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Introduction: 
Challenges of Globalization 
ANDERS ÅSLUND and MAREK DABROWSKI 

The world economy has never been wealthier than it is today. Yet many
wonder about what can go wrong. This introduction discusses three rele-
vant areas. The first section provides a brief overview of the great eco-
nomic, social, and political achievements of globalization in the last three
decades, one of the greatest booms in world history. Now, however, the
world is experiencing an abrupt end to this period of achievement fol-
lowing the eruption of a financial crisis that began in the United States
and may spread to other regions. Worry dominates. The second section
discusses the underlying macroeconomic imbalances in the world econ-
omy and how they contributed to the current crisis. Various aspects of
these imbalances are the theme of six of the ten chapters of this book.
Globalization arouses anxiety, whereas capitalism in one country is much
less controversial. The third section of this introduction and the last four
chapters of the book discuss how the economic model that has improved
economic welfare is developing or should evolve.

Anders Åslund is senior fellow at the Peterson Institute for International Economics, chairman of the
CASE Advisory Council, and adjunct professor at Georgetown University. Marek Dabrowski is
chairman of the CASE Supervisory Council, chairman of the Supervisory Board of CASE Ukraine,
and member of the Board of Trustees of the Institute for the Economy in Transition in Moscow.
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2 CHALLENGES OF GLOBALIZATION

A Golden Period of Global Growth

The years 2003–07 represented a golden period of growth and wealth for
the world economy, which had not grown so fast since the early 1970s.
The World Bank reported that, thanks to the economic boom in China and
India, not only the share but also the absolute number of poor in the
world diminished (Chen and Ravallion 2007).

Until World War II, the United States and Western Europe completely
dominated the world economy. Ironically, after Japan’s defeat in World
War II, that country rose to become a great economic power, and by 1990
people talked about the next century as dominated by Japan—until its
economy just stopped growing.

The next wave of fast-growing economies were the East Asian Tigers—
Hong Kong, Singapore, Taiwan, and South Korea. The Asian financial cri-
sis in 1997–98 slowed their growth somewhat, but their march forward re-
mains impressive.

When Deng Xiaoping launched China’s economic reforms in 1978, the
country was miserably poor. After three decades of tremendous economic
growth, China’s GDP per capita in current dollars is still one-quarter of
Russia’s, which in turn is less than one-quarter of the US level, but China’s
rise continues unabated. India started growing at a similar speed begin-
ning around 1990. Indeed, most of the countries in East and South Asia
have gained dynamism, and, led by China and India, now appear to be
the prime growth engines of the world: Since 2000, nearly the whole of
Eurasia, from China via India to the Baltics, has maintained an average
economic growth of 7 to 11 percent a year.

After the fall of the Berlin Wall in 1989, it took almost a decade before
the former Soviet bloc could join the growth feat of East and South Asia,
but it has done so with a vengeance, reaching an average growth rate of 9
percent a year in recent years. 

Meanwhile, Latin America has stabilized and achieved a moderate but
steady economic growth of 4 percent a year. The real surprise has been
Africa, which in the last few years generated 6 percent growth. The Mid-
dle East has also been quite dynamic because of large oil rents, but it re-
mains arguably the least reformed part of the world economy, with rela-
tively overregulated and state-dominated economies (Noland and Pack
2007).

Because of high growth in many less developed countries, the world is
seeing a stark economic convergence, which has become a dominant
theme in the global economy (Balcerowicz and Fischer 2006, Gaidar 2005).
The focus is now on the largest emerging economies of Brazil, Russia,
India, and China—the so-called BRICs. Goldman Sachs forecasts that by
2039 the BRIC economies will together be larger than the G-6 economies
(France, Germany, Italy, Japan, the United Kingdom, and the United States;
Wilson and Purushothaman 2003). 
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Economic growth does not come alone. It raises society as a whole,
accompanied by extraordinary social achievements. Poverty has fallen
sharply, not only in the share of the world population that is poor but also
in absolute terms, even if the World Bank still estimates that about one bil-
lion people live in absolute poverty (Chen and Ravallion 2007). The major
indicators of global health are improving, and impressively so. The aver-
age life expectancy in the world increased from 63 in 1980 to 68 in 2005.
In the same period, global infant mortality declined from 79 per 1,000 live
deaths to 52. The world’s healthier and wealthier people have invested in
their human capital, so that global literacy has risen from 76 percent in
1990 to 82 percent in 2005 (World Bank 2007).

The economic and social improvements have also been accompanied by
an expansion of democracy. What Samuel Huntington (1991) called the
“Third Wave” of democratization, which started in Spain and Portugal in
the mid-1970s, has increased the number of democracies in the world from
41 in 1974 to 123 in 2007 (Freedom House 2007, Diamond 2008). For the
first time in world history, most people live in democratic countries. At the
same time, there are fewer military conflicts and fewer deaths in armed
conflict than ever before in recorded history (SIPRI 2007).

