The Magazine of the University of Manitoba Undergraduate Economics Society

Volume 3, Issue 1 September/October 2005

In This Issue:

Japan’s Neo-classical Nightmare
Hernando de Who?
The U.S.A. and Historical Inevitability
Capitalism and Investment




6 #
059 )) '9 / &
) o -C 50/
< 5 - 5 - = -
> 8 *7( 8 (- =
/ - ( 2@) "A ) b=
In This Issue
' # $
% &
)
% #! *+
" g
- "
, 0 #0 %l *2
3 # o4
/
% (5
6 & *7
#8 ( /

Thelnvisible Hand
The Magazine of the University
of Manitoba
Undergraduate Economics Society
Available online at www.UMUES.com

The Invisible Hand would like to thank the
Department of Economics, the department of
Global Political Economy and the Arts Student
Body Council for their generous contributions to-
wards the production costs of this magazine.

It is only through the support of the Aca-
demic community at the University of Manitoba
that this endeavour is possible, and it is our privi-
lege that it esteems us as contributors.

Thank you
The Editors

Volume 3, Issue 1
September/October 2005

Editors:
Carson Jerema
Dan Powell

Photographer:
Erin Haluschak

Contributors

Elliott Brown Dr. Robert Chernomas

Marnie Evans

Lindsay Poggemiller

Koji Kanehira

Chris Simonite




levels. By doing so, it is expected that the money
supply will remain large enough to keep demand

Japan’'s
economy has been
stagnating for more
than a decade now,
and it does not
seem to be getting
any better. Japan,
once seen as a po-
tentia threat to
U.S. economic
dominance, has
been overshadowed
by the economic A
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The Japanese government’ s policy so far has
mainly focused on the remedies prescribed by neo-
classical economics. The government maintains low
interest rates and remains largely restraint from allo-
cating national budgets for public enterprises. These
policies, however, have failed to breathe life into
Japan’ s economy. Continuously low economic
growth, which has contributed to the gradual in-
crease of unemployment and the decrease of income
levels, demonstrates the failures of the Japanese
government to revive economic growth.

Japan currently stands at a crossroads, with
many economists predicting negative growth for this
year. A severe recession in the recent past has been
avoided in large part because of the government’s
monetary policy — keeping the yen at relatively low

since demand for money will become relatively low.
Thiswill stimulate investment because, for example,
corporations can borrow larger sums of money to
improve their production capabilities. Higher levels
of investment will increase overall output and con-
sumption. This should be so in Japan since savings
rates are relatively high at 10.7 per cent, as of 2000
(compared to 12.7 percent in Canada and 6.4 per
cent in the United States.) Higher savingsratesin
Japan indicates that consumption could increase, of-
fering a stimulus to the economy. Y et this does not
happen because consumers hesitate to spend their
money.

The problem is that the government isignor-
ing the importance of stimulating peopl€e s desires
for purchases, the solutions to which are not found



in neoclassical economic thinking. Japanese con-
sumers either find few attractive goods or plan to
spend money in the future, or both. Given the low
interest rates, which have been kept near zero for the
past few years, the reason seemsto liein a Japanese
preference to prepare for tomorrow’ s needs rather
than to spend money today. This hesitation owesin
large part to aloss of trust in the government as well
asthe financial system which are held largely re-
sponsible for promoting the rapid growth of the
1980s that led to a bubble economy.

One result of the bubble economy was over-
valued land assets, in which the price of the whole
land of Japan was said to be four times higher than
that of the United States. The area of the United
States is 26 times greater than that of Japan, illus-
trating that land was indeed overvalued, and by the
early 1990s, the bubble had burst. The recession that
followed severely diminished the credibility of
policy-makers who had guided Japan to rapid eco-
nomic growth in previous decades. The government
and the banks have not been able to recover fully
from the losses they suffered.

In order to help increase consumption and
boost economic growth, the Japanese government
needs to introduce financial as well as governmental
reform. Y et since this involves acknowledging the
failures of past financial policies, few policy-makers
have taken up the courage to do so. As aresult, the
banks suffer enormously large debts. Large portions
of the debts have not been paid despite the govern-
ment’ s discriminatory measures for the banks for
over adecade at the expense of depositors who suf-
fer extremely low interest rates. Usually such banks
should go bankrupt; yet this has not taken place.

The government fears a collapse of the bank-
ing system and so protects banks with a policy
known as the “defending fleeting-convoy method.”
By accepting the economy based on land assets for
security, virtually al banks followed the same path;
they lent money and allowed land to be used as col-
lateral without properly assessing land-values. When
economic growth declined, the debtors were unable
to pay off their debts and left their land assets with
the banks, the values of which fell drastically. The
government declares that it cannot afford

bankruptcy since that will collapse the economy.

Without addressing this issue, however, con-
sumers are unlikely to increase their spending. They
simply do not believe optimistic statements made by
officials who declare every year that the country’s
economic troubles are coming to aend. Their claims
are based on neoclassical assumptions of lowering
interest rates and decreasing government spending.
The officia policies, however, simply help indus-
tries increase their output, often resulting in overpro-
duction.

Products that are not sold in Japan are ex-
ported mainly to China, and relying on China’'s con-
tinuous rapid economic growth istoo risky, asits
future is uncertain due to the increasing polarization
of rich urban dwellers and poor rura farmers. Fur-
ther, the corruption of Chinese officials might also
help to prevent Chinafrom developing into a
healthy economy. In case of a slow-down of China's
economic growth, Japanese industries need to look
for another economy for dumping their products.
Thisisfar from the wisest economic strategy and
ignores domestic consumers' needs.

Instead of helping firms, which already pos-
sess more-than-enough production capabilities for
goods and services to meet domestic needs, the gov-
ernment must direct its resources to reforming the
system. The government did put efforts in previous
years by rearranging its bureaucratic functions to in-
crease efficiency and reduce costs, athough the ef-
fects are yet to be seen.

