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Govemments have long pursued poli-
cies that determined the degree to which
markets have been permitted to operate.
But with the rise of global capital mar-
kets, we have learned that the opposite is
also true—markets can affect national
economic policies.

Business people know very well that
market forces do not treat kindly compa-
nies that fail to satisfy their customers.
Politicians also are now learning that
global capital markets treat harshly gov-
ernments whose policies fail to enhance
the living standards of their people.
Good business practices and good gov-
ernment policies both are essential to
sustained prosperity. But there is an
important division of labor. Private firms
best enhance public welfare by produc-
ing goods and services at the lowest pos-
sible prices; governments contribute to
the common good by establishing well-
functioning institutions within which the
society operates. Good business prac-
tices cannot effectively take root without
good government policies.

During the twentieth century there was a
massive increase in the intrusion of gov-
ernments into economic affairs, but it is
becoming increasingly clear that this
wave has crested; the role of the state in
economic affairs has begun to diminish.
In the new century and millennium, a
growing share of the world will enjoy
the prosperity that comes from the “cen-
tury of markets.”

B Government Presence

in the Economy
Just over 70 years ago, in the autumn of
1929, equity markets around the world
entered a period of steep decline— so
much so that the label “crash” is often

used to describe the events of 1929-30.
Those developments and the ensuing
policies brought about worldwide eco-
nomic depression. Indeed, it is now well
accepted that the 1930s were a “water-
shed decade” in which economic depres-
sion gave rise to public support for the
nationalization of entire industries, and
what remained privately owned was sub-
ject to pervasive governmental regula-
tion. For several subsequent decades,
decisions about what to produce, who
could produce it, where to produce it,
what prices to charge, what wages to
pay, and many other economic decisions
about interest rates, exchange rates, and
even profitability were either made by
government agencies or were subject to
their approval. Remnants of many of
those policies haunt us still.

I suggest the 1980s were another water-
shed decade, marking the beginning of
the state’s withdrawal from economic
affairs, and argue that recent trends to
strengthen property rights and enhance
the economic infrastructure of market
economies on a global basis will endure
for several decades into the future. The
financial “crises” of our time largely
reflect the breaking up of the old order.
Moreover, the vestiges of ill-conceived
government involvement in economic
affairs will be under continuous attack.
Social and political disturbances can be
expected—the more highly industrial-
ized countries are not immune—as the
relentless pressures of global capital mar-
kets confront legacy government pro-
grams and agencies. The drive toward
greater economic efficiency is an irre-
sistible force, and governmental policies
are not, in the end, immovable objects.
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We are in the midst of a great transi-
tion, from an age in which govern-
ments intervened in nearly every
facet of economic affairs to one in
which market forces not only make
political borders transparent to com-
merce, they shape political policies.
This Economic Commentary is
adapted from the John Bonython
Lecture given by Jerry L. Jordan,
president and CEO of the Federal
Reserve Bank of Cleveland, at the
Centre for Independent Studies in
Sydney, Australia, in November 1999.

® Market Forces at Work

From a historical perspective, the age of
capitalism is now at most a teenager, and
it is already evident that the power of
unfettered markets to generate wealth is
building momentum. Capitalism requires
mobility of resources— goods, labor, and
capital—so they may find their highest
valued use. But resource mobility is an
idea that is more often than not resisted
by governments, whether democratic or
authoritarian. Governments around the
globe have used a variety of methods—
with varying degrees of success—to
restrict either the entry or the exit of peo-
ple, goods, and capital. The collapse of
the Berlin Wall just 10 years ago serves
as a very visible symbol of the ultimate
futility of erecting artificial barriers to at
least one type of mobility.

Less visible, yet more pervasive, are the
countless barriers to the mobility of fi-
nancial capital. These, too, have been
tumbling down in recent years. The pro-
cess is still in the early stages, and we
have no blueprints for constructing mar-
ket mechanisms to replace ossified gov-




ernment mechanisms. Nevertheless, just
as the global political environment has
changed dramatically in the decade since
the Wall crumbled, the global economic
environment has started to move rap-
idly away from government-controlled
markets.

