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Mutual funds are investment vehicles that al-
low you to get diversification without having to buy
a basket of stocks. They are designed for long-term
investments, buy-and-hold strategies. There are nu-
merous mutual fund companies, big and small, across
North America. They are very popular for RRSP’s in
Canada and are big business in the US as well. For
example, Fidelity, a Boston-based money manager, is
home to more than 175 funds, managing more than
$1 trillion in assets.

If you only have $500 to invest it’s difficult
to diversify since you can only buy two or three
stocks at the most. Buying more stocks with only
$500 would be counterproductive since commission
paid would erode profits significantly. Thus, mutual
funds are good for diversification purposes. Further,
since a mutual fund is a pool of money run by pro-
fessional money managers, professional money man-
agement is available, usually for a fee of one or two
per cent.

In technical terms, there are two kinds of mu-
tual funds: closed-end and open-end. A closed-end
mutual fund is a fund where there is a fixed number
of shares issued when the fund is established.
Closed-end funds typically trade on the stock market
or through over-the-counter (OTC) markets. An ex-
ample would be the Legg Mason Canadian Growth
Equity Fund, which trades on the Toronto Stock Ex-
change. Additionally, once the fund company sells
the initial shares, the fund company has no further
dealings with the investor.

A lot of these funds are created during
booms or trends which tend to excite people about
investing. However, many potential investors are un-
sure about which companies to pick. In 2000,
Business-to-Business (B2B) software was purported
to be the next big thing. Depending on which fore-
casting service you referenced, B2B e-commerce
was estimated to grow upwards of $3 trillion by
2005. Merrill Lynch (NYSE: MER) created a B2B

Internet HOLDR (AMEX: BHH) in 2000, on the
theory that investors unable to discern the eventual
winner in this exciting sector could own a basket of
companies. Alas, B2B e-commerce has grown, but
not to the degree that would make B2B pioneers like
Verticalnet (Nasdaq: VERT) household names. Of
course, Verticalnet has the benefit of still being in
business, unlike other original BHH components Sci-
ent and PurchasePro.com.

The other type of mutual fund is an open-end
mutual fund. An open-end mutual fund is in constant
primary distribution and the investors wishing to re-
deem units (shares) get the net asset value of the un-
derlying investment from the fund company, less any
redemption charges. That is, an investor purchases
fund units directly from the fund company and sells
them back to the fund company at the prevailing
market price. Following the redemption, the fund
company will retire the units.

While closed-end and open-end are the two
forms of mutual funds in terms of technical charac-
teristics, mutual funds also vary in terms of composi-
tion and type of investment content. Through this
lens there are 3 kinds of mutual funds; income funds,
growth funds, and balanced funds. Income funds in-
clude money market funds, mortgage funds, bond
funds, and dividend funds. Growth funds include eq-
uity funds, international and global funds, specialty
funds, real estate funds, index funds, and clone
funds. Balanced funds are a mixture of income and
growth. Balanced funds hold a mixture of bonds and
commons shares and the fund manager will make ad-
justments to the mix as economic conditions change.

Personally I avoid investing in mutual funds
because I find picking stocks is more educational and
rewarding. Potential returns in choosing the right
stock is much higher than choosing the right mutual
fund. For instance, you rarely hear of a mutual fund
tripling its value in a single year while this is com-
mon for stocks. However, the potential loss is also
greater, and the downturn in the price of a stock can
be a lot sharper, as I have seen some of my stocks

Mutual funds: wise investment, or risky venture
�� � � � �� � �� �� � � � � ��� � � � �� � �� �� � � � � ��� � � � �� � �� �� � � � � ��� � � � �� � �� �� � � � � �

� 	 
� 
� � �� 	 
� 
� � �� 	 
� 
� � �� 	 
� 
� � � ���������� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � �� � 	 �� � 
 � � � � � �� 
 � � �� � � �



5

�� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � ��� � 
� 

 �� �� � � � �� � 	 �� � 
 � � � � � �� 
 � � �� � � � � 	 
� 
� � �� 	 
� 
� � �� 	 
� 
� � �� 	 
� 
� � �

loose 80 per cent in one day. Recently, there have
been a lot of scandals in the stock market, and the
shares of some companies precipitously crumbled
such as, Enron, Worldcom, and Adelphia.

In 2002, in the midst of these scandals, it
seemed wise to be invest in mutual funds, as they
were safely diversified and if you were in a poorly
performing fund, downward movements were as
slow as molasses allowing investors time to think
and move investments. In 2003, scandals in mutual
funds threatened the stability that this form of invest-
ment offers.

In the case of Putnam Investments, a sub-
sidiary of insurance giant Marsh & McLennan, which
is currently involved in an insurance brokerage scan-
dal, the managers were accused of market timing and
late trading. Market timing is a way of arbitraging
the value of a fund since the price that it can be
bought at is only set once per day. Market timing is
actually not illegal, but it must be declared in the mu-
tual fund prospectus.

Late trading, however, is illegal, and as New
York Attorney General Elliot Spitzer put it in his
Canary (Canary Capital Partners LLC) Complaint,
“Late trading can be analogized to betting today on
yesterday’s horse races.”  In a mutual fund, the value
of each unit (each share) is determined by the total
amount of assets in the fund (the Net Asset Value),
and divides by the number of shares and this is calcu-
lated once per day. Any trades submitted by clients
after the trading day ends have to be executed at the
next day©s price. However, some firms often make
big announcements after trading hours.

For example, a fund that held a huge amount
of IBM (NYSE: IBM) shares would be affected if
IBM came out after hours and reported strong earn-

ings. With the knowledge of what happened at 4:45
p.m., Canary was going back and buying shares at
the 4 p.m. prices. Canary could take these shares,
sell them the next day when the price adjusted to the
news, and bank a profit. Each dollar Canary accumu-
lated using this scheme came directly from the pock-
ets of the funds long-term shareholders.

According to Spitzer’s report: "Canary
agreed with certain financial institutions (including
the Bank of America) that orders Canary placed after
4 p.m. on a given day would illegally receive that
day’s price (as opposed to the next day’s price,
which the order would have received had it been
processed lawfully). This allowed Canary to capital-
ize on post-4 p.m. information while those who
bought their mutual fund shares lawfully could not."

The second scheme Canary was involved in
was the “ timing”  of mutual funds, an investment
technique involving short-term, “ in and out”  trading
of mutual fund shares. The technique is designed to
exploit inefficiencies in the way mutual fund compa-
nies’  price their shares. Timing inures to the detri-
ment of long-term shareholders, and because of this
detrimental effect, mutual fund prospectuses typi-
cally state that timing is monitored and the funds
work to prevent it.

As a result of the “ late trading”  and “ timing”
of mutual funds, Canary, the mutual fund companies
and their intermediaries profited handsomely. The
losers were unsuspecting long-term mutual fund in-
vestors, Canary’s ill-gotten gains coming dollar-for-
dollar out of investor’s pockets.

For more information on mutual funds, a
good place to begin the Mutual Fund Education Al-
liance Homepage, www.mfea.com.

Got Something to Say?
Letters to the Editor

Send to: InvisibleHand@UMUES.com
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Michael Kirkpatrick

On September 11, 2004, I trekked several
kilometers from the Palacio Nacional de Cultura to
the armed fortress that is the U.S. Embassy in the
heart of Zona Viva, in Guatemala City. My long
march to the Embassy had little to do with the more
notable anniversaries of that day (Santiago, Chile in
1973 and New York/Washington in 2001), but rather
a fleeting moment of indignity in Guatemalan history.

Fifty years
prior, a speeding
car had passed
near the U.S. Em-
bassy on its way
to the national air-
port. The car car-
ried in it former
Guatemalan presi-
dent Jacobo Ar-
benz and his wife,
who had spent the
previous two
months seeking
political asylum
from within the
Mexican Em-
bassy. Finally
guaranteed safe passage to Mexico by Guatemala’s
newly consolidated dictator, Carlos Castillo Armas,
Arbenz was subjected to one more humiliation before
leaving his beloved country for the last time. In full
view of the Guatemalan press, Arbenz was forced by
Immigration officials to strip to his underwear, pro-
viding candid photos that would appear in various
world newspapers the following day.