Thus the last three decades of economic, social, and political develop-
ment in the world have been nothing short of spectacular, doubtless the
finest ever. As a result, for the first time, we can seriously talk about the
end of poverty. In 1989, when Francis Fukuyama wrote about the end of
history, suggesting that the whole world was about to become democra-
tic, he was widely ridiculed. Twenty years later, such a perspective ap-
pears less utopian (Diamond 2008), although still far from being achieved. 

Two very different kinds of queries arise in the midst of this plenty. A
first and natural worry is that the situation is too good to last. Time and
again, the world has been hit by financial crises and depressions. The re-
cent episode of rapid growth for almost the entire world economy re-
sulted from the coincidence of numerous supportive factors, which will
not necessarily endure at least to the same degree. 

First and foremost among these factors, the world economy benefited
from comprehensive and far-reaching policy reforms in a number of im-
portant countries and regions in the 1990s and early 2000s, the subject of
analysis in many chapters of this volume. Second, after two or more
decades of macroeconomic turbulence caused by weak, and sometimes
openly populist, macroeconomic policies, the vast majority of less devel-
oped countries adopted a more prudent stance. This resulted in an im-
pressive worldwide disinflation, a rapid increase in international reserves,
and a substantial improvement in fiscal balances. Third, the successful
completion of the Uruguay Round in the mid-1990s helped, with a certain
time lag, to liberalize the world’s manufacturing trade and, partly, trade in
the service sector. Fourth, an accommodative monetary policy of the
largest central banks in the early 2000s, in the aftermath of the so-called

00--Introduction--1-16  6/19/08  9:04 AM  Page 3



4 CHALLENGES OF GLOBALIZATION

dotcom bubble burst and the 9/11 terrorist attack, resulted in a strong and
positive demand shock for most of the less developed countries and
strengthened their economic boom. 

Unfortunately, the near-term global prospects look less optimistic now,
and it is not clear how the world economy and individual countries will
adjust to the new, less favorable environment. Some of the factors that
contributed to the recent boom are definitely over, at least for the time
being. The reform impetus of the 1990s has been followed by reform fa-
tigue in many countries. The next World Trade Organization (WTO) glo-
bal trade liberalization round, the Doha Round, is paralyzed. And the ac-
commodative monetary policy of the major central banks caused the
current financial crisis in the United States and global overheating. The
latter is evident in rapidly growing commodity prices and the surge in
global inflation, among other indices. 

A major macroeconomic concern derives from the inordinate imbal-
ances in international payments. China, Japan, Russia, and generally East
Asian and oil-exporting countries have accumulated huge international
reserves, while the United States has run a large and persistent current ac-
count deficit. Most countries in Central and Eastern Europe also have
large current account deficits. The first part of this book is devoted to
questions concerning these deficits.

A second and very different group of worries about globalization is that
its many advantages are not genuine or that other values are more im-
portant. The most obvious concern is that inequality appears to have in-
creased in the last two decades in virtually all countries (Milanovic 2005),
although Sadhir Anand and Paul Segal (2008) find no firm evidence that
inequality among individuals in the world as a whole has increased during
the last three decades. The very rich, however, are both more numerous
and wealthier than at any other time in world history. Is this a problem?
The sanguine argument contends that the flood raises all ships. As long as
the poor receive more, the rise in the share accumulated by the very rich
is not really troublesome. But a radical concern is that the rich are buying
society lock, stock, and barrel—their wealth jeopardizes democracy by
leading to the rule of the wealthy, whose goal is to make more wealth.
Naomi Klein (2007) has taken this argument to its extreme by claiming
that the driving force behind capitalist ideology is war and exploitation to
make the richest even richer. A less radical criticism of globalization fo-
cuses on its increasing pace of social change, resulting in the frequent clo-
sure of enterprises and the transfer of jobs to other places and countries.

Notwithstanding these criticisms, the markets for goods, services, and
capital, but not for labor, are arguably freer than at any other time in the
world, and global economic integration is greater than it has been at any
time since World War I. During the two decades before the Great War, the
world saw a similar degree of international economic integration. The
economic dynamism of that time was extraordinary, but this early phase
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of globalization ended with World War I, which started seven decades of
protectionism and state management of national economies. The upshot
was not an economic but a political failure as the old more or less author-
itarian monarchies and empires were unable to keep up with the freedoms
of capitalism.