B The Search for Best Practices
Interestingly, the idea of irresistible mar-
ket forces meeting seemingly immovable
objects is commonplace in the world of
business. Innovations continuously bom-
bard the economy, forcing changes in
how and with whom we interact. Busi-
ness leaders are used to the idea that
there is a continuous, never-ending
search for best practices that can better
accommodate new production processes
or even produce different goods as con-
sumers’ tastes change in unpredictable
ways. This is unavoidable because failure
to recognize and incorporate superior
management processes proves fatal in the
marketplace. People in business know
that it is not simply the quality and price
of the product that must compete at a
point in time, but entire business sys-
tems. These systems must compete in
getting new products to the market and
then getting them to the customer—
when the customer wants them, how the
customer wants them, and where the cus-
tomer wants them.

Workers are subjected to the same
forces, as the demands for what they can
do and how they do it change as busi-
ness changes its way of doing things. In
response to the innovations bombarding
businesses, the labor market undergoes
substantial churning, leading to simulta-
neous job creation and job destruction.
Workers must learn new skills and meth-
ods to deliver their services to employ-
ers, just as business must learn new
processes to deliver its product to con-
sumers. Uncertain and unforeseeable
events affect both workers and busi-
nesses. There is no escape. Economic
prosperity depends on the ability to rec-
ognize and react to those forces, whether
for an individual in the labor market, a
firm in the business sector, or a govern-
ment in today’s global economy.

Current management literature asserts
the existence of business maxims or
“first principles” essential to success. In
economics there are also maxims or first
principles. One is universally used by
economists to argue for the elimination
of barriers to the mobility of goods. That
principle—comparative advantage—

holds that welfare is maximized when
unfettered market forces determine
where the opportunity cost of producing
a good is lowest.

As trade barriers continue to erode and
the principle of comparative advantage
becomes universally operative, people
are becoming accustomed to the idea of
consuming goods produced elsewhere in
the world. More recently, they have
become used to the idea that various ser-
vices, such as transportation, communi-
cations, and banking, may also be best
provided by firms headquartered else-
where on the globe. These trends, of
course, reflect the dramatic changes in
information and communications tech-
nologies that have brought ever-lower
costs of comparing products and ser-
vices over larger regions.

B Best Practices and the
Information Revolution
We all marvel at the new products and
services that come from technological
innovations. But it certainly is also true
that the information technology revolu-
tion has accelerated the rate of obsoles-
cence of old ideas and old ways of doing
things. The well-known phrase of the
Austrian economist Joseph Schumpeter
about creative destruction is something
that people in business live with every
day; new products and new services ren-
der obsolete—or at least reduce the eco-
nomic value of—old ideas, products,
services, and ways of doing things.

The half-life of knowledge is getting
shorter all the time. What one knows to-
day becomes out of date faster than ever
before. The inverse is that new knowl-
edge must be acquired and incorporated
much more quickly than before in order
to stay in the same relative position.
Political organizations and institutions
must also change at an ever-faster pace.

There was a time in the not-too-distant
past when people in commerce needed
to look only at competitors within their
national borders—especially in very
large countries like the United States. In
smaller, more open economies, business
people learned early on that best prac-
tices were often found in other countries
and that failure to respond quickly to
them produced a possibly fatal competi-
tive threat.

For a while, the expression “multina-
tional company” described one that

operated internationally. It was a holding
company, located in one place, that
owned and operated businesses located
in various other places around the world.
However, in the early versions, there
was not much more to it than ownership,
since management techniques, labor
market practices, input-factor sourcing,
product distribution systems, and so on
all remained local and distinct from
place to place. Over time, though, the
spread of best practices resulted in
global companies succeeding over
multinational companies. In other
words, businesses found that what works
best in one place works best in every
place. The idea of local content or place
of national origin became a political
obstacle or burden to be overcome but
not a desirable management practice.

Ultimately, it seemed to be simply untrue
that there were best ways of doing things
in Asia and quite different, but still best,
ways of doing things in Europe, Latin
America, or North America, all of which
were different from each other. Instead,
best practices meant simply that—it was
best, with little regard for local social,
cultural, or political settings.