Arbenz’s resignation from the presidency had
come in late June 1954 after a CIA-sponsored inva-
sion by exiled Guatemalan officers – complemented
with an effective propaganda campaign – brought the
defection of key military officers in the army. The
plot to oust Arbenz had been concocted and planned

at the highest levels of the Eisenhower administration
and orchestrated from the US Embassy by Ambas-
sador John Peurifoy. Washington’s decision to over-
throw Arbenz stemmed from the zymurgy of anti-
communist hysteria that bubbled during the Mc-
Carthy period in the US, and a political commitment
to protect American capital interests abroad.

These interests were represented by the
United Fruit Company (UFCo) of Boston which had
made a fortune from the exploitation of the

Guatemalan ba-
nana industry. The
expropriation of
uncultivated
United Fruit land
between 1952 and
early 1954 by the
Arbenz govern-
ment, and the sub-
sequent redistri-
bution to landless
campesinos, sent
the fruit com-
pany’s offices in
Boston and New
York into a reac-
tionary frenzy.
But the hot-

headed lobbyists, commissioned by UFCo, that ap-
pealed to the Congress and Senate were largely un-
necessary in alerting the White House to the dilemma
in Guatemala. Secretary of State John Foster Dulles,
his brother Allen (who served as the head of the
CIA), and many other officials in the State Depart-
ment, all hailed from Massachusetts or the East
Coast and had direct interests in United Fruit.

Spin-doctors in Washington conjured images
of Red hordes establishing a Soviet beachhead on
Guatemalan soil, which were broadcast by the obedi-
ent mass media. Similar sentiments were echoed by
the Guatemalan oligarchy against “Red Jacobo,”  who
had sold Guatemala to the Bolsheviks. The reality
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was quite different. Arbenz’s land reform was rather
moderate compared to Mexican or Bolivian land re-
form projects, and was much needed by the coun-
try’s poor majority. The outcome of the coup d’etat
was the protection of foreign and domestic invest-
ment, the dissolution of a
meaningful democracy in
Guatemala, and, within a few
years, the eruption of a brutal
36-year civil war that claimed
upwards of 200,000 lives.

Throughout the civil
war, resistance movements –
whether they manifested them-
selves as armed guerrilla
bands, women’s groups, illegal
trade unions, underground po-
litical parties, student associa-
tions, campesino organiza-
tions, or literary circles - chal-
lenged the legitimacy of the
state and, at times, threatened
its very existence. More often
than not, the state and its
proxy paramilitary death-
squads responded with merci-
less terror, decimating all op-
position, legal or not.  In spite
of this, defiance and a willing-
ness to self-sacrifice continued
and grew, symbolized in the words of FAR (Fuerzas
Armadas Rebeldes) guerrilla and poet Otto René
Castillo:

I will remain blind that you may see.
I will remain voiceless that you may sing.
I will die that you may live,
so your flaming face appears
in every flower born of my bones.

Castillo’s words proved to be prophetic. His
struggles to overthrow the government led to his
capture by the army in the department of Zacapa in
1967, where he was tortured for several days before
being burned alive. Other movements rose and fell,

along with the active agents that propelled them.
The survivors from the armed struggles of

the 1960s retreated, regrouped, and reemerged in the
1970s, having learned valuable lessons from previous
mistakes. They rallied a new generation whose blood

would be shed in Castillo’s
“cradle of corn.”  By the early
1980s, the Guatemalan state
was under siege. The unification
of the various guerrilla factions
with civil organizations chal-
lenged the army’s hold on
power. In response, the army
intensified its campaign of death
against the Maya to genocidal
proportions.

Civilian rule returned in
the mid-1980s, but all real
power still resided in the mili-
tary. Finally, on December 29,
1996, following years of negoti-
ations, the guerrillas and gov-
ernment signed peace accords
for a “ just and lasting peace.”

There really was no vic-
torious side in the 36-year Civil
War, except for the oligarchy.
The army was forced to con-
cede some of its power and the
guerrilla insurgents disarmed to

push for change through legal civil-political means.
Nothing changed in the areas that were the most en-
demic to the conflict, namely the concentration of
land ownership and oligarchic wealth.

While a generation of future cancer sufferers
choke on the black diesel smoke spewed from the
pre-Columbian Mercedes-Benz buses that congest
the capital; while garbage is strewn about the coun-
tryside contributing to an ecological disaster; while
the urban and rural landscapes are spoiled with re-
minders from billboards to “Disfruta Coca-Cola;”
and while the youth succumb to the appeals of
American corporate branding, the structural contra-
dictions that have plagued Guatemalan history and
that spawned the civil war remain intact. Further,
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they are reinforced by the legitimacy endowed with
the supposed return to a functioning democratic pro-
cess that still does not give voice to the many who
are disenfranchised.

Outwardly, it seems that people have been
depoliticized, that despite a nationally sanctioned
Historical Clarification Commission, aspects of
Guatemala’s revolutionary past have been scratched
out of the national consciousness. In other cases,
there has been forced amnesia. In 1998, the Church
published its study of the violence in four volumes
entitled Guatemala: Nunca Más! (Never Again!)
which found the army overwhelmingly responsible
for the atrocities during the civil war. Two days after
the release of the book, Bishop Juan Gerardi, who
headed the project, was murdered by unknown as-
sailants.

The past has been forgotten in more subtle
ways as well. A trip to the Museo Nacional de Histo-
ria, one of the principle museums in the capital,
yields no mention of the Arbenz administration or
the civil war. Indeed, from the museum’s presenta-
tion it appears that Guatemalan history ended in late
1950, just prior to Arbenz’s election. It was ex-
plained to me that Arbenz was excluded for
“political reasons.”  Nor has the government con-
structed any significant monuments to commemorate
the past fifty years. Despite this, resistance continues
to live in Guatemala. Armed with the words of Otto
René Castillo, I set out to find the resistance. During
my search, I came to realize one of the ironies of
globalization and reason for protest – it is easier to
find a good cup of Guatemalan coffee in the middle
of the Canadian Prairies than it is in Guatemala City.
So it goes.

Transcripts of resistance can be readily iden-
tified by those who seek them out. It is through these
transcripts that political messages can be transmitted
by subaltern forces, representing a small, but neces-
sary, challenge to the structures of power that other-
wise seem insurmountable. It is a political statement
that Castillo’s image can by found in a restaurant,
adjacent to the Parque Centroamérica in Quetzelte-
nango. And his words are painted on walls through-
out the University of San Carlos campus in Zona
Doce, denouncing the apathy and inaction of

Guatemala’s “apolitical intellectuals.”
Likewise, Argentine guerrilla-extraordinaire

Ernesto “Che” Guevara, the champion of Latin
American anti-imperialism, is present on t-shirts and
posters everywhere, with his burning and passionate
eyes, still expressing his rage and contempt for capi-
talist exploitation. Throughout the capital, support
for the Zapatistas in Chiapas and criticisms of
“Yanqui”  imperialism in Iraq are spray-painted on
buildings on poorly lit streets. Literature that would
have been labeled subversive and burned in Nazi-
esque bonfires during the late 1950s has reemerged
and can be purchased in front of the Palacio Na-
cional de Cultura - the former presidential palace.
After the long winter of repression, defiance still ex-
ists in the supposed “ land of eternal spring.”

A few blocks south of the Palacio de Correos
in Guatemala City, there is a cracked yellow wall
that hides a parking lot. There is nothing particularly
notable about the wall, or the run-down neighbor-
hood in which it resides, except that along the bot-
tom of it, someone has spray-painted the words, Nos
Estamos Rearmando De Esperanza (We Are Rearm-
ing Ourselves With Hope). What can this mean in a
Guatemala where the guerrillas have demilitarized,
while security guards in most stores carry automatic
weapons? Can hope bring a redistribution of wealth
to a banana-republic in “ the delicate waist of Amer-
ica”? The answer to these questions lies with those
who live and continue to defy and challenge institu-
tions of power – a resistance that has survived army
massacres, death-squad atrocities, and hunger. Es-
sentially, transcripts of resistance are nothing if they
are not expressions of hope.