On the other hand, policy-makers carefully
avoid reforming the banking system, which isfar
more important for economic growth. It is necessary
to get rid of banks that cannot absorb all the debts
by themselves. With the banks deeply indebted, they
are extremely reluctant to lend money, especially to
newly founded firms, which are usually small and
risky for investments. Y et in ahighly competitive
global market, these firms could help to sustain the
future growth of the Japanese economy. If the banks
go bankrupt at once, it is feared that the whole econ-
omy might collapse. In order to avoid the worst, the
Japanese government needs to prepare for funding
to bear the portions of the incurred losses to banking
customers so as not to let the system collapse.



Relying too heavily on neoclassical eco-
nomic thinking will not help Japan in aglobalized
world: capital flows too readily across borders. If
consumption grows, foreign investment is likely to
pour in, which will help sustain further growth. Like
the United States, it is necessary to increase the
transparency of the financial system in order to at-
tract investment. At the same time, in order to mini-
mize any external shock such asthe 1997 Asian fi-

nancia crisis, the Japanese government could join a
regional economic bloc like the EU or NAFTA.

The state-centred neoclassical theories, in
which a country is seen as a closed economic unit,
are not readily applicable to the economies of the
modern world. By moving away from neoclassical
thinking and stepping towards globalization, Japan’s
economy will find the way out of long-term stagna-

tion. ™

Women'’ s representation within the political
arenais sorely lacking. Only 21 per cent of represen-
tatives in the House of Commons are female. Fur-
thermore, only 10 of the 38 cabinet positions are
filled by women.

The existence of these discrepancies between
the distribution of genders within the Canadian po-
litical system displays, more than any one character,
an inherent inequality between genders, in both ac-
cess to the political system as well as participation
within public structures. The consistent under-
representation of females within the political system
is attributable to the unconscious socialization of
Canadian society that continues to relegate women's
role in politics towards the margins of political in-
volvement.

In Canadian history, women have not figured
prominently within the political dialogue. In fact, it
was not until 1916 that the first province passed leg-
islation that supported the right of women to vote. In
1918 the federal government of Canada extended
the franchise to all women who were considered to
be British citizens. Women in Canadian politics
struggled and toiled against the perpetual backlash
from conservative men and other women who do
did not believe women capable of enough rationality
for the business of politics.

Unfortunately many barriers were deployed
throughout most of the early 1900’s in order to keep

women out of the political arena. Moreover, in con-
temporary political society women are finding the
roadblocks to political equality to be larger and
more ingrained within Canadian culture than once
assumed.

In order to change such preconceived notions
of male superiority, political institutions must be
more representative of the percentage split between
the genders within the population. The behavioural
differences that exist between males and femalesin
contemporary culture are entrenched by years of so-
cialized gender defined roles imposed upon both
genders during childhood.

Due to the language used, theories of biolog-
ical female inferiority and an assumed lack of fe-
mal e intelligence, scholars have historically consid-
ered politics as amale speciality. Virginia Sapiro, in
her article When are Interests Interesting: the Prob-
lem of Political Representation of Women, argues
that in contemporary society women, “and men con-
tinue to think of politics as a male domain because
the empirical truth at this moment is that politicsisa
male domain . . . [as people] of both sexes find gov-
ernance by women odd, remarkable, extraordinary,
and even inappropriate.”

Sapiro argues that thisisa product of the so-
cialization that occurs within private society, creat-
ing the perception that females with arolein public
society would be unnatural. Thisis dueto a sup-
posed inherent leaning towards nurturing and moth-
ering that is better suited to the private/lhome sphere.



Education, of the younger generation, re-
garding the mannerisms and precepts of the culture
within which they are raised is an inherent compo-
nent of the maturation process of the human being.
This education instils not only the important outline
for survival, but also includes
subtle socialization pertaining to
the division of labour between
the sexes.

This socialised concept
of the “proper” sexua division
of labour is based on traditional
divisions created and perpetu-
ated by the patriarchal elites
within the Canadian social sys- |
tem. Women at an early age are
socialized to understand that
their roleisto exist within the
private realm of society asthe
mother or nurturer, and therefore
they areraised to believeit is
improper to exist outside of the
home in any context. This edu-
cation perpetuates the culturally
contrived notion of female inter- |
action occurring largely within '
the private realm of the home versus the male domi-
nance of the public, or political realm.

Citing Nancy Chodorow, in her article, Gen-
der, the Public, and the Private, Susuan Moller
Okin analyses the physiological development of
male and female children in order to document ef-
fects of gender-defined roles and the impact of so-
cialization on later adult behaviour. She has found
that in *“ gender-structured societies such as ours,
children of both sexes are raised primarily by
women,” causing different developmental experi-
ences for male, compared to female children.

Female children identify differently with so-
ciety than male children, as they are pushed more to-
wards the private sphere of society primarily con-
cerning female upbringing within the nurturer aspect
and males into the external society of the workplace.
Moller Okin, also found that women understand
their fate within the household as derived from early
childhood socialization role as a mother figure that
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reflects the lower participation of women in the pub-
lic realm due to the developmenta push towards the
private house-life. Not only does socialization con-
tribute to women’s marginalization within the pri-
vate sphere, it also affects behavioura differences
between genders within the con-
text of the public sphere.

Men dominate the public
sphere because they are told they
belong there. Women are there-
fore given the impression that
they are intruding upon male
space. This creates ground for an
unequal division of power and
discussion between the genders
within public institutions, such
as the Canadian Parliament.

