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Globalisation: introduction and overview

Jonathan Michie

The continued globalisation of economic activities is of major significance
for the prosperity — or otherwise — of the world’s population. It has been
accompanied by major policy debates and developments. And this
‘globalisation” has been the subject of wide-ranging cross-disciplinary aca-
demic research for the past several years — some would say for the past
several decades. a point discussed below.

The resulting academic debates are far from being resolved. In this. they
reflect the continued policy debate and action, and the continuously changing
contours of the globalisation process itself.

The purpose of the current volume is to bring together the key strands of
this wide-ranging research agenda, and to report the latest state of play in the
resulting academic debates. This literature is one that [ have been involved in
myselt with various co-authors from a series of research projects. However.
rather than include anything from these projects. or with my co-authors,
within the body of this volume. I have instead refeired liberally to various of
these contributions within this introductory essay. in which 1 also give an
overview of the subsequent 25 chapters.

1. Globalisation in question?

First is the question of how radical a break the current state of globalisation is
from previous developments? The title of this first part of the book is taken
from Hirst and Thompson (1996), who are sceptical of such claims. In Chap-
ter 1 of the current volume, Hirst and Thompson bring their arguments up to
date, continuing though to question how unprecedented recent globalisation
developments really are.

Such scepticism is challenged by Jonathan Perraton in Chapter 2. who
argues that globalisation is a process and so cannot be dismissed simply
because it has not arrived at some pre-imagined ‘state’. The question re-
mains, however. of just how different the current globalisation process is
from previous globalisation processes. Scepticism about this had been ex-
pressed by other authors before Hirst and Thompson, including Andrew
Glyn, who reports the latest state of play in Chapter 3 with his co-author Bob
Sutcliffe, arguing that globalisation 1s widely misinterpreted. and that in
particular its quantitative extent and novelty are exaggerated. Their chapter
criticises the use of inappropriate statistical measures. conclusions drawn

1



2 The handbook of globalisation

fram little data, and the failure to make historical comparisons, or to see
‘counter-globalisation tendencies and limits to globalisation. The best meas-
ures suggest that globalisation is neither so new nor so great as is often
supposed. The-political implications of this argument are then briefly ex-
plored.

Similarly, Costello, Michie and Milne (1989) had argued that these
globalisation trends ‘have been with us for some time, and they need to be
seen in historical context” (p. 38), and in particular need to be seen for what
they are, namely an attempt to reconstruct the conditions for profitable growth
internationally. As to whether the resulting globalisation would prevent
national governments from pursuing any alternative paths, they argue that:

National economic management is only an anachronism if it is seen as operating
in an international vacuum. Instead. the nation state should be recognized for what
it is: the single most powerful mechanism of legal and organizational powers for
economic intervention. (p. 55)

As for whether such intervention is necessary, Michie (1995) argues that:

The global economy can be imagined to be a self-equilibrating mechanism of the
textbook variety. or it can be recognized as subject to processes of cumulative
causation whereby if one or more countries fall behind the pack, there may be
dangers of them falling further behind rather than enjoying an automatic ticket
back to the equilibrium solution path. These two alternative, conflicting views of
real world economic processes have very different implications regarding institu-
tional needs and arrangements. (p. Xx)

There are, then, two interrelated issues. First, how radically different are
current processes from previous ones? And second, what are the policy
implications? Michie (1996, p. 124) argued that of the variety on offer, the
following description of the globalisation of economic activity is apposite:

All old-established national industries have been destroyed or are daily being
destroyed. They are dislodged by new industries. whose introduction becomes a
life and death question for all nations, by industries that no longer work up
indigenous raw material, but raw material drawn from the remotest zones; indus-
tries whose products are consumed, not only at home, but in every quarter of the
globe. In place of the old wants. satisfied by the productions of the country, we
find new wants, requiring for their satisfaction the products of distant lands. We
have universal inter-dependence of nations. And as in material, so also in intellec-
tual production.

This characterisation of globalisation processes was written more than 150
years ago.! Likewise, the difficulties faced by national governments atiempt-
ing to pursue policies in the face of globalisation have been discussed in

fvww.ebook3000,con)
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detajl for decades, and the actval difficulties have been faced up to and
tackled, with varying degrees of both commitment and success, for decades
as well:

The real question, then. is not whether is it best to act at the national or inter-
national level: it is how best to secure international action. For all to remain frozen
until such time as everyone else moves is inadequate. however eloquent the calls
for movement being made might be. Action at the local. regional. national or bloc
level. tar from being a utopian alternative to the real international stage. might in
reality prove a prerequisite to cooperation. (Michie. 1996. p 125)

2. Analysing the global economy

Globalisation is sometimes interpreted or presented as resulting from techno-
logical innovation, and certainly such innovation has fuelled globalisation
processes. Likewise there have no doubt been demand—pull pressures from
globalisation on new technologies, hastening their advent. adoption, diffusion
and development. Jeremy Howells has been analysing such processes for
many years, and he opens this section by considering "systems of innovation’
within a global economy. both as a theoretical construct and as influencing
how successfully economies can adapt and perform within an ever-changing
global economic environment.

In Chapter 5, Gary Dymski reviews recent historical experience with inter-
national debt crises, with an emphasis on how economists have answered two
core questions about these episodes — namely, why do they occur, and what
should be done about them? He concludes that:

For economists who operate on the premise that ‘there is no alternative’ to market-
driven flows of credit and capital. these crises present opportunities for fine-tuning.
This is the only way of moving ever closer to the idea of economic efficiency set
out in the textbooks. But for economists who regard the structure of global
financial flows as flawed. the costs of each crisis episode are cumulative: each
crisis leads to more international and intranational inequality and to the further
dismantling of national development-oriented institutions (Baker. Epstein and
Pollin, 1998). The shape of the alternative is twisted ever more, as are the odds of
reaching it. as each new debt crisis unfolds

The inequality to which Dymski refers is then analysed, in Chapter 6, by
Gabriel Palma, who reports the latest data and subjects these to rigorous
scrutiny. producing new findings on the distribution of income within coun-
tries. The situation in Latin America is, he reports. quite striking in terms of
the degree of inequality, to the extent that it is not immediately obvious why
this has, up until now, proved sustainable — as Palma puts it. since political
oligarchies the world over would no doubt like to appropriate as high a share
of national income as possible. ‘the key question that still needs to be
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amswered is why is it that it is only in Latin America that they manage to get
away with it?". At the time of writing (January 2003) it is too early to tell
whether Brazil’s new President will succeed in reducing this inequality in
that country.

3. Transnational corporations

Part III analyses the role of transnational corporations within the global
economy. [etto-Gillies provides a comprehensive overview of the role played
within the current globalisation processes by transnational corporations. She
argues that the dominant drivers of globalisation are firstly, technological
innovation in the field of communication and information together with ad-
vances it the field of transportation, and secondly. organisational innovation
and in particular the organisation of production across countries.

Gerry Epstein also provides data on the role of transnational corporations,
and discusses the effect that the operation of transnational corporations has
on the economy, and on specific economies that experience either outward or
inward investment:

Despite the fact that there has been a great deal of research during the last several
decades on MNCs, there is no consensus on their effects. Still, the evidence that
does exist suggests the following: though foreign direct investment can have
positive impacts on home and host countries, the likelihood that these positive
effects will materialise and be widely shared is greatly diminished by the ‘neo-
liberal” policy framework that is dominant in much of the world today. I conclude
that what is needed instead of more dercgulation and “free’ capital mobility, is a
more democratic framework of multinational investment regulation to help coun-
tries and their citizens reap the benefits that can be associated with international
investment. If this was done properly, the tensions that arise between the interests
of southern and northern workers might be significantly reduced.

In Chapter 9. Elissa Braunstein reviews the literature dealing with gender and
foreign direct investment. This literature covers a variety of topies, such as
how women's roles outside the formal market sector can impact upon the
profitability of multinational investment. The chapter focuses in particular on
the implications of such work for a country’s overall development strategy:
for any government that is seeking to gain the maximum benefit from such
inward investment. understanding the role of gender is key.

4. Labour standards

In its first decade of operation, the International Labour Organisation adopted
a convention on minimum wages — Convention 26 ‘Concerning the Creation
of Minimum Wage-Fixing Machinery’, 1928. Its concern was to ensure that
global trade was not based on cheap labour. In Chapter 10, Peter Brosnan
discusses the operation of minimum wage legislation within the context of

fvww.ebook3000,con)
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globalisation — which makes the enforcement of such legislation more diffi-
cult but also, perhaps, more necessary.

The impact that this sort of labour standards legislation has is discussed by
Ajit Singh and Ann Zammit within the context of economic development
more generally. They point to various difficulties, such as the limited propor-
tion of the.population for whom such legislation might actually impact,
through to the more general problem, that if such legislation hampers eco-
nomic development, the losers in the long run may include those whom such
legislation sets out to protect.

These various factors and arguments are considered and discussed by
James Heintz in Chapter 12. He evaluates the danger of negative conse-
quences, and discusses, within this context. current developments in
implementation strategies, concluding that:

Regardless of the implementation strategy. the limitations of any scheme along
these lines to introduce global labour standards should be explicitly recognised.
Most significantly, only a subset of the world’s workforce would receive any
benefits. since the standards are aimed at workers who produce goods for export.
Workers producing non-traded goods and services would not be directly affected
by interventions such as a standardised code of conduct or a social clause. In these
cases, the on-going mission of the ILO to encourage states to implement and
enforce better domestic standards remains invaluable. Furthermore, adopting ex-
pansionary macroeconomic policies could be more strategic for improving the
well-being of all workers than a targeted set of labour standards. A coordinated
approach involving a range of interventions - both macroeconomic and in terms
of international regulation — would also reduce the tensions between better stan-
dards and job creation.

5. Europe and North America

One of the reasons for being sceptical of generalised claims about globalisation
having created a global market in which individual countries no longer mat-
ter. 1s that much of the supposedly "global’ activities of multinational
corporations and international financial markets is actually within and be-
tween Europe and North America. In both cases, institutional developments
have created new regional structures — the North American Free Trade Area.
and the European Union. The rhetoric within the EU has been explicit about
productivity and competitiveness. In Chapter 3. Joseph Plasmans considers
relative productivity within Europe and North America within the context of
globalisation. and concludes that local and regional factors are still of great
importance in determining relative productivity levels and growth. The con-
scious effort to create a single European market. with a single currency. is
analysed by Philip Arestis and Malcolm Sawyer.” They stress that this has not
been simply a technical exercise, nor a politically neutral one:
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" The establishment of the euro and the European Monetary Union has been under-
taken within a specific institutional and policy framework. The institutional
framework gives prominence in policy formulation to an undemocratic and unac-
countable European Central Bank. It is a policy framework that emphasises the
control of inflation over the reduction of unemployment. although it provides a
weak instrument (monetary policy) tor the control of inflation and generates
macroeconomic policies which tend to increase rather than diminish the level and
disparity of unemployment.

The equivalent processes within North America are analysed by Jim Stanford
in his discussion of NAFTA, where he argues that:

The relatively simple task of eliminating tariffs on intra-NAFTA merchandise
trade constitutes a modest portion of the overall NAFTA package. More important
has been the NAFTA's attempt to establish a continent-wide regime of deregulated,
market-oriented economic development. Indeed. the Mexican government’s pri-
mary interest in the NAFTA may have been precisely to commit itself publicly
and permanently to a broadly neo-liberal development strategy, thus winning the
confidence and approval of both international investors and domestic wealth-
holders.

In Chapter 16, Charles Craypo and Frank Wilkinson analyse the way in
which the US economy relates to the global, in particular through exporting
jobs via FDI, and importing labour into the US. Such an analysis is not
common, which is surprising given how common and important are the
processes being analysed — both to the economy in question. and to the
citizens of that country, as well as for the citizens of other countries. This is
undoubtedly a weakness of mainstream economics, that it does not even ask
the right questions, let alone attempt to answer them. Frank Wilkinson's
work, on the other hand, is based on the idea of productive systems:

Where neoclassical theory reifies the market and loosens it from its institutional
moorings in civil society. the legal system and the organizations of the state. the
productive systems approach sees thesc institutions as playing a central role in the
constitution and development of productive forces. Systems of production exist at
a number of levels: the workplace: the enterprise or firm: the industrial sector or
inter-firm network; nation states; and transnational trading blocs. (Rubery er al..
2002.p.2)

Craypo and Wilkinson detail and analyse the way in which US corporations
make use of immigrant labour in the US. while at the same time relocating
production from the US to other countries:

Deregulated markets, short-term corporate performance objectives and overriding
shareholder and executive claims on resources, now dominate the US productive
system. These, together with the increasing globalisation of this system, encour-
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age corporations to cut pay and worsen conditions of work — moves that workers
are increasingly powerless to resist. When dominant firms drive down labour costs
in this way. others are forced to follow suit or risk operating at considerable
disadvantage. This builds on a long historical tradition of wage cost competition
based on cutting the pay of existing workforces, recruiting other workers who will
work for less, or by simply relocating production to more employer-friendly sites.
Within the global productive system, US employers increasingly resort to import-
ing low-wage labour and exporting production processes to low-wage countries
Immigrant labour and emigrant jobs have thus become the halimark of US labour
relations and production strategies.

Governance

In Chapter 17, Richard Woodward argues that globalisation points to aspects
of both continuity and change in world politics. Similarly, in Chapter 18,
Mathias Koenig-Archibugi reviews the substantial body of research:

which shows that the performance of governance functions is not limited to the
actions of governments exercising sovereign powers over their jurisdictions, but
occurs also at supranational and transnational levels. Governance -~ understood as
the establishment and operation of rule systems facilitating the coordination and
cooperation of social actors — is conceptually distinct from government — under-
stood as an organisation in charge of administering and enforcing those rules. ...
the absence of world government does not mean that governance is impossible
beyond the level of individual states. Global issues such as ozone depletion, the
spread of financial crises. and the prohibition of certain kinds of weapons are
managed by governance structures that do not conform to the hierarchical model
of rule setting and enforcement that is typical of states, The combination of these
structures can be said to form a system of global governance.

The key question, of the relationship between globalisation and national

economic policy, is then confronted by Simon Lee in his analysis of the UK’s
Labour Government and its ‘third way’ — often presented as a response to the
constraints of globalisation:

The third way has not reconciled UK domestic economic policy choices with
globalisation in a manner that has been able to insulate domestic modernisation
from the consequences of increasing volatility and contagion in global financial
markets. ... Long-term stability in monetary and fiscal policy cannot be guaran-
teed in a world of liberalised financial markets and volatile short-term capital
flows.

Tackling these underlying issues will require not just specific policy reforms,
such as the introduction of a Tobin tax.” but also the reform of the current
international economic institutions.
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7.. International economic institutions
The penultimate part looks at the existing international economic institutions,
with Scott Sinclair in Chapter 20 considering the World Trade Organisation
(WTO) and its General Agreement on Trade in Services (GATS), which is
exerting constant pressure on national governments to open services to foreign
commercial providers. The role of the International Monetary Fund (IMF)
and the World Bank (WB) are then discussed by John Toye in Chapter 21.*
Toye considers the pressures that have arisen given the criticisms of these
institutions following their damaging roles in the Asian financial crisis.?
Mica Pani¢ then analyses the global economic institutions and considers
how best they might be reformed in response both to criticisms that they have
failed, and more generally to meet the challenges ahead:

Given the extent of global economic interdependence, the need for a new Bretton
Woods is obvious. The objective of achieving global public goods though im-
provements in national social welfare is as relevant now as it was in the 1940s
However, without the spirit of Bretton Woods — the absence of which is equally
obvious at present — it would be impossible to convene such a conference, let
alone to agree on a common course of action and implement it. Much more likely,
the realities of interdependence may force an increasing number of countries to
organise regional ‘Bretton Woods™ or. following the example of Western Europe.
create economic and monetary unions.

8. Policy implications and responses

The chapter by Mica Pani¢ concludes that the policies that are necessary in
face of global developments appear to have little chance of being imple-
mented at present because of the political opposition from those who consider
the current arrangement beneficial to their own economic interests. In Chap-
ter 23 Ha-Joon Chang examines in detail the policy pronouncements from the
world economic institutions, the leading industrialised countries who in any
case call the shots within those institutions, and the academic economists and
other experts within those countries. The developing countries are of course
being told that they must follow the free-market prescriptions espoused by
the leading industrialised economiies. It could of course be questioned just
how far the leading industrialised economies themselves practise what they
preach. But more to the point is to consider what they practised when they
were at the same stage of development as the developing countries are today.
And here there is absolutely no doubt. Today’s rich countries grew rich
behind protective barriers and domestic intervention. Those who gain a com-
petitive advantage through such policies are of course the first to propose - or
demand. if they have the power — free trade. This, Chang argues, is what we
are witnessing today. The leading economies. which have manoeuvred them-
selves into a position of being able to do well in a straight commercial
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competition with the less developed economies. are now demanding pre-
cisely that — the sort of commercial competition in which the rich will
become richer. and in which the poorer countries whose industries and firms
may not be able to survive such competition will see those industries and
firms go to the wall. This will leave those economies no alternative but to
import goods from the advanced economies instead — or else invite the
multinational corporations from those economies into their countries. to pro-
duce domestically.

In Chapter 24, Colin Hines makes the case for rejecting such demands —
along with the whole global free-market logic ~ and instead campaign for an
equitable international economic system. along with a proper appreciation of
what can be done locally:

The widespread resistance to globalisation can be built upon to fashion a viable
localist alternative. There are already countless people and groups strengthening
their local economies from the grass roots up. The greatest spur to consideration
of such radical local alternatives at the governmental level will be the need to
respond to global economic upheavals and the deflation. the job losses and inad-
equate consumer demand that will come in its wake. Equally crucial in shaping a
different localist imperative amongst politicians will be the pressure that the
politically active can bring to bear. This must shitt from just fighting separate
issue-specific aspects ot globalisation to realising that their individual successes
can only be secured as part of an overarching change to localisation. but in an
internationally supportive manner

In the final chapter, George DeMartino also challenges the current drive
towards a global free-market — what he describes as global neo-liberalism — but
focuses on the international trading system and how it might best be reformed.
By global neo-liberalism he means the policy regime created during the last
quarter of the twentieth century in which “largely unregulated market forces
override the state in directing international trade and investment flows’; this
therefore includes "free trade. the liberalization of international financial mar-
kets, the global protection of property rights. and so forth™. DeMartino argues
that the resulting system is unstable and unsustainable, and that governments
will be forced to intervene: the important question s ‘what will come next.
after the current experiment with free trade has been abandoned”’

In Chapter 25, DeMartino considers the various alternatives, including the
labour standards arguments which are surveyed in Chapters 10-12. From this
he argues for a new policy that would create incentives for such standards to
be adopted by all trading nations, with good standards rewarded by the tariff
structure and poor standards penalised. He deals with the various objections
that have been raised to such standard-setting. and recognises also that such
measures would only tackle one part of the system that at present is generat-
ing such inequalities and instability globally. The other areas in which action
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‘l:i_s needed are discussed by several of the other authors in the current volume:
tackling the international debt cnisis (Dymski), dealing with inequality through
domestic policy (Palma), encouraging transnational corporations to operate
in ways that would provide economic benefit to those areas in which they
operate (letto-Gillies. Epstein, Braunstein). setting labour standards nation-
ally and internationally (Brosnan, Heintz). reforming NAFTA (Stanford). the
European single currency system {Arestis and Sawyer), the international
economic institutions (Sinclair, Toye, Panié). reasserting the legitimacy of
government {Lee), allowing developing economies to pursue the sort of in-
dustrial policies that proved successful for the currently leading countries
(Chang), and encouraging local and regional economic development (Hines).
For DeMartino, his proposal for reforming the international trading system —
to encourage a ratcheting up of standards in place of the sort of social
dumping that can lock all into a downward spiral — would be a supportive
contribution to such an alternative agenda.

Conclusion

One of the'most important conclusions that emerges clearly from a number of
the authors is that it is wrong to consider *globalisation’ as representing some
natural or technical development that can be then judged as either welcome
or otherwise, and reformed accordingly. The facts that international capital
markets have been given a free leash to move into unregulated speculation.
that the international institutions have been imposing pro-Western policies on
the rest of the world, and that multinational corporations have been given
increasingly free reign, have been the result of policy design and have been
pursued by Western governments and the financial and other corporations
involved. At each stage, a range of other options has been available for
designing and constructing the international trading. financial and productive
systems. Indeed.

At this juncture. the overriding virtue of the productive systems approach is to re-
emphasize the diversity of institutional forms which are present in capitalist
systems and the potential solutions to the problem of societal cooperation to
coexist. A systems approach cautions against the assumption that changes in
national and global trading regimes can in any way be separated from what is
happening at the level of the regulatory framework. An emphasis on “spontancous’
convergence between systems can only obscure the important policy choices to be
made in national and global governance. (Rubery er al.. 2002, p. 9)

That is, there is an alternative. History has not come to an end: it is still
being made. The question is, in whose interests? There is no doubt that over
the past 25 years or so. policy has been driven by the interests of the inter-
national financial system and the transnational corporations. This has at times
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been recognised by those responsible, even as they acted. with talk therefore
of balancing these imbalances through the introduction of the ‘social chapter’
to the European Union’s Maastricht Treaty on monetary union. and environ-
mental and labour standards clauses in NAFTA. But the main drive has
remained a free-market one, despite the inequalities and instabilities that this
inevilably generates.

Why has policy taken such a turn, following the much more successtul 25
years up to the mid-1970s? In part the answer is of course that there have
been powerful interests that have benefited, and in the struggle between
economic interests, these have gained the upper hand. It may also be partly
due, though, to the inability of mainstream economics to even recognise the
above factors, let alone analyse them and propose alternative policies. In the
world of textbook neoclassical economics. the free market outcome will
maximise economic welfare. It may be acknowledged that there will be
losers as well as winners when markets are deregulated. but. the theory goes,
the winners could compensate the losers. so all would become better off. And
in theory. perhaps they could.

In practice, however, the world works rather differently. The textbook
mode] may provide a useful analytical tool. but it is not a description -of
reality. and the attempts to change reality to fit the model are misguided and
destructive of the sort of social. political and economic institutions that
historically have actually created economic growth and social progress. This
needs to be recognised for appropriate policy to be generated and pursued. Of
course, there would still be powerful interests that would prefer the current
free-for-all. But at least such behaviour could be seen for what it is — an
attempt by those with economic power to enjoy more of the spoils.

The alternative to mainstream, neoclassical economics has of course con-
tinued to analyse the world as it is, and the large literature on alternative
economic analysis and policy discussion can only be touched on by the
various authors below.® Baker er al. (1998) set out a comprehensive approach
10 progressive economic policy in the era of globalisation.” And many of the
chapters in this volume themselves build upon large literatures. Howells
(Chapter 4) discusses the importance of innovation systems. and the policy
implications are set out elsewhere (for example Howells and Michie. 1997:
Archibugi et al.. 1999). letto-Gillies (Chapter 7) has set out in detail the role
of transnational corporations in the global economy (for example letto-Gitlies.
2001: 2002). And in particular, the three concluding chapters on policy impli-
cations and responses all report work that is developed more fully by the
authors’ own books: Chang (2002), Hines (2002) and DeMartino (2000).

A 1999 collection on Global Instability — with many of the same authors as
in this collection — was introduced in the tollowing terms. which applies just
as much today. and to the chapters contained in the current volume:
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The problems witnessed in today’s global economy are not just technical, eco-
nomic ones. They are also political. Devising new structures of World Economic
Governance requires, as a starting point, that this be recognised. This means that
to be successful. any alternative needs to not only spell out appropriate policy and
institutional developments, it also needs to win sufficient political support to force
through the necessary change of course.

In this context, ideological issues also play a role. It is thus necessary to expose
the current complacent orthodoxy in mainstream economics, and challenge the
fatalistic belief that the new globalised economy rules out any change of course.
As many of the chapters that follow demonstrate, the fact that the economy is
becoming increasingly internationalised does not dictate the form that this process
is taking. The free market. laisses-fuire agenda is one being pursued by those who
benefit from such a deregulated. winner-take-all environment. It is not the only
choice. And for the majority of the world’s population. it is an inappropriate one.
(Michie, 1999, p. 6)

Notes

I Written in 1847 (published 1848) by Marx and Engels. The Communist Manifesio

2. There is of course a huge literature on the development of the EU and single currency: see
for example Healey (1993). Amin and Tomaney (1993) and Moss and Michie (1998).

3. On which, see for example Arestis and Sawyer (1999},

4. On the World Bank, see also Wade (2002).

5. On which. see Stiglitz, 2002.

6. For a critique of the mainstream neoclassical approach, see Kitson and Michie (2000).

Chapter 1: this book also includes an analysis of globalisation (Chapter 2) and trade theory
(Chapters 3 and 4).

7. The literature on globalisation is also surveyed from the various disciplinary approaches by
Power (2001) for economics: Lukens-Bull (2001). human geography: Williams (2001).
management and business: Lee (2001). politics: Hills (2001). sociology: Hines (2001).
“eritigues and alternatives’: and Archibugi (2001). innovation studies
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1 The future of globalisation'

Paul Hirst and Grahame Thompson

Before we consider the future of "globalisation” we must define its nature and
outline its past. This is a complex and contested concept. If we take growing
international interconnectedness — increasing flows of trade. investment and
communications between nations — to be what most people mean by the term,
then ‘globalisation’ has been happening for the last 50 years. Moreover, new
technologies — long distance jets, satellites, IT. fibre optic cables — have made
international travel. media and financial exchanges far easier. enabling dra-
matic increases in traffic volumes. The key questions are threefold. First, are
these economic and social processes linking nations since 1945 unprecedented?
Second, are these processes developing at the expense of state and national
governance, that is, are national economies dissolving into a global market-
place and relations between states becoming secondary to more complex
interactions between a variety of economic. social and political agencies?
Third. is international economic interconnectedness set to increase or de-
crease?

The history of globalisation

Naturally these questions are almost 1mpossible to answer in the scale of a
short chapter. We are sceptical about many of the claims in the literature, in
particular that national economies are dissolving. We refer readers to what
we judge to be the best presentations of both sides of the debate (Held er al.,
1999, Hirst and Thompson. 1999).

Here we shall focus on two primary issues: the future of international
governance and the likely limits to economic globalisation. The first thing to
note is that although we have had a long period of growing international
interconnectedness there 1s no reason to assume that such processes will
continue indefinitely or that they have an inherent dynamic that prevails over
all countervailing forces. Globalisation has a history. The 50 years between
1950-2000 are not remarkable when compared with the period 1850-1914 -
in that period flows of merchandise trade, capital investment and labour
migration were all comparable to or greater than those of today (Hirst and
Thompson, 1999, ch. 2). Technological change in the form of international
telegraph cables unified markets and led to price and interest rate conver-
gence of a kind that has never been equalled since. Financial integration was
far greater, and levels of capital export from the major lender countries
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unprecedented. Economic convergence in prices and wages across the Atlan-
tic was largely achieved by vast flows of surplus labour from Europe to the
New World (O’Rourke and Williamson, 1899). This process is not operating
on the same-scale today. Migration flows are relatively smaller and the
pressure in all developed countries is to further restrict migration. If the key
engine of international convergence in the first great phase of globalisation
no longer operates. that is because it was one of the first targets of an anti-
globalisation public policy backlash. Most major recipient countries followed
the lead of the USA in the early twentieth century in restricting migration.
Globalisation processes were under challenge well before 1914. Many coun-
tries introduced protective tariffs, seeking to protect farmers against the
competition of American wheat or to shelter emerging manufacturing sectors
(James, 2001).

Thus 1914 shattered a world order that was slowly unravelling under the
pressure of competing national policies. In the inter-war period attempts to
re-create the institutions of the belle époque, including the Gold Standard,
failed. The result was a period of intense antagonistic competition to mon-
opolise markets and raw materials. The experience of the 1930s confirmed
that if free trade has its problems then generalised competitive protectionism
is a disaster. This should be borne in mind when "anti-globalisers’ criticise
the WTO and favour the ‘localisation’ of trade. The world order created by
the USA after 1945 attempted to address the sources of the earlier crisis and
to institutionalise international economic liberalism. One should remember
that this was only possible because of the Allied military victory and the
unassailable economic dominance of the USA. Globalisation was restored by
military force and national policy: it was not a ‘natural’ state of affairs. It also
rested on a huge asyminetry; in that the new dominant power, the USA, was
willing to accept the costs of creating the new regime and to tolerate national
protectionist strategies on the part of its clients like Japan and South Korea.
This was similar to British policy during the Pax Britannica.

The situation is now different. The USA is militarily dominant in a way no
power has been in modern history. North America is the world’s largest
economy. but the US is no longer willing to act as it did in the immediate
post-1945 period. The US is a major capital importer. it treats the value of the
dollar as a matter of national economic management, (though it can also
afford to operate a policy of “benign neglect’ in respect to the international
value of the dollar because its exports still only comprise about 15 per cent of
GDP). its foreign aid is derisory, and it promotes trade liberalisation in areas
where it has a huge competitive advantage. but is unwilling either to open its
own markets in key sectors or to allow national strategies of protection for
emerging competing industries in developing countries. All the major indus-
trial powers, with the partial exception of the UK, created their manufacturing
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sectors under a protectionist regime; Germany. Japan and the USA included.
Current WTO rules prohibit such strategies and force most developing coun-
tries into manufacturing for export markets in relatively low value niches.
The tmplication is that current processes of "globalisation” are unlikely radi-
cally to diminish the gap between the developed and the developing worlds.

It ‘globalisation’ is conceived as a process that promotes cross-border
exchanges and transterritorial agencies at the expense of nation states then it
would be deeply problematic. If all states. including the most powerful, were
to cease to be the primary political actors across borders, being displaced by
companies, NGOs. regional governments, networks, international agencies.
and so on, then one could anticipate a severe anti-globalisation “backlash’ as
nationally-rooted publics experience a loss of the benefits of domestic gov-
ernance and increased exposure to international pressures. If the majority of
states cease to be effective actors. but the G7 still dominate in terms of
economic governance and the USA alone dominates militarily. then Western
and American dominance will be resented, resisted and challenged both
nationally and transnationally in an increasingly unequal and conflictual world.
This shows that there are inherent limits to globalisation conceived as a
process that leads to the decline of national economies and state power. A
truly global market system. in which international competitive pressures and
market forces subsume national economies, and in which transnational agen-
cies and networks reduce states to the equivalent of local authorities. would
be vulnerable to multiple political and social threats that it had no means to
counter: international terrorism. commercial piracy, crime, protest move-
ments and national backlash strategies of local withdrawal from the global
system. The complete victory of extreme economic liberalism in both policy
and fact would most likely spell the end of the system. not as in {914 in inter-
state war. but in a series of terrorist outrages. local economic crises — like that
in Argentina — major crises in the financial markets. and the re-politicisation
of national governance. leading to the restoration of distinctive local policy
regimes,

The open international economy is not a ‘natural” state of affairs. to which
the world reverts by economic logic when the distorting influences of politics
on markets are removed. Rather it depends on state power; economc liberal-
1sm has to be instituted and defended. If it is to survive then its negative
effects have to be ameliorated by public policy. Economists have had to learn
this the hard way. but few really understood the extreme fragility of markets
and the dependence of economics on state power before September (1.
Globalisation can go backwards: it can be impeded — as the backlash policies
of the late nineteenth century showed: and it can be reversed — as the inter-
war years demonstrated. The current “anti-globalisation movement” is a noisy
sign of widespread dissatisfaction. but the real backlash would come from
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conventional politicians and would start to show in new state policies. Such
policies would include both national measures and the advocacy of changed
policies in international forums like the WTO by states and groups of states.
Such policies may be difficult to distinguish in the first instance from the re-
regulation that is necessary to counter the negative consequences of excessive
economic liberalism. A major backlash against international openness by
states. and by legitimate and non-legitimate non-state and transnational ac-
tors. can ouly be prevented by a judicious mixture of appropriate force and
governance measures that stabilise markets and protect citizens against unac-
ceplable insecurity and risk. Both dimensions of policy are necessary, and
both will be expensive — military action and social solidarity need to go
together, the latter is essential to underpin and legitimate the former. The
tuture of the open international trading system in the immediate future (the
next 25 years) thus rests on appropriate political policies and in the actions of
the major nation states. and the USA in particular.

The future of global governance

However, it would be foolish to look at immediate events alone, and not also
long-term trends (Hirst, 2001). The threats to global stability are multiplying
and are likely to become more severe as the twenty-first century progresses.
The most serious are only indirectly connected to the current open inter-
national econoniy but create a context in which at worst it could fail and
break down. Many of these threats are unlikely to become critical in the next
30 years, and so are beyond the scope of normal political calculation, yet they
require action now if there is to be any prospect of forestalling or even
mitigating them,

The most serious is climate change, which is likely to become progres-
sively worse as the century unfolds and to have destabilizing effects by
mid-century and catastrophic consequences by 2080.> The consequences ~
turbulent weather. inundations due to rising sea levels. desertification and
water shortages. loss of farm land, and the spread of disease — are likely to
develop in chaotic and unpredictable ways that will not be amenable to
adaptation by the kind of incremental action policy makers are used to. This
will affect both developed and developing countries, but the latter are likely
to suffer more. as they have tewer resources to respond to the consequences,
and they have large populations. A worsening environment is likely to be
associated with the displacement of large numbers of climatic refugees, add-
ing to the existing and growing migratory pressures from poorer countries. It
15 also possible that current UN estimates that the world’s population will
peak in 2040 and then decline may prove to be wrong, not least because they
are based upon optimistic assurnptions about economic development. Insecu-
rity and persistent poverty will lead to people having more children rather
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than fewer — thus population pressures may well be another source of turbu-
lence, making the effects of climate change on the displacement of peoples
worse.