All of this brings me back to my original
anecdote, the purpose of my sauntering around the
U.S. Embassy on a forgotten anniversary. Despite
the feelings of rage that the Embassy conjured in me
for its role in fueling the conflict, I remained com-
posed and sat down on a bench, metres from the
massive fence that surrounded the compound. In a
moment of defiance against U.S. imperialism, United
Fruit, I shared a transcript with the scanning security
camera that recorded me smiling and eating a ba-
nana.
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Although the term globalization has come
into wider use over the past decade, globalization it-
self has been around for centuries

. In order to fully understand what globaliza-
tion is, it is crucial to understand the factors leading
up to the emergence of globalization, what it entails,
its effects on both developed and developing nations,
as well as the forces which resist it.

Developing nations are victims to the vicious
pursuit of the developed and mainly Western world.
In this sense globalization has been expressed
through the desperate and greedy search for new
markets, profitable resources, and inexpensive
labour. Because of this process, developing nations
have become more and more reliant on developed
ones. In effect, developed countries have entered into
a tug-of-war with the lives of traditional people all
over the word. This tug of war has challenged soci-
etal relationships, farming practices and access to
meaningful employment. And it seems the forces of
globalization will ultimately win. The question re-
mains, what will the outcome of globalization be on
these countries and their people?
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Globalization emerged in full force with the
onset of the Age of Expansion. As great European
powers expanded their empires throughout the
world, the boundaries of the world began to shrink,
bringing the political, social, and economic spheres of
the world closer. Under this influential sphere, the
world has forever been altered. Consequently,
through exploitation and subsequent marginalization,
some nations have been affected in the most irrevo-
cable and detrimental fashions.

During the 18th Century, the effects of the
Industrial Revolution, which had begun in Europe,
could be felt on a global scale. A further increase in
global intensity occurred between 1870 and 1913.
However, during the inter-war period many countries
receded into isolationism. It re-emerged in the years
following the Second World War.

Through the forces of capitalism, globaliza-
tion became much more rampant, especially in the
years after 1980 when the neo-conservative era set in

and especially after the collapse of the Soviet Union.
In the 1990s capitalism really began to triumph, and
the effects and processes of globalization were truly
felt on an international scale. As a result, all nations
were unable to escape the influences imposed by
Western capitalist countries.

Capitalism, which is the propelling force be-
hind globalization, is the product of the immense shift
and transformation between social relationships of
groups in society. Looking back at history, it be-
comes evident that there were three eras in terms of
societal relationships: slavery, which then trans-
formed into feudalism, which eventually resulted in
the emergence of capitalism.

In the past, the economy was composed of
peasant and small-scale agriculturalists who lived
sustainably. These individuals and their families con-
sumed the food they produced on their own. Buying
food was irrelevant, since food was planted, har-
vested, and grown on a farmer’s own land. Then, in-
dividuals moved away from this system and entered
into a barter economy, in which goods and services
were traded for other goods and services that were in
demand.

Then the world transformed into the present-
day capitalist economy in which competition and
profit maximization prevails. During this era, money
and currency have become a valuable measure of sur-
vival and pursuit. On the side of survival, unlike
barter economies, money is needed in order to do ba-
sic activities in society, such as eating. Thus, in order
to receive money, rural agriculturalists had to aban-
don their old way of life as subsistence farmers and
become wage laborers. This process increased in in-
tensity as there became an evident decline of rural
self-sufficiency. In addition to this, land was taken
away from these indigenous peoples and they were
replaced by other means of pursuing profit through
the specialized forces of capitalist farming. This re-
sulted in a massive displacement of people.

The negative effects of the global political
economy have had the greatest effect in developing
or underdeveloped nations and the indigenous people
who live there. Through the onset of the globaliza-
tion process, many small villages have been effected,
and have become susceptible to the ideologies and
beliefs of the Western capitalist world

The developed world receives many benefits
from globalization. However, despite the fact that
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they do, it must be realized that there are many bur-
dens, which will inevitably be felt on certain seg-
ments of workers in certain parts of the world. The
distribution of wealth both within and between coun-
tries has become more unequal, for at the heart of
the globalization process is growing poverty and in-
equality. The fact is globalization exists and it im-
poses changes on a variety of levels.
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To understand the effects of capitalism, the
following must be examined: a) commodity produc-
tion with regards to the pursuit of profit; b) the new
emergent consumerist lifestyle, especially within the
realms of the deprivation of people in developing na-
tions; c) the neoliberal agenda, in terms of the ex-
ploitation of labor; d) the democratic deficit with re-
gards to the loss of power for developing nations; e)
the change in the financial structure of the economy,
especially in terms of the accreditation of micro
credit and the fiasco which has emerged in the devel-
oping world.
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Capitalism is characterized by commodity
production – the concept of producing only what
will bring a profit. It is evident that all firms within
the developed world will produce only what is in de-
mand and will create a profit for them. It becomes
evident that the pursuit of profit is the only means of
pursuit in the eyes of capitalist individuals and firms.

Society is based on materialism, which is
driven by consumerism. To be attractive is to con-
form to the must-haves in commercial society. Most
individuals in society do not become satisfied with
having all that they need to survive, but by having
their wants and luxuries as well. Thus, the demand
for commodities, whether it be designer labeled jeans
or perfume, has drastically increased within the past
century.

Our world has transformed into a society of
perpetual economic growth, where consumer capi-
talism is prevalent. This becomes especially evident
when examining children as consumers since they
have become as important and indeed more impor-
tant than adult consumers. Toy production increased
and other manipulative mechanisms, such as Santa
Clause, have been put in place to provoke children to
become vicious consumers.

Furthermore, this materialistic way of life is
not just adored by those who can afford it, but also
by those who are unable to. Thus, not only has glob-
alization brought about poverty in the financial
sense, but also marginalization along the lines of
these people’s capabilities and one’s ability to func-
tion.
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Neoliberalism can be defined as a “ theory of
political economy that claims that the market is the
most efficient mechanism for the distribution of
goods and services in society…”. Neoliberalism is
the foundation of globalization in the sense that
wage labourers are exploited because of the ten-
dency of capitalism to produce goods at the lowest
price possible, even if this means employing laborers
for less than a subsistence wage. Capitalists are
drawn to the Third World because of the low wage
they can pay their labourers, which they exploit in
order to produce goods for Western consumers.

Capitalism is the mode of production be-
tween the West and the rest. Our relationship with
the Third World is one of ruler and exploiter driven
by the need to receive as much labor, production,
and profit as possible. Many may wonder why these
nations allow themselves to be exploited by capitalist
imperial overlords. Unfortunately, the answer is that
there is no longer a positive alternative to this back-
breaking life of long hours in terrible working condi-
tions.

It becomes evident that there is ultimately a
democratic deficit for people living in developing na-
tions. They have and continue to experience a de-
cline of power in which they are loosing national
control and are becoming slaves to Western produc-
ers and firms. They are the self-interested, profit-
seeking developed nations, who have essentially cre-
ated their own rules, which have captured institu-
tions such as the International Monetary Fund and
the World Bank, as well as profit-maximizing corpo-
rations, who essentially have inordinate power in de-
termining the rules of the game as well as the out-
comes. This is the takeover by the West.
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Globalization also necessitates a change in
the financial structure of the system. This entails that
credit will be created for consumers in today’s soci-
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ety. This will allow them to purchase more goods
and services. This can be exemplified by regarding
the actions of the Grameen Bank in its awarding of
credit, through micro lending
and micro credit, to those
who are less fortunate.