For example, women and
men speak differently when
placed in socia and business
settings. Virginia Sapiro found
that in conversation, men have a
tendency to “freeze women out
of conversations and debates, or
simply render [female] commu-
nication ineffective.” This con-
tributes to the massive inequality within political in-
stitutions, as much of the political process relies on
oral efficiency.

In addition, Sapiro found that “women’s
leadership in primarily male domains such as poli-
tics may be curbed by the difficultieswhich . . . men
have in being supervised or led by awoman.” So-
cialization may play alarge role on the perception
and role of women in politics, but the discrepancies
between male and female political actorsis most no-
tably perpetuated by the gender discrimination that
exists within political parties.

Currently, the distribution of women in fed-
eral paritiesvaries. The Libera party has 34 female
representatives in the House of Commons. The Con-
servative Party has 12, NDP 5 and the Bloc 14.

Many women in politics find the party sys-
tem to be biased and unproductive in accomplishing
their political goals. In her article, Democracy and
Representation: Or, Why Should it Matter \Who our
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Representatives are?, Anne Phillips found that the
“under-representation of women in elected assem-
blies[is] analogous to their under-representation in
the membership of political parties or the attendance
at political meetings, and threats the equal right to
be an elected representative as part of an equal right
to political participation.”

Phillips has also argued that women have not
discovered many positions within political parties
that allow for upward mobility, and severa politi-
cally active women view the “political party . .. as
an inadequate vehicle for representation.” In addi-
tion, due to the unequal accessto political partiesfor
support many women do not feel that campaigning
for political positions would accomplish their goals.

The importance of an increased role of
women in political institutions centres on the alter-
native perspectives they present, such as the impor-
tance of protecting significant members of the pri-
vate sector. Currently, many women in Canada feel
asif they have no voice within the political system,
or they feel asif they slipped through the system due

to the focus on public concerns, such as the national
deficit or provincia debt reduction - as opposed to
Issues concerning the private sphere of society, such
as social policiesthat seek to protect women and
children.

The representation of women in political in-
stitutions is central to the future protection of
women and children who are confined to the private
sphere and therefore cannot voice their concerns re-
garding policy initiatives originating in a political
institution that does not represent their needs/con-
cerns.

Women represent 50 per cent of the Cana-
dian nation, but account for only 20 per cent of the
representatives in the House of Commons. Such
gender discrepancies demonstrates the inherent bi-
ases within the Canadian political system that
favours male elites. Women are forced to overcome
not only gaining public support for their political
campaigns, but also economic, socialized and mone-
tary barriers.
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In the late 1980s, spurred on by Paul
Kennedy's The Rise and Fall of the Great Powers, a
spirited debate emerged on the decline of American
power. Different historical cases were suggested as
templates for the impending American fall, among
them the seemingly incongruous case of the Dutch
Republic in the seventeenth and early elghteenth
centuries. With the Soviet collapse, the public de-
bate quieted, but fifteen years on, Americafindsit-
self in avery different position than the oneit en-
joyed in the early 1990s. The debate on the waning
of American power has been reopened and once
again, the strange decline of the Dutch Republic
warrants attention.
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Trade, Capital, and Dutch Ingenuity

The United Provinces were the most eco-
nomically developed area of Europe during the
1600s and 1700s. Dutch preeminence was built
upon a prodigious international trade and a remark-
able domestic foundation of innovation and invest-
ment. Initially, trade allowed Dutch agriculturalists
to specialize in non-subsistence production for do-
mestic consumption and export. However, Dutch in-
dustry was not immune to what Henri Pirenne called
the “beneficent epidemic,” and by the seventeenth
century the Dutch Republic had become the indus-
trial core of the European economy, importing raw
materials and rough products (notably textiles and
commodities like sugar and tobacco), processing
them, and then selling them back at a profit.

The entrepot function supported the growth



of the Dutch economy by embedding it in interre-
giona and international trade flows. Thisis even
more impressive if one considers that Dutch manu-
facturers were able to offset the highest wage levels
in Europe as well as heavy domestic duties and ex-
cise taxes. The extraordinary efficiency and produc-
tivity of the Dutch labour force owed much to in-
vestment in productive technologies, such as |abour
saving devices and new power sources, and organi-
zational methods such as large-scale production of
more or |ess standardized goods.

This unprecedented willingness to innovate
and invest distinguished the Dutch from their less-
progressive neighbours and led to the establishment
of extensive formal capital markets. Dutch mer-
chants extended credit to their suppliers and cus-
tomers, encouraging further trade and returns, and
financial mechanisms — notably substitute curren-
cies, and formal and informal financial institutions

— proliferated to facilitate trade and production.
Dutch credit was avail able to companies, and
even individuals, at the lowest rates of interest of-
fered anywhere in Europe, sometimes dropping be-
low five per cent. Although fixed capital was typi-
cally paid for with reinvested profits, formal capital
markets aided Dutch industry in obtaining start-up
funds and working capital. Long-term investment
was often speculative in nature — the land reclama-
tion projects of the 1600s were funded by merchants
on the basis of rising land prices — and joint-stock
companies were acommon “start-up” strategy.

The Origins of the Dutch Decline

Paradoxically, the Dutch financia system ul-
timately undermined the economic basis of Dutch
prosperity. First, speculation surrounding stocks, fu-
tures, options, margin buying, and even stock in-



dexes, was commonplace, and contributed to finan-
cial instability. Second, not only did each of the
seven provinces levy their own taxes and duties,
cities would often implement tolls and excise taxes
of their own. Individua cities competed with one
another for industries and commerce through protec-
tionism and patronage, and were known to oppose
improvements to canals and other infrastructure that
would erode their ability to extract tolls or duties.

The most important factor in Dutch capital
markets was the ongoing issuance of government
bonds. The limited ability of the Republic to raise
taxes, coupled with persistent wars, forced the gov-
ernment to float bonds to finance their naval and
military forces. Government bonds were a secure
and attractive investment, even as the rate of return
declined from almost eight-and-a-half per cent in the
late 1500s to between three and four per cent from
1650 to 1750.