The odds are that the current extreme inequality of global income distribu-
tion will continue (Wade and Wolf, 2002). That for the majority of the
world's poor this will be the result of a failure of domestic economic develop-
ment ratherthan direct exploitation by the rich will not make their lot easier
to bear. It is prudent to assume that the normal economic processes will not
transform the bulk of the world from developing to developed status without
the need for other forms of intervention. Most of the population of Africa,
and the majority in East and South Asia and Latin America will remain poor
— part of the 80 per cent who share just 14 per cent of world GDP. It 15 highly
unlikely that the major developing nations — Brazil. China, India, Indonesia
or Nigeria — will effect the same transition to advanced industrialism as Japan
or South Korea (Hirst and Thompson, 1999, ch. 5). Uneven industrialisation
heavily oriented toward export markets will leave huge populations in ex-
cluded rural areas and urban slums.

Such problems, and more immediate ones like transnational crime syndi-
cates or AIDS. are frequently cited by advocates of greater global governance
as demonstrating the inherent limitations of the nation state. Yet they are also
beyond the scope of action by any foreseeable global or transnational institu-
tions. To cope with climate change or global inequality in a serious way,
supranational institutions would require coercive powers over states and the
ability to command resource redistribution, chiefly at the expense of the top
20 per cent of the world’s population represented by the countries of the
OECD. Yet these countries, singly in the case of the USA. collectively in the
case of the rest, have the power to resist such coercion and to refuse redistri-
bution. Far from legitimating a move toward cosmopolitan governance and a
new international order these emerging global threats all but paralyse politi-
cal will. If anything they focus political and business elites on the short-term.
because to contront the long-term consequences of doing little now is almost
unthinkable. For example. the Kyoto accords on climate change, if imple-
mented. would have the effect merely of modestly offsetting the impact and
onset of global warming. Hence the resistance in the USA of having to bear
the short-term costs of an emissions reduction policy.

Power in governing the international economy is likely to remain in the
hands of the wealthy nations and the supranational bodies that they control
and fund, like the IMF or the World Bank. It is also likely that the exercise of
that power will be challenged by major non-OECD states like China, India
and Russia. and by protest movements and NGO coalitions across the globe.
It is obvious that the actions of the major powers and the supranational
agencies that they contro! will be less legitimate and that wider forums, like
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: the WTO, will become more conflictual as the less developed nations vigor-
ously defend their interests.

The agenda for global governance is thus constrained by the inherent limits
of truly authoritative global institutions, by the perceptions and interests of
state elites in the G7. and by the mass attitudes of the populations of the OECD
countries. A real world government would quickly becorne a tyranny — con-
servative in the defence of entrenched privilege in the hands of the rich, and
confiscatory in the hands of the poor, and thus resisted and thwarted by the
losers of either policy. The nation states. however powerful. cannot act alone.
whist nothing can be accomplished without their active support. legitimation
and funding. That means that the agenda for strengthening international gov-
ernance and mitigating those threats to stability that can be addressed in the
short-term involves three dimensions. First, reinforcing those intemational in-
stitutions that can function effectively, and redirecting their policies. Institutions
like the IMF are not inherently defective and it, for example, has a necessary
role as an international lender of last resort. It is also necessary to expand the
scope and power of other less headline-catching international institutions so
that they are able to perform extended regulatory tasks. for example, beefing up
the Bank for International Settlements’ role in supervising national financial
regulators so that the supervision of banks and other financial institutions is
enhanced. and strengthening the [LO to negotiate new conventions on migra-
tion and international labour mobility and raising the floor of international
labour standards. Secondly. promoting coordinated state action, whether by
treaty or intergovernmental cooperation, for example. to tackle problems like
international criminal and terrorist networks, to promote disease prevention
and containment strategies. to pursue measures to combat global warming that
can in fact be agreed (such as research and subsidies for non-fossil and renew-
able energy sources) and to raise the level of development aid. Third. to comnmit
the major powers, and the USA in particular, to seek solutions where possible
in a multilateral framework and for the powers to seek the widest legitimacy for
their actions by strategies of consultation and coalition building.

Such measures would mean that when major global crises do occur. such
as a sudden escalation of climate change or a major epidemic, then the states
of the developed world can cooperate with others and that at least a minimum
regulatory framework to ensure market stability and physical security is in
place. Such measures amount to an extended version of “business as usual’.
renewing the regulatory framework of multilateral international governance
created after 1945. It would also mean a return to a policy of ‘embedded
liberalism’, that is. market openness coupled with strong governance and
social protection rather than contemporary economic liberal doctrine which
is a mere use of political power to enhance the scope of market forces
(Ruggie. 1998, ch. 2).
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The prospect of such a policy of enlightened multilateralism on the part of
the advanced countries, and the USA in particular, is poor. The main reason
for such narrowly self-interested policies is that the present state of affairs is
quite unlike 1945. The anti-globalisation movement and the terrorist threat
are not a direct challenge to the system like that represented by the USSR and
its allied communist parties. The former can still be dismissed as confused
protest and indeed, the movement does not have coherent alternatives to
current institutions and their policies. The terrorist threat is a matter for
police and military action. The international economy in 1945 was at a virtual
standstill and thus could be re-built from the ground up. Moreover, the major
state elites are in fact satisfied with the high level of control they do in fact
have, whilst often preaching impotence in the face of the forces of globalisation
to their domestic publics. Global markets are not all-powerful; the scope of
action by international agencies, inter-state cooperation and governance by
states remains considerable. So far major financial crises have been con-
tained. Concerted action by governments, central banks, financial market
authorities and major companies prevented a disastrous panic in the after-
math of September 11. Even in recession, the G7 economies are not faced by
immediate economic and social crisis.

One could thus conclude that “globalisation’ in the sense conceived by
extreme econormic liberals and their radical critics has not happened. The
world, far from being an integrated system dominated by ungovernable mar-
ket forces, is divided into three major trading blocs, dominated by nation
states: NAFTA is centred in the USA, Japan is a bloc-sized national economy,
and the EU is an association of states. Each bloc follows distinctive policies,
and has distinctive problems and institutions of economic management. Most
major companies hail from one of the three main blocs, and most companies
have the bulk of their assets and the majority of their sales within one of the
blocs.

International interconnectedness has not subsumed the distinctive national
economies of, for example, Germany, or Japan or the USA. Hence the central
powers in the system are neither likely to initiate a backlash against it nor are
they likely to act on the scale necessary to counter the emerging global crisis
and the current difficulties of the mass of the world’s population outside the
OECD. One might conclude that the current system is well enough governed
and sufficiently beneficial to those on whose behalf it is governed that it will
persist until problems accumulate that cause it to fail and a crisis that is
beyond governance overwhelms the system. Unlike the 1930s or the period
before 1914 the backlash against the international economy is not likely to
start with the core states of the G7. but at the periphery.

This may seem pessimistic but it is highly likely that a crisis stemming
from climate change, mass poverty in the developing world. and intense
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; migratory pressures will overwhelm global institutions of governance and
cooperation in the distant but foreseeable future, sometime in the second half
of this century. Before then difficulties and conflicts will accumulate, weak-
ening the will to cooperate and undermining any prospect of solidarity between
rich and poor, developed and developing nations. In this context governance
will be asserted at the level where the public can put pressure on leaders. in
nation states. International agencies will be harder to sustain and transnational
politics and institutions will decline in favour of state-based ones. States will
seek to protect their populations and to monopolise and control the distribu-
tion of key resources. Faced with climate change political processes, rather
than markets, will allocate scarce goods like food, shelter for the displaced,
water and energy. States will seek to obtain these things by force. as will
political movements. Those displaced by climate change are unlikely to be
passive. At least some major states will fight over access to water and oil.

This is a bleak prospect, but it emphasises the continued relevance of
classic international relations as a discipline, and of realism in particular. The
military power of the West is overwhelming. The USA and its allies dominate
the seas and international airspace. They thus control the major trade routes
and access to the world trading system. The already overwhelming military
capacity of the USA is set to increase in the immediate future as the military
exploit emergent technologies and utilise space as a new environment for
intelligence, communications and weapons directed at earth. However, such
power has its limits. The advanced economies are vulnerable to terrorism and
will remain so. even if they adopt draconian measures that restrict the liber-
ties of their own populations. Masses of migrants would be hard to contain,
even with brutal and repressive policies of exclusion and frontier control.
Advanced weapons may be ineffective against determined enemies with strong
national cohesion and an effective military leadership with clear objectives.
The US, for all its recent victories. has not really faced such an enemy since
Vietnam. Thus the bulk of the Iraqi army was ill-trained and poorly moti-
vated, the Serbs increasingly hostile to Milosevic, and the Taliban a hollow
regime based on savage repression. Moreover, at least some of the emerging
technologies will be easy to copy and adapt by the less sophisticated powers.
Intelligent mines and smali remotely-piloted vehicles, for example. may make
defensive strategies easier and counter Western offensive dominance, making
it difficult for advanced armies to occupy territory without heavy casualties
(Hirst. 2001).

One should thus assume a highly conflictual world: with constant police
action against terrorists. migrants and protestors, low grade wars and incur-
sions by the US and its allies in failed states and terrorist havens, conflicts
between less developed states (increasingly over access to resources), the
involvement of the great powers on behalf of their clients, and increasingly
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conflictual relations between major states over resources and trade. In this
world order international norms and legal standards will most likely come
under increasing pressure in matters of human rights, conflict and war. This
will be a process similar to the widespread violation of the Hague Conven-
tions during World War 1. States will repudiate human rights conventions and
international legal regulation, even as international lawyers attempt to com-
plete the edifice they have been building since 1945. The USA already will
not submit to the International Criminal Court, and without it the whole
project of subjecting national political actors to common international norms
is gravely weakened. Faced with terrorist outrages and masses of displaced
persons, many states will be unwilling to continue to subscribe to inter-
national conventions and will slip into authoritarian regimes against outsiders,
supported by their frightened citizens. Rules that only apply to some, the
unlucky and defeated in the case of war criminals, or the lucky who happen
to find one of the few liberal havens in the case of refugees, will cease to have
general effect or credibility (Krasner, 1999).

If political norms increasingly cease to be accepted or followed, by con-
trast rules-based economic governance will remain strong. Indeed, this is the
most likely dimension of global governance and re-regulation. The WTO is a
rules-based organisation and it is impossible to open markets without com-
mon standards that apply to all and that are justifiable. Equally, tightening
financial regulation and banking supervision, partly to prevent financial cri-
ses and partly to control terrorism and money laundering, will extend the
scope of regulatory and rules-based supervision by national and international
agencies. Companies are increasingly using international arbitration and
supranational standards of commercial conduct to resolve disputes that span
national jurisdiction. Thus in the short term we may see both more conflict in
the political sphere and greater regulation and normalisation in the economic
(Weiner, 1999).

Any argument about global governance must allow for the extreme varia-
bility of global processes and the variety of global institutions. It is clear that
on different dimensions and at different locations governance practices and
outcomes can vary widely. We should, therefore, expect combined phenom-
ena of integration and disintegration, increasingly effective governance on
some dimensions and retreat on others, different mechanisms for different
problems, both localisation and internationalisation. Unless this is recog-
nised. the complexity of short-term outcomes may hide long-term trends
toward conflict, localisation and chaos.

The future of the global economy
Even well before the events of September 2001 there were several indications
that the rapid globalisation of economic activity experienced during the 1980s
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and the 1990s may have begun to stall. The rate of growth of the US economy
was slowing, Japan’s intractable economic problems were no nearer solution,
and there was unease in Europe about its future economic prospects as the
adoption of the euro loomed and growth faltered. But these essentially cycli-
cal uncertainties were being bolstered by some potentially longer-term
structural changes. Thus the world may be experiencing the final years of one
of those periodic explosions 1n internationalisation that throw so much into
confusion and seem to herald the complete transformation in the way soci-
eties are organised. There is beginning to emerge a serious questioning of the
ability of the global economic system to sustain its seemingly as rapid
integrationist trajectory.

In this section we examine the potential cyclical and structural constraints
on the future growth of economic globalisation. We ask the question ‘Are
there any limits to economic globalisation?’. The strong globalisation thesis
would seem to imply an ever-expanding universe of economic interdepend-
ency and integration between national economies, so that the significance of
national borders for economic activity eventually disappears. The issues for
us here are first, why should this be the case? and. secondly, is it happening?

Globalisation is here defined in strictly economic terms, basically as increas-
ing trade interdependency and investment integration. The strong globalisation
thesis contends that macroeconomic and industrial policy intervention by nat-
ional governments can only distort and impede the rational process of resource
allocation by corporate decisions and consumer choices, which are now made
on a global scale. All corporate players need to do to prosper is to shake off
their nationally orientated bureaucratic style of management. and the govern-
ment intervention that goes along with it. and enter the new world of open
global marketing and production networks. International markets provide coor-
dinating and governance mechanisms in and of themselves: national strategies
and policy intervention are likely merely to distort them. The era of effective
national economies, and state policies corresponding to them, is over. The
market will, and should, decide (Ohmae, 1990; 1995).

We have challenged this conception and we do not think the international
economy looks anvthing like this (Hirst and Thompson, 1999; 2000), but it
offers a powerful imagery and should not be ignored. It is thus worth con-
fronting it in its own terms.

A key element in this challenge is to question the extent of contemporary
trade globalisation. If we look at merchandise trade flows between the main
economic blocs expressed as a proportion of the originating country or bloc
GDP then, for the most part, quite low percentages of GDP seem to have
been traded in 1998 (see Table 1.1).

Only Western Europe appears anywhere close to being an integrated trad-
ing zone, with 18 per cent of its combined GDP traded between the countries
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Table 1.1 Merchandise trade flows as a percentage of originaring Triad

bloc/country GDP (1998)

To  North Western  Japan (J) East Asian J+ EAT
America  Europe® Traders®
(EAT)

From
North America 38 20 0.7 1.1 1.8
European® Economic

Area (EEA) 23 18.0 0.4 1.0 1.4
Japan (1) 33 2.0 - 3.0 3.0
East Asian Traders®

(EAT) 10.7 6.9 4.1 na na
I+ EAT 14.0 8.9 4.1 na na
Notes:

a.  European Economic Area (EEA) = EU + Switzerland, Turkey. Norway, Malta. Liechten-
stein and the states of the former Yugoslavia.

b. East Asian Traders (EAT); China. Hong Kong. Taiwan. Korea., Malaysia. Thailand and
Singapore. .

na = not available.

Sources: WTO Annual Report 2000. Volume 11, International Trade Statistics. derived from
various tables: World Economic Indicators 2000. World Bank, Table 4.2: Taiwan Staristical
Dara Book 2000.

of Western Europe. Yet this is an artefact of national accounting and the EEA
should be treated as a single quasi autarchic trade bloc. The only other
relationship that appears significant is that between the East Asian traders and
North America, where the former exported just under L1 per cent of their
GDP to North America, mostly to the USA. However, look at the relationship
between North America and Japan. Only 0.7 per cent of Nosth American
GDP was exported to Japan, while Japan exported 3.3 per cent of its GDP to
North America. These are still quite small numbers.

Of course there are many objections that could be mounted to this way of
measuring the extent of trade "globalisation’, and these are dealt with else-
where (Hirst and Thompson, 2000; Thompson, 2001). Comparing merchandise
trade and total GDP is not comparing like with like as total GDP is made up
of many sectors, some of which have been expanding at a faster rate than the
merchandise sector. But even when a proper comparison is made, only West-
em Europe displays a highly integrated trade environment (nearly 81 per cent
of merchandise trade relative to merchandise GDP is inter-Western European
trade). The other main trading blocs still remain surprisingly un-integrated on
this traditional and long established measure of globalisation.
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. For economists these figures raise the question of the "missing trade’. Why
isn’t there more trade in the international system? Broadly. the answer is that
the lack of trade is because of the continued significance of national terri-
tories and national borders, a point we come back to in a moment.

In economics, national borders are viewed as an impediment and an obs-
tacle to trade. They are an impediment to the development of market forces,
so the advent of modern globalisation and a “borderless world™ would be a
triumph from the point of view of those supporting the strong globalisation
position mentioned earlier. The problem is to overcome these "barriers’ to
trade.

How is international trade analysed in economics? When economic model-
ling techniques are applied to the specifics of international trade, these produce
disappointing results in terms of explaining the amount, composition and
direction of international trade flows. As just mentioned. these models would
predict much higher levels of international trade. This has led to a great deal
of soul searching amongst economists. and a resort to analysing ‘what is in
the data” rather than constructing further theoretical models. Thus despite the
seeming sophistication of much international trade theory, when it comes to
the empirical side of things the approach is still fairly simple. At heart it
relies on operationalising a ‘gravity” model.

Empirically, trade is traditionally modelled as positively related to some
measure of the ‘size’ of the communities between which it takes place and
negatively related to the distance between them. This is known as a ‘gravity
model’. But what has interested economists recently is a series of institu-
tional, cultural or political and geographical variables that are also very
important n determining trade. These can be expressed as a series of ‘con-
trol” variables designed to capture other relationships between countries that
might stimulate trade between them. These can include such aspects as whether
countries share a common border. whether they share a common language.
whether they have had colonial connections, whether they belong to a com-
mon trade bloc (for example. the EU. ASEAN. NAFTA). what the position is
in respect to common jurisdictional standards and the legal enforceability of
contracts between them, and finally whether they share a common currency.

The distance variable is the most consistent and significant of the variables
explaining international trade (Leamer and Storper, 2001). Indeed, one of the
most obvious constraints on an infinitely expanding international division of
labour and a ‘complete’ globalisation is that the effects of distance cannot be
entirely eliminated. Although there have been several ‘communication revo-
lutions” which have significantly reduced the costs of transporting over distance,
eventually these will come up against the basic physical impossibility of total
transport cost elimination, so here is one (fairly obvious) “limit to globalisation’
(see Obstfeld and Rogoff, 2001). Table 1.2 expresses the effects of distance
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Table 1.2 The effect of distance on econontic interactions. Percentage
reductions in the value of magnitudes relative to 1000 km

Trade  FDI  Equity flows  Technology flows (R&D stock)

1000km O 0 0 0
2000 km 58 25 45 35
4000 km 82 44 69 72
8000 km 97 58 83 95

Source:  Calculated from Venables (2001).

on econormic interactions for a range of variables: trade. FDI, equity flows
and technology flows. Economic interactions fall away dramatically with
distance. For instance, if you add 7000 km distance between any nodal
points, 97 per cent of trade disappears.

But an interesting feature of recent trade empirics is the central importance
that has emerged for the "cultural” or “political’ determinants of trade speci-
fied by the control variables just mentioned. For instance, once the contributions
of. say, migration (which can be approximated by variables such as sharing a
border, a common language or colonial experience), and different legal cul-
tures have been accounted for in regression analyses, the specific contribution
of GDP as such as a determinant of trade levels is severely limited. and
indeed becomes less than | in many cases. We stress the significance of this
in a moment.

The specific effect of national borders on trade and the globalisation
debate can be taken up in the context of these empirical gravity model
equations. There has recently been something of a test case analysis of this
involving the border between the USA and Canada (McCallum, 1995; Engel
and Rogers, 1996; Helliwell, 1998: 2000). If globalisation has emerged,
then surely this border would have been one of the first to have lost its
pertinence as far as trade. investment and migration is concerned. But it has
not. Careful analyses have demonstrated the continued central importance
of this border as an ‘obstacle’ to trade (and other flows) between the USA
and Canada. This is the case as tariffs and quotas have been eliminated.
NAFTA established, and other barriers removed. What these analyses do is
begin to confront the mysteries of the ‘missing trade” at the international
level. Far from there being an ‘excess’ of international trade as many critics
of globalisation believe from the economists’ perspective, there 1s not
‘enough’” of it (and this goes for capital flows as well which, whist not
discussed here, are addressed in Hirst and Thompson, 2000 and Thompson,
2001).
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- What most analyses of the growth of international trade do is to look only
at international trade without comparing it with what is going on in the home
territory at the same time. International trade is expanding but so too is
domestic trade, and it looks as though domestic trade is expanding at a
similar rate to, or at a more rapid rate than its international equivalent (after
accounting for the other control variables). We might need to be a little more
cautious here, however, since these analyses were conducted for the very
early years of NAFTA. Recent evidence suggests that cross-border US—Canada
trade has grown considerably. Also, the full implementation of NAFTA does
not take effect until 2008.

But overall, this particular border continues to be a remarkable ‘barrier’ to
trade in and of itself, even after taking account of all the usual variables that
might determine trade. What is more, there is evidence that the state bound-
aries within the US act as a “barrier to trade’ (Wolf, 1997), so the idea that it
is tariffs and quotas or other at-border international impediments to trade
which represent the main obstacles to international integration is further put
into question. Moreover, differences in cultural and legal systems between
these two countries — which might be thought to inhibit trade, as suggested
earlier — also appear small in this particular case. What is more, these results
are confirmed in the case of the other OECD countries though admittedly on
the basis of less appropriate and reliable data (Wei. 1996: Helliwell. 1998).

In addition. there is good evidence that migration is a significant stimulus
to trade (Casella and Rauch, 1997; Rauch, 1999). It is very significant, for
instance, in the case of imports into the USA. Migration sets up networks of
relationships across borders, making it easier to establish a low transaction
cost mechanism for the conduct of international trade (we come back to this
in a moment). As long as countries maintain their commitment to regulate
their populations in some sense (which is almost a defining feature of the
notion of geographical ‘territoriality’), then this situation will continue. In
particular, in so far as countries continue to clamp down on international
migration this could inhibit the further growth of international trade. So here
is another potential ‘limit to globalisation” and one that shows a major differ-
ence between integration processes today and those of the nineteenth century.

It seems that this particular point is crucial in the context of the jurisdic-
tional consequences of borders: the fact that any movement across a national
frontier involves the movement from one legal, regulatory and cultural juris-
diction to another. These jurisdictions proscribe, adjudicate and enforce a
wide range of norms, rules. habits, networks and similar features, which
involve much more than just the "obstacles’ to trade found at the point of the
frontier. It is “behind border” characteristics that are crucial. An interesting
suggestion here is that it may be the state of the legal and administrative
certainty associated with the enforcement of contracts (with respect to both
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trade and capital flows) that is the key to the OECD bias in international
economic transactions. When a measure to represent this was introduced into
the gravity model formulation this was found to account for such a significant
proportion of the level of international trade that the impact of income per se
was less than 1 (Anderson and Marcouiller, 1999). Thus the implication here
is that GDP growth has a less than proportionate impact on international
trade gro“:"th; the bulk of the growth in international trade over the post-
World War II period being accounted for by the "one-off’ impact of legal
enforceability. This thereby points to a potential optimal level of international
trade as this one-off boost to trade eventually exhausts itself.

Another important area of discussion involving gravity model type ap-
proaches to international trade revolves around the effects of common
currencies on trade. An additional variable that can be included in the gravity
model equations is one for countries sharing a common currency. There are
193 independent countries recognised by the UN but only about 120 different
currencies operate. Many countries share a currency: and some have done so
for a very long time. Under current circumstances, however, the issues are
European Monetary Union and ‘dollarisation’. In January 2002 12 EU mem-
ber states adopted the euro. In addition there are a number of countries that
have experimented with abandoning their own currency in favour of the US
dollar, mainly in Latin America, or who have established a “hard currency
board” approach to monetary management. What are the effects of these
policies on trade?

There seem to be very large trade gains to be made by adopting common
currencies, as those countries that have done so trade with each other to a
much greater extent than those with their own currency (other things remain-
ing equal) (Rose, 2000: Rose and Wincoop. 2001). This has led to a number
of suggestions for further dollarisation and even the adoption of a single
world currency (Alesina and Barro, 2001; Dornbusch, 2001; Rogoff, 2001).
The beneficial effects have to do with the macroeconomic discipline and
stability that “dollarisation’ is supposed to instill in (mainly) small and way-
ward countries. However, these gains are disputed (Persson. 2001: Rose.
2001). On close scrutiny there is little evidence that the suggested welfare
and growth benefits have actually materialised (though inflation has been
lower) from these policies and we should remain very sceptical about such
policy initiatives (Edwards, 2000; 2001). The recent case of Argentina should
reinforce this vary cautious attitude towards currency boards and talk of full
dollarisation. As the US dollar appreciated in value, the Argentine peso also
appreciated in value because it was linked to it via a currency board. This
made Argentine exports very internationally uncompetitive independently of
what was actually going on in Argentina itself, which was one of the reasons
undermining the stability of the Argentinian economy.
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But independently of these disputes, as long as countries continue to main-
tain their own currencies — which for the foreseeable future looks highly
likely for most countries — again there will be an added [imit to the extension
of "trade globalisation™ (Rodrick, 2001).

Let us now consider another way trade is analysed in respect to borders
and the long-term impediments to ever greater globalisation, which can be
illustrated by the schema of difterent types of trade shown in Box [.1.

BOX 1.1 TYPES OF TRADE

1. THOSE GOODS EXCHANGED ON ‘ORGANISED MAR-
KETS’ (e.g. minerals, raw materials, primary agricultural
products)

2. THOSE GOODS EXCHANGED ACCORDING TO ‘REFER-
ENCE PRICES’ (e.g. processed raw materials, chemicals,
basic standardized components)

3. THOSE DIFFERENTIATED GOODS AND SERVICES EX-
CHANGED ON THE BASIS OF ‘NETWORKS’ (e.g. complex
manufactured goods and services)

Note: This schema is based upon Rauch (1999).

International trade can be divided into three categories. The first is that
traded on organised exchanges, like primary products such as minerals and
agricultural products, where price is established according to classic market
mechanisms. Here one might think of markets like the Chicago grain mar-
kets. the London metal exchanges. and the Rotterdam spot market for oil.

The second category is intermediate goods that are traded according to
‘reference prices’ quoted in specialist publications and the like, such as
chemicals and processed raw materials. For the prices of these goods you
would consult a reference manual or trade price book. These are readily
available in an openly published form.

The third type of trade is differentiated manufactured goods and services
where there is no organised market or quoted reference prices. Here we do
not find a uniform standard price but rather more ‘one-off” pricing, differen-
tiated according to complex networks of supply.

Unlocking the complex determinants of trade with respect to each of these
categories is not easy (Rauch, 1999). Although the first, and to a lesser extent
the second, of these categories display a high international trade to produc-
tion ratio so that a high proportion of their output is exported, these are

[vww.ebook3000.con)



http://www.ebook3000.org

The future of globalisation 33

declining in importance as components of total intemational trade. These
categories of trade are also less sensitive to the ‘cultural variables” mentioned
earlier in the context of the gravity model. so they are more closely correlated
with the growth of wealth and income. But what has expanded rapidly is the
third category. particularly complex manufactured goods. And this has a
relatively low production to trade ratio, when all the other variables that
determine trade have been accounted for. The key here is these other cultural,
political or geographical influences, which act at the expense of income
growth as such. There is a great deal of production but relatively lower levels
of it are exported abroad as a pure consequence of income growth, rather than
as a consequence of other variables like distance, migration and legal simi-
larities, and so on.

Thus we have a situation where those categories of trade with high income
elasticity related production propensity to export are declining in signifi-
cance. while that category with a lower income elasticity related production
propensity for export 1§ increasing in importance. Perhaps this is at least one
of the reasons for the relative lack of international trade, as opposed to
domestic trade within a country.

The reasons for these different propensities are interesting and important.
Where there is an organised market for exchange. as in the case of the first
category, the organisation of the exchange is relatively easy and cheap. Trans-
action costs are low. However, with sophisticated manufactured goods there
are no organised markets to facilitate exchanges. Rather they are traded in the
context of often one-off, lengthy and complex networks of supply and distri-
bution. Manufacturers have to set up webs of distribution systems. which are
often singular and unique for each particular category of good. They require
the seeking out of trading partners and the securing of a network of partici-
pants. something, it might be added. that migration makes easier. Above all
these systems are costly to set up and maintain — transaction costs are high.
This may account for the lack of trading in these goods across frontiers
relative to their trading at home, and put a limit on the extent of their
expansion. It is just too costly, for instance. for US manufacturers to secure
distribution systems for their goods in Japan, so there are low levels of US
exports to Japan, as shown in Table 1.1 above.

An obvious question here is whether there is any empirical evidence to
support these remarks.

Whilst there was a rapid growth in world trade for all the categories of
trade mentioned in Box 1.1 over the 1970s and 1980s, there was a downturn
in the growth of agricultural exports in the second half of the 1990s. But after
a slowdown in manufacturing exports in the same period, these recovered in
1999-2000. mainly as a result of a rapid growth of exports from the emerging
economies.
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In case this seems deliberately to concentrate upon merchandise trade and
leave out trade in services, which are thought to be growing at a faster rate,
this latter claim is not in fact true. Trade in cultural goods, for instance, was
also falling off in the late 1990s. Trade in services has remained at about 20
per cent of total world trade ever since 1975, so by concentrating only on
merchandise trade we have covered the bulk of total world trade.

In this section we have argued three things. First. that far from market
exchange sweeping unhindered across the globe there are likely to continue
to be real limits to the further expansion of global trade. limits largely
established by the continuing salience of national territories and borders.

Secondly, we have argued that the real constraints on any further develop-
ment of global trade are more likely to be the institutional, cultural and
political variables, or the geographical ones analysed above, rather than
straightforward economic ones.

Thirdly, there is some limited indication that overall world trade growth
has slowed in recent years. Of course this may be mainly for cyclical reasons,
but the analysis has also demonstrated that there are a potential set of more
structural constraints that even in the medium term could undermine an ever
expanding international division of labour and trade integration.

If nothing else. these remarks indicate that there are good and interesting
reasons still to take the issues of borders seriously in economics, despite the
fashionable insistence that they are no longer significant in an age of
globalisation.

Conclusion

In this chapter we have tried to look forward to the future of global govern-
ance and the future of the global economy. We have tried to demonstrate
three things. That the current state of international interconnectedness is not
unprecedented and that previous episodes of integration have generated a
backlash and have ended in the regression of international trade and invest-
ment. That national states are not being overwhelmed and the future of
extended multilateral governance does not look promising. In a turbulent
physical and international environment the nation state may become more
salient as a means of protection against global forces beyond supranational
governance. That there may be inherent limits to the growth of international
trade, that borders do matter, and that we may be approaching those limits.
These messages are comforting neither to the advocates of the ‘Washington
Consensus’ nor to their "anti-globalisation” critics.

Notes
I Reprinted by permission of Suge Publications Lid (© Cooperation & Conflict. NISA ~
Nordic International Studies Association. 2002).
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-

2. The evidence and probable consequences considered in the 2001 report of the UN Inter-
governmental Panel on Climate Change and the 2002 report of the US National Academy
of Sciences are compelling and disturbing.
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2 The scope and implications of globalisation

Jonathan Perraton

Globalisation has become arguably t/e buzzword of our times, but for all its
resonance in academic and popular discourse it often remains a vague and
elusive concept. Is 1t anything more than a buzzword for journalists and the
latest generation of vacuous futurologists? Indeed a growing academic school
— ably represented by Paul Hirst and Grahame Thompson in their contribu-
tion to this volume and elsewhere (Hirst and Thompson, 1999) — argues that
there is less than meets the eye to this phenomenon. Globalisation has been
widely used to refer to sharp increases in levels of international economic
flows, particularly since the 1970s. Using various definitions, authors have
typically claimed either that it heralds the demise of the nation state or that it
amounts to nothing new. However, these conceptions of globalisation are
typically inadequate and their analysis of empirical evidence consequently
misleading. This chapter proposes an analytic approach to globalisation,
argues that available evidence does point to a fundamental transformation in
the world economy which in key respects is unprecedented. and draws impli-
cations for nation states and the welfare of their citizens.

Conceptions of Globalisation

Broadly speaking there are three approaches to globalisation. referred to here
as the hyper-globalist, the sceptical and the transformationalist views (Held
et al., 1999). For the hyper-globalists contemporary globalisation has created
a single global economy transcending and integrating the world's major
economic regions. Technological changes and market integration in this in-
terpretation create an imperative towards the de-nationalisation of strategic
economic activities so that it is global finance and corporate capital. rather
than states, which exercise decisive influence over the organisation. location
and distribution of economic power and wealth. Since the authority of states
is territorially bound. global markets can escape effective political regulation.
In this borderless economy, states have no option other than to accommodate
global market forces, whilst multilateral economic institutions. notably the
IMF, World Bank and WTO, effectively function to further this globalisation.
Whether celebrated in neo-liberal business and journalistic literature (for
example Ohmae, 1994; Friedman, 1999) or deplored in radical literature (for
example Gray. 1998: Greider, 1997). globalisation is taken to spell the end of
natjional management of economies and, particularly. of the welfare state.
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~In academic circles this hyper-globalist school has relatively few adher-
ents, but this business school view of the world is highly influential in policy
circles and popular discourse. In its weaker form — arguing that increased
integration raises gains from pursuing laissez-faire microeconomic policies
and conservative macroeconomic policies (the *Washington Consensus’), and
also raises the costs of departing from such policies — it is prevalent amongst
international economic agencies.