The Grameen Bank is
an example in which a variety
of non-governmental organi-
zation has given advice to
underdeveloped nations in
order to achieve prosperity.
What the Grameen Bank of-
fered to its potential clients
was micro lending and micro
credit. This involved dis-
tributing small financial loans
of roughly fifty to one-
hundred dollars to individuals
in impoverished nations. The
general idea was that many
people in these nations were
unable to do anything due to
their lack of financial funds.
Through their new ability to
borrow money, they would
be able to use the money to
start a business which would
generate money, used to pay
back the loan, as well as to
reinvest. In addition to this,
since women were viewed as more responsible than
men and more likely to repay the loans, women were
given the sole right to receive the loans in their soci-
ety.

Developed nations and capitalists do not ac-
tually intend that the results of globalization be so-
cially, politically, and economically detrimental to the
developing nations affected by such a process. How-
ever, due to the pursuit of profit, the only outcome
sought is the one which maximizes the benefits for
capitalist agents. Some developed nations have tried
to assist these globalization stricken countries with
aid through financial means. However, when offering
a helping hand, who really receives the benefits?

In theory, the idea brought about by the
Grameen Bank was an excellent idea because impov-
erished people were able to generate their own in-
come. However, it turned into a fiasco as soon as the
individuals involved with the Grameen Bank began
to adopt a capitalist frame of mind in a world fuelled

by globalization. The people within the Bank saw the
industry of micro credit as one in which they would
be able to make phenomenal amounts of profit in the

long run and began to
act in their rational
self-interest. Thus, the
creditors became
greedy, resulting in
the exploitation of the
vulnerable through
atrociously high and
ridiculous rates of in-
terest.

It was de-
manded that they re-
pay their loans despite
their evident inability
to do so. However, in
addition to the finan-
cial repercussions of
the failure to repay
such loans, there were
also social repercus-
sions. This included
the humiliation of
women, as well as a
bad reputation being
labeled to the lineage
of the family.

Thus, this ex-
ample illustrates that

the forces and actors within the global political econ-
omy may have an initial desire to assist developing
nations, however, the foremost and the most evident
desire lies in helping themselves. Due to this, as well
as Adam Smith’s concept of the “ invisible hand,”  de-
veloping nations continue to succumb to the neolib-
eral order which holds them prisoner.
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In essence, this is the “new wave of global-
ization,”  which entails the exclusion, marginalization,
and exploitation of developing nations and their in-
habitants. These nations are being excluded from
their ability to participate in the new life of con-
sumerism because they are unable to afford it. A se-
vere handicap is placed on their capability to pur-
chase goods and services, due to the minimum
amount of money which the developed nations are
paying them for their labor.
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The indigenous people of various regions in
the world, which are economically less developed
industrialized societies, have become subjugated to
the rules of the states which they live in. This in-
cludes being displaced off of their land due to the
takeover of other means of activity, such as the em-
phasis of the pursuit of profit rather than on subsis-
tence agriculture, as well as being forced into the la-
bor force of wage laborers. Through such actions,
not only do they become exploited, they become
marginalized. To counter this marginalization, many
of these indigenous groups have established resis-
tance forces to not only attempt to put a stop to this
exploitation, but to draw attention to their situation
and to advocate for change to the countries which
have succumbed them to this in the first place.

They are resisting the entrance into the main-
stream global political economy by attempting to
hold onto every means of their traditions, such as the
Zapatista movement in Mexico. People who live in

these regions are now attempting to present a united
front and force against the globalization process,
through collaborative efforts as well as the reemer-
gence of local cohesion on the societal level.

The fact remains that the processes within
the realm of global political economy will always
create a two-tier system. The top tier will include the
winners, while the bottom tier will be made up of the
losers. Like in any system, there will be costs and
there will be benefits. It is important to examine the
two and see which of the two is more valuable to the
entire system. In studying globalization and its af-
fects on indigenous peoples and their county, it can
be concluded that the pace of the change brought
about by both capitalism and globalization is too
rampant that, too risky, and it dismisses the opportu-
nities created by such a process. This is indeed the
“new wave of globalization.”
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For more than 30 years, Marxist and Post-
Keynesian theorists have been arguing about the ca-
pacity of capitalism to be a self-sustaining mode of
production. Although Marx himself showed us how
capitalism is able to achieve sustainable growth,
more contemporary theorists have questioned this.
Subsequently, a long tradition of crisis theory has
been created. These theories usually start by refuting
Say´s law, that supply creates its own demand, and
point to overproduction as the fatal flaw of the capi-
talist system. Rose Luxemburg´s “Third Man The-
ory,”  in opposition to Marx, discusses an expansion-
ary system whose only constraint is the world itself.
Since the capitalist system has developed on a global
scale, states are no longer able to find markets
abroad where they can shift overproduction, and that
is the starting point of a crisis. It is often the workers
who suffer the most from a crisis.

These theories can be applied to capitalism in
its latest form — globalization. Globalization is char-
acterized by a commercial war where each country
tries to shift overproduction elsewhere in order to
avoid a crisis. In this situation the main tool that
states have is the exchange rate. However, the ex-
change rate is affected by several economic variables
that make it uncontrollable. Canada like many devel-
oped countries has made decisions to avoid or lessen
an economic crisis. The consequences of these deci-
sions have disproportionately affected the working
class. The decisions made were directly affected by
the nature of the post-war economy, especially the
global downturn in the late 1960s and early 1970s.
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There are a range of theories which help to
explain the decreasing rate of profit in capitalism,
which signified the end of the post-war boom. These
theories range from a typical wage push profit
squeeze, to a crisis of overproduction on a global
scale. Overproduction followed the re-development
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of the Japanese and German economies, and the
overheating of the American economy. The outcome
of this crisis, which began in the late 1960s and early
1970s, was a considerable increase in the rate of in-
flation, and a stagnating rate of capital accumulation
– the most important aspect of reproduction in the
capitalist system.

To deal with the crisis, the United States de-
clared the inconvertibility of the dollar, and aban-
doned the gold standard system. This was the begin-
ning of a new form of imperialism where the United
States has been using its political power to influence
exchange rates and other economic variables. Fur-
thermore, the Washington Consensus forced interna-
tional economic institutions such as the International
Monetary Fund (IMF) to adopt the neoclassical/ne-
oliberal paradigm. The United States imposed this
paradigm on the rest of the world. However, because
the United States was the lender of last resort and
because it allowed its allies considerable access to
U.S. markets, large trade surpluses transformed into
large deficits.
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At the beginning of the 1970s the combined
effects of high inflation and low nominal interest
rates were holding real interest rates at very low lev-
els. In some years real interest rates were even nega-
tive. The government was attempting to restore
losses in corporate profits because the wealthier
classes were becoming severely harmed. It was at
this point that the corporate class in Canada, and in
the rest of the industrial world, began to flex its po-
litical muscles. The government’s first attempts to
regain profits included verbal agreements between
workers and entrepreneurs, which manifested itself
in the form of an “Anti-Inflation Board,”  and the
passing of laws which froze prices and wages. This,
however, was useless in dealing with underlying up-
ward pushes on prices.

The neoclassical paradigm, which uses inter-
est rates as the primary weapon to combat inflation
was becoming very popular among economic theo-
rists. In 1979 the Bank of Canada adopted mone-
tarism as a doctrine, reducing the amount of money

available in the market. The money supply was re-
stricted in large part because interest rates were
raised to their highest levels since the end of the Sec-
ond World War.

The action taken by the Bank of Canada
proved to be effective, because the rate of inflation
decreased significantly. However, high interest rates
caused effective demand to decrease, sending the
economy into another crisis situation. Interest rates
remained high from the 1980s through to the mid
1990s. Moreover, the debt hysteria of the 1990s
caused the government to increase consumption
taxes pushing inflation to still higher levels, prompt-
ing the Bank of Canada to respond with still higher
interest rates.