In the 1600s, this had a positive effect on
productive investment, as much of the bond returns
were likely reinvested in trade, commerce, and pro-
duction through capital markets. However, extensive
bondholding concentrated more and more wealth in
the hands of very wealthy and highly risk-averse
families. Savings levelsincreased, but avery high
proportion of savings sat idle in cash balances. This
was partly due to domestic economic conditions
(stagnant domestic demand, limited growth poten-
tia, high production costs) but increasingly due to
protectionist and mercantilist policies abroad. More-
over, the highly developed Dutch financial market
provided awide array of foreign and non-productive
investment alternatives, encouraging capital flight.

The accumulation of financia capital be-
cameinertial asfewer resources were invested in the
domestic economy and private business ventures.
The strength of the Dutch economy was no longer
trade or industriousness, but massive reserves of
monetary wealth. Napoleon’ s annexation of the
Netherlands resulted in tax increases, forced loans,
and capital levies, precipitating widespread disin-
vestment and devastating Dutch trade and industry.
It was not until the Netherlands experienced its own
industrial revolution in the latter half of the nine-
teenth century that Dutch industry would regain

some of the ground it lost in the course of the eigh-
teenth century.

History and Structural Power

There are some suggestive similarities be-
tween the Dutch exampl e articulated above and the
present American situation: two leading economies,
built upon high productivity, capital investment, and
technological innovation, and at the centre of global
economic and financial systems; two countries
where massive public debts, a declining lead in tech-
nological innovation, an increasing tendency toward
foreign investment, and a disjunction between pro-
duction and finance threaten to undermine domestic
prosperity.

However, such parallels are superficial, and
their implications for modern American power are
unclear. As Joseph S. Nye, Jr. hasargued, in his
book Bound to Lead: The Changing Nature of
American Power, comparisons of the United States
with past “hegemons’ are misleading because
American power is more comprehensive and quali-
tatively different from the power exercised by its
predecessors.

Power in modern international politicsis not
measured in tanks and missiles, but in economic and
financia clout. Moreover, Nye suggests, “soft co-
optive power”— the power of leadership, the ele-
ment of cultural and ideological attraction that gen-
erates consent — isjust as important as hard com-
mand power,” and its place in international politics
IS growing.

To bridge the historical gap, we need a
sturdy conceptual framework, and Susan Strange's
concept of structural power suggestsitself. Strange
criticized state-centric approaches to international
relations, and instead suggested looking at the global
political economy in terms of relational power and
structural power. The central issue of “who gets
what, when, and how” in the global political econ-
omy is largely settled through the specific outcomes
of inter-actor bargains and is therefore is a product
of relational power.

However, al of these relations between ac-
tors are constrained and shaped by four distinct



frameworks or structures: “the power to influence the
ideas of others [the knowledge structure], their ac-
cessto credit [the financial structure], their prospects
for security [the security structure], their chances of a
better life as producers and as consumers [the pro-
duction structure].” It is these structures that deci-
sively influence the “relative power” of actors, and
consequently the outcomes of their interactions.

Bound to Lead or Condemned to Repeat?

Strange’ s approach provides an interesting
framework for comparing the United Provinces of
the eighteenth century and the United States of the
twenty-first. In military terms, athough the Dutch
Republic was able to protect its independence and its
interests in numerous wars until the late 1700s, it
was no military superpower. The real power of the
Dutch lay in the other three structures. Into the
1700s, the Dutch dominated numerous productive
sectors and Europe’ s maritime trade. Dutch produc-
tion was also the most technologically advanced in
the world, illustrating a unique integration of the pro-
ductive and knowledge structures. The Dutch popula-
tion was relatively literate, socially open, and scien-
tifically progressive, and the United Provinces were
unsurpassed in cartography, horology, shipbuilding,
and in the use of energy sources and productive capi-
tal. Above all, the Dutch were preeminent in interna-
tional finance; Dutch merchants and investors were
ubiquitous in Europe, and nearly every European
ruler borrowed money from Dutch lenders.

The Dutch decline involved changesin the
distribution of structural power. Because of their mil-
itary weakness, the Dutch were unable to alter the
mercantilist policies that redefined the production
structure in the early 1700s, and this began to under-
mine their position in industry and commerce. While
the malaise of trade and domestic constraints also
took their toll on Dutch productive capacity, it was
the growing risk aversion of Dutch investors that in-
creasingly insulated finance from production and in-
novation. Dominance in the financial structure alone
was self-perpetuating, but not self-sustaining, and the
French invasion in 1789 only hastened the inevitable.

American power, as Nye suggests, is more
comprehensive and more extensive. After World
War Two, the United States trand ated its immense
productive, financial, technological, and military pre-
eminence into aremarkable preponderance of struc-
tural power, creating the Bretton Woods system, fi-
nancing the restoration and growth of the western
European and Asian economies, and guaranteeing the
security of those regions.

Asthe beneficiaries of this system prospered,
so did the United States, even as the former gained
relational power vis-a-visthe latter. However, as
Strange herself observed, the real power shift was not
from the United States to the countries it had helped
rebuild, but from states to markets; the structural
changes that the American government undertook ac-
tually diminished the power of governments every-
where to regulate increasingly global economic and
financia systems. Private enterprise, in the form of
multi- and trans-national corporations, became ever
more important in the financial, production, and
knowledge structures.

Today, the United States enjoys unrivaled
military power, but its strength in the other structures
of power is not so clear. In the knowledge structure
Americastill leads, with half of the world’ s doctoral
students and extensive private research and devel op-
ment programs. But international graduate student
enrolment in the U.S. isfalling, and its public school
system is a shambles;, Western Europeans already
publish more science and engineering papers than
Americans (with Asia coming up fast), and American
companies are starting to move research and devel-
opment jobs overseas.