We argue that the rising criticism of globalization is a function of the in-
herent self-destructive forces of capitalism. In itself, capitalism is not stable.
Business cycles are inevitable, and we do not know whether true depres-
sions can be avoided in the future. People must nonetheless believe in its
just existence if capitalism is to survive. However absurd communism ap-
peared toward its end, it represented a clear, anticapitalist logic, which
might reemerge when the evils of communism have been sufficiently for-
gotten. The public rarely appreciates private ownership of large enterprises
and huge fortunes. Other dangers are populism and chauvinism, which
can manifest themselves in ways quite similar to leftwing radicalism. 

The second part of the book, therefore, concerns the institutions of capi-
talism. What are they? How can they be defended? How are they evolving? 

How Severe and Dangerous Are Global Imbalances?

The last serious global financial crisis was caused by the combined effects
of the East Asian, Russian, and Brazilian crises in 1997–99 and the Long-
Term Capital Management (LTCM) failure in the United States at the 
end of 1998. Argentina and Turkey faced serious crises somewhat later, but
they were confined within their national boundaries. Since then, the world
has seen a period of unusual macroeconomic calm and discipline, espe-
cially in emerging markets and most of all among those that were hit by the
crises of 1997–99. These countries have excelled with budget surpluses (or
small deficits), many with current account surpluses, and many have paid
off their foreign debts, most notably Russia. As a result, China, Japan, and
Russia have accumulated the largest international currency reserves in the
world, amounting to a total of $3 trillion. Sharply rising oil prices since 2004
have also led to increased reserves in the oil-producing countries, which
appear to have learned their lesson from the 1970s, when they squandered
their (temporary) fortunes in the belief that they were permanent.

If properly accounted for, total current account surpluses must be bal-
anced by a sum of corresponding current account deficits. The anomaly of
the last decade has been that the United States has been the largest net
debtor to the rest of the world economy. Another region that has experi-
enced lasting and sustained current account deficits is Central and East-
ern Europe. Six chapters in this book focus on current account imbalances,
how to interpret them, and what to do about them, if anything.

In chapter 1, Susan Schadler, former deputy director of the European
Department of the International Monetary Fund, asks “Are Large External
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Imbalances in Central Europe Sustainable?” A number of countries in this
region have had lasting and large current account deficits, and seven (Bul-
garia, Estonia, Hungary, Latvia, Lithuania, Romania, and Slovakia) aver-
aged 7 to 12 percent of GDP in 2001–06. In 2007 these deficits grew even
further, with Latvia’s deficit rising to as much as 24 percent of GDP, Ro-
mania’s to 14 percent, and Bulgaria’s to 21 percent (Marrese 2008, EBRD
2008). In the late 1990s, the rule of thumb was that a current account deficit
of more than 5 percent of GDP was worrisome (Summers 1996). 

Schadler acknowledges that “By conventional standards, the external
imbalances of many of the Central and Eastern European countries are
indeed large enough to justify serious concerns” and proceeds to analyze
standard factors of vulnerability. In this region, exchange rate policies
arouse few concerns. The Central European countries have hardly any
discretionary official intervention. The Baltic states and Bulgaria have cur-
rency boards, and the others are inflation targeters with floating exchange
rates. Public debt is no major concern because capital inflows focus on the
private sector, going primarily to real investment. This high economic
growth arises from very dynamic total factor productivity, both of which
should attract foreign investment. The underlying factors are these coun-
tries’ recent accession to the European Union and their prior depression
of the communist system and its collapse. Indeed, most of the current ac-
count deficits are actually covered by foreign direct investment. To that
should be added some stock purchases and short-term loans from foreign
banks to their subsidiaries in Central Europe. 

These factors dispatch most of the conventional concerns, but not all. In
some countries, the external deficits are just too large. Latvia stands out,
though its small size and deep integration with the Nordic economy might
save it from a hard landing. Another country with a large deficit that is
only partially financed with foreign direct investment is Romania. A dif-
ferent concern is excessive private borrowing from abroad, which was the
prime cause of the East Asian crisis. In this regard, several countries (no-
tably Estonia and Latvia) appear vulnerable. 

A further worry is currency mismatch. The governments have reduced
their currency risks by increasingly selling bonds in their local currencies.
Currency risks have instead landed in the consumer sector. In Hungary,
half of all home mortgages are in Swiss francs. Thus, the dominant picture
is one of a historic shift of savings from a region where productivity grows
slowly to a more dynamic region. Yet, rather than abating, the current ac-
count deficits have ballooned, increasing fears of financial crisis.