The sceptical view. by contrast, sees contemporary integration instead as
‘inter-nationalisation’. where recent growth of international flows represents
rising interactions between well-defined national economies, rather than the
emergence of global economic activity. National economic policy therefore
at least potentially remains coherent and effective. In this view current levels
of global flows are not unprecedented but are comparable to. or lower than,
those during the classical Gold Standard period before World War 1. Further,
rather than being global, the sceptics argue that increased international eco-
nomic activity is primarily a phenomenon largely confined to the major
developed economies with these states having been the very architects of a
more open international economy. Dismissing the idea of a unified global
economy, the sceptical position concludes that the world displays distinct
economic and political blocs, within which different forms of capitalism
continue to flourish. Globalisation sceptics test the claims of the hyper-
globalists and find them wanting as an account of contemporary developments
— economic activity remains significantly more nationally based than would
be the case under a model globalised economy. Often the hyper-globalist
view is taken as representative of analyses of globalisation more generally.

The transformationalist view of globalisation proposed here differs from
both these approaches in viewing globalisation as a process rather than an
end-state. The historical context of globalisation is examined in more detail
elsewhere;' but the evidence presented below does point to levels of integra-
tion that are qualitatively higher than in earlier periods. Globalisation can be
conceived as a process, or set of processes, which embodies a transformation
in the spatial organisation of social relations engendering a shift in the spatial
reach of networks and systems of social relations to transcontinental patterns
of human organisation, activity and the exercise of social power. More spec-
ifically here we focus on the emergence of global product and financial
markets and the international organisation of business. This entails a stretch-
ing of economic activity across frontiers, regions and continents. The growing
extensity” of economic activity is combined with an intensification, or the
growing magnitude, of interconnectedness and fows of trade, investment,
finance and so on so that domestic economic activity is increasingly en-
meshed with activity elsewhere. This growing extensity and intensity deepens
their impact such that the effects of distant events can be highly significant
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elsewhere and specific local developments can have global consequences. In
this sense, the boundaries between domestic matters and global affairs be-
come increasingly fluid. Networks and infrastructures have emerged to facilitate
these interactions. and institutions have emerged to regulate them. Such
developments are rarely uniform and typically display clear patterns of hier-
archy and unevenness. Globalisation is not a singular condition, a linear
process or a final end-point of social change. Although the impact of
globalisation processes is affected by the extensity and intensity of the pro-
cesses, 1t cannot simply be read off from them. Globalisation theory should
not be seen as a substitute for established social science approaches to assess-
ing the impact of social relations, but instead it complements them by
illuminating the specific role played by the intercontinental dimension of
social relations and indicating how established tools should be modified and
applied to understanding these relations. Globalisation does not simply de-
note a shift in the extensity or scale of social relations and activity.
Fundamentally, argue the transformationalists, it also involves the spatial
reorganisation of economic, political, military and cultural power. Globalisation
can thus be understood as involving a shift or transformation in the scale of
human social organisation that extends the reach of power relations across
the world’s major regions and continents. It implies a world in which devel-
opments in one region can come to shape the life chances of communities in
distant parts of the globe.

Herein lies the key contrast with the hyper-globalisation and sceptical
approaches. Both these views share a remarkably similar conception of
globalisation as an end-state, the sceptics testing this notion against the
evidence and finding it wanting. Conceiving globalisation as an end-state is
problematic for two reasons. First, this all too often leads to conflating global
markets with perfect markets so that when global markets do not operate as
textbook perfect markets this is erroneously taken as evidence against
globalisation. Secondly, there seems little reason to think that processes of
social change like globalisation have a single putative end-point. This leads
to the analysis above where it is assumed that globalisation inexorably leads
to one outcome and cannot be altered by policy choices. Both the hyper-
globalist and sceptical approaches use similar conceptions of economic
globalisation in terms of perfectly integrated international markets, the scep-
tics claiming to test the assertion of the hyper-globalisation school that such
markets have arisen. It is not simply that reality by definition does not
confirm to this ideal type ~ it is also the wrong model. This is a concept of an
equilibrium end-state. However, an equilibrium of frictionless international
capital mobility would be expected to produce very low, not very high, cross-
border financial flows and transactions. Such a model is therefore unhelpful
in explaining the huge volume of cross-border transactions and periodic



40 Globalisation in question?

‘turbulence in international financial markets. Focusing on perfect inter-
national markets fails to explain non-market integration by multinational
corporations (MNCs), since MNCs exist precisely because of imperfections
in international markets. This concept is severely limited as an analytical
tool. Fundamentally, it is unhelpful to study economic processes in terms of a
single implied end-point, given the likelihood of multiple equilibria. The end-
point concept of globalisation implies a unilinear, even inexorable, process.
Rather globalisation can be seen as a process of emergence of global product
markets and global organisation of production. This both covers several areas
of economic activity and also has multple causes. Market dynamics are
important, but globalisation cannot simply be reduced to this. Nor can it
simply be explained in terms of new technology: global financial markets
emerged in the nineteenth century with the telegraph — the *Victorian internet’
(Standage. 1999) - but modern technology has been central to moving the
volume of goods traded and to processing the vast level of transactions on
contemporary international financial markets as well as providing the com-
munications infrastructure for organising international business.

The sceptics are right to point out that markets are not protean entities but
require a legal framework, and that global markets have emerged as the result
of deliberate political decisions by key states to liberalise. These observations
do not, though. mean that giobalisation is a myth, for several reasons. Con-
tinuing regulation of markets by governments does not mean that they can
control the outcomes of these markets; regulators themselves are often play-
ing catch-up with developments in the markets, particularly in global finance
(for example Germain, 1997). Nor does the fact that governments deliber-
ately deregulated mean that it would be a simple task to reverse this. Whilst
in an important sense deregulation entailed reregulation — regulations were
not simply removed but new ones devised and implemented — the national
dimension to this is often over-stated in sceptical accounts. There is evidence
of growing uniformity in business regulation, at least across developed coun-
tries (Braithwaite and Drahos, 2000). In part this is due to links between
national regulators and the emergence of an international epistemic commu-
nity amongst them. in part it is the result of formal integration agreements
either regionally (for example the Single European Market or NAFTA) or
globally through the WTO and in part it reflects regulatory arbitrage from
international competition. Thus a global architecture for international mar-
kets is emerging.

Globalisation as a multi-dimensional process with multiple causes can be
expected to have multiple possible outcomes. The limitations of the uni-
linear conception of globalisation can be seen in the use of convergence
measures (o ‘test’ globalisation trends. Typically such analysis is either naive
— assorted variables are presumed to converge with globalisation for no clear
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theoretical reason and anything less is taken as evidence against globalisation
— or predicated upon models assuming perfect competition. Even modern
neoclassical models of globalisation assuming imperfect competition and
scale economies show that integration can result in agglomeration and spatial
unevenness, and inequality in processes which imply multiple equilibria, and
they do not propose simple convergence stories (Krugman and Venables.
1993; Fujita er al.. 1999). Less orthodox accounts based on the pioneering
work of Stephen Hymer on multinationals make similar predictions on the
basis of profit-seeking activity by oligopolistic MNCs (for example Kozul-
Wright. 1995). Globalisation processes do not necessarily imply
homogenisation or convergence in conditions across countries — international
transactions are driven precisely by differences in countries’ domestic condi-
tions. Moreover, hierarchy and unevenness in the nature of global systems
may be perpetuated, accentuated or modified by globalisation. Whether in-
comes, growth rates, interest rates and other economic conditions and policies
are expected to converge as a result of globalisation depends on the theoreti-
cal approach adopted and the nature of the globalisation process.

Empirical evidence

International trade. finance and foreign direct investment have grown rap-
idly since the war and these are considered below. One omission here is
International migration, which was a key component of globalisation pro-
cesses in the classical Gold Standard period. The forces leading towards
globalisation of product and financial markets. particularly improvements
and cost reductions in transport and communications, are likely to have a
similar impact on international labour movements (Stalker, 2000). These
have also facilitated international movements of people. The impact of
other globalisation trends on migration is more ambiguous. Trade and/or
capital flows can in principle substitute for migration, and if globalisation
leads to income convergence across nations this might be expected to re-
duce pressures for migration. In practice these trends are more likely to
lead to increased migration. Trends towards convergence of countries’ in-
comes per head. such as they are. are too slow to offer any immediate
prospect of major erosion of international wage differentials between North
and South (see below). Further. there appears to be a non-linear relation-
ship between global income differentials and migration pressures. Some
domestic industrial development is often necessary to provide potential
migrants with internationally marketable skills. Increased international eco-
nomic integration spreads information more widely about global
opportunities so that international labour flows have become more respon-
sive to demand shifts in recipient countries. Thus development through
international economic integration seems more likely to increase migration



42 Globalisation in question?

than to reduce it. Globalisation of product and financial markets reflects
political decisions to liberalise as well as falls in transport costs. By con-
trast, recipient countries largely can and do control labour inflows and face
few pressures to relax their controls. Such a conclusion may be over-hasty.
The key pressure for liberalisation in developed countries is an ageing
population combined with births falling below replacement rates.

International trade

International trade has reached unprecedented levels relative to output, lead-
ing to global goods and services markets and the transformation of product
and labour markets. Trade has grown to unprecedented levels in the post-war
period, as shown by Table 2.1. Trade is clearly higher relative to output than
during the classical Gold Standard period. More detailed evidence at the level
of countries also points to structural breaks in many countries’ trade-GDP
ratios in the 1970s (Ben-David and Papell. 1997). These figures are for
merchandise trade only. Figures for trade in services are more patchy and
only available more recently — but they too show an upward trend. Trade in
goods and services grew more rapidly than GDP over the 1990s and is now
equivalent to about 29 per cent of world GDP from around 19 per cent in
1990 (WTO, 2001: 1).

Table 2.1  Export—-GDP ratios, 1870-1998

Merchandise exports as per cent of GDP (1990 prices)

1870 1913 1929 1950 1973 1998

France 4.9 7.8 8.6 7.6 15.2 28.7
Germany 9.5 16.1 12.8 6.2 23.8 38.9
Japan 0.2 2.4 3.5 2.2 7.7 13.4
UK 12.2 17.5 13.3 1.3 14.0 25.0
United States 2.5 3.7 3.6 3.0 4.9 10.1
World 4.6 7.9 9.0 5.5 10.5 17.2

Source:  Maddison (2000: 363)

Given the post-war growth in non-tradable services, much of it in the
public sector, it is useful to compare these figures more directly to value-
added in the goods sectors as Table 2.2 does for selected countries. Except
for the slightly anomalous case of Britain, there is a clear increase in goods
trade relative to goods output. The integration of the United States into the
world economy is particularly notable.
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Table 2.2 Merchandise trade as percentage of merchandise value-added,
1890-2000

1890 1913 1960 1970 1980 1990 2000

France i 18.5 23.3 16.8 25.7 44.0 53.5 68.0
Germany 227 29.2 24.6 31.3 48.5 57.8 78.5
Japan 10.2 23.9 15.3 15.7 258 18.9 27.5¢
Sweden 42,5 37.5 39.7 48.8 72.9 73.1 87.5%
UK 61.5 76.3 33.8 40.7 52.6 62.8 63.5
United States  14.3 13.2 9.6 13.7 30.9 338 48.3¢

Nores:  a: 1999: b 1998, ¢: 1997,

Sources:  Feenstra (1998); World Bunk. World Development Indicators data base; US Eco-
nomic Report to the President. 1999

Of course, these figures should be interpreted with care as they compare
gross trade figures relative to measures of value-added. Indeed firms are
increasingly able to divide the production process into difterent stages and
locate them according to comparative advantage ~ variously referred to by
different authors as ‘commodity chains’, *fragmentation’, ‘global production
networks’ or “slicing up the value chain’ (Feenstra, 1998: Krugman, 1995) -
thus increasing trade in inputs and semi-finished manufactures. This has
significantly increased the import content of manufactured goods in devel-
oped countries (except Japan), leading to the development of interdependent
production processes across countries. Some estimates indicate that 30 per
cent of manufactures trade may be in components (Yeats, 2001).

Transport costs and protectionist barriers fell through the post-war period.
but a series of key qualitative changes in the 1980s and 1990s have paved the
way towards a global free trade regime. Developing countries abandoned
protectionist policies. partly as a result of pressure from multilateral institu-
tions: the collapse of the Comecon system and liberalisation in China and
Vietnam brought former command economies into the world trading system:
the completion of the Uruguay Round of the General Agreement on Tariffs
and Trade (GATT) led to the establishment of the World Trade Organization.
This means that a majority of the world’s population and economies are now
operating under a broadly free trade regime (Sachs and Warper. 1995). which
will increase further with China’s accession to the WTO. Within the picture
of global trade liberalisation there are important exceptions, particularly in
agricultural goods in which the least developed countries have a comparative
advantage.
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CAn extensive trading system has thus developed since World War 1I. Al-
though there are some regional patterns to trade, interregional trade has
grown alongside intra-regional trade and indicators of the relative intensities
of intra-regional and interregional trade do not indicate a clear trend to
regional concentration (Andersen and Norheim, 1993). Regional trading ar-
rangements generally appear to be reducing rather than increasing global
barriers to trade. The result of this is that trade has led to national markets for
goods and services becoming increasingly enmeshed and to global ones
emerging.

For much of the post-war period the growth of trade was largely driven by
the growth of intra-industry trade as developed countries’ markets for manu-
factures became increasingly enmeshed. However, since the mid-1980s
developing countries’ share of world trade has risen continuously largely due
to increased manufactured exports. Their share of world merchandise exports
is now 30 per cent and their share of world manufactured exports stands at 27
per cent, up from 17 per cent in 1990 and 10 per cent in 1980 (WTO, 2001:
3-4). Export growth through their incorporation into the world economy has
been central to the development of these newly industrialising economies
(NIEs). The growth of these NIEs has led to increased differentiation be-
tween developing countries in terms of income levels, wages and the products
they export. This growth has been highly concentrated on a small number of
countries, and markets for primary commodities, which still predominate in
the least developed countries’ exports, have stagnated since the 1980s. More-
over, even the markets for manufactured exports are limited and it is
questionable how far the export performance of the NIEs could be emulated
by developing countries on a wide scale without leading to falling terms of
trade (Rowthorn, 2001).*

Whilst global markets have emerged for many products, the nature of these
markets remains under-researched. Some, particularly in primary commodi-
ties, are clearly organised on exchanges. Even these are often less pertect
than often supposed, with degrees of cartelisation, and some manufactures
markets are cartelised too (Strange, 1996: ch. 11). But other markets, particu-
larly for manufactures, are not so clearly instituted. Intra-industry trade by its
very nature entails imperfect, often oligopolistic. competition. The limits to
international price convergence — largely due to fluctuations in the exchange
rate from financial globalisation — are sometimes taken as evidence against
global markets. but this can be analysed in terms of pricing behaviour of
oligopolistic companies in international markets (Brinkman, 1999).

The growing extensity and intensity of trade has been matched by the
establishment of the WTO, providing an institutional architecture for world
trade. Whilst the GATT provided a skeleton framework for governing trade,
the WTO is both more invasive as it moves into harmonization of trade in
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services, intellectual property rights and investment measures. and has greater
powers over national governments. The WTO operates quite clear and strin-
gent rules in its thrust towards global trade liberalisation. The General
Agreement on Trade in Services (GATS) may be particularly significant since
some authorities argue its provisions could be used to open up public sector
service providers to market competition. Further. by a two-thirds majority the
WTO can vote to bring any new subject into its ambit. The more invasive
nature of the WTO regime and its shift to deeper harmonization than the
GATT regime is indicated by references to dispute panels: whilst there were
around 120 references to the GATT disputes panel over 1948-90. since 1995
there have been 268 references to the WTO disputes panel (October 2002
figures). At the level of industrial policy, the institutionalising of free trade
through the WTO has profound effecls on national policy options. Many of
the trade and industrial policies that were operated by developed countries
during their industrialisation ~ and several newly industrialising economies
like Korea and Taiwan in the post-war period — are now no longer permissible
under WTO rules — as Ha-Jooun Chang points out in his chapter in this volume
(Chapter 23) and elsewhere (Chang, 2002).

The impact on macroeconomic policy is considered below as an ensemble
with the other aspects of economic globalisation. Textbook trade theory
predicts that product market integration would lead to some convergence of
factor incomes, although not necessarily to the point of factor price equalisa-
tion.” Increased interindustry trade, on some estimates, has had an important
impact on the fortunes of groups in the trading countries through increased
specialisation in production. so that as industrialised countries have lost
markets for low skill-intensive products. demand for their high skill-intensive
products has risen.® This has led to large falls in demand for, particularly.
male manufacturing workers in developed countries, whilst wages for highly
skilled workers have tended to rise and differentials widen. Fragmentation of
production globally is likely to increase these effects. Considerable debate
has ensued over how much of the shift in demand away from low-skilled
labour in developed countries can be attributed to increased trade with devel-
oping countries and the ensuing specialisation. Most such studies take a
simple view that this is attributable either to such trade or to skill-biased
technical change. Many such studies that indicate small effects from trade are
poorly specified in terms of the underlying theory and contain biases that are
likely to reduce the estimates.” If there have been such productivity changes
in the workforce that many economists claim, then they need to explain why
there is scant evidence of them at the macro level in aggregate productivity
figures. Moreover. this debate has tended to downplay the role of changes in
wage bargaining institutions. declines in trade union power amongst some
countries and trends in minimum wages.
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* Further, focusing on the effects of developed-developing country trade
overlooks the effects of trade in general. As Rodrik (1997) points out, in-
creased trade acts to raise the elasticity of demand for labour; similar effects
would be expected from foreign direct investment, considered in the next
section. Whilst the North-South trade effects flow from orthodox trade theory
of comparative advantage determined by relative factor supplies. the in-
creased elasticity of demand for labour result does not assume such trade and
can also be derived from a post-Keynesian approach (Galbraith and Berner,
2001: especially chs 1 and 8). Increased elasticity of demand for labour has a
number of key consequences: it reduces the ability of labour to extract rents
in production processes and increases the incidence of taxes and other meas-
ures on labour (and other immobile factors). This doesn’t mean that welfare
states or environmental measures become unaffordable because they make
the country ‘uncompetitive’. Indeed amongst developed countries. more open
economies tend to have larger welfare states (Rodrik, 1997). This is perhaps
not surprising: whilst openness offers the standard gains from trade it also
exposes citizens to greater risks. A functioning welfare state financed by
progressive taxation can cushion citizens against external fluctuations and, in
a rough-and-ready way, ensure that the gainers partially compensate the
losers. However, this integration does tend to shift the costs of welfare states
onto labour at a time when the demands placed upon them are increasing.

Thus far there are only a few studies of the effects of increased trade on the
elasticity of demand for labour (for example Slaughter. 2001). Although
firms® mark-ups on costs have declined in the 1990s as they face greater
competitive pressure. this has not led to a rise in labour’s share of national
income as might be expected with low and stable inflation rates; instead
labour’s share of national income has stabilised or declined in developed
economies (BIS. 2001 20). Other evidence also indicates that increased trade
between developed countries can have a significant impact on labour. Whereas
it has often been supposed that intra-industry trade benefits all factors of
production, there is no theoretical necessity for this and in practice such trade
does appear to induce significant adjustment (Briilhart and Hine. 1999).

Whilst much of this work has focused on the impact of trade on developing
countries. increased specialisation between developed and developing coun-
tries may limit any further effects of this trade on developed countries™ labour
markets. However, amongst developing countries increasing trade appears to
have had a significant impact on labour markets in developing countries
{Wood. 2002). As differentiation between developing countries has grown,
the impact on wmcomes and wage inequality increasingly depends on their
relative position.
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Multinational corporations and foreign direct investment

Foreign direct investment by multinational corporations has grown faster
than trade. let alone income. since World War II and sales by foreign affiliates
of MNCs are now more than double global exports (see Table 2.3). MNCs
account for a significant minority of private GDP. particularly in manufaciur-
ing, and, on some estimates, a majority of world trade {with a gquarter or more
of world trade being between branches of the same company). As major
international borrowers and savers, MNCs have been central to the develop-
ment of global finance. Although FDI remains a minority of total investment,
it is growing and significant. as Table 2.4 shows. These figures are partially
misleading as the majority of the FDI between developed countries is in the
form of mergers and acquisitions. but this is much less true for investment in

Table 2.3 Sales and output of foreign affiliates of MNCs, 1982-99

1982 1990 2000

Foreign affiliates” sales/world exports ratio 1.16 1.25 223
Sales of foreign affiliates/world GDP (%) 23.2 255 49.2
Gross production of foreign affiliates/world

GDP (%) 5.3 6.6 99
Exports of foreign affiliates/world exports (%) 30.0 26.6 50.8

Source: UNCTAD (2001: 1Oy

Table 2.4 FDI flows as a percentage of gross fived capital formation,

1982-99
1982 1989-94 1995 1997 1999
average

World
Inward 2.5 4.1 5.3 1.5 16.3
Outward 1.7 49 8.7 7.4 15
Developed countries
Inward 3 4 6.1 17.0
Outward 5.3 7 8.9 19.4
Developing countries
Inward 5.2 7.7 10.9 13.8
Outward 2.4 33 3.9 3.3

Source:  UNCTAD (2001: 10. 312-3)



48  Globalisation in question?

(and from) developing countries. These figures are by their nature guessti-
mates; data at the national level indicates that in the manufacturing sector
tforeign affiliates now account for around a quarter of output in the EU and
around 18 per cent in the USA. although foreign investment in Japan remains
very low.¥ Figures on MNC production of services is patchy. although the
tertiary sector now accounts for around 42 per cent of FDI stocks (UNCTAD,
2001: 257).

Following economic liberalisation. FDI in transition economies has often
accounted for a significant proportion of their national investment levels.
Most FDI flows to developed countries, but the share of developing econ-
omies has risen to 21.4 per cent now from 17.1 per cent a decade ago (UNCTAD.
2001, p. 256); inflows to China account for around half of this increase and
ten economies account for three-quarters of all FDI inflows to developing
countries (ibid.. p. 52). In some developing and transition economies MNCs
play a key role in production. investment and technology transfer and have
played a key role in embryonic industrial clusters and in facilitating export
growth. Nevertheless, FDI typically flows to countries where the develop-
mental process is already established and the conditions for sustained growth
are in place rather than playing a catalytic role in development (cf. de Mello.
1997).

Scepticism over the significance of these developments has been expressed
on several grounds. Globalisation sceptics stress that MNCs often have the
majority of their sales and assets in their home country, along with their core
operations. and argue that they remain essentially national companies with
international operations (for example Hirst and Thompson, 1999, ch. 3).
Amongst the largest 100 MNCs, foreign operations are substantial. account-
ing in 1999 for 41.7 per cent of their assets. 49.2 per cent of sales and 45.6
per cent of employment (calculated from UNCTAD. 2001. p. 94). Overseas
operations are hardly marginal or peripheral to many MNCs. A related criti-
cism is the claim that MNCs are retreating from operating truly global strategies
not least because of the low profit rates on many overseas operations (for
example Rugman, 2000). There are several comments that can be made here.
As we have noted, FDI flows continue to grow rapidly: there is no overall
slowdown in the growth of MNCs' overseas operations. Part of the trend
identified can be attribuied to companies aiming to focus on their core com-
petencies: this will not necessarily result in lower international production,
but may lead to foreign affiliate production being replaced by outsourcing. A
retreat from diversitied global production to more focused operations has not
necessarily meant a departure from a global strategy (OECD. 2001). The
point about relatively low profitability of MNC operations is not new, having
been carefully documented in Kapler (1997); in part this reflects the height-
ened global competition. Inward FDI is a Key source of international
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competitive pressure (Baily and Gersbach. 1995); MNCs have both created
and are subject to global competition. Focusing on individual companies
tends to miss the wider picture: whilst individual MNCs vary in their capacity
and strategy for operating production internationally, overall they have in-
creased the responsiveness of output to changes in national conditions. FDI
continues to grow and MNCs continue to expand their overseas operations.
MNC activity and intra-firm trade remain central to the production and trade
of many key industries (OECD, 1996).

The growth and power of MNCs is examined further elsewhere in this
volume. The growth of international production has several key consequences.
As noted above, increased FDI generally. not just to low-wage countries. is
expected to have similar effects as increased trade on raising the elasticity of
demand for labour; available evidence is consistent with this (Hatzius, 2000).
This is beyond the effects of outsourcing and relocation of production to low-
wage, developing and transition economies. International production tends to
undermine national industrial policies and wider social arrangements. Part of
this is formal: although attempts to negotiate a global regime for MNCs have
so far failed, several WTO measures act to limit countries’ policy autonomy.
In particular WTO agreements over Trade in Intellectual Property Rights
{TRIPs) and Trade-Related Investment Measures (TRIMs) act to limit coun-
tries’ ability to ensure technology transfer from inward investment and impose
performance requirements on MNCs — tools that were used successfully by
countries in their post-war development (Lall, 2002). Liberalisation of the
inward investment regime has largely proceeded through bilateral agree-
ments: during the 1990s between 80 and 150 regulatory changes to FDI
regimes were introduced annually: the vast majority of these made the regime
more liberal (UNCTAD, 2001. ch. 4). Governments have fewer policy levers
over MNCs.

Arguably the key issue is the generation and diffusion of technology.
Elsewhere in this volume Jeremy Howells discusses the various forms of
globalisation of technology. MNCs have often dominated the most techno-
logically dynamic industries and accounted for the majority of private R&D
expenditure, including a growing proportion abroad by foreign affiliates. This
has been central to their growth. Companies undertake overseas production
where they possess a specific advantage best exploited within the firm through
multinational production. rather than exporting from the home base or licens-
ing the technology. Multinationals” growth gua multinationals has been based
on their ability to generate and exploit technological advantage internation-
ally: not merely did they generate specific advantages through technology
creation, their multinational nature enabled them to exploit this advantage
around the globe. For much of the post-war period this advantage was typi-
cally generated by innovation networks in the company’s home country and
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then diffused world-wide. Increasingly, however, MNCs cannot rely solely
on their domestic base for generating technological advantage and have re-
sponded by diversifying their innovatory capacity internationally. Rising costs
of innovation and the need to tap into overseas innovation networks have led
to increasing numbers of joint-ventures and strategic alliances between MNCs
for the generation and diffusion of technology. Such developments are par-
ticularly common in industries with high levels of recurrent R&D expenditure.
Cross-border strategic alliances grew rapidly in the 1980s and continued to
grow in the 1990s. often between companies from different continents (OECD,
2001). One key result of globalisation is that for all but the G7 countries
foreign R&D had a greater impact on productivity than domestic R&D
(Frantzen, 2000); FDI, as well as trade, is an important conduit for this. The
international dispersion of technology undermines national industrial and
technology strategies.

MNC activity acts to erode the corporate tax base. Differences in corporate
tax rates do appear to have significantly affected FDI flows, and corporate tax
rates (both headline and effective rates) have declined —~ from an OECD
average of 44 per cent in 1988 to 36 per cent in 1997 — whilst the cross-
country variance has fallen over the past decade amongst advanced countries
(Gropp and Kostial, 2000). In part governments have responded by broaden-
ing the corporate tax base but cutting rates on the most mobile capital. These
developments do not make welfare states unviable.

Global strategies increase the exit options of MNCs without necessarily
making them footloose. Since technological advantage is necessarily tempor-
ary, these developments do not necessarily make national industrial policy
ineffective: indeed by attracting FDI it may enhance them. Nevertheless
MNC activity appears to have led to a shift in industrial policy away from
national industrial development strategies and towards an emphasis on offer-
ing inducements for inward FDI.

Both the hyper-globalisation and sceptical schools postulate one ideal form
of a globalised MNC and compare this with specific firms. This ignores the
overall effect of global production and competition arising from MNC act-
ivity. Multinationals™ ability to produce abroad and response to global
competition continues to place constraints upon national economic and in-
dustrial strategies.

The globalisation of finance

For many. the most potent example of globalisation is the extraordinary level
of international financial transactions. Particularly since the demise of the
Bretton Woods system. international finance has grown exponentially to
almost astronomical levels for some products. The level of transactions is
extraordinary, as Table 2.5 shows.” Whereas in the early 1970s the ratio of
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Table 2.5 Cross-border transactions in bonds and equities (9% GDP)

1975 1980 1985 1990 1995 1998
USA 4 9 35 89 135 230
Japan 2 8 62 119 65 91
Germany 5 7 33 57 172 334
France - 5 21 54 187 4135
ltaly 1 1 4 27 253 640
Canada 3 9 27 63 187 331

Source:  Bank for International Setlements, Annual Report. 1999, p. 118

foreign exchange trading to world trade was around 2:1. by the early 1990s
this ratio had risen to 50:1 and is around 70:1 today (Eatwell and Taylor.
2000: 3-4): the majority of these foreign exchange positions are held for less
than a week. The gross flows are less dramatic. the difference being indica-
tive of the degree of volatility in international financial markets, but Table 2.6
shows a general rise in cross-border capital movements.

Against this evidence globalisation sceptics cite the close correlations
between national savings and investment rates as evidence of the continued
importance of national capital markets. However. this correlation declined
over the 1990s (BIS, 2001: 32). and a high correlation between national

Table 2.6 Gross foreign direct investment plus portfolio investiment flows

Annual average per cent of GDP

1970-74 1975~79 1980-84 1985-89 1990-95 1996-2000

Canada 1.7 3.4 3.6 6.1 7.2 12.6
France - 1.3 2.1 .1 7.2 19.4
Germany 1.2 1.3 1.7 52 6.3 17.7
Ialy 0.9 0.3 0.6 7 5.7 15.6
Japan - 0.6 2.6 5.9 3.7 4.6
Sweden 1.0 1.2 1.7 5.0 7.0 273
UK 3.6 1.0 54 4.4 i1.9 28.6
USA 1.0 1.5 1.4 29 3.3 9.3

Sources: 1970-95: IMF, World Economic Quilook. Nay 1997 1996-2000: calculated {rom
IMF. Balance of Pavments Statistics Yearbook and International Financial Statistics Yearbook.
2002.
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_savings and investment shares can still be consistent with high international
capital mobility if the two are jointly determined and/or the government
targets the current account. Further. high net capital mobility would only be
expected if there were significant differentials in rates of return between
countries and these have largely been eliminated, in part due to past capital
flows. Whilst investors still retain a home bias towards domestic assets. gross
flows of capital have grown, consistent with a high degree of enmeshment
between national capital markets. Moreover, this is consistent with much of
these flows being speculative: the variance of national current accounts is
estimated to be excessive for consumption smoothing amongst developed
couniries (Ghosh. 1995; Shibata and Shintani, 1998).

Turning to price rather than volume data, the story is clear. as all but very
short-term interest rates are now determined in globally integrated markets.
When currency can be sold forward, any difference between rates is exactly
offset by the difference between the current and forward exchange rate for
the period the asset is held. so that returns are equalised when expressed in a
common currency (covered interest rate parity holds). Outside of this condi-
tion, returns are not equalised so that exchange rates do not exactly move to
offset differences in interest rates (uncovered interest rate parity does not
hold). Over the longer term there is evidence of convergence of real interest
rates amongst the major advanced economies, implying some convergence in
the costs of capital (Fujii and Chinn, 2001). The failure of exchange rates to
move to offset differences in interest rates. at least in the short run, is due
both to variations over time in the premium over standard interest rates that
the markets demand for holding assets denominated in particular currencies,
and to operational features of the foreign exchange markets. Market opera-
tors use forecasts of exchange rates based both on an analysis of economic
fundamentals and trend spotting in data series (‘chartism’). Since there is a
range of opinions amongst traders this creates the conditions for high vol-
umes of trading and possibilities for speculation. In particular, chartism can
lead to speculative bubbles that drive the exchange rate away from its equilib-
rium value, the short-term focus of most traders leading to a relative
concentration on such movements.

More generally, capital markets are becoming more integrated so that
global and international industry-specific factors appear to be becoming more
important and national factors less important in stock arket movements
(Brooks and Catao, 2000). Convergence of interest rates and integration of
capital markets has led to narrowing of differences in the cost of capital
(Stulz, 1999),

The position of developing countries is more complex and the integration
of their financial systems with global markets is less. Developing countries
would be expected to pay a premium on developed country interest rates to
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reflect their greater default risk, but this becomes counter-productive when it
simply increases the probability of default and thus decreases the expected
return: at this point credit rationing operates to prevent further lending. Since
debtors continue to repay past {oans at rates determined in the global market
and agents within them can move funds to international markets. developing
countries remain part of global financial markets. After eftectively being
excluded from international financial markets after the debt crisis in the
1980s (see further Gary Dymski’s Chapter 5). flows to developing countries
resumed on a significant scale in the 1990s. The 1997 East Asian currency
crisis disrupted these flows again. although there are clear signs of a resump-
tion since; the flows remain concentrated on leading economies in Asia and
Latin America and the leading transition economies.

What are the policy implications of these developments? The sanguine
view is that the only restrictions global finance imposes on national govern-
ments is to stop them pursuing policies that are unsustainable, or at least
harmful, anyway. This view is hard to sustain after the exchange rate crises
since the late 1990s. Standard economic analysis since Mundell-Fleming
indicates that, in the absence of capital controls. countries can choose be-
tween fixing their exchange rate or pursuing an independent monetary policy.
Capital controls were largely abolished amongst industrialised countries by
the 1990s and there was widespread capital account liberalisation amongst
developing and transition economies under pressure from international agen-
cies and in an attempt to attract private finance. However, the Mundell-Fleming
dichotomy is ceasing to be an accurate representation of policy choices
available to national authorities. Financial globalisation has rendered fixed
exchange rate systems unsustainable.