The ongoing globalization of production and
the deregulation of international finance have made
€conomic management by governments ever more
difficult. Indeed, these structures now constrain the
actions of states, including the United States, as they
compete for “market share” and try to avoid the neg-
ative effects of “market unfriendly” policies. Much
of the remaining scope for regulation existsin the
form of multilateral negotiations and standard setting
international organizations where American power,
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though certainly not irrelevant, is diluted. Moreover,
America’ s public debt isabout 7.7 trillion USD (it
will likely approach 10 trillion USD in the next
decade), and its current accounts deficit is some 665
billion USD (2004). All of thisforeign capital is ob-
tained through capital markets that invest based on
profit and risk, not American power.

In asserting that the United States is “bound
to lead” because the nature of power is changing, and
because none of the prospective “challenger” states
arein aposition to catch up, Nye bases his argument
on abasically correct assessment of interstate rela-
tional power. However, relational power tells us
more about yesterday than tomorrow; it is structural
power that shapes the future.

The analysis presented hereis very basic, and
even simplistic, but it points to the real dilemmafac-

ing the United States: as the confluence of structural
factors that have made America powerful disarticu-
lates, the U.S. must learn to engage effectively with
state and non-state actorsin the global environment,
even as its power and its capacity to respond con-
tinue to change and erode.

Of course, Nye's observation that thereis
nothing inevitable about an American declinere-
mains true; but American leadership is not inex-
orable. In an important sense, Nye's argument is that
Americawill continue to be great because it has been
great in the past. The decadence of the late Dutch Re-
public is proof that inertia may prolong greatness, but
concealing decay can neither arrest nor reverse it.
Like paint on rust, past greatness is chimeric; and
rust never sleeps.
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Nigeriaand its tiny island neighbor, Sao
Tome and Principe (hereafter Sao Tome) further
linked their economic destinies by signing ajoint
agreement with international oil companies to ex-
plore the deep waters off Sao Tome' s shore. It is esti-
mated that as much as forty billion barrels of oil
could be off theislands’ coasts.

The revenue generated from its excavation
could be enough to turn this small island nation into
apillar ail supplier of the international market, less-
ening the world' s dependence on the Middle East.
The potential for wealth and prosperity in Sao Tome
is reminiscent of when Nigeriafirst entered the inter-
national oil game in 1956.

The days of “black gold” rushes and utopian
ideals have, however, faded from the minds of ama-
jority of Nigerians. The gross inequality, environ-
mental degradation and high levels of unemployment
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hardly fulfill the expectation that came with the dis-
covery of oil in the Niger Delta, now one of the poor-
est regions in the country. These familiar woes can
be in traced back to the oil boom of 1972-73.

Many analysts are of the opinion that Nigeria
squandered this new-found wealth, very little of
which found its way into the public sphere. It was the
eraof the“high life” coupled with a massive concen-
tration of wealth. These funds fell amost exclusively
into the hands of the new class of entrepreneurs, pro-
fessionals, politicians and bureaucrats, much of
which remains with them today.

Most of the citizens of Sao Tome are fisher-
men or small-scale farmers. Per capita GDP is
$1,317 (US). It ranks 123 in the world in terms of
human devel opment: twenty-eight places ahead of
Nigeria. A former Portuguese slave resource colony,
Sao Tome was valued for sugar farming, and later
cocoa and coffee crops.

The people of the island, known as
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“Angolares” (it is believed that theisland’ sfirst in-
habitants were escaped slaves from Angola) gained
their independence in 1974 and came under the influ-
ence of the Communist bloc. Aid from the Commu-
nists ceased when the Cold War ended in the early
1990s. This small island is home to over 141 species
of birds, an honest, hardworking population, and
sandy beach laden coastlines that rival theworld's
most prestigious tourist hotspots.

In the spring of 2003, a group of
fourteen former mercenaries for white, for-
mer South African governments combined
with afew paratroopers attempted a coup;
it was repressed swiftly. Nigeria' s reaction
was quick and decisive: stop the coup and
keep face and ensure the world that the
Gulf of Guineais asafe place for multina-
tional oil companiesto invest.

Nigeria sinterference seemingly
worked because later that year in October,
ChevronTexaco JDZ Ltd. bid
to win theright to oil explo-
ration in the deepwater sur-
rounding the islands. Sao
Tome is dedicating more funds to the military to
maintain national unity while the Nigerian govern-
ment keeps awatchful eye. Miles of ocean lie be-
tween the two countries, but their shared waterstie
their oil-financed destinies together. A look into
Nigerid s past reveal s how the hope of prosperity for
all remains unfulfilled, providing a clear warning to
itsisland neighbour.

A former British colony, Nigeriawasinitially
exploited for the slave market. Nigeriawould later
provide many other resources, the most prevalent be-
ing pam oil exports. Oil was struck by the Anglo-
Dutch Shell Company in 1956, beginning Nigeria's
evolution into one of the top ten oil producing na-
tions in the world. The curse of this commodity how-
ever, would soon follow in multi-faceted fashion.

Attracted international oil companiesin-
cluded Texaco, Mobil, Tenneco, Gulf, Safrap, Agip
Oil and Esso West Africa. These multinationals
would become magjor actorsin the Nigerian econ-

omy: contesting democratic rule by their demands on
the conditions for which they would invest in the
Nigerian economy.