Interest rates in Canada were the highest
among OECD (Organization for Economic Co-
operation and Development) countries during the
1990s, causing Canada to lose international markets
for its exports because of an increasing exchange
rate. Even at the present time interest rates in
Canada remain much higher than in the U.S., causing
Canada to be less competitive. Because of the North
American Free Trade Agreement ( NAFTA) com-
bined with high interest rates, many Canadian firms
have shifted production to the United States or Mex-
ico.
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After the post war boom, Keynesianism
proved ineffective in restoring profits. So, neoliberal
policies of deregulation, liberalization and privatiza-
tion were instituted. As noted, these policies were
pushed by the United States. While European Social
Democracies were more reluctant to adopt these
neoclassical institutions, Great Britain and the United
States adopted them by lowering corporate taxes and
abolishing much of the Welfare state in order to as-
sure higher corporate profits. In between those two
extremes was Canada, which held part of the Wel-
fare State and changed the taxation system in favor
of large corporations. The position that Canada is
taking in the “New World Order,”  is creating internal
tensions.

First of all, the former Free Trade Agreement
and the new NAFTA creates direct competition
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among industries of its three members. With less reg-
ulated labor markets in Mexico and the United
States, firms in these two countries have an advan-
tage over Canada. Not only are Canadian industries
losing important external markets, but Canada is los-
ing opportunities for employment as firms shift their
production to Canada’s NAFTA partners in order to
increase their rate of profit.

Secondly, the state of an economy reflects
both the present situation and its history. Tradition-
ally, Canada has maintained a large welfare state
through government spending. This tradition is
threatened because the government has been under
consistent political pressure from the corporate class
to further deregulate the labour sector in order to
make the Canadian economy more competitive with
the American economic model. However, the Cana-
dian population, which is attached to the welfare
state is reluctant to accept this.

This internal political pressure illustrates the
inter-class struggle which characterizes capitalism. In
the case of Canada, the struggle is worsened because
of its geographic location and dependence on the US
market. As a result, the Canadian government’s abil-
ity to exert independence when drafting economic
policy is threatened.

* � �5� � �� �� - 	 � � �� �
� � �* � �5� � �� �� - 	 � � �� �
� � �* � �5� � �� �� - 	 � � �� �
� � �* � �5� � �� �� - 	 � � �� �
� � �

Canada has one of the highest rates of post-
secondary enrollment in the world. This creates a
well-educated working class that has high expecta-
tions about employment and wages. Unfortunately,
not only are workers expectations not met, but also
the government’s policies have been eroding the
quality of jobs available.

With the lowest private investment in re-
search and development (R&D) among OECD coun-
tries, Canada does not have the fiscal incentive to
make firms spend more on innovation. Furthermore,
Canadian government spending in R&D is very low
in comparison to other developed economies. This is
creating neither the quality nor the quantity of jobs in
research to employ the increasing number of profes-
sionals that Canada is educating.

In addition Canada, through its migration
policies, is bringing more well-educated profession-
als from abroad. So far this has been successful in
increasing competition among workers, and subse-
quently lowering their wages through their decreased
expectations. But, it is only a matter of time before
these tensions erupt and workers display their dis-
content more vociferously, causing severe damage to
the Canadian economy.
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The World economy has not reached the
level of profit rates of the 1950s and 1960s and the
possibility for a new economic crisis appears to be
on the horizon. The neoclassical economic model en-
sures that uncertainty in the whole economic system
holds the capitalistic power base together by threat-
ening the working class. In this new version of the
classical model, intra-class competition relies on
shifting overproduction to other places by exploiting
the exchange rate or through political coercion. As
long as Canada is successful in increasing the rate of
profits of major firms, the economy is going to have
steady growth, but how desirable is that for the
Canadian population?

Write Now for  the Next Invisible Hand!
Contact the editors at

Invisiblehand@umues.com
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Political corruption is defined by The
Economist as “ the misuse of public office for per-
sonal (or party political) financial gain.”  Public func-
tionaries in a position to misuse their office in this
way (“bureaucrats”) can be assumed to act rationally
in trying to maximise expected income from all
sources, lawful and unlawful, subject to risk of de-
tection and punishment. Bureaucrats in this are iden-
tical in their relevant preferences, regardless of coun-
try, religion, history, or “culture.”

� � � � � 
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� �

An international agency called Transparency
International, based in Switzerland, publishes an an-
nual set of perceived corruption indices which mea-
sures the “cleanness”  or freedom from corruption of
countries on a scale of 0.0 (utterly corrupt) to 10.0
(perfectly clean). The latest set of indices (2002)
ranks 102 countries from a low of 1.2 for
Bangladesh (the most corrupt country in the world)
to a high of 9.7 for Finland (the cleanest in the
world). You will be pleased – and perhaps surprised
– to know that Canada had a score of 9.0, ranking
sixth after Finland, New Zealand, Iceland, Singapore
and Sweden, slightly cleaner than Britain and a lot
cleaner than the U.S.A.

The index for 2002 is a weighted average of
the results of 15 surveys undertaken respectively by
Columbia University, Public and Executive Risk
Consultancy of Hong Kong (two surveys), the Insti-
tute for Management Development of Switzerland
(three surveys), the World Bank, PricewaterhouseC-
oopers, the EIU, Freedom House of the USA, the
World Economic Forum (four surveys), and Gallup
International.

These surveys were conducted in any or all
of 2000, 2001 and 2002. The people surveyed were
variously academic and diplomatic “country-
experts” , expatriate and local business executives,

CFOs, bankers and equity analysts, domestic and in-
ternational business corporations. Surveys covered
as few as 14 countries and as many as 121. Ques-
tions were variations on the theme of “assessment of
the pervasiveness of corruption.”  including
“ frequency of bribing,”  “undocumented extra pay-
ments”  for licences and permits, and the “costs asso-
ciated with such payments for doing business/”
Scores from all the surveys were standardized on the
scale of 0.0 to 10.0 and averaged.

In some cases standardized results of the sev-
eral surveys reveal a comforting agreement. Canada,
for example, has a CPI of 9.0 based on 10 surveys,
the standardized scores of which range from 8.7 to
9.3 with a standard deviation of 0.2. Namibia, how-
ever, has a CPI of 5.7 based on 5 surveys that ranks
it just below Slovenia and just above Taiwan in
cleanness. But the survey scores range from 3.6 (as
corrupt as Mexico) to 8.9 (purer than the UK or
Norway) with a standard deviation of 2.2. In general,
perceptions of corruption are more convergent for
advanced, capitalist countries, for most of which, the
standard deviation is 1.0 or less.
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Now it seems obvious to any economist that
the more economic freedom in any country, the less
opportunity in general for bureaucrats to misuse
their public office for personal (or party-political) fi-
nancial gain. If there is no government regulation of
the economy for example, bureaucrats can’ t make
money by unlawfully selling licenses and permissions
to rich corporations. The Economic Freedom of the
World Index  measures economic freedom. The in-
dex ranks countries in terms of trade regulation, the
rule of law, size of government, control of labour
and money markets, and action by the central bank
to manipulate foreign exchange rates.

The index is compiled and published annually
by the so-called Economic Freedom Network that
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includes the Fraser Institute in Canada and similar
organizations in 54 other countries. The latest annual
publication provides Freedom indices for 2001,
which are therefore closely comparable with the lat-
est Corruption indices based on observations in
2000, 2001 and 2002. As with Corruption, the Free-
dom index measures countries on a scale of 0.0 to
10.0, where 0.0 signifies a virtual absence of eco-
nomic freedom and 10.0 signifies complete economic
freedom. In 2003, Economic Freedom scores were
published for 123 countries, ranging from a low of
3.8 for Myanmar to
a high of 8.6 for
Hong Kong.

� #��
� 3��+� �$4 �� #��
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Corruption
and Economic Free-
dom exists for a to-
tal of 99 countries.
A preliminary inves-
tigation reveals that
the Corruption
score is correlated
with the Economic
Freedom score, for
the whole sample
with an R-squared
of 0.57. It is natural to assume that a high degree of
economic freedom would exist in country with a low
level of political corruption or vice versa. This ex-
plains 57 per cent of perceived corruption.

However, some countries with a high degree
of economic freedom are among the most corrupt.
This is illustrated in Table 1.

