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Ev ide nce shows the ‘internat ion alized’
econ omy is nonsense

BY MILTON FRIEDMAN
Profes sor Friedma n is senior res earch fel low at
the Hoove r Institute. He receiv ed the Nobel Prize
fo r econ omics in 1976. His rem arks are taken
fr om an addre ss to a Frase r Institute Rou ndt able
held in Vancouver.______________

The popular mes sage we hear repeated
ov er and ove r is that somehow the world
ha s re a l ly become int e rnation a lized . It is a
new economy, a  new world; we need new
mea s ure s to cope wit h the wid e n ing indus-
tr ializ ation of the world.

Ultimately, if you look at that mes sage in
greater det ail, the main thing to be said
abou t it is that it’s a bun c h of non sense. The
wo r ld is les s in ter nation a lized in any imme-
diat e, relev a n t, per tin ent sense today than it
wa s in 191 3 or in 1929.

Why is the re this belief that the re has been
a gre at deal of int e rnation a liz ation?

Tw o things have produ c e d it. One is the
revolu tio n in com mun i c ation s technol ogy
throug h satellit es and computers, whi c h ha s
in d eed int e rnation a lized the secur ity mar-
ke ts of the world. They hav e beco m e un i-
fie d. It is pos sib le at any tim e in a 24-hour
period to buy secur ities – Ame rican secur i-
ties, Canadian secur ities, Britis h se cur ities –
in Hong Kong, or Singapore, or Jap an, or
Ne w Yo rk, or Lon d on.

There has been no sim ilar exper ienc e
si nce 1867, when an eve n greater unific ation
of world secur ity marke ts occur red as a re-
sult of the completio n of the trans atlantic ca-
ble bet ween Lon d on and the United States.
Inst ea d of waiting two weeks to find out
what the price of the dollar was in Lon d on,
you cou ld get it in two minu t es. That was a
mu ch gre ater improve ment than satellit es hav e
brou ght.

Asid e fr om the int e rnation a liz ation of the
fin a n cia l market, whi c h is a reality, the re has
been a lot of talk about the int e rnation a liz a-
tion of the marke t in goods and ser vic es. It
is said that int e rnation a l trade has exp ande d
so much, par ticularly in the United States,
becaus e U. S. impor ts and expor ts hav e go ne
up ver y rapi d ly in recent years. Of cou rse,
it is par tly the empha sis on the so-called
bala n ce-of-trade defi cit.

If you take the long vie w, the fact of the
matt e r is that foreign trade has decli ned ove r
a much longe r period than it has recently
risen.

One way of looking at this is to take
U. S. expor ts plu s im por ts div ide d by two to
ge t the ave r age amoun t of trade and, then,
divi ded aga in by the nation a l in come. I

have don e this , plo tting the ratio from 1869
to 1987, a per iod of wel l ov er a centur y. For
the gre ater par t of that per iod the ratio was
de cli ning. The patt e rn is that the re was a
bump upward in the early par t, which is the
First World War; a downward bump lat e r in
the Gre at Depre ssi on; but, until the 1970s,
the basic tre n d wa s downward .

In the 1970s the re was a sharp exp l osi on.
Why? For two rea son s. One rea son was the
em ergenc e of worldw ide inflation, whi c h le d
to a disto rtion in prices and exc h a nge rat es
arou nd the world. The secon d re ason was
the eme rge n ce of the oil car tel , which led to
a sub stantia l in cre ase in the price and cos t
of oil. But this inflation ary tre n d peaked
in 1980. It is now coming dow n, and wil l
contin ue to come down. That aspect of it
ha s been a ver y temporary phen omen on at-
tr ibutable to two par ticular cau ses.

The problem , while tem porary, is likely to
do a great deal of harm. This is a sub ject
that is of gre at int e rest to Canadians, wit h
all the discus sio n abou t the misla bel led
fre e-trade tre aty between Cana da and the
Un ited States. It is likely to do a gre at deal
of harm becau se the great inc rea s e in the
ex por t /impor t ratio was accompanied by a
U. S. balanc e-of-paym e n t s deficit whi c h
caus ed a lot of con cer n and whi c h ha s been
le ading to a ver y st rong protection is t move-
ment. This , in tur n, has led to passag e of
the U.S.Trade Act, whi c h I think is one of
the worst things we hav e se en in this are a
si nce Smoot-Haw ley in 1930.