From the 1900s — 1950s, foreign companies
owned the right to all phases of oil development. The
process was nearly void of local control, but the gov-
ernment still collected royalties. International oil
companies clearly had the economic advantage and

did not exist to share their
wealth. Discontent with this
arrangement gave rise to na-
tionalism and findly interna-
tional cooperation between
oil-producing countries who
shared positions of vulnera-
bility. The most notable ar-
rangement came in 1960
with the creation of the Orga-
nization for Petroleum Ex-
porting Countries (OPEC),
Nigeriajoined in 1971.

The most crucial aspect of this arrangement
was the potential collective influence on international
oil markets. This power was forcefully exercised in
the pivotal oil crisisthat OPEC created for the rest of
the world when it raised the price of oil by nearly
400 per cent overnight. Nigerian oil production dou-
bled between 1970 and 1973, generating more than
$N12 billion by 1980.

The significance of being able to generate
substantial revenuesliesin the possibility that these
profits could also be lost. Nigeriawas fully emerged
in, and vulnerable to, the international oil market,
which was evident by the early 1980s when prices
dropped, and revenues were significantly reduced.
The shortcoming of the Nigerian government was its
incapability to distribute the wealth so asto provide a
sustainable path to development. Part of the blame
also rests on aweak civil society and numerous
failed attempts to democratize the country.

Conflicts of interest are also evident within
the government’ s participation (or lack thereof) in
the oil extraction process. Government officials
made numerous concessions to create the most prof-
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itable conditions for companies such as Shell to ex-
tract oil from the Niger Deltaregion. Thiswasillus-
trated by lax government policies in regards to moni-
toring multinational corporations. Multinationals
have their own lawyers and researchers who report
on matters such as environmental impacts, compen-
sation agreements and assessment of sabotage and
damage claims.

Accountability for the foreign companiesis
not adequate and much of the problems the oil indus-
try is causing in the region are hidden in the lack of
transparency in the system. Where the government
has intervened, many of the country’ s most impover-
ished wanting have been left wanting. The govern-
ment solidified the already established class system
by the misdirected “indigenization” plan of the
1980s, under the Mohammed/Obasanjo administra-
tion. The intent was to localize ownership, but only
the wealthy class could afford to buy the shares, thus
consolidating the polarization of wealth in the coun-

try.

Nigeriaranks 151st in the world in terms of
Human Development, according to the United Na-
tions Human Development Report. Nigeriahasre-
mained in the “low human development” category
for the past 30 years, increasing its Human Develop-
ment Index value only marginaly.

The percentage of Nigerians living below the
$1/day poverty lineis 70.1 per cent (1990-2002).
Much of the poverty has been increased and geo-
graphically concentrated by the rapid urbanization
process, brought on by increasing unemployment in
the rural regions and favouritism towards urban de-
velopment.

Nigerian human and economic devel opment
iIswell known to be poor and in the hands of a cor-
rupt government. But will this proximate example be
enough to remind Sao Tome and Principe that its fate
could be similar if it does not have balanced, sus-
tained, local investment-type growth?
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Thirteen years after the fall of communismin
Eastern Europe, in a popular and peaceful revolution,
the people of Ukraine have taken the first step to-
wards the devel opment of a stable democracy. While
optimism should remain cautious, the “ Orange Revo-
lution” isindicative of what is needed for the suc-
cessful evolution of a democratic society. Too often
Western governments force countries to democratize
by allowing for elections to take place that are
backed up by constitutions, often written by Western
diplomats and based on Western models. Only by
recognizing that the liberalization of society must
come from within can the developed world hope to
help democracy flourish or at least bud in the devel-
oping world.

This requires policy makers, journalists and
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others who can affect public opinion, to rethink
democracy, asimperfect asit may be, and why it
works in the devel oped world. At least part of the an-
swer can be found in Hernando De Soto’ s seminal
work The Mystery of Capital. While De Soto focuses
on the development of capitalism, his framework can
be applied to the failures of democracy in some
countries.

The Mystery of Capital

The purpose of De Soto’s analysisisfirst to
identify why capital generates wealth, second, to de-
termine why developing and former communist
countries cannot generate wealth on alarge scale and
third, to determine what can be done to correct the
situation. De Soto argues that many in the West have
forgotten what actually constitutes capital. People of-
ten confuse capital with property or money, when in
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fact capital is not tangible — but existsin the ab-
stract.

Capital isthe ability of an asset to generate
surplus value. Assetsin the West serve adua pur-
pose. For example, a house serves as shelter but it
can also be used “outside the physical world” to *put
in motion more production by securing the interests
of other parties as “collateral” for amortgage. . . .”

De Soto offers aplacid lake as an analogy. At
first the uses of the lake may seem limited to recre-
ational purposes such as fishing. However, if the lake
Is viewed from the standpoint of an engineer, then
the potential for the lake to generate electrical power
through the creation of a hydroelectric dam can bere-
alized. Thus giving amuch higher value to the lake.

When assets are understood to have uses be-
yond their practical purposes, then they can generate
surplus value. In order for assets to realize this poten-
tial they must be integrated into aformal property
system. Over decades, Western countries were able
to integrate informal property systems into a complex
legal code that allowed assets to generate capital .

In devel oping and former communist coun-

tries, nearly 80 per cent of the population is unable to
generate surplus value. De Soto primarily blames the
legal system. Gaining title to ahome or a business,
De Soto has found, forces one to go through a series
of bureaucratic hoops that often discourages the legal
acquisition of property. As aresult the world' s poor
are forced into the “extralegal sector” where they ac-
cumulate massive amounts of wealth that cannot be
used to generate surplus value — dead capital.

Integrated property systems, like those that
exist in the West, alow property to be documented
and represented, insuring the legal protection of
property as well asitsincreased ability to generate
surplus value. An integrated system also allows prop-
erty to be easily measured and compared.