In chapter 2 Alan Ahearne, Birgit Schmitz, and Jürgen von Hagen dis-
cuss “Current Account Imbalances in the Euro Area.” Their initial obser-
vation is that current account imbalances have widened markedly over
the past one and a half decades and that these imbalances have been ag-
gravated since the creation of the Economic and Monetary Union (EMU).
The salient point is that the three poorest euro economies, Greece, Portu-
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gal, and Spain, had current account deficits on the order of 9 percent of
GDP in 2006, and these were financed by rich euro countries. The authors
argue that this increased dispersion of current account positions reflects
shifts in relative competitiveness in the euro area. As always, the source
of financing is crucial, and a worrisome observation is that the large cur-
rent account deficits of Greece, Portugal, and Spain are financed to a large
extent through bank loans. An alternative interpretation of the current ac-
count imbalances is that they reflect capital flows in line with neoclassical
growth theory. 

The authors proceed to an econometric test and find that the EMU has
changed the pattern of capital flows in Europe, increasing capital flows
from rich to poor countries. Thus the current account development reflects
an adjustment to capital flows rather than any flaw in macroeconomic
management. The authors’ message to new EU members is that they
should expect even larger capital inflows—and current account deficits—
when they finally adopt the euro. Yet the question remains: How much is
too much? Countries that join the EMU will face a serious challenge in
managing capital inflows.

Marek Dabrowski takes this argument further in chapter 3, “Rethinking
Balance of Payments Constraints in a Globalized World.” His aim is to
confront the traditional framework of analysis for balance of payments
with the new realities of a highly integrated world economy with great
capital mobility. He finds many weaknesses in the simplifications of tradi-
tional analysis: It distinguishes transactions as “foreign” or “domestic,”
but in this day and age many asset owners easily alter residency or juris-
diction. All transactions, both public and private, are summarized in bal-
ance of payments, but their purposes and utility vary greatly. Dabrowski
also points out that in a world of largely unrestricted capital flows, in-
vestors seek the highest expected return regardless of national boundaries,
and the movement of capital is particularly easy in a monetary union.
Much of the current account deficit of the new EU members may be seen
as a reflection of the new member states offering a higher rate of return on
capital. Because they attract capital inflows, they have a current account
deficit. But in fact, these deficits bear witness to a favorable business cli-
mate. As a consequence, Dabrowski warns against the use of stereotypical
warning signals, such as the “5 percent doctrine,” as a standardized share
of GDP in current account deficit.

Instead, Dabrowski proposes an alternative analytical framework. Cap-
ital movements are not restricted but free, and major sources of capital
have no country of origin. Investors represent the private sector, and they
seek the highest rate of return regardless of place or duration of invest-
ment. Finally, if a country has a better investment climate than others,
there is no necessary diminishing rate of return in that country. Such an
alternative analysis could have far-reaching policy implications. Deficit
countries would fall into two categories, those with sovereign currencies
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and those belonging to a monetary union, notably the EMU. In general,
many large deficits become acceptable, but certainly not all. A much more
differentiated, nuanced, and profound analysis of capital flows becomes
necessary.

In chapter 4, “A World Out of Balance?” Daniel Gros broadens the pic-
ture to external imbalances in the world economy. His starting point is the
US current account deficit that increased steadily to 6 percent of GDP in
2006. This external deficit was underpinned by rapidly rising housing
prices in the United States and permissive credit markets with historically
low risk premiums. Gros argues that the US external deficit was not caused
by higher US growth but by the maintenance of domestic demand through
foreign borrowing. The US current account deficit corresponds to the dif-
ference between US saving and investment. 

Today, emerging economies maintain a savings glut, while US house-
hold savings have fallen to nil. The US external deficit has been financed
by emerging-market economies, among which the biggest surplus coun-
try is China, which seems determined to maintain its export-led growth
model. The other financiers of the US deficit are the oil-producing states;
rising oil prices have led to substantial savings surpluses in these coun-
tries. Further oil price increases should aggravate the already great global
imbalances: Gros sees the large savings of the oil-producing countries as
the cause of low interest rates in the face of sharply rising oil prices.

Gros summarizes three views of the key cause of the excessive global
imbalances. Washington blames China for underconsumption and manip-
ulation of its exchange rate in order to promote exports, Europeans com-
plain about the US fiscal deficit and the loose monetary policy of the Fed-
eral Reserve, and Asians accuse the United States of overconsumption
while themselves seeing a competitive exchange rate as a necessary ele-
ment of an export-led growth strategy. As China has amassed $1.7 trillion
of reserves through huge surpluses vis-à-vis both the United States and
Europe, a transatlantic consensus has been formed in favor of a revalua-
tion of the Chinese renminbi. However, Gros argues that China is only one
large source of global savings; the other is the oil-producing countries. He
advocates that the Unites States accept a prolonged period of weaker
growth in order to achieve a gradual adjustment of its external deficit, but
he worries that US policymakers will try to escape an economic slowdown
by cutting interest rates aggressively, which would cause the dollar to
plummet. If the United States adjusts primarily through devaluation, the
European economy will also decelerate, and the slowdown might become
global. Gros concludes that the United States and some European
economies have been overheated because of housing inflation, which has
been financed internationally—a problem that should be resolved.