Earlier crises were typically caused by unsustainable policies, but the
1990s saw the emergence of ‘second generation’ crises where a speculative
attack raises the output and employment costs of maintaining a currency
peg so that governments are forced to abandon otherwise sustainable pegs.
With “third generation” crises it is a build-up of foreign debt that becomes
unsustainable: whereas “second generation’ crises are typically triggered
during an economic downturn (as with European Monetary System coun-
tries over 1992-93). ‘third generation’ crises can occur with booming
economic activity and sound fiscal and monetary positions (as with the East
Asian countries in 1997). Furthermore. whereas the effects of ‘second
generation’ crises are largely benign - countries’” output and employment
rise following post-crisis devaluation — “third generation” crises may be
contractionary since the post-crisis devaluation raises the domestic cur-
rency debt burden and can lead to widespread business bankruptcy. In
either case, even if there are imbalances in the economy’s fundamentals the
question remains as to why the markets provide large inflows of capital for
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-years before suddenly and sharply reversing these flows - the too much, too
late thesis (Willett. 2000).

The logic of this is that countries’ choice is now limited to floating rates or
full monetary union (Eichengreen, 1994). Whilst increased capital mobility
{and openness to trade) has acted to reduce national policy autonomy 1in the
expected ways (for example Webb. 1995). it has also weakened countries’
ability to pursue independent monetary policies with floating exchange rates.
In orthodox economics accounts, integration raises the inflationary costs and
reduces the impact on output of expansionary macroeconomic policies (for
example Lane, 1997), but the effects of globalisation go beyond this. Finan-
cial innovations and global flows have weakened both national authorities’
control over monetary aggregates and their ultimate relationship to target
variables. Turbulent capital Hows lead to exchange rates diverging from
values consistent with either interest rate differentials or the relative costs of
producing goods and services. Thus, for example, recently exchange rates
between major currencies have been significantly affected by cross-border
mergers and acquisitions (BIS. 2001: 87-88). The result of this is that ex-
change rates cease to be an effective equilibrating mechanism or an eftective
policy tool; this has been seen in dollar overvaluation in the mid-1980s and
various episodes with sterling over the past 20 years (Cobham, 2002).

Whilst vanations in government spending. taxation and general macroeco-
nomic policy point to a continued range of national policy options, the
response of markets increases the uncertainty policy makers face in the
response to macro policies. Markets’ response to government policies de-
pends on their assessment of the economic credibility of the government: as
such there is no set market response to particular policies. Rather than global
financial markets imposing particular policies on national governments, they
have significantly changed the costs associated with particular policies and
instruments through their effects on interest rate risk premia and exchange
rate movements: at times these costs may be so high as to make the policy
prohibitively expensive. Morcover, governments do not face clear policy
rules, but uncertainty-over market reactions as markets have periodically
supported policies before turning suddenly and sharply against them. This
induces policy caution amongst governments and tends to lead to a deflation-
ary bias in macroeconomic policy (see also Blecker. 1999). With developing
countries this is accentuated by the IMF's bias towards deflationary policies.
which after the 1997 East Asian crisis even drew criticism from the World
Bank (Stiglitz, 2002). The instability of contemporary financial integration
inhibits rational planning for firms and governments and raises systemic
risks: John Eatwell and Lance Taylor point to a number of possible policy
responses to reduce this instability (Eatwell and Taylor, 2000). The aftermath
of the East Asian crisis has put capital controls back onto the agenda and
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whilst national regulatory authorities have largely played catch-up with inter-
national financial integration. potential leverage remains: banks remain
dependent on national central banks to act as crisis managers and lenders of
last resort.

The effects of financial globalisation go beyond its impact on macroeco-
nomic policy. State direction of finance, a key policy tool of developmental
states and several industrial countries, is sharply undermined. Grahl (2002)
argues that the level of international financial transactions observed is not
simply speculative, but indicative of the emergence of a global financial
system. Whilst much finance may still be raised nationally, global finance
provides the key alternative source and use for funds and as such sets bench-
mark rates of return. The exit possibilities offered by global financial markets
undermine the “voice” based systems of national finance often claimed to
underlie continental and East Asian alternative forms of capitalism to the
Anglo-Saxon variant.

By starting from a conception of a perfect international capital market
under which there would be few, if any, speculative flows, both the hyper-
globalisation and sceptical views miss key features of contemporary financial
globalisation and its differences from earlier episodes. Interest rates are now
determined globally, and although national differences remain in other finan-
cial markets they are increasingly affected by global developments. Above all
the speculative nature of much of these flows not merely severely limits
government freedom for manoeuvre, but does so in a manner that is unpre-
dictable.

Consequences and policy implications
Economic globalisation has been interpreted here as both a rise in economic
activity that is world-wide in scope and a growing intensification of eco-
nomic flows and activities across societies and between people, a process of
both growing extensity and intensity. Global product and financial markets
have emerged or are emerging. Multinational corporations operate global
business strategies and have created global competition. This has had a pro-
found effect on growth, labour markets and incomes and the macro- and
microeconomic policies that governments can pursue. These changes are
driven by a combination of technological change, deliberate policy choice —
albeit often under pressure from regulatory competition and/or multilateral
agencies — and market processes and entrepreneurial activity: it is the market
processes that are important here more than particular states of competition.
These processes do not necessarily lead to convergence in incomes.

The evidence presented so far indicates that globalisation processes and
their institutionalisation, particularly through the WTO, have weakened the
effectiveness of national governments’ traditional macroeconomic and
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microeconomic policy instruments. Furthermore, increased trade and factor
mobility may be expected to increase the elasticity of demand for labour and
thereby reduce labour’s bargaining power. There are several possible re-
sponses to this.

The benign view of globalisation sees it as boosting growth and develop-
ment throughout the world. Openness to trade and investment boosts growth,
and growth raises the income of the poor and thereby reduces poverty, the
argument runs (for example Dollar and Kraay, 2002). There are several
grounds for some scepticism here. The link between growth and economic
openness and liberalisation is weaker than this account suggests (cf. Mosley,
2000). Moreover, the widespread shift amongst developing countries to greater
openness noted above has coincided with a slowdown in their growth rates
compared to earlier in the post-war period; this may in part be due to defla-
tionary biases in the global economy. The link between growth and poverty
reduction is not as automatic as this account implies. Accounts of this sort
typically assume a simple catch up or convergence story where poorer coun-
tries are expected to grow faster than richer ones so that income differentials
will narrow over time (usually conditional on countries maintaining open,
liberalised economies). However. as noted above. work in the ‘new economic
geography’ has shown how integration under external scale economies can
lead to spatial inequalities. Other evidence indicates that apparent estimated
income convergence processes may actually be leading to a ‘twin peaks’
distribution of income levels with the emergence of two (or more) groups of
countries at different income levels (Quah, 1997). This is at the level of
countries; at the level of individuals, claims that global inequality fell be-
tween the 1980s and 1990s are not supported by the evidence (Milanovic,
2002; Wade, 2001).

This is not, however. to endorse the radical version of the hyper-globalisation
position. Whilst this highlights inequities in global exchange — notably devel-
oped country governments preaching trade liberalisation whilst maintaining
barriers to products (particularly in agriculture) — it is too limited a perspec-
tive. Trade and international capital flows do provide important potential
gains. even though these have often been exaggerated. and their distribution —
both between countries and within them - remains uneven. Despite the pres-
sures of globalisation, countries are still able to maintain welfare states,
whilst globalisation does offer possibilities for growth by developing coun-
tries even though this is much less automatic than triumphalist accounts
suggest. The global problems this perspective highlights — notably environ-
mental degradation and persistent poverty — are just that: global. They would
not cease if globalisation processes were reversed: nor is the record of aut-
archic societies encouraging. The ‘take-it-or-leave-it’ view of globalisation
informs many politicians, opinion makers and activists in a way that is
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misleading and unhelpful in its prescriptions. Conceiving globalisation as
either an inexorable force we must live with or something to be resisted as we
retreat to small-scale local economies does not provide useful guides as to
how we might manage market failures on a global scale.

The key problem here is the perspective that globalisation processes
necessarily entail a particular trajectory of free market liberalisation. It is
here that the sceptical position, whilst significantly underestimating the
scope and impact of globalisation processes, makes several key points.
Nattonal governments do retain key powers. In some respects states, espec-
lally developed countries, have more power than ever before. but the
demands placed upon them are also unprecedented. The sceptical position
recognises that markets are not protean entities but require governance. The
key limitation of their position here is an under-emphasis on the global
pressures that transform markets and an overemphasis on the efficacy of
national governance of markets.

Increasingly what is needed is imaginative proposals for governance of
global markets to deal with inequalities and global market failures. Although
the main international economic agencies have been seen as operating to
promote ‘Washington consensus’ policies. there are signs that the World
Bank at least 1s shifting (Stiglitz, 2002) in part as a result of external pressure
from governments and citizens” groups. Economic globalisation is a con-
tested process and it has been accompanied by a significant internationalisation
of both political authority (as governments cooperate with others in decision-
making) and a corresponding globalisation of political activity. This multilateral
system institutionalises a process of political coordination amongst govern-
ments. intergovernmental and transnational agencies — public and private —
designed to realize common purposes or collective goods through making or
implementing global or transnational rules. and managing trans-border prob-
lems, for example the WTO. Of course, it is scarred by enormious inequalities
of power, and remains a product of the inter-state system. But it has, never-
theless, created the infrastructure of a global polity and new arenas through
which globalisation itself is promoted, contested or regulated. Further reform
and integration of institutions is desirable: in this context the decoupling of
trade issues from environmental and labour issues may be helpful. The late
twentieth century has seen the emergence of global economic processes of an
unprecedented scale becoming deeply enmeshed with national and local eco-
nomic processes. The nature of these processes has radically changed the
costs and benefits of particular economic activities and national economic
strategies. The task of political economy in an era of globalisation is to adapt
existing theoretical tools to explain these developments and to suggest what
policy tools may be effective for managing them.
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_ Notes

1. See Baldwin and Martin (1999), Bordo ¢f a/ (2000). Held er al. (1999). Perraton (2001).
2. Anexplanation of the term “extensity’ is located in Chapter 7 (p. 140) of this volume.
3 These figures of course are for recorded trade: the United Nations (UNDP. 1999: 35)

estimated that the global illegal drugs trade alone was equivalent to 8 per cent of world
trade in 1995. More generally. global links and technologies have aided the “dark side’ of
globalisation with the emergence of global criminal networks (Strange. 1996: ch. 8).

4 Noris it clear that export growth would facilitate economic growth to the same extent as in
the NIEs

5. Note that here the comparison with the classical Gold Standard period doesn’t help the
sceptical argument much: O'Rourke and Williamson {1999) found significant convergence
in factor incomes through trade during that period.

6. See Wood (1994: 2002), the Policy Forum on "Trade and Labour-market Adjustment’ in
Economic Journal, 108(450) (1998) and Oxford Review of Economic Policy. 16{3)
(Autumn 2000)

7. The main potential sources of underestimating the trade effects are that: studies typically
only consider manufacturing and not trade in services: technical progress may in part be
induced by foreign competition: and intra-industry shifts in labour demand may be induced
by trade through out-sourcing.

8. OECD, Measuring Globalisation- The Role of Multinationals in OECD Economies. 2001
volume (Paris: OECD).

9 Figures for the UK are probably even higher (cf. Held er al.. 1999, p. 224).
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3 Measures of globalisation and their
misinterpretation’

Bob Sutcliffe and Andrew Glvn

Almost everybody seems to believe that globalisation is happening at a
headlong pace, and is the defining characteristic of contemporary capitalism.
Some like it, others see it as the source of all evil. But most see it as both
unprecedented and irresistible. In an earlier paper (Glyn and Sutcliffe, 1992)
we analysed indicators of economic internationalisation in their historical
perspective and found reason for serious scepticism with regard to the image
of world capitalism presented by those who believe that it has been
unprecedentedly transformed by globalisation; similar points have been made
by a variety of authors from various perspectives (Sachs and Wamer, 1995;
Hirst and Thomson. 1996). This chapter seeks to reinforce this “globalo-
scepticism’. paying particular attention to why different statistical measures
of recent trends suggest alternative conclusions and to which of them are the
most meaningtul.

We do not question that globalisation in one of its meanings ~ the world-
wide spread of capitalist relations in production and distribution — has been a
major feature of the last 50 years. This has taken the form of the decline in
peasant production. the absorption of domestic workers. mainly women. into
the paid labour force and most recently the decline of state productive activ-
ity in both communist and non-communist countries.

The globalisation debate. however. is mainly couched in terms of another
concept: the increasing international integration of economic activity. This is
seen to have been the central event of the current epoch of world social and
economic development. Some see it as the whole process of post-World War
[T development, others more as a phase in that development which has been
especially marked since the late 1970s and is associated with other features
of that period such as the growth of neo-liberal economic ideology.

It is our opinion that the degree of globalisation in this sense, as well as its
novelty, has been greatly exaggerated. Consider the following two para-
graphs:

1. An ever-increasing proportion of the world’s production is sold outside

the countries where it was produced. International trade has grown more
than production in every year since 1945. And over the whole period
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since then foreign investment has grown even more rapidly than trade.
Capitalist corporations operate increasingly in more than one country;
and the value of the world-wide sales of MNCs and of their associated
companies comes to more than one third of the gross product of the
world. The number ot MNCs has risen from 7000 in the early 1960s to
more than 60 000 in the year 2000.

The immense majority of what i1s produced in the world 1s consumed in
its country of production, as it was in 1913. This percentage may grow
because services, which are traded less than goods, are increasing dis-
proportionately. The largest MNCs now produce a lower percentage of
output in the USA than they did in 1977. The value of the sales of
branches of US and Japanese MNCs is growing more slowly than the
world economy as a whole. No more than 12 per cent of the world’s
capital stock is foreign-owned: foreign investment is not much greater in
relation to world output than 1t was in 1913.

12

Which of these two cameos corresponds to the real face of capitalism
today? The answer is that this question is like the famous optical illusion
puzzles in which one line looks longer than the other when they are really
exactly the same length. Both the sentences are based on exactly the same
body of information. They simply select and present it in a different way. To
reach the right answer you have to use the right technique for looking. When
assessing quaatitative indicators, there can be differences of opinion over
whether some measure is large or small, whether some trend shows an import-
ant or an unimportant change. But a precondition for such debate is an
analysis of what indicators are most appropriate. Many people seem to have
an exaggerated impression of the present degree of globalisation. in most of
its dimensions. and of its rate of increase, in at least some respects. Our
objective in what follows is to lay out as clearly as we can what seem to us to
be the best measures of globalisation, focusing on trade, foreign direct invest-
ment and tmportance of multinationals (the internationalisation of financial
flows 1s less contentious).

International trade in goods and services

Probably the most widely known “fact’ about the world economy today is that
never has so much of world output been exported to other countries, in other
words trade as a proportion of production is unprecedentedly high. In his
authoritative overview of historical trends Maddison (1995, pp. 37-38) meas-
ures the degree of trade integration by the ratio of merchandise exports to
GDP at constant prices. This gives dramatic results for Europe in particular —
the export ratio declining from {6 per cent in 1913 to 9 per cent in 1950
before rising to 21 per cent in 1973 and 30 per cent in 1992. It appears that
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the importance of trade has tripled since 1950 and now far exceeds its weight
in the economy reached at the end of the classical free trade period, and such
figures are widely quoted in discussions of globalisation (see Rodrik, 2000
and Bourguignon er al., 2002).

A rising share of exports, measured in constant prices, implies that the
volume of exports has grown faster than the volume of production overall, a
comparison frequently made to demonstrate the growing importance of trade.
For example exports grew by 5.1 per cent per year for the EU-15 over the
period 1970-99 against the 2.4 per cent per year growth rate for GDP (OECD
2001: tables 3.1 and 4.8). Such constant price comparisons, however, exag-
gerate changes in the weight of exports in the economy.

This 1s because the prices of exports rise systematically more slowly than
do prices for output as a whole. For the EU-15 over the period 1970-99 the
deflator for exports rose by 4.3 per cent per year whilst the GDP deflator rose
by 5.8 per cent per year. So over this period around half of the discrepancy
between export and GDP volume growth was offset by a slower growth of
export prices. The fall in the relative export prices reflects the faster than
average growth of labour productivity in the export sector compared to the
economy as a whole. For example, over the period 1960-94 labour productiv-
ity in EU manufacturing, where exports are concentrated, grew at 4.1 per cent
per year whilst GDP per person employed increased at only 2.7 per cent per
year. This relatively rapid productivity growth in the export sector means that
the share of employment devoted to exports grew systematically more siowly
than the share of exports in output at constant prices. It is the share of export
at current prices which most closely reflects productivity gains and thus the
share of resources devoted to exporting activity. This measure shows a less
dramatic change than the constant price figures.

In fact, in 1999 the shares of exports in GDP at current prices exceeded the
levels of 1913 by a comparatively modest degree (Table 3.1). This is true for
the OECD countries in total and for the USA, Europe and Japan taken
separately. Whilst such an historical perspective is interesting its relevance to
discussions about constraints on post-1945 systems of national economic
management may seem limited (see Bairoch and Kozul-Wright, 1996 for
discussion of the pre-1914 period). Much more significant from that point of
view is the post-war period experience. Despite the recovery of world trade in
volume terms, trade shares recovered quite slowly in the 1950s and 1960s
when manufacturing productivity was growing very fast and thus the relative
prices of exports were falling. Export shares then increased markedly in the
early 1970s as OECD countries exported more to oil producers and develop-
ing countries to pay for the higher cost of oil. In the last quarter century, with
globalisation apparently in full spate, export shares have risen only by one
quarter in the USA and the EU and in Japan have actually fallen.
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Table 3.1  Exports as percentage of GDP. 191394

Current prices 1913 1950 1960 1974 1989 1999

USA 6 4.6 5.2 8.5 9.4 10.7
EU 22 16.7 19.1 259 28.0 32.1
Japan 20 11.8 10.7 13.6 0.6 10.4
OECD 16 10.5 12.3 17.0 18.0 22.1

Source:  OECD 2001 for 1974 and later vears: linked to OECD. National Accounts of Member
Counrries: tigures for 1913 assume that the differences as compared to 1950 are equal to those
estimated by Maddison for Merchandise Exports only (1991: Table F7).

Whilst the ratio of current price exports to GDP is the best measure of the
trend in the importance of production for overseas markets it 1s subject to one
upward bias. Exports include an tmport content so that their value exaggerates
the value-added contributed to them by the domestic economy. Thus before
comparing exports to GDP the import content should really be subtracted. A
crude adjustinent suggests that some 26 per cent of European GDP was devoted
to export production in 1999 rather than 32 per cent in the unadjusted data.

The upshot is that the best simple measure of the trend in the direct
importance of trade for the domestic economy is the export share at current
prices. This shows a relatively modest rise over the past 25 years, contrary to
the exaggerated impression derived tfrom constant price series. Even the
current price export shares exaggerate the level of trade dependence because
of the inclusion of the import content of exports.

The export share shows the proportion of economic activity which has to
compete internationally on world markets. In a developed country with a
classical structure of imports — raw materials, food and fuel — they represent
interdependence but are complementary to domestic production, not in com-
petition with it. But now imported manufactures represent an additional
competitive pressure on substantial sections of the economy over and above
that derived from export markets. Table 3.2 shows that the classic division of
labour has been unwinding for OECD countries as the share of imported food
and materials slipped down: over the past decade falling oil prices have even
reduced the share of imported energy to below that of 1964. Thus the share of
manufactures in total OECD imports grew over the past 40 years from one
half to four-fifths. As Feenstra (1998) has emphasised many of these manu-
factured imports are intermediate goods — semi-finished and components.

The impact of international competition within domestic economies is
most clearly displayed in the degree of import penetration of the domestic
market for manufactures (Table 3.3).
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Table 3.2 Product composition of OECD imports

Food  Materials Energy Machinery Other Manufacturing

1964 18 16 11 19 34
1974 12 11 22 21 34
1989 9 6 10 34 41
1998 8 4 7 40 41

Source:  OECD 2001: Tables 12 and 13.

Table 3.3 Import penetration of domestic markets for manufactures,
1913-99

1913 1950 1963 1974 1989 1999  From ‘South’

1999
USA 3 2 3 6 14 21 9
Japan 34 3 4 5 5 6 5
Europe 13 6 1 17 21 29 8

Note:  The figures represent imports as a percentage of apparent consumption (production plus
imports less exports). Data for Europe are simple averages of UK, Germany. France and Italy

Source:  1913-63 Batchelor er al., 1980: table 3.3; 1974--1999 authors’ calculations from
OECD Stan Database, 1998 and 2001 editions. There are minor breaks in the series after 1950
and after 1963 and for Germany after 1989. The figure for imports from South (non-OECD plus
Korea and Mexico) are derived from totals for 1999 and share of South in 1996 reported in
Landesmann er al., 2000.

Increasing import competition was noticeable even in the 1950s and, with
the important exception of Japan, it has continued unabated with import
market shares doubling in Europe after 1974 and rising more than threefold
in the USA. Most of this competition comes from other OECD countries.
Imports from the *South’, however, have grown rapidly and now take nearly
one tenth of domestic markets in the USA and Europe.

The basis for the general impression of sharply increasing international
integration through trade surely lies in this growing penetration by imports of
domestic manufacturing markets. But manufacturing only constituted 18 per
cent of OECD employment in 1999 (ranging from 15 per cent in USA to 24
per cent in Germany); for OECD this represents a decline of one third as
compared to 1974. Does globalisation amount, therefore, to increasingly
fierce competition about a diminishing and relatively small, but publicly
highly visible, sector?
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“The significance of manufacturing is underplayed by its share of employ-
mert since other sectors contribute substantially to manufactured commodities.
So part of the output of agriculture., mining, energy, construction, transport
and finance and business services is dependent on the success of domestic
manufacturing. Thus bits of these sectors are, at one remove, subject to the
international competition within manufacturing markets. Data for the UK in
the mid-1990s suggest that the inclusion of intermediate inputs increases the
weight of manufacturing by one half as compared to its contribution to value-
added or employment. If we extended the calculation to include the value of
agricultural and mining output (which is extensively, if far from freely traded
internationally) it would seem that around 30 per cent of the UK economy is
directly or indirectly contributing to the production of internationally traded
goods.

Of course some services are traded directly as well. In the mid-1990s
OECD exports of commercial services were about 25 per cent of exports of
goods and for the USA the figure was 35 per cent. But these are concentrated
in a narrow range of specialised services (international transport, Inter-
national finance, consulting and so forth) and are irrelevant for the mass of
domestic service producers (tourism is one exception. being in competition
with a broad range of domestic services). There is no obvious way of quanti-
tying what part of services is seriously internationalised; but any plausible
estimate would leave a majority of employment in OECD countries, possibly
a substantial and probably a growing majority, largely untouched by inter-
national competition. Outside agriculture, mining and manufacturing only a
small proportion of workers are subject to international competition directly
or indirectly through services provided to traded goods sectors. Wholesale
and retail trade, community, personal and social services, utilities and con-
struction together employ some 60 per cent of employment in the OECD as a
whole, rather more in the USA (calculations from OECD Labour Foirce
Statistics). These sectors are almost wholly insulated from international com-
petition through trade; in Japan where the proportions employed in these
sectors is rather less, there is exceptionally little import competition in manu-
facturing.

The impact of internationalisation through trade, therefore, is quite com-
plicated. For one section of the economy, manufacturing production and its
suppliers, together with some specialised enclaves in the services sector,
internationalisation has intensified considerably in the USA (from a very low
level) and in Europe, but much less in Japan. For the rest of the economy,
covering probably a growing majority of those in employment, international
competition is of little direct relevance. though even the ‘sheltered sector’ is
affected by the macroeconomic consequences of the success or otherwise of
the traded goods sectors.
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One reason for the impression of pervasive internationalisation is that a
substantial part of the sheltered sectors deals with imports even if it does not
compete with them. Thus the retail sector, for whom international competi-
tion 1s largely irrelevant, sells an increasing proportion of imported products
(or products which copy foreign products — witness the croissantification and
bagelisation of UK supermarkets), garages service imported cars, insurance
companies cover imported VCRs and so on. Many services deal with and are
ancillary to goods even if they are not involved in their production, so that the
increasing internationalisation of goods production may be highly relevant to
them. Their position on the domestic market may even be threatened if they
do not keep as abreast of information on new overseas sources of supply as
their domestic rivals. This overseas competition in the goods in which they
deal increases both the informational complexity and unpredictability of their
business. But the economic consequences of this relationship to the world
economy are shallower than when maintenance of their position on the dom-
estic market depends on their costs relative to those of overseas producers.

Foreign direct investment

Foreign direct investment (FDI) rose rapidly in the final decades of the
twentieth century. UNCTAD's World Investment Report 2002 calculates that
the inward stock of FDI in developed countries increased from 4.8 per cent of
GDP in 1980 to 8.1 per cent in 1990 and jumped to 17.1 per cent in 2000 (for
outward FDI the figures are 6.2 per cent, 9.6 per cent and 22.1 per cent).
Although the increase seems impressive, comparing a stock of FDI to GDP
does not directly measure its significance. For the OECD countries the ratio
of non-residential capital stock to GDP lies in the range 2-3. In order to
allow for historic cost valuation of FDI (meaning its undervaluation in cur-
rent cost terms), we will take the minimum figure of 2 as a rule of thumb,
thus assuming that the share of FDI in the domestic capital stock is about one
half its ratio to GDP. This suggests that foreign ownership of productive
capital does not amount to much more than 10 per cent of the total for the
OECD countries. Using the same rule of thumb, the figure for the developing
countries would give a higher figure of about 15 per cent. According to these
estimates less than 10 per cent of the world’s non-residential capital stock is
foreign-owned (UNCTAD 2001, Annex Table B6).

Another, probably more reliable, method of arriving at this result is by
looking at the figures for flows of FDI compared to the corresponding flow of
domestic investment (Table 3.4). These figures are not subject to the account-
ing biases caused by historic cost valuation. They show what the share of the
capital stock represented by FDI would be if the flow continued at that rate.

In recent years the proportions of capital expenditure represented by FDI,
as shown in Tables 3.4a and 3.4b, have varied within the range of 3-22 per



89

Tuble 3.4a

Foreign direct investment, [1990-2000

% of Gross WORLD Developed countries USA Japan European Union
Domestic

Investment 90-95  96-2000 90-95  96-2000 90-95  96-2000 90-95  96-2000 90-95  96-2000
Inward 4.1 12.6 3.6 12.8 473 12.4 0.1 0.5 5.5 218
Outward 4.8 10.2 5.5 15.2 6.1 8.8 2.2 2.1 1.7 30.5
Source:  UNCTAD 2002: Annex Tuble BS.

Table 3.4b  Foreign direct investment, 1990-2000

% of Gross DEVELOPED DEVELOPING

Domestic

Investment 1990-95 96 97 98 99 2000 1990-95 96 97 98 99 2000
Inward 3.6 4.3 7.4 11.0 16.5 220 5.7 9.1 1.1 11.4 13.4 134
Outward 5.5 7.3 8.9 13.9  20.1 25.0 2.5 38 4.0 3.1 3.5 5.8
Somrce: UNCTAD 2002: Annex Table 135,
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cent: at first higher in developing than developed countries. though now the
reverse and lower in Japan than in the rest of the OECD. The relative size of
FDI was generally less in the early 1990s than it had been in the late 1980s,
but then, as the tables show. rose very rapidly in the second half of the
decade. In the year 2001 FDI once again experienced a sudden collapse. the
value of the flow being less than a half of the previous year; only a small part
of this fall has been attributed to the effect of the September 11 attack
(UNCTAD 2002, Chapter 1). These figures are consistent with the previous
rough estimate that FDI as a proportion of capital stock world-wide cannot be
more than {0 per cent and is almost certainly less than this: the foreign share
of current investment in developed countries has only exceeded this level in
the latest three available years.

Is 10 a large or small percentage? It has certainly grown over the last
three decades and especially rapidly in the second half of the 1990s. But it
1s still a good deal smaller than is commonly supposed. It i1s now probably
greater than its previous historical peak, though not by a large margin.
Estimates of the size of foreign direct investment before its collapse after
1913 suggest that it amounted to between 7 and 9 per cent of world output,
somewhat below today’s figure (Maddison, 1995; Bairoch and Kozul Wright.
1996).

There are a number of reasons why the weight of foreign investment may
be still less than these figures suggest. One is that the recent flow of FDI to
developing countries has been concentrated in very few countries. Over one
third of the higher figure for inward FDI to developing countries during the
1990s is accounted for by China alone. And most FDI into China comes not
from developed countries but from other overseas Chinese capitalists in other
Asian developing countries so it does not correspond to the common image
of FDI as Western multinationals expanding throughout the world.” In addi-
tion. not all FDI consists of the construction of new production facilities by
overseas companies, thus generating a clear increase in competition through
internationalisation. Well over half of FDI inflows into OECD countries
represent cross-border mergers and acquisitions. In the year 2000 the esti-
mated value of cross-border mergers and acquisitions was over 90 per cent of
the value of the total FDI flow. Some, but by no means all. of these mergers
and acquisitions result in international intrusion into the competitive struc-
ture of the industry. just like a new plant or office. Other acquisitions are
closer to portfolio investments, involving a change in ownership but with
relatively little impact on industry behaviour. So that is another reason why
FDI does not always have the results which are commonly ascribed to it. In
addition, a considerable part of the acquisitions were the result of privatiz-
ation policies which must tail off as state sectors decline: so the relative
amount of FDI for this reason is likely to flag.
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The sectoral composition of FDI is less biased towards manufacturing than
foreign trade. In the 1990s around one half of outward FDI from major home
countries was in the services sector (two thirds in the case of Japan). Obvi-
ously FDI can reach into parts of the service sector immune from direct
competition from imports (for example Macdonalds) and this represents some
qualification to the remarks above about the insulation of large parts of the
services sector. As yet, however, the impact on services overall is still very
much smaller than for manufacturing.

Firms

Both popular and scholarly perceptions about globalisation are based to a
great extent on perceptions about firms. It is the multinational corporation
(MNQC), as agent of globalisation, which plays a starring role in nearly all the
theoretical approaches to the contemporary world economy. The MNC, how-
ever, can be hero or villain. By some it is regarded as the modern incarnation
of the finance capital which the classical Marxist writers on imperialism
regarded as so important and by others as the confirmation that the age of
which Hilferding, Bukharin and Lenin wrote has been superseded.

Firms are seen as the centrepiece of globalisation either because they are
large and getting larger relative to the world economy or because they are
multinational and becoming more so. As to the size of firms and their concen-
tration it remains extremely difficult to find satisfactory estimates of the
degree of concentration of national (let alone world) output by numbers of
firms. Firms are usually ranked in terms of the size of their turnover. This is
not the same as their contribution to the value of production since it is a gross
and not a net (value-added) figure. Companies in which raw materials or
semi-finished goods constitute a large part of costs, and that buy these inputs
from other firms will have a turnover greatly in excess of their net contribu-
tion to such aggregates as the GNP. Bui. despite this elementary fact, most
assessments of the relative size of large firms or MNCs in the world economy
are carried out by comparing turnover with GNP. This is not comparing like
with like and will give us an exaggerated number. One often quoted conclu-
sion is that the world is "controlled” by the largest 200 companies (defined by
total sales) which had a tunover equal to 24.2 per cent of World Product in
1982, rising to 31.2 per cent by 1995 (Clairmonte and Kavanagh, 1994;
Clairmonte, 1997). This calculation is misleadingly presented as the ‘share of
the 200 in world GNP’ and is often referred to with such misleading phrases
as ‘the large MNCs control more than a third of the world’s production’.
Such fhgures are based on double-counting: the sales of one corporation
include the value of those products and materials which it has bought from
suppliers. But an estimate of a firm’s contribution to the national product is a
much more difficult figure to obtain and. in the absence of a large amount of
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research, the only way to calculate it is by means of another rule of thumb,
this time relating value-added to sales. We will probably not be far wrong if
we take a ratio of 3:1 as the average ratio of sales to value-added.* Applying
this to the estimates of the importance of the 200 largest firms we would
arrive at the conclusion that they accounted for about 10 per cent or less of
World Product instead of the frequently heard estimate of nearly one third.
This figure is broadly consistent with the estimate that in the year 2000 the
100 largest firms ranked by value of foreign assets (almost all of which are
included in the top 200 firms ranked by turnover) owned (at home and
abroad) assets worth about $6300 billion (UNCTAD, 2002) which amounts
to a little under 10 per cent of the world’s capital stock (estimated by the rule
of thumb mentioned in the previous section).” Even this figure must be an
upper limit since it includes the assets of affiliates which are not wholly
owned by the parent companies.

In the debate about globalisation large firms and multinational corpora-
tions have become virtually interchangeable concepts. But figures for the
concentration of world production in a certain number of firms do not in
themselves imply anything at all about the multinationality of those firms. All
the firms could in principle be purely national in their operations. So it is
necessary to look at data specifically about multinationality.

A corporation could be classified as an MNC according to where it sells,
where it produces. whom it employs, who owns it. where it has its offices and
so on. There is no official definition and so one source may be using com-
pletely divergent criteria from another. What is most nearly coming to be an
official definition of an MNC is that which 1s used by UNCTAD's annual
World Investment Report (WIR). In a series of annual reports on international
production and investment the WIR has come to use the following very
inclusive criterion: a firm which has at least one foreign subsidiary (defined
as a firm in another country with more than 10 per cent of the equity owned
by the parent company). This means that a company with only one marketing
subsidiary of which it owns only 10 per cent of the equity is regarded as a
multinational.

It is not surprising to learn that on the basis of that broad definition there
are no fewer than 64 592 MNCs in the world at the last count, having
between them at least 851 167 foreign affiliates. an average of 13 each
(UNCTAD, 2001); many of these MNCs would not have enough affiliates to
put them in the category of multinational as alternatively defined by the
Harvard Business School (subsidiaries in at least six countries). If the WIR
definition is far too inclusive to define an entity which many say is qualita-
tively changing the world, it is still important that the number of firms that
are thus weakly defined as MNCs rose from around 7000 in 1960 to nearly
65 000 in 2001. There is no doubt that in some sense that is a sign of more
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International or globalised times. although a high proportion of this growing
namber of affiliates cannot be more than marketing agencies for the products
of the parent.