Let me go back to the main sto ry. It is
not the volum e of the mov ement of goods
and ser vic es that cou nts. What really mat-
ters is the ter ms on whi c h they exc h a nge.
In a unifie d wo r ld, the same goods sel l fo r
the same price in different places exc ept for
the cos t of transportation. Orang es sel l fo r
the same price in Califor nia and New Yor k
– exc ept for the cos t of transportation. I
think the same thing is true in Cana da. The
same goods sel l fo r the same price in
Br itis h Colu mbia and Quebec, exc ept for the
cos t of transportation. The way to see if
you really hav e a unifie d, int e rnation a lized
wo r ld is to compare the price of the same
goods in different cou ntr ies, apart from the
cos t of transportation, whi c h ha s beco m e a
ve ry sma l l cos t ov er tim e.

In a unifie d wo r ld, the exc h a nge rat e be -
tween the Canadian dollar and the U.S. dol-
lar wou ld be such that a Cana dian dollar
woul d buy the same baske t of goods as the
number of U.S. dol lars you cou ld get for a
Cana dian dollar wou ld buy in the United

St ates. Economists call that pur c h asi ng
powe r parity exc h a nge rat e. We als o have
an actual marke t rate.

One way to see how unifie d the world is,
is to see how clo se those two are tog ether
and how much they differ from one another.
This can be don e by comparing ratios of
purcha sing powe r parity wit h market ex-
change rat es for different cou ntr ies.

Anna Schwartz and I pub lis hed a book in
1982 called Mo net ary Tre nds in the Unite d
St ates and the Unite d Kingdom. In it, we
calcula ted an estim ate of the pur c h asi ng
powe r parity exc h a nge rat e between Britain
and the United States from 1870 onw ard .
Then we took the actual exc h a nge rat e and
divi ded the one by the othe r.

The str iking feature of that picture is that,
un til 1929, the actual exc h a nge rat e neve r
departed ver y widely from the pur c h asi ng
powe r parity exc h a nge rat e. Inde e d, it nev er
departed by more than 10 per cent, plu s or
minus. That’s not per fect but it is pretty good.

Bu t look what hap pen ed after 1929. Dur-
ing the Gre at Depre ssi on it went one way ;
after the war it went the othe r. Sin ce then it
ha s been mov ing up and down and has de-
parted 40 to 50 per cent. Why? Becau se,
as we con clu ded in our book:

"The cli c h é is, it has become one world.
In the economic world the realty is cle arly
the rev erse. The law of one price was far
cl ose r to bei ng satisfie d befo re 1931 than after".

"The technol ogical improve ments whi c h
might hav e been expected to unify the world
have been more than offset by gov ernment al
in ter ventio n which has fragment e d the world
in t o separate isola ted marke ts. This figure
demons trates viv idly how powe rful and ef-
fe ctive gov ernment int e rve n tio n ha s been in
re n d ering the law of one price far les s ap pli-
cable after 1931 than it was before.

Let me clo se wit h a quotation from my
favou rit e econ omist, John May nard Key nes.

He really is one of my fav o urite econ o-
mists. I don’t agree with the doctr ines he ex-
pres s es in The Gen era l Theory, but it is a
great book and he was a gre at economist
ev en if he was wrong. That’s a true test of
greatnes s – to be wrong in a way whi c h stim -
ulat es other people and produ c es fur the r ad -
vanc es in knowledge. I doubt the re has eve r
been a maj or scie n tis t who hasn’t been wrong.

In a book writt en rig ht after the First
Wo r ld War, The Economi c Conseq uen ces of
th e Pe ace, whi c h first establi she d him as an
in ter nation a l cele brity, he wrote:

"B efore Aug u s t, 191 4, the inhabitant of Lon -
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don cou ld secure for thwth, if he wis hed it,
cheap and comfo rtable means of transit to
any cou ntr y or cli mat e withou t passport or
ot he r fo rma lity, cou ld then proceed abroa d
to foreign quarters wit hou t know ledge of
thei r relig i on, lang uag e, or customs, bearing
coin ed wealth upon his person and woul d
consid er himself gre atly agg rieve d and much

surpris ed at the lea st in ter ferenc e."

Befo re 191 4, in regard to the mos t im por-
tant single component of int e rnation a liz a-
tion, namely the fre e dom of people to mov e,
anybody from any whe re in the world cou ld
pres ent himself at Ellis Isl and in New Yor k
Harbou r fo r im mig ration to the United
St ates wit hou t havi ng to go throu gh long

procedure s in advanc e or quali fy for an im-
migr ation quota .

The clo sing of the borders of the United
St ates to immig ration after the First World
War did more to fragment the world and
disunite it than all the technol ogical im-
prov ements in computers and satellit es hav e
done to unite it.
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