� � 4 �� � � ��+
� ��+� � 4 ��
3+��� � �� #� �	 � � 
 �� � ,� � 4 �� � � ��+
� ��+� � 4 ��
3+��� � �� #� �	 � � 
 �� � ,� � 4 �� � � ��+
� ��+� � 4 ��
3+��� � �� #� �	 � � 
 �� � ,� � 4 �� � � ��+
� ��+� � 4 ��
3+��� � �� #� �	 � � 
 �� � ,

Economic Freedom indices are the averages
of five sub-indices, each measuring the degree of so-
called economic freedom in one “area” : (1) Size of

government: expenditures, taxes and enterprises; (2)
Legal structure and security of property rights; (3)
Access to sound money; (4) Freedom to exchange
with foreigners; (5) Regulation of credit, labour and
business.  Each of these sub-indices in turn is the av-
erage of a number of component indices, in the case
of (5) for example, which measures how much free-
dom from market regulation any country enjoys:
(5A) credit market regulations, (5B) labour market
regulations and (5C) business regulations.  Finally,
each of these sub-indices is itself the average of a

number of compo-
nents.

In general,
all these compo-
nents of EFW are
noticeably corre-
lated with one an-
other. But this is
not the case with
(1) as Table 2 re-
veals. Measures of
‘size of govern-
ment’  are actually
negatively corre-
lated with those of
‘ legal structure and
security of property
rights’  and of
‘ freedom to ex-

change with foreigners’ ; and seemingly unrelated to
those of  ‘sound money’  and ‘ regulation of credit,
labour and business’ .

The six ‘ free’  but ‘corrupt’  countries in Table
1 have small government and therefore high EFW(1)
scores, which raises the average Economic Freedom
despite very low scores on EFW(2) and only moder-
ate scores in the other three ‘areas’ . This suggests
that ‘size of government’  may actually have a small,
or possibly even a negative, effect on cleanness.

When we pursue the matter further, it turns
out that the Corruption index is negatively related to
Size of Government, but the R-squared is negligible.
However, when only the first two sub-indices are

Table 1
‘Economic Freedom’  and Perceived Corruption in Six Countries, 2002

EFW                               CPI                            
actual        deviation from

predicted
Argentina 7.2 2.8  -3.0
El Salvador 7.2 3.4  -2.4
Dominican Republic 6.7 3.5  -0.8
Haiti 6.5 2.2  -2.5
Guatemala 6.3 2.5  -1.8

Table 2
Correlation Matrix of the Five ‘Areas’  of EFW

EFW(1) EFW(2) EFW(3) EFW(4) EFW(5)
EFW(1) 1.0000 -0.3490 0.0724 -0.0119 0.0616
EFW(2) 1.0000 0.5690 0.6019 0.6676
EFW(3) 1.0000 0.5033 0.5918
EFW(4)  1.0000 0.4079
EFW(5) 1.0000
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considered, (A) government consumption and (B)
transfers and subsidies, the average of these is
strongly but negatively correlated with the Corrup-
tion index. The smaller the government, it would
seem, the more corruption – not less --we are likely
to see, other things being equal. The remaining com-
ponents are positively correlated with the index as
we might expect, especially (2) which measures the
efficacy of the legal structure and the security of
property rights.

* +� �� � �* � � � �. � - �,* +� �� � �* � � � �. � - �,* +� �� � �* � � � �. � - �,* +� �� � �* � � � �. � - �,

It would seem worthwhile to construct and
test a model in which size of government, at any rate
as measured by the first two components of that sub-
index, is predicted to have a negative effect on per-
ceived corruption. This rests upon the assumption
that the larger the relative size of the government
sector, the greater the opportunity presented to bu-
reaucrats of lawful, safe and financially rewarding,

employment in their proper offices.
Consider the example of Sweden, which has

a CPI of 9.3 and is the sixth cleanest country in the
world. Yet its EFW(1) is only 3.0, ranking it 119th
out of 123 on this scale, with one of the largest gov-
ernment sectors in the sample. Its EFW(2) score is
8.6 (13th) and the average of EFW(4) and (5) is 7.2.
The rule of law is very strong, and the degree of reg-
ulation of foreign and domestic transactions fairly
small. In Sweden a large and important government
affords high-status, high-paying employment to an
elite, and rigorous enforcement of the law raises the
cost of corrupt practice to dangerous levels; and a
low level of economic regulation affords relatively
few opportunities, even risky opportunities, for sup-
plementing salary with bribes.

What the economist does at this stage, I am
sorry to tell you, is to build a mathematical model. I
am not going to take you through it, only state the
assumptions and show you the results.

ASSUME:
1. Bureaucrats maximize expected income from
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all sources, which are two: lawful employment as
public servants (E), and corrupt practice(C).

2. The more time they spend in corrupt practice,
the greater the probability of de-
tection, punishment and loss of
lawful income.

3.The larger the public sector,
the greater the probability of high
income from lawful employment.

4. The greater the regulation of
the private sector, the greater the
probability of income from corrupt
practice.

5.The more effective
the justice system, the
greater the probability of
detection and punishment
of corrupt practice.

We can then con-
struct a simple model
which shows that there
will be an optimum as-
signment of the bureau-
crats time between lawful
work and corrupt prac-
tice. In Figure 1 the
parabolic curve is tan-
gential to one of the fam-
ily of iso-income lines. At
that point any more cor-
ruption would reduce ex-
pected income from the
probability of detection
and punishment. The
larger the government
sector the further to the
left the point E(G). The
greater the degree of reg-
ulation, the higher the
parabola rises. The more
effective the justice system, the lower the parabola
rises and the lower its intersection on the vertical
axis. The degree of corruption in a country, there-
fore, is indicated by the optimum amount of time de-

voted to lawful employment, E* . The greater E*  the
‘cleaner’  the country and the higher its CPI score
(See Figure 1).

If all bureaucrats are alike,
this model allows the prediction
that the degree of corruption in
any country will be
(a) Lower, the larger the relative
size of government
(b) Lower, the more effective is
the rule of law
(c) Higher, the more regulation of

the economy by govern-
ment.

Putting it in al-
gebra, and remembering
that a high CPI score
means a “cleaner,”  less
corrupt country, we
may predict that if

CPI   =  C  +
a.EFW(1)  +
b.EFW(2)  +
c.EFW(4,5), then:

� � the coeffi-
cient a will turn out to
be negative since a high
‘economic freedom’
score in this category
(meaning small govern-
ment), will make cor-
ruption greater rather
than less;

� � the coeffi-
cient b will be positive,
since a high ‘economic
freedom’ score in this
category (meaning ef-
fective rule of law), will
make corruption less

rather than greater;
� � the coefficient c will be positive, since a

high ‘economic freedom’ score in this category
(meaning relatively little government regulation of

Table 3
Deviations of Actual from Predicted CPI in SD Units

Relatively Incorrupt Countries (deviation = +1.0)
Belarus (+2.3), Chile (+2.0), Iceland (+1.8), Venezuela (+1.6),
Singapore (+1.5), Sweden (+1.5), Spain (+1.5), New Zealand
(+1.4), Norway (+1.4), Zimbabwe (+1.3), Finland (+1.3),
Colombia (+1.3), Pakistan (+1.2), Guatemala (+1.2), Haiti
(+1.1), Ecuador  (+1.1), Luxembourg (+1.0), Mexico (+1.0)