Most of the MNCs defined in this way are not giant companies. The WI/R
figures do not allow any estimate of the average size of the parent companies.
The average turnover of their foreign subsidiaries, however, is just under $22
million. and on average they each produce value-added of about $4 million
and employ 62 people (UNCTAD, 2002, Table |.1. p. 4 and Annex Table
A.1.3. p. 272). Since nearly 60 per cent of the subsidiaries are in developing
countries which account for only 30 per cent of the stock of foreign capital
this implies that the above world average figures should be roughly halved
for the developing countries and multiplied by about six for subsidiaries in
the developed countries, which account for 12 per cent of the subsidiaries and
nearly 70 per cent of the investments. (The missing figures are accounted for
by Central and Eastern Europe).

The WIR estimates (generalising from US and Japanese data) that the gross
output produced by these subsidiaries (in GDP terms) was equal to a little
under 11 per cent of the world's GDP in the year 2000. The World Bank
(1997a), using a different methodology, reached the compatible estimate of
7.5 per cent for 1995. The distribution of this output by sectors is shown in
Table 3.5. Employment in their subsidiaries amounts to 1.5-2 per cent of the
world’s active population, which probably means about 4 per cent of em-
ployed labour.

These numerical estumates of the importance of multinational corporations
are neither large nor small in themselves. They are large in relation to recent
past experience, much less so in a longer term comparison. and quite small in
relation to presumptions common in discussions of globalisation.

Table 3.5 National and ‘global’ production (percentage of total world
GDP)

Sector Agriculture  Industry Services Total

Location of output:

National 5 26 61 92
Global 0 5 2 7
Total 5 31 63 100

Note:  National production is production by enterprises in their own country. “global’ produc-
tion is production of foreign-owned enterprises. Totals do not equal 100 due to rounding.

Source:  World Bank 1997a and 1997h
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A common perception about multinational firms is that they are increas-
ingly developing globally integrated production in which the firm produces
final products from components which it manufactures in plants in many
different countries. There are a number of widely publicised examples of this
and a number of spectacular failures of such a strategy. The spread of inte-
grated production implies a rising proportion of international trade taking the
form of intra-trade between branches of the same firm. Despite this common
view it is extraordinarily difficult to find satisfactory estimates of the import-
ance of this trade. The only authoritative figures seem to be for the USA and
Japan between 1983 and 1999 (UNCTAD, 1997: OECD, 2002). The World
Investment Report has estimated that intra-trade in the USA rose between
1983 and 1992 from 33 to 36 per cent of exports and from 35 to 40 per cent
of imports: and in Japan intra-trade rose from 22 to 28 per cent of exports and
fell from 15 to 14 per cent of imports. A more recent survey by the OECD
calculates that between 1990 and 1999 US intra-trade rose for exports (from
33 to 36 per cent) and fell for imports (from 44 to 39 per cent): for Japan
there was a sharp rise, however. during the 1990s (from 17 to 31 per cent for
exports and from 15 to 24 per cent for imports). The OECD report speculates
that the intra-firm percentage has risen especially fast in trade between a few
middle-income countries and richer countries (especially Mexico and the
USA due to the maquiladoras). While intra-trade is important and growing. it
is much smaller than is claimed by widely read writers on globalisation who
frequently quote much higher figures (up to 92 per cent for US trade) with no
basis in fact (Reich, 1993, p. 114). The figures quoted above suggest that
intra-firm transactions may account for about one third of international trade,
a figure which has been circulating for at least 30 years, though with very
little empirical backing. The figures for the USA are fairly stable, though
those for Japan are rising. This fact is connected with the nature of intra-firm
transactions. The bulk of this intra-trade is almost certainly not the result of
globally integrated production but of the increasing use of marketing subsidi-
aries by multinational corporations, especially in industries such as electronics.
computers and vehicles: for example. two-thirds of US imports by foreign-
based multinationals are of this kind (OECD. 2002, p. 163).

All the figures quoted above do not tell us very much qualitatively about
the institution of the MNC which so many people think defines our age. The
history of the species depends on how it is defined. Observations about
MNCs are based on many different definitions. If the MNC is a company that
sells its product in foreign markets then there are hundreds of thousands of
them and they have been common for centuries. If it is one with marketing
subsidiaries abroad. then there are tens of thousands of them and they have
existed for many decades. If it is one with production subsidiaries abroad
then there are thousands of them and they have existed for many decades. If it
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-is one that practises international integration of production then there are
probably a few dozen of them, though they are so often remarked upon and
described that you would think that there were more. If it is one with signifi-
cant ownership in more than one nation then there may also be a few dozen at
the most. If it is a company with more than one basic national origin, then
there are probably two (Royal Dutch Shell and Unilever) and they have both
existed for many decades. If it is a company that is so international in
ownership, production and management that it no longer has a hasic nation
state then we are not convinced that there are yet any: such a beast would be a
future mutation (Ruigrok and van Tulder, 1995).

There is in our view rather little evidence here for the view that the
multinational corporation has suddenly transformed the world. Rather there
is the continuation of very long-term tendencies towards industnal concentra-
tion going on at a speed of ‘glacial drift’,’ and considerable evidence that
more and more firms, especially medium and small ones are beginning to
operate at an international level. Despite general perceptions to the conirary,
the tendency is not so much that some predefined beast — the largest and most
famous of the multinational corporations, such as Shell, Nestlé, Unilever or
General Motors - have been controlling very much more of the world economy,
but that the nature of the beast has been changing; globalisation has meant
more that a growing number of companies have global interests rather than
that a given number of companies directly control more of the globe.

Finance
Our review of the facts about globalisation has concentrated on issues of
production. There is less dispute about the huge expansion of international
financial flows; cross-border bank lending and transactions in bonds and
equities have grown spectacularly (BIS, 1997). The daily turnover of the
foreign exchange market, now more than $1500 billion, is six times the total
gross central bank intervention during the 1992 ERM crisis (Eichengreen and
Wyplosz, 1993). Such explosive growth of international financial transactions
renders exchange rates wholly dependent on shifts in market expectations.
However. many such transactions represent reshuffling of existing port-
folios and do not increase the degree of internationalisation of ownership of
financial assets. The UK case is interesting as a medium sized country with a
highly developed, and internationally very integrated capital market. By the
end of 2001 37 per cent of UK company equities were owned abroad as were
18 per cent of UK government bonds. UK life assurance and pension funds
held 22 per cent of the assets in the form of foreign equities and bonds. In
each case the percentages had increased very sharply over the past 20 years.
though households still hold virtually no overseas financial assets. It is still
the case, however, that the majority of portfolios are invested in financial
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assets emanating from the domestic economy and that the majority of domes-
tic financial liabilities are due to domestic residents. It is possible to envisage
a situation where ownership of financial capital is so internationalised, and
portfolios are so diversified. that clearly identifiable national blocs of capital
will cease to be very significant. We are certainly not there yet.

Conclusions

Historical economic trends are often exaggerated. Globalisation is one. We
do not mean that there has been no important process of globalisation going
on in the last 50 years. But we are certain that at the present time its extent
and significance have been misinterpreted: and in general the misinterpreta-
tion has leaned in the direction of exaggeration. The exaggeration has resulted
from a number of interpretive tendencies:

e inappropriate statistical measures have been used (for instance. the use
of constant price data to measure the importance of trade, or compari-
son of the turnover of firms with national output figures);

e upward trends have been assumed tor variables where very few reli-
able observations exist (such as the percentage of intra-trade of
multinationals in total trade);

e recent and present measures of globalisation have been taken to indi-
cate a situation that is historically unprecedented. whereas the world
economy might be better seen as restoring normality after a long mid-
century global crisis rather than changing itself into something
completely new:

e the growth of some variables has seemed remarkable in absolute terms
while relatively they are much less impressive (as in the case of foreign
direct investment):

e little attention has been paid to the analytical reasons for limits to
globalisation (such as the growing importance of services):

e counter-globalisation tendencies have been ignored (such as the grow-
ing restriction on human migration);

e insufficient argument has been made that recent quantitative changes
have resulted in qualitative ones.

This short chapter has left aside the qualitative questions in order to exam-
ine critically some of the commonly held quantitative notions about
international economic integration. in the hope that this will do something to
clarify what is today surely the central debate in international political
economy. We do not wish to suggest that globalisation is neither large nor
important. But we do wish to say that a ook at the quantitative evidence
shows that it is a gradual rather than a sudden process and that it has not in
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‘general reached unprecedented levels. Exaggeration on both these scores will
lead to inappropriate interpretations and political reactions to globalisation.

We do not believe that any specific political conclusions {ollow from this
chapter. But it does suggest some very general points. The main one is that
the exaggeration of the degree of globalisation has given rise to (or has been
used to justify) a sense of impotence among many on the left. Globalisation
seems to explain why national political plans always go wrong: it is because
the national state has lost independence due to globalisation. The future of
left politics, therefore, seems to depend uniquely on the possibility of build-
ing an international political movement to combat globalised capital and the
de facto international state. And since to many that prospect scems very
difficult and distant, the implication is political impotence for the foreseeable
future. In our opinjon this fatalistic perspective would be wrong even if
globalisation has advanced much further than we believe it has. 1t is not true
that the consolidation of the national state rendered local institutions power-
less and local politics redundant. No more should globalisation render
redundant the politics of smaller units including the national state. But changing
global structures will tend to alter the political areas in which local or
national autonomy cxists. There is nno reason to suppose that it will eliminate
their importance.

Nonetheless, any degree of globalisation (including that which existed
before it became a buzzword) does seem to us to demand greater internation-
alisation of political perspectives and action, whether it be international trade
union action in relation to multinational corporations or international coop-
eration of progressives over human and civil rights. especially when these
have a clear international dimension, such as questions of asylum rights,
immigration rights and so on. There is a marked imbalance between the
globalisation of the movement of money and things and the opposite ten-
dency in the movement of people. It seems to demand some redress: people
should be able to move more freely, and at the same time they should find it
easier to acquire democratic rights when they do move. Globalisation de-
mands now (as it always has done) that the concept of citizenship. both from
the point of view of rights and from the point of view of partictpation in the
political process. also be globalised. The concept of international citizenship
has begun to be discussed but it lags far behind the development of the
1deological justification for the globalisation of money and capital markets.
None of this seems to us new but globalisation at any pace makes it more
urgent. It is not an alternative to national or local political action but a
complement to it.
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Notes

1. This is an extensively updated and slightly abridged version of our article "Still
underwhelmed: indicators af elobalization and their misinterpretation” which appeared in
the Review of Radical Political Economics. 31 (1). 1999

2. Newspaper reports suggest that substantial inflows of FDI into China actually originate

within China itself. masquerading as FDI in order to obtain tax breaks

This is interinediate between an estimate for the USA of 2 8:1 (Laffer. 1969) and a ratio of

3:1 given implicidy by UNCTAD 2002 (Table 1.1.p 10) tor all foreign affiliates). DeGrauwe

and Camerman have directly calculated this ratio for several large firms and find it to be

between 3.5 and 4.5:1 for manufacturing and about 3:1 for services (de Grauwe and

Camerman. 2002)

4. These figures plainly refute many common exaggerated impressions and claims such as the
one that ‘[sJome 400 multinational corporations own two-thirds of the planet’s fixed as-
sets...” (Robinson. 1996. p. 20).

5. The phrase was the conclusion of M.A. Adelman writing in 1931 (*The measurement of
industrial concentration’, Review of Economics and Statistics, 33, November 1951: pp. 295-
6). and was still regarded as appropriate by F.M. Sherer and David Ross in 1990 (Indusirial
Marker Structure and Economic Performance. Boston: Houghton Mifflin Co.. 1990)

[
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4 Systems of innovation in a global economy

Jeremy Howells

1. Introduction
The systems of innovation approach has proved valuable in highlighting the
place of context in the innovation process and in turn introducing and under-
lining the role of wider socioeconomic processes and institutional arrangements
in innovative activity that were so often neglected in the past. From a nation-
ally-based starting point, in terms of National Systems of Innovation (NSI:
see Freeman, 1987; 1988; Lundvall, 1988; Edquist. 1997a), the systems of
innovation approach has been considerably extended as a conceptual con-
struct. Thus, Chris Freeman (1987, 1) originally defined the systems of
innovation concept (from a national perspective) as ‘the network of institu-
tions in the public and private sectors whose activities and interactions initiate,
import, modify and diffuse new technologies’. The concept and definition has
been widened and developed over time (see reviews by Lundvall, 1992b:
Nelson, 1992; Nelson and Rosenberg, 1993: McKelvey, 1994: Freeman, 19935;
Edquist, 1997b: Archibugi et al., 1999). but it is these institutional and
infrastructural settings (which were initially reviewed at a national level),
which frame the search, exploration and learning processes involved in inno-
vation, that remain the foundations of the approach and its perspective
(Lundvall, 1992b, 12; Galli and Teubal, 1997, 351-3) at whatever scale.
Thus, in spatial terms the application and conceptualisation of the approach
has moved in terms of its exploration and development as a concept, both
‘up’, to Global Systems of Innovation (GSI: see. for example, Spencer, 2000),
and ‘down’, both to Regional Systems of Innovation (RSI: see Cooke er al.,
1997; Howells, 1999) and to Local Systems of Innovation (LS[; see. for
example, Acs er al.. 1998). It has also been applied within a more non-spatial.
‘localised” sense via a sectoral perspective in terms of a Sectoral Systems of
Innovation framework (SSI: Breschi and Malerba, 1997; see also Carlsson
and Stankiewicz. 1991: and Carlsson, 1995 regarding technological systems).
From a global perspective all these developments of the systems of innova-
tion model serve to suggest that innovation, far from taking a uniform.
rootless and spaceless nature, is influenced by its context and will remain
highly uneven, distinctive and differentiated in form. Thus, ‘Innovations are
not evenly distributed over the whole economic system at random, but tend to
concentrate in certain sectors and their surroundings.” Schumpeter (1939,
111). This has been acknowledged at a geographical level where it has been
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* long recognised that innovation and its processes are highly differentiated
across space (see, for example. Ullman, 1958, 193).

This chapter explores the special attributes of the system of innovation
approach. how the approach has developed over time and what contribution it
provides in terms of aiding our understanding of the global economy. The
analysis will conclude by highlighting the gaps that still remain in our con-
ceptual and analytical frameworks both in terms of the approach itself and in
relation to the issue of globalisation more generally.

2. Systems of innovation: its contribution and development as a
conceptual approach

What insights and attributes does the system of innovation approach bring to

the study of innovation? It is argued here that the system of innovation

approach brings five attributes that are useful and insightful to the study of

innovation in a globalising world. These five qualities are briefly outlined

below.

2.1. Context

Firstly, as noted earlier, the development of the systems of innovation ap-
proach has been important in highlighting the context of the innovation
process and in turn factors that shape local innovation contexts (Carlsson and
Jacobsson, 1997, 268). Certain environments are conducive to innovation,
others not (Tadtling, 1995). The systems of innovation approach has sought
to identify those elements of the system, such as institutions and the technical
infrastructure, that are significant factors in helping to shape the innovation
process. However, in evolutionary terms there is also the Darwinian issue of
selection processes at work here. On the one hand. good innovation environ-
ments make it more likely that innovations will be generated and succeed.
leading to a strong process of cumulative causation and positive feedback
processes. On the other, though, certain system attributes (associated with the
emergence and growth of institutional rigidities; Hodgson, 1989, 89-91),
may stagnate and ossify, leading to negative ‘lock-in" effects and thus nega-
tive feedback processes within national or regional systems (Staber, 1996.
299).

2.2, Scale

Innovation context is therefore an important issue that has been highlighted
by the approach, but also as the approach has been developed it has high-
lighted different system levels or scales (Oinas and Malecki, 1999). Although
national systems of innovation still remain the most significant level at which
such institutional contexts operate (Nelson, 1993, 518). other levels. inter-
national. regional and local. are also important foci for certain aspects of the
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innovation process and are worthy of study (Metcalfe, 1995, 41: McKelvey,
1997, 202: Cantwell and Tammarino, 1998, 403; Cantwell and Janne. 2000,
245). No single systems “level” is necessarily the ‘best’ to view the whole
innovation process. It is therefore useful to consider a variety of different
system levels in helping to understand and explain innovation activity.

2.3 Interaction and inter-connectedness

Important in the innovation process, too, is interaction within the system
(Lundvall. 1988; 1992c¢; Iohnson and Gregersen, 1995) and the inter-
connectedness of the different systems (Bunnell and Coe, 2001, 577). In this
latter respect, the appropriate level at which different elements of the innova-
tion process interact in relation to its overall task environment (associated
with its geographical, sectoral, technological contexts) is an important con-
sideration. Different national systems of innovation will increasingly trade on
their particular strengths and specialities within the global economy (Niosi
and Bellon, 1994; Shin, 2002). As such, different innovation systems will
become more integrated and inter-dependent of each other over time, al-
though many will still remain marginalised and largely detached from the
global economy.

2.4. Dynaniic and evolutionary nature

The systems of innovation approach can be firmly rooted in evolutionary
traditions (Andersen, 1996; Saviotti, 1997; McKelvey, 1997). McKelvey (1997,
219) argues that three evolutionary elements should exist in a properly func-
tioning system of innovation, namely: a retention and transmission of
information; a generation of novelty leading to diversity; and a selection
process amongst alternatives. These evolutionary functions in turn shape —
but are also shaped by - individual and collective innovative activities
(McKelvey. 1997, 201). Thus. the decisions and actions of agents within the
system are enabled as well as limited by other agents and institutions in the
innovation system (Lundvall, 1992b, 10).

2.5, Variation, diversity and unevenness

In combination with its emphasis on context and acknowledgement of evolu-
tionary change, the system of innovation approach by its nature, acknowledges
that there will be variation and diversity within and between systems. Indeed
innovation is a central element in creating this diversity, with the generation
of novelty leading to such diversity (McKelvey, 1997, 209). However. not
only is diversity evident between national innovation systems, for example, it
is also a desirable feature and manifestation of economic development and
international specialisation (Patel and Pavitt. 1994, 92). Institutions play a
clear and pivotal role in creating such diversity by enhancing (or diminish-
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N ing) the ability of the system to generate and exploit new ideas (Carlsson and
Jacobsson., 1997, 272). Diversity between systems therefore occurs, although
within an innovation system a strong selection process in terms of techno-
logical trajectory or sectoral specialisation may ‘lock in” a system (Wijnberg,
1994) and through this inertia actually reduce its variety (Metcalfe, 1995,
29).

3. Systems of innovation and the global economy: conceptual insights
The previous section outlined what particular insights the systems of innova-
tion concept has contributed to the study of innovation, but how does it
contribute to our knowledge and understanding of the global economy?

In a world that is continually changing and raising critical questions for
development and growth (Dicken, 1998), the systems of innovation approach
has, early on, sought to provide key answers and solutions. The systems of
innovation approach has always had a strong policy focus and has sought to
identify and suggest policy mechanisms that can help develop and enhance
national and local system capabilities for this purpose — see especially the
contributions in Lundvall (1992a) and Edquist (1997a).

However, the approach also warns against providing generic solutions to
the problems of performance and developments within systems of innova-
tion. The issue of variety and context suggests that although generic sets of
policy mechanisms should be made available and considered for particular
innovation systems, their selection, structure and application should vary.
Strong socio-cultural, institutional and regulatory differences still remain
between national systems (Bartholomew, 1997). As such, it is often mislead-
ing to assume that there is a single (“best-practice’) ensemble of policies to
deploy for particular nation states or regions (see Gertler's (2001, 6) discus-
sion of this in the context of firm-level strategy). It is dangerous trying to
transpose policies into ditferent system environments. This point is empha-
sised by Wijnberg (1994, 319) who notes that: A crucial element of every
systemic approach is to question the utility of copying particular elements of
systems without having other elements in place that interact in an essential
way with the elements copied.”

Secondly, the emphasis in the approach on diversity within and between
innovation systems argues against the neoclassical, "hyperglobist™ hypothesis
of globalisation (see Shin, 2002, 419). Instead it supports a more uneven,
partial (indeed sometimes reversible) ‘transformational’ process of the
globalisation of innovation which is highly variable over space and time.
Individual systems of innovation will experience highly different forms of
globalisation, whilst some systems may be largely excluded from the process
of globalisation. Much of the variability in the state and condition of innova-
tion systems has been seen with respect to national systems of innovation
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systems. However, at least in more developed parts of the world, variance at
the regional level may be even more significant and persistent over time
(Oughton er al., 2002, 99).

Thirdly. the systems of innovation approach has been successful in recog-
nising and evaluating the ‘negative’: namely. the lack of certain agents.
resources and competencies and the identification of system failures and
obstacles within the innovation system. This is compared with other aggiom-
eration and economic development models, associated with industrial clusters
and districts, which have tended to focus on highly successful, but fairly
unique high technology districts and regions (which in turn have been diffi-
cult, if not impossible, to copy and replicate elsewhere). In part this respect of
the ‘negative’. or what is lacking, may be because there has been a focus on
what elements there should be for a system to exist and be successful. It has
therefore been used in a diagnostic sense to identify system failures (Patel
and Pavitt, 1994, 90-92) and obstacles which are hindering the overall inno-
vative performances of national econoinies.

Missing elements. in terms of key agents or institutions, and the lack of
links between them, suggest a partial or detormed system prone to failure or
poor performance. This has obviously received attention in relation to devel-
oping or transitional economies (see. for example, Chang and Kozul-Wright,
[994: Radosevic. 1997), but is of particular interest at the sub-national level.
Here the question is not only what elements and links within the innovation
system are missing, but more fundamentally what elements and links should
a regional or local innovation system possess if it is to be considered a
functioning innovation system compared to the more comprehensive national
Innovation system arrangement. More specifically. “What is the irreducible
minimum of a system of innovation, below which it cannot be considered to
exist or operate?’ (Howells, 1999, §1). Paradoxically ‘proper’, fully function-
ing sub-national systems of innovation may actually be much rarer occurrences
than generally supposed (Evangelista er al., 2002, 184). This may have con-
ceptual implications in terms of what elements and links a regional or local
innovation systems should be expected to possess, but also suggests the
practical qualities of the approach in highlighting what needs to be done in
these regions or localities if they are to reap the full benefits of innovation
and economic development.

4. Conclusion

It has been argued above that the systems of innovation approach has had a
great capacity to evolve and be extended over time. The approach has proved
flexible and has been able to accommodate other emerging areas of interest in
innovation research, for example, in networks and distributed innovation
processes (although see below), which have clear systemic elements to them.
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However. challenges remain to the approach and its utility in analysing the
changing global economy. Critics would argue that these qualities of flexibil-
ity in interpretation and ability to encompass other conceptual developments
are also weaknesses, in making the approach too opaque and lacking in
specificity and testability.

In part this weakness is reflected in the ongoing problems of measurement
and empirical analysis within the approach (Archibugi et al., 1999, 7-9). In
terms of analysis and measurement there have been some shifts in the foci of
analysis within the study of systems of innovation. In terms of the ‘objects’
(see Archibugi and Michie, 1995) of innovation, what empirical analyses
there have been remain largely centred on R&D and patent activity, although
a wider set of indicators is now starting to be introduced and used (based on,
for example, statistics from the Community Innovation Survey; see Evangelista
et al.. 2002, 181). Similarly, although the firm remains the most important
‘subject” of system of innovation analysis, due to its coordinating role in
organising search and innovation processes (McKelvey, 1997, 205). there
have been few empirical attempts to analyse networks within an innovation
system context. This remains an important omission as a much more thorough
understanding of the relationships, communities and networks in innovation
systems need to be undertaken if the process of innovation is to be fully
understood within such systems (Saxenian, 1998, 29: Bunnell and Coe, 2001,
578).

Equally, for an approach that espouses a dynamic and evolutionary per-
spective, the study of systems of innovation remains fundamentally rooted in
nodes or points. rather than in flows. This means that in a geographical sense
it 1s much harder to map innovation processes and that the analysis tends
towards a static rather than a dvhamic analytical framework (although changes
in node patterns over time can provide a partial perspective on system dy-
namics). This introduces a further weakness of the approach in its treatment
of knowledge and with it, the role of individuals. There has been a continuing
confusion over the difference between information and knowledge, in that
knowledge requires individuals to receive, absorb and understand informa-
tion (McKelvey, 1997, 207) and in this sense it is only individuals that can
possess knowledge (Howells, 2000: 2002). All too often the interaction be-
tween knowledge and innovation has been considered heroically at much
more aggregate levels. The mobility of individuals and the extra-local trans-
fer of knowledge (see Audretsch and Stephan. 1996; Zucker and Darby,
1996: Zucker et al., 1997. Almedia and Kogut. 1997) is one field of inquiry
that needs much more research and which would yield a much richer under-
standing of the nature of links and relationships within systems of innovation.

Nevertheless, despite all these problems. the approach remains robust and
flexible and has shown its ability to evolve and develop over time. However,
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it may be in its more pragmatic and applied qualities, especially in highlight-
ing the ‘negatives’ in innovation systems where the contribution of the systems
of innovation approach to the global economy may be truly felt in terms of
helping the poorer and more marginalised systems and peoples of the world
to overcome their problems.
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'5  The international debt crisis
Gary A. Dymski

Introduction

This chapter reviews recent historical experience with international debt cri-
ses. with an emphasis on how economists have answered two core questions
about these episodes: why do they occur, and what should be done about
them? The past eight years, a period of virtually unregulated cross-border
financial flows, have witnessed eight major episodes of international debt and
currency crisis: the 1994-95 Mexican ‘tequila’ crisis, the 1997-98 Asian
financial crisis. the 1998-99 run on the Brazilian real, and the 1998-9%
Russian ruble/long-term credit crisis, the 2000 Turkish crisis. the 2001-2
meltdown of the Argentine economy, the 2002 attack on the Brazilian real,
and the 2002 Uruguayan collapse. International debt crisis has become a
defining feature of the contemporary world economy (Eatwell and Taylor,
2000).

International debt crisis arises when the sum of a borrower nation’s cross-
border repayment obligations cannot be met without radically altering
expenditure levels or renegotiating repayment terms. Because both parties to
cross-border debt contracts are not covered by a common contract law, lend-
ers expect that borrowers’ national governments bear residual repayment
responsibility. Cross-border debt also typically involves exchange risk. If the
debt contract is denominated in the lender’s currency, then the borrower takes
on exchange risk, and vice versa. A currency crisis arises when overseas
payment obligations cannot be met at prevailing exchange rates. Most cross-
border debt contracts are written in lenders™ currencies, so international debt
and currency crises often coincide.

From the inter-war period to the end of Bretton Woods

International debt crises have a history nearly as long as international debt
flows. Bordo. Eichengreen and Kim (1998) argue that financial integration
has followed a U-shaped pattern: it was at very high levels until the early
twentieth century. collapsed between the wars, and then has gradually re-
turned to pre-1914 levels. The breakdown of cross-border financial obligations
and the collapse of banking systems in the 1930s depression generated nu-
merous studies — notably those of Charles Kindleberger. His 1937 volume
identified four motivations for cross-border capital movements. of which
three are potentially destabilising. He observes that shifts in perceptions
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about exchange-rate stability can lead to changes in motives and hence to
capital-flow reversals. Kindleberger emphasises the link between fear and
capital flight, which he terms "abnormal capital movements™: “the same torces
that induce people to attempt to expatriate their capital make them unwilling
to lend freely at home’ (p. 157). Abnormal capital movements pose a problem
for borrower nations: ‘the balance sheet position of the country may be
weakened if short-term labilities are acquired in exchange for assets not
readily available’ {p. 157). The key to limiting fear and speculative pressure
is a hegemonic global financial centre willing and able to serve as an issuer of
reserve currency and lender of last resort (Kindleberger, [973; 1974).

The United States became the financial hegemon with the 1944 establish-
ment of the Bretton Woods system of fixed exchange rates. Initially, tight
regulation of banks combined with central-bank vigilance minimised worries
about the destabilising consequences of cross-border lending. Indeed, the
Marshall Plan demounstrated the benefits of international lending.

By the late 1960s, financial crises emerged as regular characteristics of
business-cycle dynamics (Wolfson, 1994). These events led Minsky to set out
his financial instability hypothesis (1973), which asserted that agents are led
by a combination of uncertainty and competitive forces to overvalue assets
and become overleveraged in upswings; they take on excessive debt. which
makes them financially fragile. Cash-flow precommitments for debt repay-
ment reduce the economy’s margin for error, eventually leading to a downtum.

The end of the Bretton Woods dollar-standard system in 1973 exposed
nations and firms to exchange risk for the first time in four decades. With the
re-emergence of exchange-rate volatility, economists also renewed their at-
tention to financial disruptions across borders. Kindleberger (1978)
demonstrated that historically, Minskian financial instability often crossed
national borders. Krugman and Taylor (1978) developed a cross-border Minsky
model. Krugman's 1979 paper gave rise to a literature on currency crises. His
‘first-generation model” (FGM) suggests that if a nation’s macroeconomic
structure is unsustainable in the medium run, speculators can start a currency
crisis in the short run by making payment demands that precipitate a currency
collapse. If cross-border lending had occurred, international debt crisis would
follow. The Minsky/Kindleberger model suggests the opposite course of events:
an international debt crisis can trigger a currency crisis. Which triggers which
will depend on which market (currency or debt) moves first.

The Latin American debt crisis

These theoretical speculations were soon put to the test. The end of the
Bretton Woods system coincided with the first of two oil price shocks in the
1970s. These events generated stagflation and high interest rates, forcing
some bank borrowers into market-based financing. Banks had to seek out
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~new loan customers. Meanwhile, national restrictions on international capital
movements were lifted: floating exchange rates created “the overwhelming
need to hedge against the costs that fluctuating exchange rates imposed upon
the private sector’ (Eatwell and Taylor. 2000. p. 2). The banks found their
new loan customers by recycling the revenues of oil exporters, especially to
oil importing nations. A key component of this ‘petrodollar’ recycling was
large-scale bank lending to Latin America. In an era attuned to the “lumits to
growth’ (Meadows, 1981). this lending seemed eminently justified by these
nations’ resources and growth prospects. As Citibank’s Walter Wriston put it,
countries don’t go bankrupt.

Competitive pressures among megabanks, together with these lenders’ *dis-
aster myopia’ (Guttentag and Herring. 1984) led to a rapid build-up of bank
loans to Latin America. This lending momentum came to a stop when Mexi-
co’s August 1982 debt moratorium triggered the first international debt crisis
in 50 years. The unprecedented nominal interest rates of this period, com-
bined with global stagnation, generated debt moratoria. renegotiations, and
adjustment programmes throughout Latin America.!

The Latin American debt crisis occurred just as principal-agent theory
based on asymmetric information was coming into fashion, as were
microfoundational explanations of macroeconomic phenomena.> Asymmetric
information models of the credit market assert that borrowers may have
mformational advantages of two kinds over lenders: information concerning
their competency, which affects their probability of success (their "type’);
and their plans for using and repaying the loans they receive. which affect the
likelihood of repayment (their “effort’). Lenders’ optimal response is to ration
credit and/or to use signalling mechanisms to screen borrowers.

The paradigmatic microfoundational model of the non-payment of Latin
American loans is Eaton, Gersovitz and Stiglitz (1986) who argue that debt
repudiation is a feasible outcome because of the lack of a conmon contract
law. They also accept Wriston’s view, writing that “the resources of the debtor
are likely to be adequate to repay the loans regardless’ (p. 485). The borrower
country, conceptualized as a unitary agent, compares the relative utility of
repaying its debt and of defaulting on its debt; as a rational agent. it defaults
when the utility from default is larger. The debt “crisis’ of non-payment is
thus due to inadequate debtor "effort’ (not “type’), that is. to realized moral
hazard. The solution is to increase the penalty for not repaying until it
exceeds the value of the principal lent, and to improve the overseeing of
lending to developing countries. These authors conclude, ‘it is surprising that
there has been as much lending to developing countries as there has been. not
that there is not more’ (p. 512).

This model illuminates some aspects of the Latin American debt crisis, but
obscures others. First, the under-assessment of risk — ‘disaster myopia’ — is
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dismissed out of hand. since lenders and borrowers are viewed as fully
rational. Second. to operationalize rationality, credit risk is treated in a sim-
plified way, ignoring its institutional and historical precedents (why didn’t
this crisis arise in 1979?). Third, the ‘enforceability’ model also has overly
simple depictions of the ‘agents’ in this principal-agent game. On the lend-
ers’ side. the focus on one lender ignores the competitive pressures among
banks. The borrowers, in turn, were not unitary agents with complete control
over national wealth (their “collateral”); instead, they were firms, state enter-
prises and political leaders, all with different objectives and time horizons.
Modeliling a unitary ‘borrower’ precludes any attention to the evolving roles
of various 'sub-agents” in determining each borrower country’s ‘moves’.

Some alternative explanations addressed these limitations. As noted above,
the ‘disaster myopia’ explanation of overborrowing cmerges once the pos-
tulate of rationality is relaxed. This view constitutes the microfoundational
side of the Minsky/Kindleberger model. Indeed. Kindleberger developed
his own account of what had happened (1989). Darity and Horn (1988)
developed an overlending model in which developing nations are locked
out of primary markets, except in periods of excess liquidity. The late
1970s and early 1980s were such a period: during that time the multi-
national banks ‘pushed’ credit onto less-developed countries because of
their competition for market share (Joint ECLAC, 1989). So the root of the
Latin American debt crisis 1s uneven global development and market
segmentation, not borrower recalcitrance.