B Governments and

Best Practices
This trend toward borderless commerce
means that local political institutions are
coming under increased scrutiny as well,
and the reforms we are witnessing can
be thought of as the sometimes grudging
adoption of best practices. For most of
history, the evolution of institutional
arrangements in the political sphere pro-
gressed very slowly. Certain democratic
institutions have migrated around the
world for hundreds of years since the
signing of the Magna Carta, but even in
the twentieth century most of the world
was not living under what would be con-
sidered the best practices of political and
economic infrastructure.

There are, of course, many local, institu-
tional, and political reasons for the slow
adoption of superior political institutions,
but the persistent forces arising from cap-
ital markets have meant that reform
processes accelerate, forcing many of the
old structures to crumble in their path. As
informational barriers fall—and indeed
we have witnessed substantial declines in
the cost of acquiring information—it be-
comes easier to identify and compare dif-
ferent institutional arrangements, includ-
ing tax policies, regulations, guarantees,



subsidies, and so on. This more intense
international comparison is the additional
force giving rise to institutional reforms.
As the costs of acquiring information de-
cline, it becomes more difficult to sustain
bad practices. This includes more than
just monetary and fiscal policies. The
costs of engaging in corrupt behavior—
as well as pursuing ineffective economic
policies—have risen dramatically. In
small villages, it has long been the case
that “outlier behavior” was subject to dis-
cipline. Instant global communications
extend the “village effect” into previ-
ously isolated places. Inappropriate be-
havior of both government ministers and
business executives now results in “early
retirement,” and maybe disgrace, more
swiftly than ever before.

Even local judicial systems are not
immune. If a country does not have a
well-functioning legal system in place
that protects property rights, businesses
must offer a higher rate of return in order
to attract or hold capital in the country.
This increases the cost of capital, result-
ing in lower rates of investment, which
will affect profits and the pace of real
growth. That means fewer consumption
goods and lower income per capita.

As it becomes easier for people to recog-
nize where and how resources will earn
their highest return, the half-life of bad
government policies will become ever
shorter. That is to say, global capital
markets can have a major say in deter-
mining how long before a poorly per-
forming government is forced to reform
or is turned out of office.

Countries whose futures look bleak due
to bad policies, such as massive un-
funded pension liabilities, double- or
even triple-digit inflation, lack of well-
defined property rights, and so on, will
not attract or keep the resources neces-
sary to foster significant increases in their
standard of living. They are destined to
fall farther and farther behind in terms of
per capita wealth, until the pressures for
reform become overwhelming.

B Crises and the New Order

In news reports, it is common to see peo-
ple lament the apparent increased fre-
quency of crises, especially in financial
markets over the last decade. To repeat a
point I touched upon earlier, a different
interpretation of the phenomenon we are
witnessing is that a crisis is a breaking
down of an old order and the creation of

anew one. The evolving order is con-
ducive to the rapid adoption of new pro-
cesses and institutional arrangements that
are superior to those they are replacing.

In a world with highly mobile resources,
the lessons learned in a crisis invariably
lead to changes in behavior that prevent
a repeat of the conditions that led to the
crisis. Once a crisis atmosphere has sub-
sided, we rarely see reinstitution of the
practices and arrangements that created
the crisis situation.

This interpretation of what we are ob-
serving would suggest that the frequency
of financial crises is evidence that the
pace of adoption of new and better ways
of doing things has accelerated. Borrow-
ing from Schumpeter, just as there is a
creative destruction in goods and ser-
vices as new and better products come
onto the market, so too in political and
economic matters, the replacement of
obsolete arrangements with more effec-
tive practices is a wrenching process.

It is essential to understand that, in a
partial sense, wealth creation simultane-
ously involves wealth destruction. The
true meaning of the expression creative
destruction is that when something new
and better comes along, the old—
whether goods, services, or distribution
methods —loses value. That means its
economic or market value declines.
When an upstart firm—for example,
retail-distributor.com—comes along
and gets the product to the consumer in a
less costly, more timely way, then old
methods of distribution are less valuable,
and firms engaged in the old methods
lose market capitalization.

