kahneman and

Tversky 1979) - there is another incentive for politicians to turn protectionist. Although
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Western societies after World War Il by and large succeeded in containing rampant
protectionism - except for European and Japanese agriculture and the multifiber
agreement regulating the textile and apparel trade - protectionism remains a

permanent temptation.

There is a dispute about the degree to which either trade or technological progress is
responsible for the predicament of unskilled labor in the West. While the majority
view (e.g. Krugman 1996) blames most of it on technological progress, this is not
entirely satisfying, because technological progress is frequently inferred from
residuals rather than directly measured. An outspoken minority (e.g. Wood 1994, pp.
166-167) puts most of the blame on free trade and estimates that about 9 million
manufacturing jobs had been lost in rich countries already by 1990 and many many
more by now. The complimentary gain of 23 million jobs in poor countries may satisfy
our humanitarian impulses, but it does not help Western politicians to win elections.
In the last three years one out of six manufacturing jobs had been lost in the United
States (Economist 2003a, p. 30). Americans look for scapegoats, although trade is
almost certainly not the major determinant of these job losses. Improvements in
productivity in themselves imply less employment in those sectors of the economy,
like manufacturing, where productivity grows better than elsewhere. Since China has
a larger trade surplus with the US than even Japan, China-bashing has become

popular in America.

As prosperous countries make better trade partners than impoverished ones, as
economic freedom promotes prosperity, trading states should recognize a 'selfish’
interest in the freedom and prosperity of other nations. Hayek (1960, p. 32/1971, p.

41-42) has pointed out, the 'selfish' interest in the freedom and prosperity of others
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applies to individuals within societies as well as to nations or states: "The benefits |
derive from freedom are thus largely the result of the uses of freedom by others, and
mostly of those uses of freedom that | could never avail myself of. It is therefore not
necessarily freedom that | can exercise myself that is most important to me.... The
benefits of freedom are therefore not confined to the free — or, at least, a man does
not benefit mainly from those aspects of freedom which he himself takes advantage
of. There can be no doubt that in history unfree majorities have benefited from the
existence of free minorities and that today unfree societies benefit from what they
obtain and learn from free societies. Of course the benefits we derive from the
freedom of others become greater as the number of those who can exercise freedom

increases."

Unfortunately, our interest in the freedom and prosperity of others does not
guarantee that we behave accordingly. Our common long-term interests are
frequently neutralized by short-term politics. As Drezner (2004, p. 31) has observed:
"the benefits of free trade diffuse across the economy, but the costs of trade are
concentrated. Thus, those made worse off by open borders will form the more

motivated interest group” — and prevail.

Recently, the Bush administration supported a farm bill in 2002 which provides more
subsidies for American agriculture and at the same time increases the US budget
deficit. In the same year Chirac persuaded Schréder to postpone for another decade
serious attempts to reduce agricultural subsidies in the European Union. Rich country
agricultural policies deprive poor countries of export markets. Western countries do
not even desist from harming agricultural producers, such as West African cotton

producers, who survive on a dollar per day (Campbell 2004, p. 112). Similarly, the
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Bush administration imposed tariffs on imported steel from March 2002 to December
2003 in order to protect American steelworkers. Since steel-users employ a multiple
of the number of workers employed in producing steel, it has been estimated that at
least 45000 jobs were lost because artificially high steel prices undermined the

competitiveness of some American steel-using industries (Drezner 2004, p. 33).

Like technological progress, free trade exacts the price of necessitating structural
adjustment which may be onerous to some. Restricting free trade, however, would
condemn some workers to unnecessarily low productivity and correspondingly low
wages. Trade is not even the main culprit of the predicament of low-skilled labor in
such countries.® If it were, the relative wages of educated workers in many
developing countries should not have increased as they 