In chapter 5 Ray Barrell, Dawn Holland, and Ian Hurst discuss “Sus-
tainable Adjustment of Global Imbalances.” They focus on the US current
account deficit of 6 percent of GDP, which has led to a negative US net
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asset position of 20 percent of GDP. They argue that the deficit may be due
partly to misaligned exchange rates and partly to excessive domestic ab-
sorption and that a simple devaluation would have no long-term effect on
the current account. The underlying forces must be adjusted. The higher
oil price since 2004 has boosted the current account deficit, but the reduc-
tion of the US effective exchange rate from 2003 to 2005 brought about a
slightly larger improvement of 2 percent of GDP.

These authors argue that mere exchange rate changes driven by mone-
tary policy would only temporarily improve the US current account. If a
sustained change is to take place, the real economy must change. They ad-
vocate adjustment through a combination of actions. Critically, domestic
absorption needs to fall in the United States and increase elsewhere. The
authors prefer a market adjustment through a change in the risk premium
on US assets. As a consequence, the US exchange rate would experience a
20 percent real depreciation. The rise in the risk premium would increase
US real interest rates by over 1 percentage point from early 2007 to 2010.
Then the current account balance would be 3.5 percent of GDP better than
the baseline. Such a combination of exchange rate adjustments and im-
proved current account balance would increase the US net asset position
by 24 percent of GDP by 2015.

In chapter 6, “Meeting the China Challenge Is Meeting the Challenge 
of Comprehensive Engagement and Multilateralism,” Wing Thye Woo
brings China into the discussion. He begins with the US animosity to Chi-
nese trade surpluses with the United States, which he considers misdi-
rected. He sees the US concern as one of increased job insecurity that de-
rives both from enhanced globalization (not only from trade with China)
and from rapid technological innovation. Rather than wanting to stop
either of these forces, Woo calls for a better social safety net in the United
States. 

Turning to China, Woo finds that the main cause of the Chinese current
account surplus is the country’s dysfunctional financial system. Total sav-
ings exceed investment expenditures, and this savings glut is the cause of
the current account surplus. Simply put, China invests its savings surplus
in foreign assets such as US treasuries. One reason for the savings glut is
that all the banks are state-owned and the state needs to regulate their
lending to keep them responsible. The Chinese people save a lot because
of the poor social safety net. Because of inadequate financial intermedia-
tion, the financial system fails to reduce savings that are induced by un-
certainty, forcing investors to finance more of their investment with sav-
ings than they would like.

Woo argues that the problem is complex and therefore its solution must
have many parts. The United States ought to improve its fiscal balance
and reinforce the dwindling Trade Adjustment Assistance program, re-
training support, and medical insurance to enhance people’s sense of se-
curity. China primarily ought to speed up the renminbi appreciation that
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started in 2005, not least to contain inflation, accelerate import liberaliza-
tion, and pursue a more expansionary fiscal policy to soak up excess sav-
ings. Together, the United States and China should pursue multilateral
trade liberalization leading to the successful conclusion of the WTO Doha
Round.

In August 2007, after these chapters were written, a financial crisis
erupted globally originating in the United States. Although the problems
of global imbalances had been evident for a long time, as these chapters
show, the dominant one was the US current account deficit, which had
been growing larger until 2006. By that time, there was no doubt that it
was unsustainable. The fate of the large current account deficits of small
and less well-off countries in Europe is uncertain, but the old rule appears
to prevail that they may have sustainable deficits for quite some time, and
eventually some will grow too large and will require readjustment when
the credit flow suddenly stops.

Europeans especially have long blamed loose American credit policy,
which has been geared to overconsumption, for the US current account
deficit. Federal Reserve Chairman Ben Bernanke has instead famously
blamed the “savings glut” in the rest of the world, while others have em-
phasized the more attractive returns of financial investment in the United
States. 

The financial crisis that erupted in August 2007 also put the spotlight
on poor regulatory standards evident in the acceptance of poor credits
called subprime mortgages, which were packaged as securities and given
excessively high credit ratings. In the wake of the mortgage crisis, the
United States has landed in a housing crisis, and both have brought about
an economic slowdown that is reducing growth in the rest of the world as
well. Readjustment is under way, but it is guided by fear rather than an
orderly process.

The long-desired realignment of exchange rates began in early 2003,
and the financial crisis in 2007 gave it new impetus. The US dollar has
fallen as low as anybody would have desired (Williamson 2007), while the
euro and the yen have surged. Most East Asian currencies, including the
Chinese renminbi, are set to rise further (Goldstein and Lardy 2008). How
far the exchange rate changes will overshoot in the midst of the crisis is
still to be determined. Obviously, an earlier and more orderly realignment
of the exchange rates would have been preferable, as John Williamson
(2007) in particular has long argued. 