The same is true of ideas and political
and economic institutional arrangements.
When new and better methods compete
head-on with less effective existing
methods, the old institutions must
evolve, or they will perish. Foreign trade
will be severely hampered in countries
whose courts will not enforce the con-
tracts and protect the property of their
own citizens. Banks that engage in
unsound local lending practices cannot
sustain the risk-adjusted rate of return
sought by foreign investors—unless
government guarantees are involved.
Governments with unsustainable fiscal
policies, such as promising overly gener-
ous pensions to citizens, will find it
increasingly difficult—or impossible—
to raise taxes sufficiently or issue enough

new debt to meet their commitments.
The discipline exerted by global financial
markets is beneficial in that it erodes
local resistance to more efficient domes-
tic markets.

B Brand-Name Capital

The erosion of barriers to trade in goods
and services offers clues to what we can
expect in monetary affairs. Today, brand-
name recognition and identification are
more important than ever. When a com-
pany like Sony produces a new prod-
uct—a CD player—that is better and
less costly than other brands, consumers
will want to buy it. Consumers every-
where are the same—they want the best
product for the lowest price! Only barri-
ers to trade will prevent a superior prod-
uct from gaining global market share.

Such “brand-name” identification of
goods—which has made a product’s
national origin irrelevant to consumers
—is becoming evident in financial and
monetary affairs. Lack of global special-
ization in the production of goods was
due to governmental and technological
constraints. International brand identifi-
cation evolved as these constraints di-
minished. As we are now seeing in the
monetary arena, brand identification of
standards of value—money—also
becomes more pervasive as falling costs
of information and communications
technologies make it increasingly easy
to compare the quality dimension of
standards of value.

While there are vested interests in main-
taining local governmental monopolies
over issung of the national media of
exchange, history demonstrates that
national currencies inevitably must com-
pete in the international financial arena.
Countries whose monetary policies have
resulted in large fluctuations in the value
of the currency have come under pres-
sure to adopt a system that prevents such
behavior. This is just the “brand-name”
argument—people want the best prod-
uct or service. Currency boards and
“dollarization” are two outcomes forced
on many governments by their inability
to assure stable purchasing power for the
domestic currency. The “brand name” of
currency used to denominate contracts
and trade assets is more important than
the “local content” or “national origin”
of the standard of value.




It seems natural to extend such argu-
ments to forms of government. There are
a number of different models of govern-
ment, just as there are many models of
successful business operation. And, as
best practices in governing evolve, coun-
tries that do not adopt such practices will
lose “capitalization”; that is, they will
fail to attract and hold a share of the
world’s investment capital, and the
process will culminate in much lower
standards of living.

The expression, “vote with their feet” is
still relevant for many less developed
places on earth. Oppressed and impover-
ished people still flee bad governments in
search of an opportunity for prosperity.
That long-time tradition is now supple-
mented by the powerful forces of capital
markets.

The crumbling of the barriers that have
corralled the movement of goods, labor,
and capital tells us that the role of gov-
ernment in economic affairs continues
to ebb. An economic infrastructure that
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best encourages entrepreneurship and
wealth creation is becoming more com-
monplace. Integral to these changes is
that fiscal and monetary policies are
also becoming less activist and more
predictable.

In the final analysis, sustainable long-
term prosperity, whether at the global or
the local level, occurs when human
action is focused on converting produc-
tive resources into marketable goods. It
is no longer useful to think of the gov-
ernment’s relationship to its citizens as
that of an architect, engineer, carpenter,
or to use any other metaphor implying
activism. Instead, the role of the state is
to nurture an economic garden—culti-
vating the soil to allow growth to take
root, warding off pests that seek to feed
off the budding crop, and keeping
weeds from suffocating the plant before
it achieves its potential.

I predict that in the twenty-first century
—the century of markets—globaliza-
tion and technology will force govern-
ments to establish the infrastructure that
their economies need to thrive.

Jerry L. Jordan is President and Chief Exec-
utive Olfficer of the Federal Reserve Bank of
Cleveland.
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