Dymski and Pastor (1990a, 1990b). in turn. develop a model that replaces
the ‘unitary agent’ borrower-nation with several “players’ in borrower coun-
tries. In their account, repayment to external lenders may be problematic
because it requires the regressive redistribution of national income, threaten-
ing political leaders’ legitimacy and also the continued worker effort on
which national output depends. Repaying debt amidst a crisis can have longer-
run costs in political legitimacy and economic productivity.

Other authors have developed alternative explanations that put this crisis
into historical perspective. Vos (1994) observes that overlending tends to
arise because of the oligopolistic nature of overseas lending markets, com-
petitors’ goal of enhancing their market share. and lenders’ tendency to
under-assess risks. Most current LDC borrowers have defaulted in the past,
more than once. Eichengreen and Lindert (1989) found that credit markets
learn nothing: when lending resumes, former defaulters are treated the same
as those who made payments. This volume also finds (as does Vos) that
lending tends to be clustered among certain borrowers. leading to undue
concentrations of risk.
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From the Latin American debt crisis to the East Asian financial crisis
Concern with the causes of the Latin American debt crisis soon gave way to
scholarship on sovereign debt renegotiation and the pricing of securitized
soverign debt. Aggarwal (1996) summarises this vast literature and interprets
it using bargaining models. This literature identified several problems associ-
ated with debt -overhang’. Claessens and Diwan (1990) showed that an
overhang of external public debt can generate illiquidity and disincentive
effects. Making payments on existing debt can restrict investment and dampen
growth, due to a liquidity shortage. This shortage arises, in turn, because
expectations of a continuing future debt burden reduce incentives for current
investment and dissuade external lenders from new financing. Cohen (1990)
noted that when existing debt is offloaded by lenders into a secondary market
(as happened from 1987 onward with the Latin American crisis), any pri-
mary-market (new) debt can be obtained only at the price prevailing in the
secondary market. That is, lenders cannot be more optimistic than whichever
wealth-owners already hold a borrower nation’s pre-existing debt. Borrowers
in this circumstance are subject to double market discipline.

By the end of the 1980s, Latin America itself was in the midst of its ‘lost
decade’, with stagnation accompanied by hyperinflation, devaluation and
regressive redistribution. Still, a re-evaluation of international capital and
credit flows to the developing world was underway. Sachs (1989), for exam-
ple, asserted that developing countries could avoid renewed debt crisis by
adopting proper macroeconomic policies.

Large-scale financial flows resumed. Cross-border lending to East Asia
increased: from $161 billion in 1985, to $204 billion in 1990, to a peak of
$534 billion in 1997. Lending to the transition economies of Europe grew
next: from $134 billion in 1990 to a high of $275 billion in 2000.% After 1990,
cross-border lending to Latin America also recovered: the nominal value of
claims on Latin America grew in every year except one (1999) after 1990 —
from $250 billion in 1990 to $746 billion in 2001,

The character of cross-border financial flows was evolving. Between 1985
and 1993, about 45 per cent of cross-border claims on developing countries
were held by banks; after 1993, bank share plummeted, reaching 20 per cent
in 2000. By contrast, banks’ share of developed-country cross-border claims
has climbed from 16 per cent in 1985 to 33 per cent in 2000. Banks’ reduced
role in cross-border lending was paralleled by an increasing role of non-bank
private-sector lending. much of it taking the form of bonds.* Bank lending
also shifted toward short-term commitments, and away from long-term lend-
ing. Foreign direct investment in developing countries has moved away from
greenfield development and toward privatizations and portfolio investments.”
A final significant shift involves the entry of many large overseas banks into
developing economies (Dymski, 2002).
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The Mexican “tequila’ crisis of 1994-95, involving a run on the peso, came
as a rude awakening. Mexico had become a favoured locus for capital inflows
because of its financial liberalization, its improving macroeconomic fundamen-
tals, and its investiment prospects. all linked to the 1992 North American Free
Trade Agreement. This crisis exposed and, to some extent, triggered many
credit-related problems in Mexican banks: the Mexican government was forced
to subsidise seli-offs of leading Mexican banks to offshore owners. Since it was
such a surprise, this crisis created substantial interest in what was termed the
second-generation model (SGM) of currency crises (Obstfeld, 1994). The SGM
showed that non-linearities in the behaviours and beliefs of agents in capital,
credit and currency markets could in themselves give rise to currency crises,
especially when a nation’s macroeconomic fundamentals fell into a ‘grey area.’®
The SGM thus raised the possibility, commonly observed in non-linear sys-
tems, that small changes in beliefs and fundamentals could unleash cumulative
cascades and also set off contagion effects in other countries.

Reflecting on this episode. Calvo, Goldstein and Hochreiter (1996) empha-
sised the need for policies protecting borrower countries — especially the
maintenance of adequate reserves and provisions for orderly workouts. Stronger
measures. such as exchange and capital controls, are rejected. Goldstein and
Reinhart (1996). in turn, argued for ‘early warning systems’ for investors and
creditors. Both suggestions anticipate that enhancing information and guaran-
tees will suffice to limit contagion and bandwagon effects.

This calming prognosis was amplified in a World Bank report on capital
flows to developing nations (World Bank. 1997), which reviews both the
1980s Latin American debt crisis and the 1994-5 Mexican currency crisis.
This report admits that financial opening and cross-border financial flows
entail macroeconomic and financial risks, but argues that these risks are
manageable and are outweighed by prospective efficiency and output gains.
This volume takes as given that ‘there is no alternative’ to financial liberaliza-
tion: developing nations’ governments can monitor and oversee financial risk:
but blocking financial opening would only distort incentives and worsen
riskiness in the longer run.

A more troubling interpretation based on Minsky was available. though it
did not sway many in this period: the volatility and reversibility of capital
flows make economies receiving systematic capital inflows increasingly vul-
nerable to bad news, downturns, or shifts of investor opinion. So the Mexican
crisis is not anomalous, but instead prefigures problems in other nations
receiving capital inflows. FGM models of currency crisis indicated that specu-
lators are expected to attack the currencies of nations with non-viable
macroeconomic structures. Having current-account deficits is one signal of
such ‘non-viability’. However, these deficits are often linked to capital-ac-
count inflows. This happens, for example. when a nation favoured by overseas
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~investors has many unfinished investment projects, has a politically influen-
tial (and financially flighty) upper class interested in conspicuous consurnption,
and must import many intermediate and consumer goods. But then, virtually
any developing nation that becomes a favoured offshore investment/loan
target will, by virtue of accepting capital inflows, create the macroeconomic
circumstances that will later justify speculative runs on its currency.

The Asian financial crisis and its aftermath

East and Southeast Asia became favoured venues for cross-border financial
flows through the 1990s. as noted above. The Asian financial crisis, like the
tequila crisis, was a surprise: as Obstfeld (1998) wrote, the free flow of
capital across borders should induce macro discipline and reduce the likeli-
hood of policy mistakes. Instead the opposite seemed the case, as this crisis
hit the global financial system like an iceberg. The slow-motion detonation
began in Indonesia and Thailand. then moved north-east to South Korea and
the Philippines; longer-run effects then followed. including growth slowdowns
in Taiwan, price declines in global equity markets, and speculative attacks on
Brazil, Russia and Turkey.

The Asian crisis unleashed a vigorous and unresolved debate in the realms
of both policy and economic research. Turning first to policy, the Inter-
national Monetary Fund (IMF, 1998: Guitian. 1998) argues that while borrower
nations caught in this crisis may have had sound macroeconamic strategies.
they were vulnerable because of their improperly supervised banking sys-
tems. Specifically, developing countries are especially vulnerable to financial
instability because they lack a fully-developed set of financial instruments
and institutions: information on borrowers is incomplete. so overseas inves-
tors’ uncertainty is higher than elsewhere (Knight, 1998). The solution is
tighter regulation and further financial-system development and opening.

The World Bank (1999) takes a far more sceptical view of market forces.
rethinking some of its positions in World Bank (1997). This report attributes
the global financial crisis in the developing world not just to weaknesses in
domestic financial systems and oversight but also to international capital
market imperfections, which can lead to contagion effects, liquidity crises
and panics. A rethinking of global financial architecture is advocated. Other
policy voices have gone even further. For example, UNCTAD (1998) argues
that slow global macroeconomic growth combined with unstable “hot money”
flows are at the root of the East Asian crisis. UNCTAD (2000, Chapter 4)
challenges both the appropriateness of the IMF’s orthodox policies and the
advisability of financial liberalization.

This crisis also has profoundly shaken economists’ ideas about inter-
national debt crises. For neither the FGM nor the SGM fit the East Asian
case, and economists had before 1998 frequently cited the Asian economies’
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success in using government-led arrangements to asymmetric-information-
related incentive problems (Stiglitz and Uy, 1996, and Stiglitz, 1996) and
achieve high growth rates (Singh. 1996). Indeed. one of the first reactions to
the Asian crisis, by Krugman (1998). argued that rampant moral hazard in
Asia’s state-controlled banking systems was its root cause.” Numerous ana-
lysts (Chang, Park and Yoo. 1998: Crotty and Dymski. 1998; Wade. 1998;
Wade and Veneroso, 1998) objected that external factors — such as the stag-
nant global macroeconomy, unstable global financial markets, the power of
Wall Street, and IMF policies — had played the key role. Stiglitz himself
reacted immediately in a speech (Stiglitz, 1998) defending the prerogative of
developing nations to regulate markets and maintain independent (including
non-neoliberal) strategies (see also Stiglitz, 2000). Kregel (1998) shows that
the Asian crisis can be understood as an outbreak of Minskyian financial
instability. Corsetti. Presenti and Roubint (1999) acknowledged that specula-
tion and contagion effects were important. but asserted that moral hazard and
poorly-designed economic policies triggered these effects. Clearly, there is
1o consensus here.

The Asian crisis launched new empirical and theoretical research, much of
it focused on the empirical importance of FGM and SGM factors. This
research has verified the empirical significance of contagion eftects. For
example. Demirglic-Kunt and Detragiache (1998) find that financial liberali-
sation increases the probability of banking crisis. and that financial crises’
contagion effects are large and costly. And since much of the lending in Asia
involved intermediation by domestic banking systems. some research has
focused on this link in the international lending chain. For example, Hardy
and Pazarbasioglu {1998) find that variables capturing the vulnerability of the
banking and corporate sector predict subsequent crises. but macroeconomic
variables do not. A historical investigation by Williamson and Mahar (1998)
also finds that financial liberalisation and financial crises coincide.

As in the years after the Latin American crisis, debt repayment has at-
tracted attention. Krueger (2002) points out that debt repayment has to be
rethought because of the shift away from lending by a few large banks, and
toward non-bank financing of cross-border debt. There are also more com-
plex interactions among sovereign and private-sector obligations; indeed,
sovereign bankruptcy has even been discussed (White. 2002).

The continuing experiences of debt and currency crises (Brazil, Russia and
so on) have perhaps affected researchers. Increasingly. even work by market-
oriented economists comes to sceptical conclusions about the liberalisation
of financial flows.® For example, Espinosa-Vega er al. (2000) argue that
developing economies may grow faster if they impose some restrictions on
cross-border capital movements: and Calvo (2000) demonstrates that opening
up derivatives markets for developing economies can reduce economic wel-
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- fare. Agénor’s survey (2001) finds that financial integration is generating
many efficiency losses: undue concentration of lending, while some nations
are credit-starved: procyclical access to global financial markets; and
procyclicality in short-term flows.?

Because principal-agent conflicts and asymmetric information exist at
several levels of the global economy, models often show that any policy
which fixes one set of problems may generate others. For example, Vives
(2002) argues that while dollarisation and short-term debt exert discipline
over borrower nations’ macroeconomic policies, these measures may lead to
excessive liquidation of otherwise viable projects. Chang and Majnoni (2002),
in turn, show that whether contagion effects or fundamentals generate finan-
cial crises (that is, whether FGM or SGM factors dominate) depends on
whether the fundamentals are ‘weak’.

This research by market-oriented economists has reached no conclusion.
Since these economists use Walrasian equilibrium as an index of how mar-
kets are supposed to work, they are reluctant to drop it as a benchmark
(Crotty and Dymski, 1998). At the same time, recent experience has made
them uneasy about this reference point. In consequence, debate proceeds
uncertainly, with participants sometimes talking past each other. An example
is banks’ self-assessments of risk: the notion that regulatory standards are
inadequate guides to bank safety because of proliferating off-balance sheet
commitments and regulatory capture. Barth er al. (2001). among others.
advocate cross-border mergers and bank self-assessment of risk as means of
promoting financial and macroeconomic stability. But articles in the 2002
special issue of the Journal of Banking and Finance edited by Szeg6 demon-
strate the infeasibility of bank risk self-assessments.!”

Economists who do not operate from neo-liberal premises increasingly
regard cross-border debt crises as one element of a global trap for develop-
ing nations. Eatwell and Taylor (2000) point out the inescapability of the
‘trilemma’, wherein liberalised capital markets, a fixed exchange rate, and
an independent monetary or fiscal policy are not mutually consistent. In the
neo-liberal story, in which an *alert private sector chastizes an inept govern-
ment’ (p. 106). the trilemma can be avoided because floating exchange rates
are a viable means of achieving equilibrium (Reinhart. 2000). When the
viability of floating rates is rejected, then the trilemma looms as an inescap-
able obstacle to development, once financial markets are liberalised. Crises
cannot be traced to inadvisable fiscal or monetary policies in any simple
way. Eatwell and Taylor argue that both the public and private sectors
generate positive financial feedbacks. They sketch out what they term a
Frenkel/Neftci cycle. It begins with capital inflows, which spill over to the
macroeconomy via the financial system. As the current account worsens,
the interest rate is raised. Financial fragility and risks rise in a scenario in
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which ‘fiscal deficits and moral hazard did not play a significant role’
(p. 149).

So under capital inflows, the trilemma takes a special form: as noted, the
very fact of these inflows creates the preconditions for a panic. In many
cases, domestic policy cannot erase the problem. Uncovered-interest parity
becomes a trap for nations with continuing external debt obligations (such as
Brazil).!! Leaving domestic interest rates at current levels will do nothing to
stop creditors who are pulling their funds away. But widening the world/local
interest-rate spread to hold funds or attract new capital only signals the
greater likelihood of exchange-rate collapse. Under the current rules of the
game, there may be no alternative to domestic stagnation and regressive
redistribution as the price of inflows of overseas capital and credit.

Conclusion

Economists have suggested five answers to the question of what causes
international debt crises: perverse macroeconomic policies; problems in cross-
border creditor—debtor contracts; problems in creditor—debtor relations within
borrower countries; perverse interactions among cross-border creditors; prob-
lems in the global structure of cross-border financial flows. These five causes
lead to five parallel responses to the question of what should be done: fix
macroeconomic policies; fix the rules governing cross-border financial con-
tracts; fix the rules governing creditor—borrower relations within borrower
countries; improve information; or fix the rules governing cross-border finan-
cial flows in the global economy.

In the Latin American debt crisis, economists who were broadly sym-
pathetic to market forces focused on the first two causes (and solutions),
while those sceptical of such forces emphasised the fifth. In the Asian crisis,
market-oriented economists emphasised the third and fourth factors, since the
first two were largely resolved. Market sceptics, whose ranks increased in
relative terms, again pointed to the fifth cause, the overall structure of the
global system. Meanwhile, international debt crisis is becoming continuous
for developing nations, not episodic.

Despite universal acknowledgement of the high cost of international debt
crises, these are likely to recur, once cross-border lending recovers again, as
it has before. For economists who operate on the premise that ‘there is no
alternative’ to market-driven flows of credit and capital, these crises present
opportunities for fine-tuning. This is the only way of moving ever closer to
the idea of economic efficiency set out in the textbooks. But for economists
who regard the structure of global financial flows as flawed, the costs of each
crisis episode are cumulative: each crisis leads to more international and
intra-national inequality and to the further dismantling of national develop-
ment-oriented institutions (Baker et al., 1998). The shape of the alternative is
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. twisted ever more, as are the odds of reaching it. as each new debt crisis
unfolds.

Notes

[. Cline (1984, 1996) provides valuable overviews of this crisis. The academic literature on
the Latin American debt crisis is surveyed by Eaton and Taylor (1986).

2. The most important of these articles was Stiglitz and Weiss (1983).

3. These statistics were calculated by the author from data series published by the Bank for
International Settlements, and are available on request.

4. The shift to bonds represents a return to the historical pattern of the 1920s (Vos. 1994).

5. For Latin America and the Caribbean, see ECLAC (2001).

6. Masson and Agénor (1996) suggest the peso crisis was generated more by SGM-like than

FGM-like factors

7. Krugman (1994) previously registered his scepticism of the Asian ‘model’. Chang (2000)
is o thoughtful rejoinder to the idea that moral hazard characterizes this model. Bustelo.
Garcia and Olivié (1999) is the most comprehensive review of the literature on the Asian
tinanctal crisis.

8. This distinction between *market-oriented” and “market-sceptical” economists is arbitrary:
in practice. there is a continuum of opinion among economists about how well markets
work

9. Interestingly. these characteristics of contemporary cross-border lending. which reflect
lenders” risk aversion. are precisely those of which Kindleberger warned in 1937.

10.  For example, Danielsson argues “since market data is endogenous 1o market behavior.
statistical analysis made in times of stability does not provide much guidance in times of
crisis. .. the empirical properties of current nsk forecasting models are found tc be
lacking in robustness while being excessively volatile.” (2002, p. 1273)

11, Under uncovered interest parity, the domestic interest rate should in equilibrium equal the
world interest rate plus any expected currency devaluation. This is a commonly cited
criterion for assessing the soundness of national economic policy.
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6 National inequality in the era of
globalisation: what do recent data tell us?

Gabriel Palma'

1. Introduction

The issue of the effect of greater international economic integration on
national inequality has always been particularly controversial in economic
theory. For example, as soon as Samuelson developed his trade-related factor—
price—equalisation theorem in the 1960s — that an increase in trade should
have a positive effect on both international and national distribution of income
(the latter because an export expansion should increase the relative income of
the (cheap) abundant factor and reduce that of the (expensive) scarce factor in
each country) — it immediately became one of the most debated hypotheses in
development economics. And now, 40 years later, the issues addressed in the
Samuelson theorem are again at the core of the globalisation debate on the
effects that the globalisation-induced increase in trade and international eco-
nomic integration would have on national and international income distribution
and factor movements.” In fact, of all of Samuelson’s economic hypotheses.
there is probably none that is influencing US foreign policy today as much as
the one that postulates that an increased level of trade between two countries
should reduce the incentive for labour to move across frontiers. In the case of
its refationship with Mexico, for example, following the 1982 “debt crisis’ the
US - always frightened that worsening economic problems in Mexico could
turn the usual flow of Mexican immigrants into a tidal wave — gave Mexican
exports increasingly preferential access to its market, a process that led to the
creation of NAFTA ?

As is well known, one of the main problems with the debate on trade and
income distribution has been the difficulty of testing alternative hypotheses.
especially in their time series formulation. due to the low quality of the
available income distribution data. However, recent developments in house-
hold-survey data have made substantial improvements in this direction (at
least from a cross-section point of view). Moreover, over the last decade
some institutions like the OECD and the World Bank (WB) have made a
sustained effort to collect and process these surveys.* The latest relevant WB
publication, for example, now provides a relatively homogenous set of data
on personal income distribution for 112 couniries.” However, the WDI data
set still has some important problems. For example. although most data refer

Lo L

Iwvww.ebook3000.com



http://www.ebook3000.org

National inequaliry in the era of globalisation 105

to income distribution. some still refer to consumption expenditure (particu-
larly in sub-Saharan Africa). This mixture of data makes regional comparison
more difficult, as the distribution of consumption tends to be more equal than
that of income (usually about 3 percentage points on the Gini scale). How-
ever, the degree of accuracy of these surveys is of course still a problem.®

Another problem is that. quite surprisingly. the WDI data set still reports
income (or consumption) distribution only in terms of quintiles: for deciles, it
only reports the shares of deciles | and 10. Although this is a marked im-
provement over the traditional WB's Deininger and Squire data-set (D/S)” ~
which so far does not report data for a single income decile — it is still clearly
unsatisfactory; as will be discussed in detail below, crucial distributional
information is lost when data are aggregated in quintiles (particularly in the
top one).

At the same time. the Research Department of the Inter-American Devel-
opment Bank (IADB) has constructed a slightly more up-to-date income
distribution data set for several Latin American countries; it uses the same
methodology (primary household-survey data) and data-aggregation (quintiles
and deciles 1 and 10) as the WDIL®

The main aim of this chapter is to use these new WB and TADB data sets to
take another look at national income inequalities in the era of globalisation.
Throughout this chapter, unless otherwise stated, the [ADB data set will be
used for Latin America and the WDI one for the rest of the world. The total
number of countries included in this study is 109.°

2. Inequality ranking
Figure 6.1 illustrates how these 109 countries are ranked according to their
Gini indices of inequality in the second half of the 1990s. Among the many
issues arising trom this graph, two stand out. First, in the second half of the
1990s there is a particularly wide range of inequality across countries — from
a very low Gini index of 19.5 per cent (Slovak Republic) to a high one of
62.3 per cent (Paraguay): and second, all Latin American countries are clearly
grouped at the very top end of the inequality ranking — with a median Gini of
56.7 per cent (mean value of 34.7 per cent). its degree of inequality is well
over half as much again as the overall median value for the rest of the sample
(92 countries). and more than 40 per cent higher than that for the “develop-
mg-non-Latin-American’ group of countries (31 countries: this group excludes
OECD and ex-communist countries). In addition, within the whole group of
109 countries. the median-country-inequality ranking for the 17 Latin Ameri-
can countries is 100!

Another important issue arising from this ranking is the extraordinary
difference between the English-speaking and the non-English-speaking OECD
(the latter including continental Europe and Japan) — with median Ginis of 36
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Countries are ranked according to their degree of inequality (1 to 109): Latin American coun-
tries are shown in black (this will also be the case in similar graphs below). Throughout this
chapter, Gini indices are reported on a scale from 1 to 100.

Br = Brazil: Ch = Chile: Me = Mexico: SA = South Africa: Ni = Nigeria: Ma = Malaysia; Ke =
Kenya: US = United States: Cn = China: In = India; UK = United Kingdom: Ba = Bangladesh:
Po = Poland: Ko = Korea; It = Italy: Sw = Sweden; and SR = Slovak Republic.

Figure 6.1 Most recent data on Gini indices of personal income
distribution in 109 countries

and 27.1, respectively. The same phenomenon is found between the ex-
communist countries of the former Soviet Union and those of Central Europe
— with median Ginis of 34.4 and 27.5. respectively.

An analysis of the different income quintiles confirms the well known fact
that the main source of inequality across countries is the large variance in the
income share of the highest earning group — in this sample the range for the
share of the top quintile spans from 31.4 per cent (Slovak Republic) to 64.8
per cent (South Africa). The median value for the income share of this
quintile for the whole sample is 45.6 per cent — 53.2 per cent for Latin
America and 43 per cent for the non-Latin American group.'®

However, Figure 6.2 shows an equally important but surprisingly less well-
known fact: the large variance of the income share of quintile 5 across
countries is made up of two very different components — the contrasting
shares of deciles 9 and 10."!
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case for all similar graphs in this chapter

In this. and other graphs below. the data for Brazil. Mexico and Chile will be highlighted. as
these are the three Latin American countries that from the point of view of the relationship
between income distribution and income per capita present the worst income distribution (see
Figure 6.13 below). Data for Korea are shown as a comparison.

Br = Brazil; Ch = Chile: Me = Mexico: Ko = Korea.

Figure 6.2 Most recent data on income share of deciles 9 and 10 in 109
countries

While the range for the income share of decile 9 in these 109 countries
only extends across 5.6 percentage points (from 12.6 per cent in India to 18.8
per cent in South Africa). decile 10 has a range 6 times larger (from [8.2 per
cent in the Slovak Republic, to 50.8 per cent in Paraguay). This extraordinary
difference between the dispersion of these two deciles is reflected in their
standard deviations — while that of decile 9 is just 0.9 percentage points
{around a mean of 15.2 per cent), that of decile 10 is 8./ percentage points
(mean of 31.4 per cent): that is, relative to their own means, the standard
deviation of decile 10 is more than 4 times larger than that of decile 9.

This phenomenon is also corroborated by the fact that while the median
values for the share of decile 9 in the Latin American and non-Latin Ameri-
can groups are quite similar (15.9 per cent and 15.4 per cent. respectively),
those for decile 10 are very different, with the Latin American share more
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than half as much again as the median value for the rest of the sample (4.1
per cent and 28.4 per cent, respectively). In other words, one of the key
elements (if not the key one) needed to understand the effects of globalisation
on national income distribution is the effects it has on the share of decile
10.1:

Figure 6.2 also indicates that the key characteristic of the income distribu-
tion of most Latin American countries is its “winner-takes-all’ nature.'* In the
case of Chile, for example, while its decile 10 is ranked as the 104th most
unequal within these 109 countries, its decile 9 is only ranked 38th (its
ranking is even better than Korea's!). Figure 6.3 clearly illustrates this phe-
nomenon: after the 1973 coup d'état (which also marks the beginning of
trade liberalisation and a rapid process of integration of the Chilean economy
into the world economy), when income distribution had one of the fastest
ever recorded deteriorations, it was only decile 10 that benefited from this.
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Nores:

Three-vear moving averages [1] = election of Allende: {2] = Pinochet’s coup d'état: |3} = the
veur betore Pinochet's plebiscite (seeking a mandate to remain in power for another 8 vears):
{4] = first democratic government (centre—~left coalition) after Pinochet lost his plebiscite (and
had 1o call tor presidential elections): [5] = second democratic government (same political
coalition. but different distributive policies)

Source:  Ruiz-Tagle (2000) Unless otherwise stated. this will be the source of all historical
data of Chile "

Figure 6.3 Chile: income shares of deciles 9 and 10, 1957-99
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While decile 10 increases its income share by 350 per cent between 1973
and 1987 (from 34 per cent of national income to no less than 31 per cent),
that of decile 9 remains at around 17 per cent.'

A similar phenomenon to the one found in quintile 5 (between deciles 10
and 9) can also be found (though in a milder form) at the other end of the
income distribution, between the shares of deciles 2 and 1.'¢

As a result, what really ends up differentiating most income distribution
across countries in the era of globalisation — and best highlighting the ex-
treme inequality found in Latin America — is the ratio of the income-shares of
deciles 10 and 1.

Figure 6.4 clearly shows the difference between the ratio of deciles 10 to 1
and that of 9 to 2: however. this huge difference is mainly the result of what
happens in the last third of the sample — comprising mainly Latin American
and sub-Saharan African countries. The resulting ranges of both rankings are
very different: while the range of the ratio of deciles 10 and | extends from
3.6 to 114, that between deciles 9 and 2 only spans from 1.9 to 10.9."7
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Figure 6.4  Ratio of income shares of deciles 10 and 1. and 9 and 2 in 109
countries

Of the more straightforward statistics for measuring inequality, this is the
one that probably best reflects the degree of income inequality found in Latin
America, and the extraordinary degree of income polarisation of this region.
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At a median value of 58.1, this Latin American ratio is 4.7 times the median
value for the 51 non-Latin-American LDCs, and more than 6 times the
median value for the 92 non-Latin-American countries of the sample (9.6); it
is also the statistics that differentiate most Latin American inequality from
that of sub-Saharan Africa (the latter’s median value, at 19.3, is only one-
third that of Latin America).

This huge polarisation of income between the two extreme deciles in Latin
America contrasts sharply with the ratios comprising income groups within
these two extreme deciles (see Table 6.1).

Table 6.1 Median values per region for different income ratios

d 10/1 d9/2 q4/2 q3/2
Latin America 58.1 7.0 2.7 1.6
Non-LA LDCs 12.5 3.9 2.0 1.4
Sub-Saharan Africa 19.3 4.8 2.1 1.4
East Asia — 2 15.9 5.1 2.3 1.5
Caribbean 13.8 43 2.1 1.4
OECD -2 11.8 4.0 2.0 1.4
North Africa 9.6 3.8 2.0 1.4
Ex-communist - 2 9.6 3.7 1.9 1.4
South Asia 83 33 1.8 1.3
Ex-communist — | 6.2 2.8 1.7 1.3
East Asia — 1 8.4 3.3 1.8 1.3
OECD -1 6.0 2. 1.6 1.3
All 11.6 3.9 2.0 1.4
LDCs 14.2 4.7 2.2 1.5

Note:  Regions as in Appendix 1. Non-LA LDCs = non-Latin American developing countries
(51 countries); d10/1 = ratio of deciles 10 and 1: d9/2 = ratio of deciles 9 and 2: g4/2 = ratios of
quintiles 4 and 2; and q3/2 = ratio of quintiles 3 and 2

The fact that Latin America’s greater degree of inequality vis-a-vis other
regions of the world decreases rapidly as the comparison refers to income
groups closer to the middle of the distribution (that is, within deciles 8 and 3)
makes it hard to understand why so many theories explaining Latin Amer-
ica’s excessive inequality refer to phenomena found in the middle of the
distribution. For example. two influential theories in this respect are the
1960s import-substituting-industrialisation-related-‘labour-aristocracy hypoth-
esis. and the 1990s trade-liberalisation-related ‘asymmetric demand for labour’
hypothesis.

[vww.ebook3000.con}



http://www.ebook3000.org

National inequaliry in the era of globalisation 111

The first, used extensively during the [960s and 1970s, particularly in
circles connected with the WB, argues that one of the main causes of inequal-
ity in Latin America at the time was the price distortions created by
import-substituting industrialisation (ISI): these woulid distort the value of
sectoral marginal productivities, allowing for artificially higher real wages in
manufacturing (that is. producing higher wage differentials than would other-
wise exist in the economy).'® However, then as now there was little to
differentiate Latin America from the rest of the world - developing and
developed, ISI and non-ISI ~ in terms of the income distribution among
groups that would include ‘aristocratic’ and non-‘aristocratic’ labour (say
quintiles 4 and 2, or 3 and 2).

The second theory, which is basically a recycled version of the previous
‘labour-aristocracy” hypothesis, is used extensively today to explain the in-
crease in inequality in many Latin American countries that implemented trade
and financial liberalisation. As the increase in inequality, which followed greater
integration with the world economy at a time of a growing globalisation, runs
contrary to what was predicted by the proponents of the *Washington Consen-
sus” before the implementation of these reforms,' it is now argued that this
development is the result of the (previously unforeseen) fact that trade liberali-
sation is responsible for introducing new techniques of production with a high
requirement of skilled workers. It was, therefore, unwittingly to blame for
higher wage differentials in reformed-countries.’® However, as is obvious from
previous graphs and Table 6.1, what really differentiates Latin American in-
come inequality (long after trade liberalisation and increased economic
integration with the rest of the world) is located at the very end of the distribu-
tion of income - hardly the place where either skilled or unskilled workers
would be located. Therefore, even if trade liberalisation was responsible for the
introduction of new techniques of production with ‘asymmetrical labour de-
mand’, these data indicate that it is unlikely that this would account for a
significant amount of the region’s huge income inequality.

The case of Chile 1s a good example of this issue. Even though Chile
implemented one of the most radical trade liberalisation policies in the devel-
oping world. and in spite of the fact that this policy has now been in place for
nearly three decades (it began in 1973), it seems to have had little effect in
the relative income distribution of skilled and unskilled labour (proxied in
Figure 6.5 by the ratio of deciles 9 and 2, or 5 and 3, depending on what is
understood by these two categories of workers). This graph indicates that
massive political upheavals, radical economic reforms and greater integration
within the world economy have tended to produce significant effects at the
extreme ends of the income distribution, but few relative effects elsewhere.

Moreover, the Chilean experience also indicates that “policy matters’. In-
come distribution did improve massively with the progressive distributional
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Three-year moving averages. 1] = election of Allende: |2] = Pinochet’s coup d’état; (3] = the
year before Pinochet’s plebiscite (seeking a mandate to remain in power for another § years):
[4] = first democratic government (centre—left coalition) after Pinochet lost his plebiscite (and
had to call for proper presidential elections): [5) = second democratic government (same
political coalition).

Figure 6.5 Chile: ratio of income shares of deciles 10 and 1, 9 and 2, and
Sand 3, 1957-99

policies of the first democratic government (1989-93), even though this
government continued the process of greater integration of the Chilean
economy into the world economy: however, when the second democratic
government (1993-99, formed by the same political coalition) abandoned
these progressive distributional policies. the ratio of decile 10 to | returned to
where Pinochet left it in 1989.

3. Income inequality and income per capita

The best known way of comparing income distribution across countries (and
of ascertaining, for example, whether Latin America’s inequality really is
‘excessively’ large), is to do so from a point of view which is relative to the
level of income per capita. This approach started with Kuznets in 1955 and
has dominated distributional debates ever since. Figure 6.6 shows the re-
gional averages for the whole sample.*! This graph indicates that there seem
to be four ‘layers’ of inequality across countries. First. a more equal layer
containing the ex-communist countries of Central European and the non-
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Sources:  Income distribution as above: income per capita according to the World Bank’s WDI
data set (data are for 1997, in 1995 USS terms). This will also be the case for the remaining
graphs in this chapter.

Figure 6.6 Regional Gini indices and log of income per capita

English-speaking OECD: second. a layer containing a great variety of re-
gions, comprising about three-quarters of the world population: third, one
that only includes sub-Saharan Africa and East Asia "2’ (the ‘second-tier’
NICs); and fourth, Latin America, in a world of its own, well above every
other region in the world (even those with similar income per capita, like
North Africa, East Asia 2" and the Caribbean).