What will be the long-term implications of the current abrupt depreci-
ation of the US dollar for its role as the only truly global currency and for
global macroeconomic and financial stability? We foresee three impacts.
First, central banks that target their exchange rates to the US dollar (even
partially or in a soft way) must abandon the dollar peg immediately if
they want to avoid importing an inflationary impulse via the weakened
US currency. This dilemma concerns many central banks in Asia (most no-
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tably China and India), oil-exporting countries (especially those in the
Gulf region), the Commonwealth of Independent States (Russia, Ukraine,
Kazakhstan, and others), and some countries in Latin America and Africa. 

Second, the dollar is the global unit of accounting and statistical re-
porting, the dominant currency of trade and financial transactions, and a
means of storing financial wealth, including the international reserves of
central banks. All who use the dollar as an accounting unit will report
rapidly increasing sale prices and revenues as well as dollar-denominated
profits. This may create an illusion of money and wealth in the short term,
which could lead to overly optimistic financial and investment plans if
adjustments are not made for the declining international value of US cur-
rency. The same may happen on a macro level, especially in countries that
continue to peg their currencies to the US dollar; they may face the illu-
sion of increasing tax revenues, for example, as in the case of rent-type
taxes linked to dollar-denominated export prices, or growing interna-
tional reserves. 

Third, holders of US dollar-denominated assets will lose and holders of
dollar-denominated liabilities will gain. Central banks with large dollar-
denominated reserves will be the major losers. Sovereign wealth funds
created by oil exporters and some Asian countries in order to sterilize ex-
cessive foreign exchange inflows will be the next victims. Numerous pri-
vate holders of dollar-denominated financial assets worldwide will also
suffer exchange rate losses and inflation tax. On the other hand, the US pri-
vate sector (especially households) and US government, the two largest
debtors in US currency, will be major beneficiaries. Similar gains will be
shared by all other holders of dollar-denominated liabilities. This may not
be the best lesson for potential borrowers in less developed countries as it
may increase their appetite for future foreign-currency borrowing. 

The key question, however, is whether holders of dollar-denominated
assets will quietly stay put or start a run on the US currency. Until very re-
cently, the prevailing opinion was that, assuming a modest and gradual
dollar depreciation, there would be no dramatic recomposition of at least
official assets. However, this assumption may not hold true any longer,
leading to further dramatic exchange rate readjustment. 

Looking ahead, we must ask whether the US dollar will sustain its role
as the most important global currency. If not, which currency will take
over that role? Today, the euro seems the most likely successor, but
whether EMU member countries and the European Central Bank would
be happy with such an outcome is debatable. And a disruption of the cur-
rent dollar-based trade and financial transaction system may harm global
trade and capital flows. 

In summary, the rising and persistent US current account imbalance
proved unsustainable, and because little had been done to contain it earlier,
the adjustment was sudden and abrupt following a serious financial crisis
with unknown global consequences (at least at the time of this writing). As
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always, an earlier adjustment would certainly have been desirable—and
not impossible, as there had been clear warning signals for years.

Where does this leave the case for globalization? An immediate and
broad reaction is that globalization is in danger. If even the United States,
the heart of capitalism, can enter such a destabilizing crisis, what can be
said in defense of globalization? Yet capitalism was considered moribund
in Russia in August 1998 and in Argentina a few years later, but it re-
bounded with a vengeance and globalization proceeded. After all, the
problem with the United States has not been capitalist orthodoxy but the
leadership’s failure to abide by its dogmas. The political response will re-
quire both intellectual clarity and persuasive power.

Capitalism: A Model of Economic Growth

Curiously, the capitalist model of economic development appears less
questioned today than globalization. Since the collapse of communism,
there does not seem to be much of an alternative either in theory or in
practice. The pillars of capitalism—reasonably free trade and prices, pri-
vate ownership of the means of production, and stable money—are
widely accepted. The issues are limited to how large public redistribution
should be, how much regulation of various markets is optimal, and how
the difficult public functions can best be organized.

In chapter 7 Leszek Balcerowicz discusses “Institutional Systems and
Economic Growth.” As the title suggests, this is a broad philosophical ap-
proach to long-term economic growth as one of the most fundamental is-
sues of empirical economics. Balcerowicz singles out innovation-based
growth as potentially lasting and universal, while other forms of growth
are merely transitional. Innovation-based growth must be founded in a
country’s institutional system, but it can be blocked by either an informa-
tion barrier or an incentive barrier. The latter is in effect when the expected
utility an individual derives from a new system does not correspond to the
utility to society of his or her act. Either investment is hampered or the in-
dividual returns of an investment are in danger because of official or pri-
vate predation. With few exceptions, in countries where incentive barriers
prevail, long-term economic growth requires a substantial change of the
country’s institutions through reform. 