Conversely, in the land of extralegality, only
aperson’s neighbours or relatives can confirm that
he/sheisin fact the owner of the property in ques-
tion. Those living extralegally have developed their
own property systems, which De Soto refers to as so-
cia contracts. De Soto discusses in depth the long
process involved in integrating all the disparate prop-
erty systemsin the United States.
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When the Western United States were being
settled, people often squatted on land illegally, and it
was often impossible to determine who formally
owned the property. Over several decadesthe U.S.
slowly integrated extralegal property ownersinto the
system. De Soto argues that by taking into account
social contracts that existed in multiple communities,
the U.S. was able to create a property system that is
quite efficient at generating surplus value. De Soto
believes that it would be beneficial for leadersin the
developing as well as the developed world to pay
heed to the historical development of Western prop-
erty systems.

The Mystery of “Democracy”

Just as capitalism has been unable to succeed
in the devel oping world, neither have democratic
procedures been able to produce peaceful political
systems that reflect the will of the governed without
Imposing extensive constraints on the liberty of the
people. De Soto’s argument that simply instituting
legal codes based on Western ones without consider-
ing the social development of a particular society can
also be applied to the question of fostering democ-
racy in developing countries.

Instituting democratic el ections does not
mean that a society will suddenly adopt the norms of
civil society that exist for the most part in the West.
Widened freedoms in Nigeria have weakened the
state and illiberal elements have been able to use vio-
lence more freely. Elections, when they werefirst in-
troduced in the former Yugoslaviadid not lead to a
peaceful society: that country has broken up and has
been in turmoil, often violent, for over a decade. Un-
locking the mystery of democracy requires first, that
we determine the prerequisites for civil society, sec-
ond, why devel oping countries have not made the
transition, and third, what if anything can be done to
ameliorate the situation.

Western political systems are based on two
principles, democracy and liberty. Democracy issim-
ply the rule of the people, and liberty is the mini-
mization of infringements on personal freedom.
Democracy and liberty, until the twentieth century,

were seen as incompatible. Democracy, it was be-
lieved could lead to demagoguery and “mob rule”
that would infringe on the liberty of the minority.

Over the past century these two incompatible
principles have been reconciled and become synony-
mous in the form of liberal democracy. While prop-
erty rights are paramount to the success of capital-
ism, they have also been indemnified by notions of
liberty devised by theorists such as John Locke, who
argued that the sole purpose of government is to pro-
tect property. Thus, the social contracts regarding
property rights that De Soto discusses are an integral
part of instituting democracy in the developing
world.

However, establishing and practicing democ-
racy requires the development of both solidarity and
civility within a society. According to James March
and Johan Olsen, in their book Democratic Gover -
nance, the development of civilized society asis sug-
gested by its long evolution in the Western world “is
possible but not easy.”

The notion of civilized and national solidari-
ties helpsto foster cooperation and a sense of identity
within a polity. Solidarity alows for linkages among
individuals that fosters cooperation and creates a
framework for the peaceful resolution of conflict. At
the same time, according to March and Olsen solidar-
ities allow individuals to maintain some semblance
of autonomy from the system. Civilized solidarity
can mobilize groups to defend the political system,
but it can also create notions of “us and them,” thus
exacerbating conflict within a society.

March and Olsen contend that the potential
conflictual nature of civilized solidarities can be tem-
pered by civilized identity. While democracy or
rather popular consensus is an instrument through
which political decisions can be made, itisalso a
system of socialization that teaches the importance of
individual liberty. Individualsin democracies are so-
cialized to be tempered by restraint, in order that the
liberty of othersin society is not infringed upon.

The socialization of democracy providesfor a
peaceful solution of disputes — conflict becomes
civilized and peaceful. Further, democracies tend to
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be stable because “the intricacies of consent as they
are elaborated through multiple legidative, judicia,
and administrative agencies of afree press and limi-
tations of attention make precise, rapid change diffi-
cult within democratic ingtitutions.” It isthis last
point that has given some of the theoretical frame-
work for explaining why democracies rarely, if ever
go to war with one another — the democratic peace
hypothesis.

Bruce Russet and other democratic peace the-
orists postul ate that domestic institutions of peaceful
conflict resolution will engender similar approaches
to resolving disputes internationally. Also, because
democratic leaders are constrained by legislatures,
the judiciary and the free press, they are less likely to
got to war. The cost of war invariably falls heaviest
on the people who, as aresult, would be less inclined

to go to war, especially against those who they per-
celve to be their democratic counterparts in other
countries. The concept of creating a democratic em-
pire of peace has intrigued many American politi-
cians, most notably Bill Clinton and George W.
Bush, and is behind the notion that all countries
should be encouraged to democratize. However, it
often the case that countries that are in the process of
democratization are the most likely to engageinin-
ternational conflict.

The successful development of modern
democracy hinges on the absence of political conflict
among groups within a society. Heterogeneous ethnic
popul ations and the inequitable distribution of
wealth, often coupled with conflict over resources
are detrimental to the development of democracy.
This situation can be seen in Nigeria where despite a
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democratically elected government, norms of civi-
lized society have yet to materialize. Nigeriais
plagued by a conflict between Muslims and Chris-
tians. The fact that Nigeriais apoor country with an
abundance of oil fuels the conflict further

Paul Collier, an expert on African eco-
nomics, points to grim examples such as Sierra
Leonetoillustrate that countries that are over-reliant
on asingle primary resource are more likely to expe-
rience ethnic conflict and civil war. Thisis espe-
cialy trueif the primary resourceis onethat is par-
ticularly valuable such as diamonds or petroleum.
The prospects for conflict are compounded when
one ethnic group controls the resource.

How to Begin

Those who expound the virtues of democ-
racy abroad often ignore its long germination in
Western states. Western democracies only refined
their systemsin the twentieth century with the grant-
ing of universal suffrage for adults. While it is often
argued that democracy isfailing to materializein the
Middle East because Middle Eastern societies are
deposed to authoritarian rule, Western Europe was
controlled by autocratic monarchs for centuries.
Democracy only prevailed after generations of re-
form asin Britain or through revolution asin
France.