However, as discussed above. it is also important to look ‘inside’ this Gini-
picture. As expected, Figure 6.7 shows that there is a parcticularly close
resemblance between the distributional structure of the world lfooked at from
the Gini perspective and from that of the income-share of decile 10.

The strong similarity between the world’s distributional structure accord-
ing to the Gini index and that of the income-share of decile 10 (clearly
resulting in both cases in four "layers’ of inequality) is. of course, the result of
the way in which the Gini index is calculated.”* In turn. this particular
structure of income disparity across the world is also reflected in the income-
share of the bottom 4 deciles.
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Figure 6.7 Regional income shares of decile 10 and log of income per
capita

Figure 6.8 shows that the regional distributional structure of deciles 1 to 4
is the mirror image of that of decile 10. Therefore. the Gini-picture of the
world’s regional inequality is reproduced both at the very top and at the
bottom of the regional distribution of income. However, when one looks at
the other 50 per cent of the world’s population, those located within deciles 5
and 9 - the ‘middle classes’ — the regional distributional picture, rather
unexpectedly, changes completely: from one of huge disparity to one of
remarkable similarity (see Figure 6.9).

Furthermore, this homogeneity in the income-shares of deciles 5 to 9 is
even more amazing in the 30 per cent of the population contained in deciles 7
to 9 (the "upper middle’ groups) (see Figure 6.10).

Table 6.2 presents a set of statistics of the whole sample, which emphasise
the extraordinary contrast between the world distributional-heterogeneity at
the top and bottom of the income distribution and the homogeneity in the
middle.

Of all the statistics in Table 6.2, the coefficient of variation is the one that
best shows the above-mentioned distributional contrast — the figures for both
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Figure 6.8 Regional income shares of deciles 1 to 4 and log of income per
capita

decile 10 and deciles 1 to 4 are nearly four times greater than those for deciles 3
to 9. Furthermore, they are nearly seven times larger than those for deciles 7 to
9. This indicates that the "middle classes’ across the world (particularly the
‘upper middle classes’) seem to be able to benefit from a distributional “safety
net’; that is, regardless of the level of income per capita of the country. the
characteristics of the political regimes, the economic policies implemented, the
structure of property rights. or whether or not they belong to countries that
managed to get their prices ‘right’. their institutions ‘right’. or their social
capital ‘right”. the 50 per cent of the population located between deciles 5 to 9
seems to be able to count on about half the national income. In other words.
regardless of the politico-institutional settlement in which they live. they tend
to acquire a “property right” on half of national income.

No such luck for the bottom 40 per cent of the population: in their case,
issues such as those mentioned above can make the ditference between
getting as much as one-quarter of national income (as in the non-English
speaking OECD. or the ex-communist countries of Central Europe). or as
little as 710 per cenr (as in Latin America).
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Figure 6.9 Regional income shares of deciles 5 to 9 and log of income per
capita

As far as the top income decile is concerned, well. the sky is (almost) the
limit — particularly if the individuals constituting that decile happen to pos-
sess the ‘discreet charm’ of the Latin American bourgeoisie.

In other words, the regional distributional structure shown by the Gini
index only reflects the income disparities of sialf the world population (those
at the very top and at the bottom of the distribution), but bears little resem-
blance to the distributional homogeneity of the other half. This is a rather
peculiar phenomenon, not just from a statistical point of view (how useful 1s
the Gini index as an indicator of overall income inequality?). but also from an
analytical one: recent political and economic developments (including of
course globalisation) seeni to have been associated with two very different
distributional movements across regions in the world: a (better known) ‘cen-
trifugal” one in terms of the income-shares of the top and bottom deciles
(decile 10 and deciles 1 to 4), and a (less known) ‘centripetal” movement in
terms of the income-share of deciles 5 to 9.

Among the many fascinating issues that arise from the regional distribu-
tional homogeneity in the middle and upper-middle of the distribution, one
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Figure 6.10  Regional income shares of deciles 7 to 9 and log of income per
capita

Table 6.2 Measures of centrality and spread for income groups (whole
sample)

Range  Median Mean  Variance Stdev  Cof var

d 10 32.6 29.4 4 64.8 8.1 26
dl —d4 19.8 18.0 4 21.9 4.7 27
d5>-d9 15.4 51.7 524 11.4 3.9 7
d7 - d9 9.7 36.8 36.6 2.7 1.7 4

Note: st dev = standard deviation: ¢ of var = coetficient of variation (figures shown are
multiplied by 100). d 10 = decile 10: d1I — d4 = deciles 1 to 4: d5 - d9 = deciles 310 9: and d7 ~
d9 = deciles 710 9.

that stands out is its obvious implications for the well-known theory of the
role of "human capital” on income distribution. According to this theory. the
level of education is a crucial variable (if not the most crucial variable) in the
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" determination of income inequality.™ However. in all regions of the world
{developed and developing. Latin American and non-Latin American) one
finds that the top income decile is made up from individuals with relatively
high levels of education, while the bottom four deciles are made up from
individuals who have undergone relatively low levels of formal education —
either relatively little schooling. or (in the more advanced countries) usually
education of a rather doubtful quality. If this is so. how is it that it is precisely
in these two (relatively homogeneously-educated) groups that one finds the
greatest relative distributional diversity? In tum. if it is in the population
contained in deciles 5 to 9 that the real world-educational diversity takes
place — in particular in terms of the proportion of the population which has
secondary and tertiary education — how is it that it is precisely in this (educa-
tionally highly hererogeneous) group that one finds an extraordinary similaritv
in terms of shares of national income?

Obviously, more research needs to be done on the origins of the forces
moving the shares of national income of different decile groups along such
different paths (particularly in such opposite ‘centrifugal” and "centripetal’
directions). However, it seems rather remarkable that this simple point does
not seem to have been emphasised before. Also, it seems odd that most of the
recent wide-ranging literature on income ‘polarisation” has again tended to
produce indices that place most of the emphasis of distributional changes
towards the middle of the distribution, precisely where there is greater homo-
geneity.” In fact, the large degree of heterogeneity at the very top and bottom
of the income distribution makes income ratios, such as that of deciles 10 and
I. statistically-sensitive indicators of distributional disparities across the world.
in particular highlighting Latin America’s huge income polarisation (see
Figure 6.11). In fact. from this perspective. Latin America seems to be living
in a distributional world of its own — acting as if it were on quite a different
planet!

4. Income inequality and income per capita: testing for regional effects
in a cross-section framework
As is well known. the Kuznets ‘inverted U’ framework is the most comnion
form in which to test for the relationship between income inequality and
income per capita both in a time series and in a cross-section framework.
However. in doing so. one has to distinguish crucially between two factors: one
is the study of whether there is a relationship between these two variables, the
other is the issue of how to interpret this relationship analytically: that is. if the
test shows a significant relationship of this kind. the Kuznets “structural change’
hypothesis is just one of several possible interpretations of the nature of this
relationship. In this chapter, I am going to use the traditional econometric
specification test for regional effects between these variables. but any evidence
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Figure 6.11 Regional ratios of deciles 10 and 1 and log of income per
capita

of a statistically significant relationship between them will not necessarily be
taken as evidence of a Kuznets type of relationship. There are two main reasons
for this. The first is that there is already a large (and convincing) literature
against the existence of an actual Kuznets type of relationship between these
two variables;*® and the other is that the findings of sections 1 to 3 above,
themselves make this type of relationship fairly irrelevant.

Also, as discussed in detail elsewhere.*” for statistical and analytical rea-
sons, I have decided not to include the 19 ex-communist countries (from
Central Europe and the former Soviet Union) in the sample to be used to test
for regional effects. As a result, the actual sample used will only contain 90
countries — however, this sample size is still large enough to provide suffi-
cient degrees of freedom for a reasonably robust testing procedure.

Finally, also following the discussion of sections | to 3. in this testing I
will not use the Gini index as a dependent inequality variable, as these
statistics hide two very different distributional worlds. So the regional distri-
butional effects will be tested using as dependent variables the income share
of the different income groups. with the right-hand side variables being an
intercept, the log of income per capita, and the square of the same variable.
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capita variable for the non-English-speaking OECD: 5 = with a dummy on the income per
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dummy for North Africa *°

For the summary statistics of the regressions. see Appendix 2.

Regional figures are median values. Regions as in Appendix |.

Figure 6.12  Income shares of decile 10 and log of income per capita

Figure 6.12 shows the result of such testing for the income share of the top
decile.”® This figure shows how widespread the regional effects are. In fact,
there are no less than five statistically-significant regional dummies — one of
the dummies (Latin America) is significant at the [ per cent level and the other
four at the 5 per cent level: all other parameters and the F test are significant at
the [ per cent level. The adjusted R* is 74 per cent. In fact. the only regions
where dummies were not significant at the 5 per cent level were East Asia. the
Caribbean and the English-speaking OECD (just 14 countries in all); therefore.
these countries are included in the base regression (together with the nine
countries which are not classified within any of these regions; see Appendix 1).

Figure 6.13 shows again the mirror relationship between the behaviour of
the top decile and that of the bottom four deciles. This regression is again
highly signtficant. with all eight parameters (including all five dummies) and
the F test significant at the 1 per cent level. The R is 64 per cent.
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America

For the summary statistics of the regressions. see Appendix 2. In this regression it was neces-
sary to correct for heteroscedasticity

Regional figures are median values. Regions as in Appendix |

Figure 6.13  Income shares of deciles 1 to 4 and log of income per capita

However, not surprisingly. in terms of deciles 5 to 9 the regional h%mog—
eneity of their income-share means that there are no regional effects worth
considering in this half of the population.

Finally. strong regional effects are again found when this “inverted U’
specification is tested with the ratio of deciles 10 and | as dependent variable
(see Figure 6.14). Again, this regression is highly significant; four of the
dummies are significant at a | per cent level, and all other parameters (except
for the intercept) are significant at 5 per cent. The R* is 71 per cent. This is
the specification of the distributional regional effects in which the Latin
American ‘excess’ degree of inequality is shown in a more extreme form. In
general, the Latin American intercept-dummies are significant at a 1 per cent
level in all three specifications of the dependent variable (decile 10, deciles 1
to 4, and ratio of deciles 10 and [). This seems to indicate that there is
particularly strong statistical evidence that, towards the end of the 1990s.
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| = the regression with a dummy for Latin America; 2 = with a dummy for sub-Saharan Africa:
3 = base regression; 4 = with a dummy tfor the non-English-speaking OECD: 5 = with a dummy
for South Asia and low-income South East Asia: and 6 = with a dummy for North Africa.

For the summary statistics of the regressions. see Appendix 2. In this regression il was neces-
sary to correct for heteroscedasticity.

Regional figures are geometric means for the ratios of the income share of deciles 10 to 1, and
arithmetic means for the log of income per capita. Regions as in Appendix 1.

Figure 6.14  Income ratios of deciles 10 to 1 and log of income per capita

Latin American countries developed a clear ‘excess’ degree of inequality vis-
a-vis their middle income level, and that this “excess’ inequality is clearly
ereater than that of any other region of the world.*

However, as there is no Latin American country with a high income per
capita, this sample has no information regarding what would be likely to
happen to this ‘excess’ inequality as such countries move towards higher
income levels.*' Furthermore, as Figure 6.15 shows, towards the end of the
1990s as income per capita increases in Latin America, the distributional
dispersion among countries of this region increases rapidly. The five coun-
tries with the highest income per capita in the region (Uruguay, Chile. Brazil.
Venezuela and Mexico) are spread over a large range of income shares for
decile 10 ~ in fact, the two countries with the largest income per capita,
Uruguay and Brazil, have the lowest and the (second) highest income shares
for this decile (33.1 per cent and 46.5 per cent, respectively). In turn, Brazil,
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Income share of decile 10

- mﬂ
45 - B[Py | &[] | e
D ) Ni -.l 45

i
)
|
T
v
(e}

40 R ! 40

359 5 35
(s

30 - 30

25+ 25

20 T T T T T T 1 T - 20

4.61 5.2 57 63 68 74 79 85 9 96102
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Notes:

= Nicaragua; Ho = Honduras: Bo = Bolivia: Gu = Guatemala; Pr = Paraguay: Ec = Ecuador:
S = El Salvador; C = Colombia: Pa = Panama: Br = Brazil; Ch = Chile; DR = Dominican
Republic; Pe = Peru; Me = Mexico: Ve = Venezuela; CR = Costa Rica: and Ur = Uruguay.
The regression for Latin Arerica as in Figure 6.12. For the summary statistics of this regres-
sion. see Appendix 2

Figure 6.15  Latin America: income share of decile 10 and log of income
per capita

Chile and Mexico are the three most ‘stubborn’ countries in terms of their
reluctance to improve their income distribution as their income per capita
increases — in fact, at the end of the 1990s they were actually moving in the
opposite direction.

A brief analysis of Mexico could help us to understand why increased
Integration into the world economy. after economic reform in general and
trade liberalisation in particular, have produced an increased inequalising
effect. Although political reform began in Mexico during the presidential
period of Lopez Portillo (1976-82). trade liberalisation began with Presi-
dent De la Madrid. who took office in the midst of the 1982 debt crisis; and
in terms of growth of manufacturing exports, Mexico has never looked back
—in constant US dollar terms, manufactured exports (including those of so-
called ‘maquiladora’ activities) grew from US$ 8 billion in 1981 to USS
145 billion in 2000 (both figures in US§ of 2000 values) — a figure similar
to that of Korea's. This 19-fold increase (equivalent to an annual average
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“growth rate of 17 per cent) brought the share of these exports in the coun-
try's total goods exports to 80 per cent (from less than 10 per cent in
1981).%

Even bearing in mind that there are few Developing Countries in such a
convenient geographical position (at least as far as manufactured exports are
concerned!), with such a preferential access to the US market (via NAFTA).
and having received such a flood of FDI. the performance of Mexican manu-
factured exports in this period is truly exceptional. However, extraordinary as
it is. this export expansion has had a far more complex — and certainly weaker
— impact than expected on the Mexican economy as a whole, especially on
growth. investment, productivity and wages. In particular. it has been associ-
ated with both a collapse of the export multiplier and the de-lhinkaging of the
export sector from the rest of the economy; this has produced a situation in
which increasing export competitiveness has had little effect on growth and
living standards.*

Figure 6.16 shows the trademark of the liberalisation-package’ in Mexico
(as in the rest of Latin America): the fall in the share of wages in GDP. In
Mexico, in just two presidential terms (1976-82 and 1982-88), and one
economiic crisis, the share of wages in GDP fell by no less than 14 percentage
points. Again, in the last presidential period of the 1990s (which includes yet
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. \“. ,”"Q
25+ O N Las
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20 .0
15— 15
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Nore: Intervals between circles correspond to presidentiul periods Figure for 2000 is pro-
visional

Figure 6.16  Mexico: wages as a share of GDP, 1950-2000
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Figure 6.17 Mexico: average real wages and productiviry, 1950-2000

another economic crisis), the overall share of wages in GDP fell by a further
8 percentage points. In all, the share of wages fell from 40 per cent of GDP in
1976 to just 18.9 per cent in 1999.

Figure 6.17. shows the root cause of this fall in the share of wages in GDP:
the emergence of a new ‘scissors’ effect between wages and productivity
after political and economic reforms. One can identify three distinct periods
over these five decades. First. up to the Echeverria government (1970-76).
and into Lopez Portillo’s term of office (1976-82). one can witness the
essential characteristic of the traditional PRI distributive policy: wages were
able to grow at a similar pace to productivity growth; that is, mainly through
increased bargaining power, labour had gained the property right to share in
the benefits of growth.

In the second period. and marking the beginning of politico-ideological
change in Mexico (and in most of Latin America) during the second half of
the 1970s, economic policy led to a progressive stagnation of wages. despite
the massive new oil-riches of the country.™ Then. when economic ceisis
struck Mexico with the 1982 recession, and with the ascendance to power of
President De la Madrid and his economic reform team, a rapidly growing gap
emerged between productivity and wages. By 2000. and two presidents and
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1976 = 100 (3-year moving average) Excludes ‘maquiladora’
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Figure 6.18 Mexico: wages and productivity in the manufactiring sector.

1970-99

another economic crisis later, this gap had reached approximately 30 percent-
age points.

Figures 6.18 to 6.20 show that the gap between productivity and wages
took a different form in manufacturing than in non-tradables.

In manufacturing, prior to 1976 there was a relatively stable relationship
between productivity growth and wage growth: afterwards, this pattern changes
due to a sharp break in the trend of wage growth. In fact. as mentioned above.
by the end of the 1990s the average wage was only recovering its 1976 level.
In the meantime, productivity had increased by about 80 per cent. A clear
case of a new "winner (capital) takes all’ pattern of distribution,

As Kalecki would have predicted, the two recessions (1982 and 1994)
played a role in delivering this new distributional world, by drastically affect-
ing the bargaining power of labour. But as Prebisch and Singer would have
predicted too. as soon as manufacturing became export-oriented ~ particu-
larly in a world in which capital is increasingly mobile and labour immobile
— it began to behave as if it were a traditional primary commodity sector:
wages immediately stagnated and all productivity growth was either captured
by capital or transferred to consumers in the North (in this case in the US) via
lower prices. Figure 6.19 shows how the most successful activity within
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Figure 6.19  Mexico: wages and productivity in the car industry, 1970-99

manufacturing developed an extreme form of this new ‘export-oriented” dis-
tributional pattern. Not even tn an industry that had a 330 per cent productivity
growth during this ‘liberalised” period of deeper integration into the world
economy, were wages able to grow in any significant way. The experience of
Mexico in this respect is certainly closer to the predictions of Prebisch and
Singer than to those of Samuelson’s theorem of trade-related wage-equalisa-
tion across the world!

Moreover. what about the relationship between wages and productivity in
the sectors that have been unable to deliver productivity growth? [n non-
tradables one also finds a new gap between productivity-growth and
wage-growth, but this takes place in a different direction — that is, the same
‘scissors’ pattern (from well before 1981). but having a different ‘angle’ (see
Figure 6.20). Here, given the stagnation of productivity. for the gap to emerge
wages have to fall substantially.

This decline in wages in non-tradables {mainly services and construction)
contrasts sharply with the situation before {976, when there was another gap
(then in favour of labour), with wages growing fasrer than productivity. This
was one of the characteristics of the previous structure of property rights in
the labour market (not only in Mexico but also in many other Latin American
countries), with wages in manufacturing (which grew at a rate roughly simi-
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Figure 6.20 Mexico: wages and productivity in the non-tradable sector,
1950-99

lar to productivity growth) setting the pace for wage-growth in the non-
manufacturing sector of the economy, even in those sectors in which
productivity-growth was slower than in manufacturing.

In this way, a new pattern of accumulation has emerged with the economic
reform in Mexico (as in the rest of Latin America). Now ‘winner takes all’,
where there is productivity growth (a la Prebisch-Singer), and where there is
none, capital benefits anyway via the contraction of wages (& la Lewis.
because here the institutional changes in the labour market allow capital to
shrink wages back towards their subsistence level). In this way, even if
productivity growth is disappointing (mainly as a result of poor investment
effort), the stagnation of wages in some activities, and their decline in others.
have proved to be an effective compensatory mechanism for capital in the era
of globalisation.

5. Conclusions

Although the Gini-picture of the income distribution of the different regions of
the world shows a clear “four-layer” distributional heterogeneity across the
world, this phenomenon really only reflects what happens in half of the world’s
population — those at the very top and those at the bottom of the distribution.
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The other half — those in the middle and upper-middle of the distribution -
present a rather ditferent picture, one of extraordinary homogeneity. This is a
truly remarkable fact, which so far has not been properly emphasised in the
literature. Obviously. more research needs to be done into what forces lie
behind these opposite "centrifugal” and “centripetal’ movements.

The homogeneity in the middle and upper-middle of the distribution raises
some doubts regarding the distributional theories that give pride of place
either to education or to "augmented’ wage differentials as the main determi-
nants of income distribution. The groups with the highest degree of
heterogeneity in distributional terms are more likely to have the higher de-
gree of homogeneity in educational terms. and vice versa. In terms of wage
differentials, relative to the extreme ends of the distribution. there does not
seem to be much “statistical life” in that part of the distribution where “skilled’
and "unskilled” labour are most likely to be found.

In general. politico-institutional factors seem to have a far greater influ-
ence in the determination of income distribution than purely economic ones *

This sample also shows that there is a significant distributional difference
between the English- and non-English-speaking OECD:; the same phenom-
enon is found in the ex-communist countries. between those that used to
belong to the Soviet Union and those in Central Europe.

Finally, in terms of the ‘U’ and "inverted U relationship between income
distribution and income per capita in the era of globalisation - and taking into
account all the necessary (and extremely important) econontetric caveats on
cross-section regressions of this nature, the problems with the quality of the
data. and the fact that in many countries (especially in sub-Saharan Africa)
the data relate to expenditure and not income — the relevant regressions seem
to support several hypotheses. First, that statistically the cross-section rela-
tionship still applies for the distributional diversity at the very top and at the
bottom of the income distribution: secondly (and analytically far more import-
antly). that within these relationships (much more homogeneous) regional
effects clearly dominate: and thirdly. that Latin America has so far grown
with the largest "excess’ inequality of all regions in the world. In fact. from
this perspective, Latin America seems to be living in a distributional world of
its own, acting as though it were on a completely different planet.’® As the
likelihood is that all over the Third World political oligarchies would like to
appropriate such a high share of the national income. the key question that
still needs to be answered is. why is it that it is only in Latin America that
they manage to get away with it?
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‘Appendix 1

LA (Latin America) = Bolivia, Brazil, Chile. Colombia. Costa Rica,
Dominican Republic. Ecuador. El Salvador. Guatemala. Honduras,
Mexico. Nicaragua, Panama, Paraguay. Peru. Uruguay and Venezuela.
AF (Sub-Saharan Africa) = Burkina Faso, Burundi, Cote d'Ivoire, The
Gambia, Ghana, Guinea, Guinea-Bissau, Kenya, Lesotho, Madagascar.
Mali, Mauritania, Mozambique. Niger, Nigeria, Rwanda and Senegal.
South Africa, Swaziland. Tanzania, Uganda, Zambia and Zimbabwe.
EAI (= “first-tier’ NICs) = Korea.

EA 2 (= second-tier’ NICs) = Malaysia, Philippines and Thailand.
SA (large South Asia and low-income South-east Asia) = Bangladesh.
China, India, Indonesia, Lao PDR, Pakistan. Sri Lanka and Vietnam.
NA (North Africa) = Algeria, Egypt, Jordan. Morocco and Tunisia.
CA (Caribbean countries) = Guyana, Jamaica, St. Lucia and Trinidad
and Tobago.

OECD 1 (non-English-speaking OECD) = Austria, Belgium. Denmark,
Finland, France, Germany, Greece, ltaly, Japan, Luxembourg, Nether-
lands, Norway, Portugal, Spain and Sweden.

OECD 2 (English-speaking OECD) = Australia. Canada. Ireland, New
Zealand. United Kingdom and United States.

Ex-C 1 (ex-communist countries of Central Europe) = Bulgaria. Croatia,
Czech Republic, Hungary, Poland. Romania. Slovak Republic and
Slovenia.

Ex-C 2 (ex-communist countries of the former Soviet Union) = Belarus,
Estonia, Kazakhstan. Kyrgyz Republic, Latvia, Lithuania, Moldova,
Russian Federation, Turkmenistan. Ukraine and Uzbekistan.

Not classified = Cambodia. Ethiopia. Israel. Mongolia, Nepal, Papua
New Guinea, Turkey, Switzerland and Yemen.
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Appendix 2
Parameters” point estimation
Reg. d10 Reg. d1-d4 Reg. d10/d1

Intersect 2.0484 4.8866 -0.6353
LnY pc 0.4222 -0.5541 0.9062
LnY pcsq —0.0288 0.0354 -0.0610
LA dummy 0.2462 -0.3118 1.2329
AF dummy 0.1016 -0.2317 0.3822
SA dummy -0.0196 0.0286 -0.0846
NA dummy ~0.1717 0.19G3 -0.4801
OECD! du -0.0013 0.0019 -0.0041
Notes:

Reg. | corresponds to Figure 6.12: Reg. 2 corresponds to Figure 6.13: and Reg. 3 corresponds
to Figure 6.14. Ln Y pc = log of income per capita: Ln Y pe¢ sq = square of the log of income per
capita; for dummy-specifications see Figure 6.12.

‘t’ values

Reg. d10 Reg. d1-d4. Reg. d10/d]

Intersect 5.05 7.935 -0.46
IlnYpe 3.74 ~3.50 2.48
LnY pcsq -3.99 361 -2.63
LA dummy 547 —4.87 7.45
AF dummy 2.07 -2.89 2.22
SA dummy -2.02 3.37 —~.73
NA dummy -245 297 -2.98
OECDI d. -2.32 392 -3.22
Notes:

In regressions 4 and 3 the heteroscedasticity test fails at the 5 per cent level of significance. so
the "t statistics (and the "p° values below) are based on “White's heteroscedasticity adjusted
standard errors”.
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p’ values
Reg. d10 Reg. d1-d4 Reg. d10/d1
Intersect 0.000 0.000 0.650
InYpc 0.000 0.001 0.015
LnY pcsq 0.000 0.001 0.010
LA dummy 0.000 0.000 0.000
AF dummy 0.042 0.005 0.029
SA dummy 0.047 0.001 0.000
NA dummy 0.016 0.004 0.004
OECDI1 d. 0.022 0.000 0.002

Regression statistics

Reg. D10 Reg. d1-d4 Reg. d10/d1
R-bar-sq 0.74 0.64 0.71
sey 0.13 0.19 0.47
F 32.7 205 282
‘p of F 0.000 0.000 0.000
Note:  R-bar-sq is the adjusted coefficient of determination; se y is the standard error for the

‘v estimate; F is the F statistic: and “p” of F is the ‘p’ value of F.

Notes

L

Tony Atkinson. Jayati Gosh, Daniel Hahn. Richard Kozul-Wright. Hugo Pagano, Guillermo
Paraje. Hashem Pesaran and Guy Standing made very useful suggestions. The usual
caveats apply.

For a comprehensive analysis of this literature, see Kanbur (2000). See also Atkinson
(1997), Aghion er al. (1999). IADB (1999). and UNCTAD (1996 and 2002).

At the time of the creation of NAFTA, there were already well over ten million Mexicans
living in the US.

For the Luxembourg-Income Study (LIS). see http://www.lis.ceps.lu. The WB basic infor-
mation is now published regularly in its World Development Indicators (WDI). See also
WIDER (2000).

See World Bank (2001).

The Sierra Leone survey, for example. which was undertaken in the midst of a rather
brutal civil war. claims to have “national” coverage! In the case of Latin America, a critical
survey of the quality of household surveys can be found in Székely and Hilgert (1999a).
See Deininger and Squire (1996).

See, for exumple. Székely and Hilgert (1999b).

Following advice from WB staff. data from Sierra Leone and the Central African Republic
are excluded from the sample due to inconsistencies.

In terms of developing countries, the Latin American median for the top quintile is 55.2
per cent. while that for the ‘developing-non-Latin-American’ group of countries is 46.6
per cent
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This is just ope of the many instances that show the loss of information resulting from
reporting data only in terms of quintiles

In fact. as discussed elsewhere. decile 10 also tends to have a significant internal disper-
sion: and in Latin America. the real concentration of income is found within the first five
percentiles of income recipients (see Palma. 2002a): this point is also clear in some
country-studies. see for example Ferreira and Litchfield (2000) for Brazil. Panuco (1988)
for Mexico. and Paraje (2002) for Argentina. Consequently. what one would really like to
know is the effects of globalisation on the income share of the top 5 per cent of the
population: however. this is not possible with the available data

See Palma (2002a)

Chile is only one of a few countries in the Third World for which there is systematic
income distribution data for any length of time. See this publication for a detailed discus-
sion of the quality of these data (relating to "Greater Santiago’. all of which have the same
source and methodology). and of the work done by this author to improve their degree of
homogeneity

Moreover, luater on, when the second demacratic government in Chile (1994-99) aban-
doned the progressive distributive policies of the first. and the income share of decile 10
recovered all the ground lost since 1989 (6 percentage points of national income). the
share of decile 9 acivally dropped by 3 percentage points. Perhaps it was the intuition of
this situation. and the fact that a return to a right-wing government would only accentuaie
this distributional asymmetry between deciles 9 and 10 that, during the last presidential
election. led a satirical magazine in Chile to characterise the economic programme of the
right-wing (Chicago-boy) candidate with a sort of "post-modernist” Robin Hood meta-
phor: tor them, his economic programme was equivalent to a group of bandits who would
rob the rich ... to give to the very rich!

The wide range of the income share of decile | across countries is almost as remarkable as
that found in decile 10 - from 3.1 per cent in the Slovak Republic and Belarus (and 4.8 per
cent in Japan). to just 0.3 per cent in Guinea-Bissau (and 0.6 per cent in Guatemala. and
0.7 per cent in Paraguay). Again. Latin American countries are found at the unequal end
of the ranking; while the median value for the income shares for decile 1 for all countries
is 2.6 per cent, that for Latin America is just 0.8 per cent (a figure that is only about one-
third that of the non-Latin American countries).

The range for the ratio of deciles 10 and 1 extends from 3.6 in the Slovak Republic (and
3.9 in Belarus, 4.4 in Austria, 4.5 in Japan. and 3.1 in Finland). to no less than |14 in
Bolivia (and 112 in Honduras and 104 in El Salvador).

See, for example. World Bank (1987) and Krueger (1983)

See, for example. Lall (1983).

See. for example. Juhn and Pierce (1993): Revenga {1995): Cline (1997: this book has a
very useful survey of the literature): Haskel (1999): and Melendez (20011 For critiques of
this literature, see Krugman and Lawrence (1993). Robinson (19961, und Atkinson (1997)
In this section of the chapter, data from Hong Kong and Taiwan are added to that of Korea
to form an enlarged EA 1. The data for these countries, which are not available in the WDI
database, were obtained from Deininger and Squire (1996). However, these two countries
are not included in the regressions below (Section 4). as their data have a different source
Given both the extruordinarily large size and variance in the shares ot decile 10 across
countries. these shares end up dominating an international comparison based on the Gini
indices. as this index is calculated as the arca between each Lorenz curve and a hypotheti-
cal line of absolute equality (expressed as a percentage of the maximum area under the
line).

See also UNCTAD (1996)

See. for example. Neal and Rosen (2000}

Wolfson, for example. started this latest “polarisation’ literature by developing an index
that cuts the Lorenz curve right in the middle! For a discussion of this point. see Palma
(2002b).

See especially Kanbur (2000)

See Palma (2002d)
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* 28, For a detiled discussion of the econometrics issues raised by cross-section regressions
like these. see Palma (2002d). In particular. one has to understand that these regressions
are simply a cross-sectional descriprion of cross-country inequality differences. categor-
ised by income per capita: that is. thev should not be interpreted in a ‘predicting” way.
because there are a number of difficulties with a curve estimated from a single cross-
section — in particular, strong homogeneity restrictions are required to hold (see, for
example, Pesaran er al.. 2000). This is one of the reasons why the use of regional
dummies is so important — they bring us closer to the required homogeneity restrictions
for prediction: nevertheless. there is no obvious way of knowing whether we are close
enough to them to be able to predict with a reasonable degree of confidence. The jury is
therefore still out regarding the predictive capacity of regressions like these. Moreover, in
any classification of this type there is a ‘pre-testing’ danger. as there are many ways that
regions could be defined.

29, Dummies for each region were selected according to the Akaike Information Criterion.
The same dummies were used in the regressions below.

30. This statement can be confirmed. for example. by testing the Latin American dummy 1is-
a-vis the sub-Saharan African one: in all four specifications the null hypothesis that both
are not significantly different is easily rejected at the | per cent level.

31, In any case, as discussed above, even if there was such information. in order to be able to
use regressions like these for prediction purposes. one would require strong “homogeneity
restrictions’ 1o hold.

[n 2000. Mexico's manufacturing exports were 3.3 times greater than those of Brazil and

Argentina taken together. In terms of overall merchandise exports, Mexico's share in the

Latin American total doubled from just under one-quarter to ubout one-half

For a detailed analysis of the Mexican economy after trade liberalisation. see Palma

(2002d).

One has to remember that wages stagnated at a time of economic euphoria in Mexico.

with the new oil industry coming on stream at a time ot particularly high oil prices. This

mania reached such heights that the President once declared that from then on in Mexico

‘economic policy was no longer an issue of allocation of scarce resources among multiple

needs. but one of the distribution of abundance’. Well, this -abundance’ clearly did not

reach wages!

This issue s discussed in more detail in the Latin American context in another paper

(Palma, 200221 See also Krugman and Lawrence (1993

A possible characterisation of. say. Brazil and Chile would be that these are middle-

income countries. where the top 10 per cent are able to live the equivalent of a modern

European lifestyle mainly thanks to the fact that the bottom 40 per cent are still living the

equivalent of a medieval European lifestyle
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7 The role of transnational corporations in the
globalisation process

Grazia letto-Gillies'

1. Introduction

Globalisation 1s a complex phenomenon which is more in the nature of a
process than a state of affairs. There have been several attempts at definition
(McGrew, 1992, Oman, 1996; Castells, 1996; Giddens, 1999; Held et al.
1999).7 Most definitions boil down to the fact that globalisation is both a
process of geographical/spatial outreach and of an increased degree of
interconnectedness and interdependence between people. groups and institu-
tions based in difterent countries of the world.