In a similar vein, Jacek Rostowski (since appointed minister of finance of
Poland) and Bogdan Stacescu consider “The Impact of the ‘Legal School’
versus Recent Colonial Origin on Economic Growth” in chapter 8. The tar-
get of their scrutiny is papers by Rafael la Porta and colleagues (1997) ar-
guing that the origin of a country’s legal system is decisive for economic
growth. Rostowski and Stacescu conduct an econometric test that fails to
verify that a legal system based on the English common law system is
more conducive to growth than one founded on French civil law. Instead,
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their regressions support the view that the problem lies in a wider complex
of institutions that are associated with having been a British or a French
colony. They find that former British colonies evidence better economic
performance than former French colonies. It may be added that this is only
a matter of relative performance, not an absolute obstacle; as Raghuram
Rajan and Luigi Zingales (2003) noticed, France had a relatively larger
stock market capitalization than the United States in 1914.

The last two chapters in this book discuss the possibilities for the Euro-
pean Union to compete and adjust in relation to East Asia’s Tigers and
China, respectively. In chapter 9, “Does the European Union Emulate the
Positive Features of the East Asian Model?” Anders Åslund arrives at a
surprisingly positive answer. In a comparison between key features of the
East Asian and EU economic models, he finds that East Asia has excelled
in four regards: small transfers and public expenditures, low taxes, freer
labor markets, and strong education. He focuses on the first three, which
are all prominent goals of the EU Lisbon Agenda of 2000. 

The Lisbon Agenda has not been very effective, however, because it was
a top-down approach. Instead, fiscal and regulatory national competition
on the unified European market seems to be doing the trick. Tax competi-
tion is pervasive. The average highest personal income tax has fallen by 5
percentage points in Eastern and Central Europe in the last decade and by
4 percentage points in the 15 old EU members. The corporate profit tax has
slumped by 11 percentage points in Eastern and Central Europe and by 9
percentage points in the old member countries. These tax cuts have been
accompanied by stricter fiscal discipline. Even so, from 1995 to 2000, aver-
age public expenditures as a share of GDP declined by almost 6 percent-
age points, with three countries recording declines of 10 percentage points
or more. In addition, labor markets are being deregulated in small steps.
Many factors have contributed to this steady liberalization, but the domi-
nant force is competition among the nations belonging to the European
Union. This competition has been reinforced with the enlargement of the
European Union and the strengthening of competition within the Union. 

In chapter 10, “Eight Potential Roadblocks to Smooth EU-China Eco-
nomic Relations,” Jean Pisani-Ferry and André Sapir consider the di-
lemma of relations with China from a European perspective. Their main
concerns are that Europe will not reform fast enough to keep up in the
competition and could be squeezed in intensified competition between
the United States and China, in which the former would be more innova-
tive and the latter more cost effective. 

A number of factors contribute to the challenges for Europe vis-à-vis
China. Chinese integration into the world economy may not help but in-
terfere with European integration. Similarly, European privileged trade
relations may be destabilized by Chinese competition. China’s great de-
mand for energy and other raw materials will boost their prices and affect
import-dependent Europe. Dysfunctional European labor markets are a
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particular handicap. With regard to policies on climate change, Europe
and China take opposing positions, which may harm control of green-
house gas emissions and cause trade disputes. At present, the euro has
shot up, while the rate of the renminbi is lingering (as a consequence of its
continuous peg to the US dollar), further squeezing EU trade. And ulti-
mately, China’s rise in economic power will reduce Europe’s weight not
only in the world economy but also in international organizations.

But along with these international shifts and concerns, something curi-
ous is happening. Globalization, rather than capitalism, is being questioned
because of its huge force that does not seem sufficiently well managed by
existing governmental institutions. At the same time, capitalism is devel-
oping ever further in most countries. Deregulation, privatization, and the
reduction of state financial intermediation are proceeding in line with the
Washington Consensus (Williamson 1990). Public expenditures are declin-
ing and converging, possibly toward one-third of GDP as Vito Tanzi and
Ludger Schuknecht (2000) advocated. Similarly, democratization is pro-
ceeding with economic modernization, as Seymour Martin Lipset (1959)
taught us.

The exceptions to this increasing adherence to the rules of normal cap-
italism are few, essentially some of the most resource-rich countries (such
as Russia and Venezuela), which can afford poor economic policies as
long as the oil price keeps reaching new peaks. 