Two questions remain: what can be done to
ensure that burgeoning democracies do not slip back
into despotism, as well as what can be done for citi-
zens living under despots who are only conducting
piecemeal reforms? A good starting point would be
for those who are advocating a“liberal kingdom”
encompassing the entire globe to pay heed to De
Soto’ s argument. Recognizing that communities cre-
ate their own networks of informal governance
through socia contracts and working to integrate
these into governance is without question, a neces-
sary step. Elections and ajudiciary will accomplish
nothing if existing civil arrangements are not con-
Sidered.

De Sot0’ sinsistence that governments

should allow extralegals into the system in order to
create wealth could be an impetus for democratic re-
form. It has often been discontent with the economic
system that political systems have been forced to
adapt. Britain made reforms to the political system
in order to grant alarger political voiceto therising
industrial class. In France, peasants rebelled against
the monarchy and the aristocracy in a bloody revolu-
tion in order to improve their economic position.

Similarly, today in many developing and for-
mer communist countries, the capitalist classis
pushing for democratic reforms. For example, in
Russia, the oligarchs who became wealthy during
the privatization deals of the early and mid 1990s
have begun to push for liberal reformsin order to
ensure property rights. This resulted in President
Vladimir Putin’s reining in of these wealthy busi-
nessmen.

The case of Russiaillustrates a fundamental
barrier to democratization: those who are in power
seldom want to relinquish it. De Soto suggests co-
opting the economic elites in the developing world.
And while it would be difficult to convince the capi-
talist class in the developing world that it would
benefit them to increase the economic clout of the
poor, this should be much simpler than convincing
those in power that it would bein their interest to di-
vest authority to the people. Improving the socioeco-
nomic standing of the poor would help to stabilize a
society, a necessary prerequisite for aliberal democ-
racy.

History has shown that if the people are able
to generate wealth and if they have developed acivi-
lized society then they are likely to demand a greater
political voice. History has aso suggested that if
those in power do not grant reforms then revolution
Is often the result. The key to democracy is stability
and stability can only be achieved if a society has
been able to develop acceptable and peaceful forms
of conflict resolution. It should be clear to the West
that these norms are engendered not by the institu-
tion of electoral democracy but from the societal
evolution of a people.
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What do the Internet, Maxipads, Eli Whit-
ney’ s invention of interchangeable parts and lactose
free milk have in common? None of them were the
product of the so-called free market.

Who “invented” Deet bug repellent,
permanent-press cotton, shrink proof wool, the soy-
bean ink now used in USA today, the basic materials
used in disposable diapers, and made frozen foods
viable? The corporations that sell them to us and
profit from them sure didn’t.

The October 11, 2004 issue of Time reports
that these and many other products we associate
with corporate brands were actually invented by the
Agricultural Research Service of the U.S. govern-
ment. They do the research in public facilities with
public funds and then turn the exclusive production
rights over to corporations to bring the products to
market.
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According to policy analyst Donald Light:
the best-kept secret in Americaisthat American tax-
payers pay for most of the research for new drugs,
not the drug companies. They subsidize the entire
U.S. National Institute of Health budget for basic re-
search (about $27 billion), and they pay for most of
the training and research infrastructure that industry
draws on.

U.S. Taxpayers aso subsidize a good deal of
corporate R& D through deductions and tax credits.
American drug companies are spending very little
on the basic research needed to find breakthrough
new drugs. According to the most objective data,
from the National Science Foundation, drug compa-
nies spend just 10 per cent of their domestic saleson
R&D, and only 18 per cent of that on basic research.
Thus, only 1.8% of total salesis spent on discover-
ing breakthrough new drugs.

A magjor theme in much of Lester Thurow’s
(the former Dean of Management at MIT) work has



been the necessity of recognizing capitalism’s mar-
ket failure with respect to long-term investment. He
points out that private rates of return for R&D in-
vestments are on average less than half than the so-
cial rates of return accruing to society as awhole.
There is significant evidence that there are large
positive spillovers from research and devel opment
but that left to themselves firms will spend too little
because they cannot capture all the benefits that
flow from these investments.

In addition to the disadvantages the effects
of self-interest in a competitive economy thereis
also theissue of the time frame that often dominates
the competitive firms decision making. The private
sector with its preoccupation with shareholders rates
of return and competition has a short-run time frame
and so tend not to invest in advancing basic knowl-
edge. Because governments tend to be more indif-
ferent as to who reaps the benefits from investment
in R&D and because it is not focused on its own rate
of profit, government plays an essential role in the
long-term investment in capitalist economies.

Government investment has played a major
role in the history of capitalist economic growth.
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Thurow informs us that in the U.S. everything from
Eli Whitney’ sinvention of interchangeable parts,
the National Road, cross-continental railroads, pub-
lic airports, atomic energy, the exploration of space,
to the Internet and biotechnol ogy, the would be in-
dustries of the next centuries, have all owed their
origins to government investment.

The basic knowledge and technology for
these industries were financed by the Nationa Sci-
ence Foundation, the Defense Department and the
National Institute of Health. “The only private labs
that have ever focused on anything other than short-
run results are those such as Bell Labs and the IBM
labs that were run by quasi-monopolies.” The
minute AT& T (forced by government) and IBM
(forced by the market) joined the normal competi-
tive capitalistic world; they cut long-term research
out of their laboratory budgets.

The neoliberal’s mantrais that the solution
to whatever problems remain in this era of tri-
umphant capitalism isthat it must be freed of the
constraints that inhibit the production of its mira-
cles. Left to its own devices, it would collapsein on
itself.
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