Predictably Corrupt Countries (-1.0 < deviation < +1.0)
Switzer land (+0.9), Canada (+0.9), Denmark (+0.9), Domini-
can Republic (+0.9), Israel (+0.9), Peru (+0.9), Taiwan (+0.8),
Senegal (+0.6), Uruguay (+0.6), Egypt (+0.6), L ithuania (+0.4),
Australia (+0.4), Nether lands (+0.4), Côte d’ Ivoire (+0.3),
Turkey (+0.3), Argentina (+0.3), Uzbekistan (+0.3), United
Kingdom (+0.2), Slovenia (+0.2), Brazil (+0.2), Russia (+0.1),
Indonesia (+0.1), Bulgar ia (+0.1), Paraguay (0.0), Bolivia (0.0),
El Salvador  (0.0), Sr i Lanka (-0.1), Botswana (-0.2), Georgia (-
0.2), Malaysia (-0.2), Belgium (-0.2), Jamaica (-0.3), USA (-
0.3), Austr ia (-0.3), South Korea (-0.3), Kazakhstan (-0.3),
France (-0.3), Por tugal (-0.4), Jordan (-0.4), Morocco (-0.4),
Albania (-0.4), Philippines (-0.5), Bangladesh (-0.5), Nicaragua
(-0.5), Greece (-0.5), Germany (-0.6), Moldova (-0.6), Poland (-
0.6), Tunisia (-0.6), Azerbaijan (-0.7), South Afr ica (-0.8), Es-
tonia (-0.8), Maur itius (-0.8), Cameroon (-0.8), Croatia (-0.8),
Madagascar  (-0.9), Ukraine (-0.9), Romania (-0.9), Costa Rica
(-0.9)

Relatively Corrupt Countries (deviation = -1.0)
I reland (-1.1), Namibia (-1.1), India (-1.1), Panama (-1.2),
I taly (-1.2), Latvia (-1.3), Hungary (-1.4), Slovak Republic (-
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the economy), will make corruption less rather than
greater.

Note that one component of the EFW index
has been neglected. ‘Access to sound money’ (3) is
irrelevant to our explanation. And we have combined
EFW (4) (freedom to exchange with foreigners) and
EFW(5) (regulation of the economy) into a compos-
ite index of the government intervention that pro-
vides opportunities for corrupt practice.
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The usual
method to test a
theory by using
data is by means of
a multiple regres-
sion. That is to say
a statistical analysis
which shows just
how much a change
in each of the inde-
pendent variables
by themselves
[EFW(1), EFW(2)
and EFW(4,5)] would affect the dependent variable
[CPI]. The results are as follows.

CPI  =  -3.1386  -  0.1453.EFW(1) +
0.7762.EFW(2) +  0.6636.EFW(4,5)

The value of R-squared is 0.82429, which is
comfortably high. These figures were not reached at
by chance. Other statistics ground out by the com-
puter, which was used to complete calculations, al-
low us to say that the signs on the coefficients are all
significant “at the 5% level,”  which means that there
is a less than one-in-twenty probability that our re-
sults were generated by a random process.

The negative coefficient of EFW(1) confirms
the hypothesis that perceived corruption is negatively
related to size of government; and the adjusted R-
squared allows us to pretend that the rational choice
model outlined above can explain 84% of political
corruption in the years 2000, 2001 and 2002 – to ex-

tent that this is accurately measured by the Corrup-
tion Perceptions Index. The constant term C = -
3.1386 may suggest that if there ever were a country
unfortunate enough to have the largest possible pub-
lic sector, zero protection of property rights, total
absence of law enforcement, and total regulation of
all domestic and foreign economic activity, it would
have a CPI of -3.1, 4.3 points below Bangladesh, the
most corrupt nation on earth. But this magnitude is
more likely to be simply a measure of ignorance.
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The regres-
sion equation per-
mits us to see how
far my rational
choice model is able
to explain corrup-
tion in each coun-
try. Table 3 shows
the deviation of ac-
tual CPI from the
value predicted by
the regression, with

countries ranked in descending order of deviation.
Standard deviation of the actual from predicted CPI
is 0.936. Those 18 countries with a positive devia-
tion of more than one standard deviation unit have
been arbitrary classified as “ relatively incorrupt” ’ ;
the 59 with deviations of less than one SD unit either
way are classed as “predictably corrupt” ; the 13 with
negative deviations of more than one SD unit are
classed as “ relatively corrupt” .

It is true, of course, that there exists an indef-
initely large number of plausible theories, many of
them congenial to economists, that could be tortured
into giving up the equation on the preceding page,
complete with the proper signs of a, b and c. My
model has not been confirmed. But it has survived
disconfirmation, which is all we can hope for in any
science. What then?

In the first place, my methodological mini-
malism serves – and was intended to serve -- a peda-

Table 4
Actual and Predicted CPI, and Range of Survey Scores, for Seven Countries,

2002

                                            CPI                    Range of Survey Scores
 Actual           Predicted

Chile 7.5 5.6 5.6 – 8.8
Norway 8.5 7.2 6.9 – 9.3
Haiti 2.2 1.1 0.8 – 4.0
Mexico 3.6 2.7 2.5 – 4.9
Ireland 6.9 7.9 5.5 – 8.1
Namibia 5.7 6.8 3.6 – 8.9
Italy 5.2 6.4 3.4 – 7.2
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gogical, not to say a polemical, purpose. The model
and the regression illustrate just how far we can go
along strictly orthodox lines with considerably less
technical equipment than is now expected of any un-
dergraduate apprentice to our trade.

Secondly, the statistically negative coefficient
of EFW(1) cries out for attention. Even if my crude,
economistic assumptions about bureaucratic be-
haviour are dismissed with angry contempt, the fact
remains that one of the components of EFW is dras-
tically unlike all the rest. Not only are its values un-
correlated, or negatively correlated, with those of all
the other components. There can be no doubt that
this particular element of ‘economic freedom’ has an
opposite effect on perceived corruption to that of the
others. Other things being equal, the bigger the gov-
ernment the less the corruption we perceive. Some-
one has to explain why. Those who construct the
EFW index, and those who make use of it in studies
of political corruption, should find this anomaly of
considerable interest.

In each of the three categories in table 3
there are countries from Europe, Africa, South East
Asia and Latin America. In each there are advanced
capitalist democracies, developing countries in the
Third World, military dictatorships, and ‘ transitional
economies’ . Nor does religion, and the culture cre-
ated by long past history of a dominant religion,
seem to have much effect. In each of the three cate-
gories are countries that might in some at least cul-
tural sense be labelled ‘Roman Catholic’ , ‘Eastern
Orthodox’ , ‘Protestant’ , ‘Muslim’  and at least par-
tially Hindu or Buddhist.

Some of the deviation of actual from pre-
dicted CPI may result simply from measurement er-
ror in the data. Some countries, such as Namibia,
have been assigned CPI scores on the basis of a very
wide range of estimates. Table 4 reports actual and
predicted CPI, and the range of those estimates that
produced the former, for those of the outliers in
Table 4 for which predicted CPI falls within the
range of the surveys used. It is at least possible, in
some of these cases, that the regression results could
be regarded as corrective of the surveys. In the ex-

treme case of Namibia it is at least plausible to con-
jecture that the predicted score of 6.8 is as good or
better than the average-of-survey score of 5.7. And
in general the results must raise the suspicion that
CPI may overstate the cleanness of Chile, Haiti, Nor-
way and Mexico, and overstate the corruption in Ire-
land, Namibia and Italy. This explanation is not
available in the case of Belarus, the most extreme
positive outlier, the predicted CPI for which (2.6)
lies 0.7 points below the lowest of three survey
scores. In this case error may reside in the assump-
tion upon which Belarus was assigned the EFW
scores reported for Russia (see part I above). It may
be the case that the degree of economic freedom in
Uzbekistan, Georgia, Kazakhstan, Moldova and
Azerbaijan is pretty much what it is in Russia: at any
rate their reported CPI scores are well predicted by
the regression. But we must look further to account
for the low predicted CPI for Belarus. The most ob-
vious explanation is that the CPI is correct but that
there is actually a lot more economic freedom in Be-
larus than in Russia and the other former provinces
of the Russian empire.