Yet the victorious Washington Consensus is not popular. It has even be-
come a bad word in populist leftwing discourse (Klein 2007; Stiglitz 2002,
2006). The situation is somewhat reminiscent of the 1960s. As the world
improves in almost all conceivable regards, tolerance of the few elements
that are not improving—inequality and security—is steadily declining.
The economic success of capitalism and globalization may appear to be as
good as anybody could have hoped, but capitalism also has to be politi-
cally sustainable, which is an important topic for another book.

References

Anand, Sadhir, and Paul Segal. 2008. What Do We Know about Global Income Inequality?
Journal of Economic Literature 46, no. 1: 57–94.

Balcerowicz, Leszek, and Stanley Fischer, eds. 2006. Living Standards and the Wealth of Nations:
Successes and Failures in Real Convergence. Cambridge, MA: MIT Press.

Chen, Schaohua, and Martin Ravallion. 2007. Absolute Poverty Measures for the Developing
World, 1981–2004. World Bank Policy Research Paper WPS4211 (April). Washington:
World Bank. 

Diamond, Larry. 2008. The Spirit of Democracy. New York: Times Books.
EBRD (European Bank for Reconstruction and Development). 2008. Selected Economic In-

dicators. Available at www.ebrd.com (accessed on April 1, 2008).
Freedom House. 2007. Freedom in the World 2007: Selected Data from Freedom House’s Annual

Global Survey on Political Rights and Civil Liberties. Available at www.freedomhouse.org.
Gaidar, Yegor T. 2005. Dolgoe vremya (The Long Term). Moscow: Delo.

00--Introduction--1-16  6/19/08  9:04 AM  Page 14



INTRODUCTION 15

Goldstein, Morris, and Nicholas Lardy, eds. 2008. Debating China’s Exchange Rate Policy.
Washington: Peterson Institute for International Economics.

Huntington, Samuel P. 1991. The Third Wave: Democratization in the Late Twentieth Century.
Norman, OK: University of Oklahoma Press.

Klein, Naomi. 2007. The Shock Doctrine: The Rise of Disaster Capitalism. New York: Metropolitan
Books.

La Porta, Rafael, Florencio Lopez-de-Silanes, Andrei Shleifer, and Robert Vishny. 1997. Legal
Determinants of External Finance. Journal of Finance 52, no. 2.

Lipset, Seymour Martin. 1959. Some Social Requisites of Democracy: Economic Develop-
ment and Political Legitimacy. American Political Science Review 53, no. 1: 69–105.

Marrese, Michael. 2008. The Convergence of CEEMEA Countries with Developed Markets. JP
Morgan, March 27.

Milanovic, Branko. 2005. Worlds Apart: Measuring International and Global Inequality. Prince-
ton: Princeton University Press. 

Noland, Marcus, and Howard Pack. 2007. The Arab Economies in a Changing World. Washing-
ton: Peterson Institute for International Economics. 

Rajan, Raghuram G., and Luigi Zingales. 2003. The Great Reversals: The Politics of Financial
Development in the Twentieth Century. Journal of Financial Economics 69, no. 1: 5–50.

Stiglitz, Joseph E. 2002. Globalization and Its Discontents. New York: Norton.
Stiglitz, Joseph E. 2006. Making Globalization Work. New York: Norton.
SIPRI (Stockholm International Peace Research Institute). 2007. SIPRI Yearbook 2007. Arma-

ments, Disarmament and International Security. London: Oxford University Press. 
Summers, Lawrence H. 1996. Commentary. In Volatile Capital Flows, eds. Ricardo Hausmann

and Liliana Rojas-Suarez. Inter-American Development Bank.
Tanzi, Vito, and Ludger Schuknecht. 2000. Public Spending in the 20th Century. Cambridge:

Cambridge University Press.
Williamson, John. 1990. Latin American Adjustment: How Much Has Happened? Washington:

Institute for International Economics.
Williamson, John. 2007. The Future of the International Monetary System. In Global Imbal-

ances and Developing Countries: Remedies for a Failing International Financial System, eds.
Jan Joost Teunissen and Age Akkerman. Forum on Debt and Development.

Wilson, Dominic, and Roopa Purushothaman. 2003. Dreaming with BRICs: The Path of 2050.
Goldman Sachs Global Economics Paper 99. 

World Bank. 2007. World Development Indicators database. Washington. Available at http://
devdata.worldbank.org/dataonline.

00--Introduction--1-16  6/19/08  9:04 AM  Page 15



00--Introduction--1-16  6/19/08  9:04 AM  Page 16


	Introduction: Challenges of Globalization
	A Golden Period of Global Growth
	How Severe and Dangerous Are Global Imbalances?
	Capitalism: A Model of Economic Growth



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