The results of the study may be relevant to
certain policy questions. First and foremost, the large
positive and highly significant coefficient on EFW(2)
appears to confirm the strong impression held by re-
spondents to a Transparency International Survey
(http://www.transparency.org/cpi/
2002/bpi2002.en.html#solution ) to the question: “ If
you had a magic wand and could eliminate corrup-
tion from one of the following institutions, what
would your first choice be?”  The largest proportion
answered “courts” , and 53% listed “courts” , or
“political parties”  or “police” . (“solution” , table 6).
And of those surveyed who reported an increase in
corruption in recent years, 59% attributed this to
“deterioration of the rule of law” (“solution” , table
9). Obviously “Legal Structure and Security of Prop-
erty Rights”  is the highest priority for anti-corruption
reform. Secondly, evidence consistent with the nega-
tive coefficient on EFW(1AB) appears in response to
the survey on causes of increased corruption: 44%
reported “ low public sector salaries” , and 32%
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“privatisation of state assets”  (“solution” , table 9).
However, 33% of those asked to account for a de-
crease in corruption in their own countries reported
“privatisation of state assets”  (“solution” , table 10).
Finally, the positive coefficient on EFW(45) is large
and significant, yet Transparency International pays
relatively little attention to the obvious fact that the
greater the degree of regulation in any economy, the
greater the opportunity for corrupt practice. Few of
its surveys address this putative cause of corruption,
and virtually nothing it publishes advocates deregula-
tion as a remedy. However, of those asked to ac-
count for a recent decrease in corruption 38% re-
sponded “ increase in globalisation and competition”
and 29% “ increased financial liberalisation”
(“solutions” , table 10).

It would be tempting to push the putative im-
plications of this elementary study further than its
data and methods warrant. The bogeyman of
“globalisation”  need not be all bad if it takes away
some of the power from local bureaucrats to extort
bribes from domestic and foreign corporations. In
the much-debated question of “structural adjust-
ments”  it may appear that whereas deregulation of
domestic and foreign trade markets is beneficent,
downsizing of government may have a perverse ef-
fect through an increase in corruption and the large
costs that corruption imposes. But all such conjec-
tures, if pursued seriously, would soon expose a cru-
cial assumption of my method, which though it might
serve well enough for the job in hand is too weak to

sustain a heavier analytical structure.
Bureaucrats have been depicted as pursuing

their goals rationally within an exogenous set of con-
straints caricatured as the variables G, L and R. For
purposes of a study such as mine, based on data re-
ported for a single year, it may well be allowable to
treat G, L and R as exogenous. But these magni-
tudes are, at least to some extent, under the control
of those bureaucrats themselves. It is no excuse to
say that bureaucrats are only middle-level functionar-
ies after all, and that the big decisions are made by
the dictators, cabinet ministers, party bosses and
royal princes. Public decisions are made by human
beings, and are made in the light of their own goals.
If we are to push the rational-choice method to its
limit, which we ought, we must provide a convincing
explanation of what it is, or has been, that has caused
public decision-makers in Sweden to choose big
government, strict law enforcement and relatively
light economic regulation; and why their counter-
parts in Guatemala have chosen small government,
ery lax law enforcement, and relatively heavy eco-
nomic regulation. From the standpoint of the bureau-
crat (or his superiors) there must be an optimum de-
gree of corruption dictating in turn an optimum con-
figuration of G, L, R and suchlike. A thorough-going
economistic explanation of corruption would there-
fore model the maximising behaviour of public
decision-makers subject to country-specific con-
straints that are truly exogenous.
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Elliott Brown

The first presidential debate between John
Kerry and George W. Bush was nothing if not an ex-
ercise in rhetoric. As Kerry vacillated between con-
demning Bush’s “grand diversion”  in Iraq and re-
proving him for not fighting it well enough, Bush de-
fended the decision to invade Iraq as a natural and
necessary extension of the war on terror. Those who
consider these polemical monologues disappointingly
short on details would do well to read An End to
Evil: How to Win the War on Terror.

The problem and purpose of the book is
made clear at the outset: the war on terror is not
over, and “ there is no middle way for Americans: It

is victory or holocaust. This book is a manual for
victory.”  Readers familiar with the two authors will
not be surprised. Both were key figures in George
W. Bush’s first administration – the Canadian-born
David Frum who served as a special assistant and
speechwriter, and long-time Republican stalwart
Richard Perle who was chairman of the Defense Pol-
icy Board. The title they selected foreshadows both
the tone of the text, which is a mixture of Perle’s un-
compromising hawkishness and Frum’s rhetorical
flourish, and the structure of the book, which is par-
tially a blueprint for foreign and domestic security
policies and, partially a revealing look into the intel-
lectual background of the “Bush doctrine.”

Of interest to most readers will be the au-
thors’  account of the invasion of Iraq. Frum and
Perle give several reasons for the overthrow of the
Ba’athist regime, from weapons of mass destruction,
to the need “ to prove that terrorism was not win-
ning,”  from demonstrating American willingness to
use force, to aiding “ the forces of democracy
throughout the region.”  One thing that readers will
not find, however, is the concrete casus belli de-
manded so loudly in the months prior to the Ameri-
can invasion. Since the war, there have been no
“mobile germ labs”  located and no confirmed con-
nections to al-Qaida.

Frum and Perle are unapologetic. With re-
spect to the elusive weapons, they write that leaders
“must make judgments based on the best available
evidence.”  Saddam Hussein was a potential threat,
and he was disposed of before he became a real one.
As for connections between Iraq and al-Qaida, even
in the absence of tangible links, both were part of the
“axis of hatred,”  the rhetorical forebear of the “axis
of evil.”  For the axis today, Frum and Perle point to
several obvious candidates – Iran, North Korea,
Syria, and Libya – as well as some less obvious nom-
inees – Saudi Arabia. The members of this axis span
culture and geography, joined not through explicit
cooperation but by a transcendent antipathy toward
the United States.

Within this framework, An End to Evil lays
out a tripartite strategy to win “ the war on terror.”  

First, in “ the war abroad,”  the cooperation of
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Middle Eastern and other regimes is essential to sup-
pressing terrorist groups. In this context, the shadow
of Iraq may provide some needed leverage. Outside
of the Middle East, Frum and Perle emphasize that
Cold War allegiances are no longer binding. They
denounce the obduracy of the French government
and the septic culture of pretence and hypocrisy at
the United Nations. Their words on the latter are a
warning for all of America’s former allies: “Times
change. Dangers change, too. And if institutions like
the UN cannot change, that is not an indictment of
us. It is an indictment of them – and reason enough
for them to be discarded.”

Second, the war must continue in the United
States, through strengthened borders, better domes-
tic intelligence, less squeamishness about things like
ethnic profiling and identity cards, and a shakeup of
American intelligence, military, and especially diplo-
matic establishments to ensure that they are respond-
ing to new threats instead of old ones, and in defence
of national security rather than bureaucratic inertia.

Finally, the United States must win the “war
of ideas”  in the Islamic world by defeating the vio-
lent and virulent strain of Islamic fundamentalism
that has seized upon America as the chief object of
its rage. Frum and Perle argue that Muslims must be
presented with a clear alternative to fundamentalist
violence, one that is democratic and prosperous, and
respectful of women’s rights. The authors’  hope that
Iraq may become a powerful example of this alterna-

tive path.
It is this final point, that proves the most

troublesome. Frum and Perle argue that, just as Arab
nationalism lost its ideological appeal when the Arab
states proved manifestly incapable of pushing Israel
into the sea, and just as the left-wing terrorist groups
that haunted Western Europe during the 1970s col-
lapsed in the 1980s when their leaders were cap-
tured, convicted, and jailed, so too will Islamic fun-
damentalism fall by the wayside as its efforts are
thwarted and its leaders are in hand. However, the
many allusions to America’s conflict with commu-
nism, and the authors’  assertion that militant Islam
can be contained and ‘out-competed,’  give credence
to the view that Bush, et al., are just old Cold War-
riors trying to fight terrorism as though it were the
Red Menace. Unfortunately, the modern Islamic
warriors have much more in common with the Viet-
cong than the Red Army.

Regardless, what emerges from An End to
Evil is a vision of a United States less concerned
with the niceties of “ international society,”  less toler-
ant of allies who “dither and carp,”  and more willing
to insist on reform in Riyadh, Damascus, and Py-
ongyang. An End to Evil is not a timeless classic, nor
is it intended to be. It is a book about America’s
struggle to defend itself from a new threat; its value
is that, for better or worse, the America it portrays
might just become real.
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