As a process of spatial outreach it is not new and has long historical
antecedents (Held er al., 1999). Nonetheless it is argued in this chapter that
the current process is considerably different from any previous process of
outreach. One of the major differences is seen in the role that transnational
corporations (TNCs) play in the globalization process.

The chapter proceeds in section 2 with an analysis of the salient character-
istics of the globalisation process. The third section considers the role of
TNCs in cross-border transactions. Section 4 develops the argument that the
TNCs are a dominant cause of the globalisation process. Section 5 considers
the wider policy implications of this perspective and the last section con-
cludes.

2. Salient characteristics of globalisation
The current globalisation process is characterised by both qualitative and
quantitative aspects and it differs from previous outreach processes in many
of these aspects. The process is cumulative and thus the various aspects and
mechanisms reinforce each other.

Among the gualitative aspects of globalisation the following play an im-
portant part:

e Breadth of change. The changes now involve a variety of fields or
*domains’ (Held et al., 1999) ranging from the economy and society in
general, 1o population movements, to the business sector, to politics, to
the military, the environment and culture.

® Political basis. The process has been reinforced by the economic and
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social policies of deregulation and liberalisation now involving most
countries in both the developed and developing regions.

e Financial domination of the economy. The dominance of finance capi-
tal is not new in capitalism. However, the last 20 years have seen such
dominance reaching unprecedented levels both in terms of intensity of
financial activities in relation to the size of economies, and in terms of
number of countries involved in financial transactions.

e Social and organisational changes. The organisation of production and
business in general has undergone considerable changes made possible
and indeed necessary by the new technologies.

@ Transnational corporations. The major changes are related to the or-
ganisation of production across countries due to the activities of TNCs,
on which more in the rest of this chapter.

e Technological basis of globalisation. None of the above changes would
have been possible on the scale in which we are witnessing them
without the introduction and rapid spread of the information and com-
munication technologies (ICTs). The ICTs affect every aspect of the
globalisation process from the movement of people, products and re-
sources, to the organisation of production. Considerable improvements
have also occurred in the technology and costs of transportation.

As regards the quantitative aspects of the globalisation process. the fol-
lowing issues are relevant.

e There has been an increase in the number of mechanisms of
interconnectedness across borders: from the traditional trade flows to
foreign investment (direct and portfolio} and related incomes, to vari-
ous types of collaborative business ventures.

@ The extensity or geographical/spatial reach of interconnectedness has
been increasing. Here, "extensity’ means the geographical scope and
therefore the number of countries involved in cross-border operations
within and between regions.

e The /nrensiry of cross-border flows has also been increasing. By inten-
sity I mean the ratio between cross-border transactions and the size of
the domestic economy(ies). The latter can be represented by a variety
of economic and social variables such as gross domestic product or
domestic capital formation or population or labour force.

3. Cross-border transactions and the TNCs
The interconnectedness across countries manifests in a variety of transactions
and flows: particularly in the following:
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e International trade in goods and services

o Foreign direct investment

e Portfolio investment

e Profits, interests and dividends from the various types of foreign in-
vestment

e Inter-organisational collaborative partnerships

e Movements of people across borders for leisure or business activities

or in search of jobs.

The institutions that participate and that are key to all the above activities
are the TNCs, that is those companies with direct business activities in at
least two countries. These direct business activities involve the ownership of
productive assets abroad in a percentage large enough to give control over the
conduct of the business.*

The cross-border transactions which are most specific to — and indeed
defining of — the TNC are foreign direct investiment {FDI). From the 1970s
onward there has been a steady and large increase in FDI, most of which
originates in developed countries and is indeed directed to the same group of
countries. In 2001, 88 per cent of the world stock of FDI originated from
developed countries. The same group of countries received 66 per cent of the
world stock (UNCTAD, 2002: Annex, tables B4 p. 315 and B3 p. 310).

However, as well as being responsible for all or most FDI, the TNCs
participate in all other cross-border business activities listed above. Over
three-quarters of world trade originates with TNCs and indeed over a third of
it is estimated to take place on an intra-firm basis (UNCTAD, 1996).*

Transnational corporations — including banks — are responsible for large
amounts of portfolio investiment and cross-border loans. The incomes deriv-
ing from foreign investment — whether direct or portfolio or loans — will
accrue to the institutions involved in such investment and therefore, largely.
to the TNCs (Ietto-Gillies, 2000).

Most collaborative agreements are between firms, though there are many
instances of collaboration between public and private institutions (Hladik.
1985: Contractor and Lorange, 1988; Hergert and Morris. 1988: Hagedoorn,
1996).

The movement of people across frontiers may have the direct involvement
of TNCs to a lesser extent than other cross-border movements. However, an
increasing part of migration ~ that related to expatriate managers — is largely
linked to activities of TNCs (Salt and Singleton, 1995: Salt, 1997).

There are currently 64 592 TNCs operating with a network of 851 167
foreign affiliates (UNCTAD, 2002: Annex, table A.1.3, pp. 270-2). Dunning
(1981: ch.1, p. 3) reports nearly 11 000 TNCs and 82 600 foreign affiliates in
1976. The huge growth between the mid-1970s and 2002 is the result of the



142 Transnational corporations

following: a larger number of companies from developed countries operating
abroad: the increasing involvement in foreign operations by both large and
smaller companies; the transnationalisation of many companies from devel-
oping countries. All this is part of what globalisation is about.

4. TNCs as a dominant cause of globalisation

The analysis of globalisation in terms of causes, effects and policy implica-
tions has led Held er al. (1999) to summarise the positions into three approaches
or theses. The hvperglobalist thesis — which has Kenichi Ohmae (1991,
1995a and b) as main exponent — sees the TNCs as the key agents of
globalisation and the sources of efficiency and growth. The globalisation
process itself is to be encouraged and any constraints to it removed. Tradi-
tional nation states with over-regulation and uneven regional development are
among the obstacles to globalisation. Ohmae therefore advocates the demise
of the nation state and the rise of smaller. more developmentally homoge-
neous region states.

An opposite point of view — the sceptic thesis — is taken by Carnoy et al.
(1993), Hirst and Thompson (1996) and Kozul-Wright and Rowthorn (1998).
These authors claim that the globalisation process has been exaggerated and
that, in reality, most international activities by TNCs have a very strong
hone-country base. The nation state and its policies are seen as relevant as
ever.

Held er al. (1999) see globalisation as a process of global transformations
similar to other historical processes of global reach but far more advanced in
geographical extensity and intensity.

Chesnais (1997) sees finance as the main basis of the globalisation process.
In his view the deregulation and liberalisation policies of the 1980s have set
in motion forces leading to a new regime of capitalist accumulation domi-
nated by finance. He advocates the halting and reversing of this process by
curbing the power of finance capital and its hold on industrial capital.

letto-Gillies (2001: ch. 9) puts forward a different view on the causes of
globalisation and this leads to specific policy implications. The analysis starts
from the premise that the current economic and social developments are
characterised by two specific types of innovation: (a) technological innova-
tion in the field of communication and information: and (b) organisational
innovation which allows a specific actor in the economic system - the
transnational company ~ to use the ICTs to further the productive forces.
Globalisation is indeed a new phase in capitalist development characterised
by a tremendous increase in the potential — and, to a lesser extent. the actual -
development of the productive forces.

Both the organisational and technological types of innovations have. so far.
been exploited mainly by the transnational corporation. Though not all or-
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ganisational innovations contribute to the development of the productive
forces. many do. Indeed the scope for further development and exploitation
of 1nnovation by the TNCs themselves and indeed by other actors in the
economic system is huge.

Starting from the above premises, let us now turn to the causal analysis of
globalisation. In this context it is useful to distinguish between the driving
forces of globalisation and its dominant causes. The driving forces in the
globalisation process are all those elements that contribute to the process and
shape its pattern. [n particular: the activities of TNCs and of financial institu-
tions: the diffusion of the ICTs: the policies of governments, particularly
those related to liberalisation and de-regulation: the policies of international
institutions such as the IMF.

Not all these forces operate on an equal basis. Two in particular I consider
to be the dominant causes. that is those at the root of the globalisation and
those which are largely irreversible.

In the search for dominant causes 1 follow the concept of causa causans®
developed by Keynes (1937). He uses this concept in order to establish a
basic, dominant cause of the level of output and employment in a complex
system where many forces operate at once. This is indeed the situation as
regards the globalisation process. In the identification of the dominant causes
a litmus test will be used consisting of the following two conditions: (a) the
dominant causes are a subset of the driving forces and they are identified as
those that specifically contribute to the development of the productive forces
at the basis of the globalisation process; (b) such a development of the
productive forces and the dominant causes behind it are largely irreversible.

On the basis of these conditions the two dominant causes or causae
causantes of globalisation can be identified in the following two areas of
innovation, both of which contribute to the development of the productive
forces.

e Technological innovation in the field of communication and informa-
tion together with advances in the field of transportation.

e Organisational innovation and in particular the organisation of produc-
tion across countries.

These two elements are strongly interlinked. The diffusion of 1CTs makes
possibie the organisational innovation and the vast development of TNCs’
activities we are witnessing. Conversely. the needs of TNCs are behind the
rapid diffusion of ICTs.

These two driving forces are largely irreversible and contribute to the
development of the productive forces. Other driving forces in the globalisation
process — such as financial forces, or policies of national governments and
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. international institutions ~ do not contribute to the development of the pro-
ductive forces; moreover, they are indeed reversible. This is why they are
here seen as different from the two dominant causes in the role they play in
the globalization process.

Therefore though I consider the impact of financial forces and deregula-
tion/ liberalisation as very important in the shaping of the current globalisation
process, I do not see them as irreversible forces.

The main characteristic of the TNCs is their ability to plan, organise and
control business activities across countries. It is a characteristic currently
specific to them and one that, therefore, differentiates them from other actors
in the economic system who cannot — or not yet — organise themselves
internationally. Such actors include labour, the consumers, uninational com-
panies and indeed local, regional and national governments.

The TNCs play a key role in the globalisation process because: (a) they are
key to organisational and technological innovations and therefore to the devel-
opment of the productive forces; (b) they contribute to most flows of international
transactions as listed in section 3 above; (¢) they are, so far, the only actor that
can truly plan, organise and control activities across borders; (d) they are in a
position to take full advantage of the ICTs and indeed contribute to their
diffusion and development; (e) they participate in the globalisation process as
active rather than passive participants, unlike many other actors.®

5. Policy implications

There are specific long-term policy implications emerging from this analysis.
First, the fact that those driving forces of the globalisation process which are
not dominant causes, can be reversed. Thus, for example, this approach
considers the growth of financial transactions to be a driving force, though
not a dominant cause. Much financial activity, far from contributing to the
development of the productive forces is a hindrance to it and has a purely
distributive purpose. Moreover, the financial dominance of domestic and
international economies is reversible if the political will is there.

The TNCs play the key role in the development of organisational innova-
tion within and across borders; indeed they are, at present, the only actor that
can truly plan. coordinate and control activities across borders. This puts
them in a position of considerable power vis-a-vis other actors and in particu-
lar labour, national governments, consumers and uninational companies.

We need more coordination power within and across frontiers, by other
actors. There is therefore a need to implement policies designed to develop
countervailing transnational power in the other actors, be they labour,
uninational companies, consumers or governments themselves. This will enable
these actors to participate fully and actively in the globalisation process and
will make the process more inclusive.
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In a world in which much activity takes place across borders, there is an
increased need for transnational governance as well as for the strengthening
of national and regional governance. This can be achieved via the establish-
ment of appropriate supranational institutions among whose aims should be
the monitoring of transnational activities.

National and regional governments must develop strategic perspectives on
their industrial development otherwise the strategies of the TNCs may be-
come predominant by default (Cowling, 1990; Cowling and Sugden, 1994
and Chesnais and letto-Gillies, 2000).

The development of the ICTs and indeed of other technologies, particu-
larly in the life sciences. are giving a tremendous boost to the productive
forces. We are, in many ways, still at the beginning of the exploitation of
productive potential of all the new technologies. There are some key ques-
tions arising from these developments and in particular: (1) can knowledge
and the results of research be kept private when its public character is so clear
in terms of the scope for (and low marginal costs of) utilisation and diffu-
sion? (2) Can the social relations of production remain the same in the face of
such sweeping changes in the productive forces?

The 1960s and 1970s were seen as decades of confrontation between
TNCs and national governments, particularly but not exclusively those in
developing countries. There were large numbers of nationalisations of for-
eign affiliates particularly in developing countries.

The wind changed in the political environment from the 1980s onward.
These were seen as decades of cooperation between national governments
and TNCs (Dunning, 1993: ch. 13). Far from threatening nationalisations
many governments in developing countries followed in the footsteps of some
developed countries in engaging in large-scale privatisations. The privatised
assets were often bought by foreign companies. UNCTAD (1993: fig. 1,
p. 17) shows that the number of nationalisations peaked in the mid-1970s and
became non-existent after the mid-1980s. Privatisations started in the mid-
1970s and increased very rapidly in the 1980s and 1990s.

The cooperative stance went hand-in-hand with the establishment and
diffusions of a liberal agenda in which deregulation created the conditions for
TNCs to pursue their own strategies within and across borders without any
obstacles.

Throughout the 1990s we have been bombarded with a rhetoric based on
the equation, globalisation equals liberalisation and deregulation. This equa-
tion seems to have been accepted by many on both the right and the left: the
former sees it as desirable, the latter as inevitable. It is neither, and we must
reject the equation. We can have many positive aspects of globalisation
without the deregulation binge of the 1980s and 1990s, with all the related
problems they generated.
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In this ideological framework. the cooperative stance has increasingly led
to a stronger and stronger position for TNCs to follow their own strategies in
an unfettered way. In effect we have seen cooperation turning into the TNCs’
domination of other economic players including governments themselves.

Various groups in society saw their power waning while the distribution of
income and wealth moved away from the poorest people. groups, communi-
ties, classes, countries, to the rich ones. This has led to a social and political
environment characterised among other elements by the following: (a) in-
creasing discontent which has taken the route of grass-roots opposition to the
visible face of global capitalism (such as high-profile TNCs and well-known
brands); (b) disillusion with the democratic process. Confrontation has come
back on the world agenda but not as confrontation between governments and
TNCs but rather between people — organised in various pressure groups — and
TNCs as well as international institutions (such as the World Trade Organisa-
tion) seen as the agents of TNCs and the midwives to the globalisation ills.
Thus the confrontation takes on the form of street protests.’

As governments followed strategies for the few, often in opposition to
democratic principles. people have come to believe less and less in the
democratic process as a way of changing the social and economic situation.
The gradual fall in electoral participation in many developed countries - and
most notably in the US and UK —is a sad sign of this disillusionment with the
democratic process.

The way out seems to be to channel this new style confrontation from
street protests to politics. The democratic process must be made to work and
this can only be achieved if we move from confrontation to regulation.
National governments must regain the lead in developing appropriate policies
to deal with the TNCs’ powerful position. We need regulation to channel the
many opportunities and cope with the many problems raised by the new
technologies and by the TNCs’ activities (in relation to the environment.
safety, competition and labour standards) and because many problems cannot
be tackled without appropriate international institutions. Self-regulation is
unlikely to work even for issues of environmental and labour standards; in the
end these standards will always be in the way of profits. Moreover, self-
regulation cannot secure the coordination within and between industries
necessary for the long-term prosperity of companies and countries.

Transnational comparnies have a positive role to play in the current phase
of capitalist development. Many are involved in much-needed development
and diffusion of innovation: many produce products that people genuinely
want and need; many generate employment and develop skills. However,
their activities must be regulated by a system of coherent governance within
and between borders. The current pattern of social exclusion to the benefits of
globalisation and of technological advances, must be replaced by a more
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inclusive and participatory framework. Inclusiveness must also embrace present
and future societies via a serious commitment to (and unplementation of) a
responsible strategy for the environment.

6. Conclusions

This chapter starts with an analysis of the globalisation process in terms of its
qualitative and quantitative characteristics. It then considers the main flows
of international transactions and the role played by transnational corporations
in them.

A brief summary of various theoretical approaches to globalisation 1s
followed by a specific approach that sees the TNCs and the ICTs as the
dominant causes of globalisation. This conclusion is reached using Keynes’s
methodological use of the concept of causa causans and distinguishing be-
tween driving forces and dominant causes of globalisation.

Thus the TNCs are here placed at the very centre of the globalisation
process and in direct causal relationship with it. Their participation in it is
seen as active and, indeed, causal. This contrasts with the passive role played
by other actors such as labour, consumers and uninational companies.

There are specific policy implications arising from this approach and they
are highlighted in section 3.

Notes

I. The views in this chapter are further developed in letto-Gillies (2001). particularly chapters
.2,9and 10

5

2. Details on definitions and on the theoretical positions of various authors are in letto-Gillies
(2001:ch 9

The share of assel ownership that can secure control can be deeied to be as low as 10 per
cent (IMF. 1977). Below it the equity investment is classified as portfolio

4. For the relationship between trade and international production cf. Cantwell (1994} and
letto-Gillies (2001: ch. 2). These works discuss the theoretical underpinning of the rela-
tionship and give references to the relevant literature.

[’%)

5. A fuller analysis of Keynes’s position is in Gillies and letto-Gillies (2001} as well as in
letto-Gillies (2001: ch. 9).

6. These points are developed at greater length in letto-Gillies (2001: ch. &)

7. Pianta (2000 gives a vivid analysis of the "bottom-up” globalisation process and its various
manifestations

References

Cantwell. J. (1994). "The relationship between international trade and international produc-
tion”. in D Greenway and LA Winters (eds). Swrvevs in International Trade. Oxtord:
Blackwell. ch. 11: 303-28

Carnoy. M.. M. Castells. S.S. Cohen and F.H. Cardoso (1993). The New Global Economy in the
Information Age. Reflections on our Changing World. University Park. Pennsylvania: The
Pennsvlvania State University Press.

Castells. M. (1996). The Information Age: Economy, Society and Culture. Vol I The Rise of the
Nenvork Sociery. Oxtord: Blackwell.

Chesnais. F. (1997). La mondialisation du capital. new edition. Paris: Syros

Chesnais, F. and G [euto-Gillies (2000), “Developing a European policy framework in the face



148 Transnarional corporations

of globalization™. in F. Chesnais. G. letto-Gillies and R. Stmonetti (eds). Ewropean Integra-
tion and Global Corporate Strategies, London: Routledge. ¢h. 10: 238-53.

Contractor. FJ. and P. Lorange (1988), *Why should firms cooperate? The strategy and eco-
nomic busis for cooperative ventures'. in EJ. Contractor and P. Lorange (eds). Cooperative
Strategies in International Business: Joint Venwres and Technology Partnerships Benveen
Firms. Lexington. MA: Lexington Books. pp. 3-28.

Cowling. K. (1990). “The strategic approach to economic and industrial policy’, in K. Cowling
and R. Sugden (eds). A New Economic Policv for Britain. Essavs on the Development of
Indusiry, Manchester: Manchester University Press, ch. 1z 6-34.

Cowling K. and R. Sugden (1994), ‘Industrial strategy. Guiding principles and European
context’, in P Bianchi, K. Cowling and R. Sugden (eds). Europe’s Economic Challenge.
Analvses of Industrial Strategy and Agenda for the 1990s. London: Routledge. pp. 37-78.

Dunning. L.H. (1981). International Production and the Multinational Enterprise. London:
George Allen and Unwin

Dunning. J.H.. (1993). The Globalization of Business. London: Routledge

Dunning, J.H. and R. Pearce (1981). The World's Largest Industrial Enterprises. Farnborough:
Gower Press

Giddens. A. (1985). A Contemporary Critique of Historical Materialism. Vol. lI: The Nation-
State and Violence. Berkeley: University of California Press.

Giddens. A (1999). Reith Lectures (1999), ‘Runaway world". Lecture |: Globalisation. htip://
news bbc.co.uk/hi/english/. ..c/events/reith_09/week l/week | .htm

Gillies. D.A. and G, Tetto-Gillies (2001). “Keynes's notion of causa causans and its application
to the globalisation process’. in P Arestis. S. Dow and M. Desai (eds). Microeconomics.
Methodology and Kevnes. Essavs in Honour of Victoria Chick. London: Routledge (forth-
coming),

Hagedoorn. J (1996), "Trends and patterns in strategic technology partnering since the early
seventies’. Review of Industrial Organization, 11, 601-16

Held. D.. A. McGrew, D. Goldblatt and J. Perraton (1999), Global Transformations. Cam-
bridge: Polity Press.

Hergert. M. and D. Morris (1988}, “Trends in international collaborative agreements’. in F.J
Contractor and P. Lorange (eds). Cooperative Strategics in International Business, Lexington.
MA: Lexington Books. pp. 99-109.

Hirst. P and G. Thompson (1996). Globalisation in Question. Cambridge: Polity Press.

Hladik. K.3. (1985). International Joint Ventures. An Economic Analysis of US Foreign Busi-
ness Partnerships. Cambridge. MA: Lexington Books

letto-Gillies. G. (20003, ‘Profits from foreign direct investment’. in F. Chesnais, G. lewo-Gillies
and R. Simonetti (eds). Euwropean Integration and Global Corporate Straregies, London:
Routledge. ch. 4: 71-91.

[etto-Gillies. G. (2001, Transnational Corporations. Fragmentation amidst Integration. Lon-
don: Routledge.

International Monetary Fund (IMF) (1977). Balance of Payments Manual. 4th edn. Washington.
DC: IMF.

Keynes, .M. (1937). "The general theory of employment’. The Collected Writings of John
Maynard Kevnes. 1973, London: Macmillan Press, XEV, 109-23: originally published in The
Quarterly Journal of Economics. Feb. 1937,

Kozul-Wright. R. and R. Rowthorn (1998) "Spoilt for choice? Multinational corporations and
the geography of international production’. Oxford Review of Economic Policy, 14(2), 74-92

McGrew. A.G. (1992). *Conceptualising global politics™. in A.G. McGrew and P.G. Lewis (eds).
Global Politics: Globalisation and the Nation-State, Cambridge: Polity Press. pp. 83-117.

Ohmae. K. (1991). The Borderless World. Power and Strategy in the Interlinked Economy,
London: Fontana

Ohmae. K. (1995a). "Putting global logic first’, Harvard Business Review, 73(1). 119-125.

Ohmae. K. (1993b). The End of the Nation Stare. The Rise of Regional Economics. How New
Engines of Prosperity are Reshaping Global Markets. London: The Free Press; 1996 edn.
Harper Collins Publishers

[vww.ebook3000.con)



http://www.ebook3000.org

Transnational corporations in the globalisation process 149

Oman, C. (1996). ‘The policy challenges of globalisation and regionalisation’, Policy Brief no
11, OECD: OECD Development Centre

Pianta, M. (2001). Globalizzazione dal Basso. Economia Mondiale e Movimenti Sociali, Roma:
Manifestolibri.

Salt. J. (1997), ‘International movements of the highly skilled', Directorate for Education.
Employment, Labour and Social Affairs. International Migration Unit: Occasional Papers n
3. Paris: OECD/GD (97). 169.

Salt. J. and A, Singleton (1995). "The international migration of expertise: the case of the
United Kingdom’, Studi Emigrazione/Erudes Migration, XXI(117), 12-30.

United Nations Conference on Trade and Development (UNCTAD) - Programme on
Transnational Corporations (1993), World Investment Report 1993, Transnational Corpora-
tions and Integrated International Production, New York: United Nations

United Nations Conference on Trade and Development (UNCTAD) (1996). World Investment
Report 1996, Investment. Trade and International Policy Arrangements, Geneva: United
Nations.

United Nations Conference on Trade and Development (UNCTAD) (2002). World Investiment

Report, 2002, Transnational Corporations and Export Competitiveness. Geneva: United
Nations.



'8 The role and control of multinational
corporations in the world economy

Gerald Epstein'

1. Introduction

Multinational corporations (MNCs) have become an increasingly important
force in the dynamics of the global economy. For example, according to the
United Nations, during the last 20 years, the gross product of the foreign
affiliates of multinational corporations increased faster than global GDP while
foreign affiliate sales increased faster than global exports. Taking into ac-
count both their international and national production, the United Nations
Conference on Trade and Development (UNCTAD) estimates that multi-
national corporations produced about 25 per cent of the world’s GDP in 1999
(UNCTAD, World Investment Report, 2000, p. xv).?

As one might expect, the impact of MNCs on developing and developed
countries is hotly debated. At one extreme are the MNC boosters who argue
that MNCs provide stable capital inflows, jobs. technology transfer and in-
vestment to “host countries’, while increasing growth and employment in the
‘home’ countries (Moran, 1998; 2002). On the other hand, critics contend
that international capital mobility in general and MNCs in particular are
creating a ‘race to the bottom” around the globe, enhancing profits and polit-
ical power for multinational corporations and local elites who benefit from
their presence. while eroding wages, tax bases, social protections and the
environment.

Importantly, different views on the impacts of MNCs not only characterise
a divide between pro-labour forces on the one hand. and business boosters on
the other: they also divide critics of globalisation. often along lines of those
from the "North™ vs. those from the "South”. Northern labour’s opposition to
outward foreign direct investment (FDI) to the countries of the south is often
seen by southern workers and NGOs as protectionist and harmful to workers
in southern countries. At the same time, efforts by southern governments to
attract foreign direct investment are sonetimes seen by northern workers as
an attempt to “take good jobs’ away from them.

Despite the fact that there has been a great deal of research during the last
several decades on MNCs, there is no consensus on their effects. Still. the
evidence that does exist suggests the following: though foreign direct invest-
ment can have positive impacts on home and host countries, the likelihood
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that these positive affects will materialise and be widely shared is greatly
diminished by the ‘neo-liberal’ policy framework that is dominant in much of
the world today. [ conclude that what is needed instead of more de-regulation
and ‘free’ capital mobility, is a more democratic framework of multinational
investment regulation to help countries and their citizens reap the benefits
that can be associated with international investment. If this was done prop-
erly, the tensions that arise between the interests of southern and northern
workers might be significantly reduced.

2. Multinational corporations: some stylised facts®

Table 8.1 presents data on the rate of growth of several measures of MNC
activity since the mid-1980s, as well as some measures of global economic
activity as a basis for comparison. It indicates that these estimates of MNC
activities have been growing at a significantly faster rate in recent years than
has world GNP, national gross fixed capital formation, or exports of non-
factor goods and services.”

Table 8.1 The expansion of multinational corporations’ international
activities, 1986-2001 (annual rates of growth, per cent)

1986-1990 1991-1995 1996-2000 2001

FDI inflows 24.0 20.0 40.1 -50.7
FDI outflows 15.7 27.0 36.7 -55.0
Cross border M& As 26.4 233 49.8 —47.5
Sales of foreign affiliates 16.9 10.5 14.5 9.2
Gross product of foreign affiliates 18.8 6.7 129 83
Exports of foreign affiliates 14.9 7.4 9.7 0.3
Employment of foreign affiliates 6.8 5.1 11.7 7.1
Memorandum:
GDP at factor cost L5 6.3 1.2 20
Gross fixed capital formation 13.9 5.0 1.3 0.0
Exports of goods and non-factor

services 15.8 8.7 42 54

Source:  UNCTAD, World Invesiment Reporr (WIR), 2002, Table 1.1, p. 4.

Taking a longer perspective, Table 8.2 presents data on the size of FDI
stock and world exports relative to the size of the economy over the last
century or so. The stock of foreign direct investment relative to GDP has
guadrupled since 1950 and increased by two-thirds since 1913. The ratio of
world exports to GDP has tripled since 1950, and increased almost three-fold
since 1913. The table suggests that, along with trade, MNCs have been a
premier agent of globalisation in the last half-century.
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“Table 8.2 World stock of FDI and exports relative to world GDP, 1913—
2000 (per cent)

1913 1950 2000
EDI relative to GDP 0.0 4.0 15.6
World exports relative to GDP 8.7 7.0 23.3

Sources:  FDI: 1913, 1950: Burke & Epstein (2001): 2000: World Invesiment Report (2000).
Tables 1.1, b-2.

World exports: 1913 and 1950: Angus Maddison, Monitoring the World Economy, 1820-1992,
OECD 1995. 2000: World Investment Repori, 2002, table 1.1.

Table 8.3 The regional distribution of FDI inward and ourward stock,
1980-99 (percentage)

Inward stock of FDI Qutward stock of FDI
1980 1990 1999 1980 1990 1999
World 100 100 100 100 100 100
Developed 75.5 78.4 67.7 96.9 95.2 89.9
Developing 24.5 214 321 3.1 4.8 9.8
All developing
minus China 23.2 20.0 23.7 3.1 4.6 9.3

Source:  UNCTAD. World Investment Report. 2000, authors™ calculations from tables B2 and
B3.

Table 8.3 presents data on the regional distribution of the inward and
outward stock of foreign direct investment and how it has evolved since
1980. The key point to notice is that stocks of both inward and outward FDI
are highly concentrated in the developed economies; the overwhelming share
of FDI flows is between the developed countries. In particular, in 1999, 67.7
per cent of the inward stock was in the developed economies; and almost 90
per cent of the outward stock was from the developed countries. Still, re-
cently there has been an increase in the share of FDI going to the developing
world, so that by 1999, one-third of the stock of inward investment was in the
developing countries, compared with around 25 per cent in 1980.

Within the developing countries themselves. however, these stocks are
highly concentrated among a handful of countries. In the developing world,
as is well known, China and other Asian countries, mostly Taiwan, Hong
Kong. Thailand. Malaysia and Singapore, get a significant share of the devel-
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oping world’s FDL. As the fourth row of Table 8.3 shows. if China is excluded
from the data, the share of inward stock held by the developing world has
been more or less stagnant over the last 20 years, at a little less than a quarter.
Among the developing countries, only ten developing countries received 80
per cent of total FDI flows to the developing world in this same period. More
importantly. as the World Investment Report notes. there are no signs that the
concentration of FDI across countries has been declining over time. Of course,
if we had better data on other aspects of MNC activities, for example, sub-
contracting. outsourcing and licensing. we might find evidence that MNC
activities have become more dispersed in recent years, as the anecdotal evi-
dence suggests.

Most authors agree on these basic stylised facts. What is in dispute, of
course, is their implications. Has this tremendous increase in foreign direct
investment and the role of MNCs been helpful or harmful to “host” and ‘home’
countries? What policies and regulatory institutions are required to increase the
size and widen the distribution of the benefits from foreign direct investment?

3. The impact of MNCs on ‘host countries’ in the developing world
Advocates for the contributions of MNCs to economic development cite
several key channels through which FDI benefits developing host countries.
In light of space limitations. I only briefly treat them below, and even then.
can only consider the most important ones. [ will suggest that. while there
might be some truth to many of these claims, the evidence is far more mixed
than advocates often claim. Moreover, because of space limitations, for the
most part, [ will not be able to discuss the impact on the developed countries
(see Crotty er al.. 1998 and Burke and Epstein, 2001 for more discussion of
these issues).

3.1.  Possible positive effects

3.1.1. 'FDlis a stable source of finance’ An increasingly common view
in policy circles is that FDI is a better form of investment for developing
countries because it is more ‘stable’ than portfolio investment (see for exam-
ple. Lipsey, 1999: UNCTAD, 1999). This view has gained adherents partly as
a result of the recent Asian financial crisis when portfolio flows where highly
unstable. For example. a number of papers have shown the coefficient of
variation for FDI is smaller for most countries than for portfolio and other
non-FDI flows. This contrasts with results from a study in the 1980s which
showed no significant difference in the stability of the flows (Claessen and
Gooptu, 1993).°

The implications of the claim that FDI is less volatile than portfolio invest-
ment. however, are not at all clear. For one thing, it may be a statistical
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- artefact, due to the fact that most countries’ FDI data do not include data on
the reinvestment of retained earnings (the US is an exception). For example,
it is possible that reinvestment of retained earnings is just as volatile as are
portfolio investments, but does not show up as part of FDI. Moreover, the
recent findings on the stability of FDI may be the result of special features of
the Asian financial crisis itself. In particular, South Korea and other countries
were forced to open up their firms to inward FDI or liberalise flows substan-
tally, and therefore drew in a large amount of FDI. These one-time. special
factors therefore may not be operative the next time there is a major outflow
of portfolio investment.

Most important. however, is that these arguments do not take into account
the overall costs and benefits of attracting FDI. Having a flow which is more
stable, but which on balance does not yield net benefits, is not in itself
beneficial.

3.1.2. Emplovinent One of the most important reasons why developing
countries want to attract FDI is to create more employment opportunities at
home, and one of the biggest reasons why northern workers are suspicious of
outward FDI is because they fear a loss of jobs. Of course, when a foreign
company opens up a factory and hires workers, employment is generated. But
a much more complicated question to ask is what is the impact on employ-
ment in the economy as a whole after all the other indirect effects are taken
into account? For example, Braunstein and Epstein (2002) found that FDI
had small or no net impacts on employment in China, once the impacts on
domestic investment and other Chinese policy measures are taken into ac-
count. Lipsey (2002), on the other hand. finds that FDI does generate more
employment. on balance. in many countries. Perhaps of equal if not more
concern, is the impact of FDI on wages and productivity associated with that
employment.

3.1.3. Wages There are several arguments in the literature about the effects
of FDI on wages: (1) that FDI leads to increases in the demand for labour,
thereby raising wages: (2) with greater technological know-how, especially in
developing countries, MNCs have higher productivity and can pay their
workers more, an impact that could spill over into the rest of the economy
and raise overall wages; and (3) because capital i1s internationally mobile and
labour is not, FDI may enhance capital’s bargaining power relative to labour,
thereby lowering wages (Paus and Robinson, 1998). Some interesting but
limited work has been done on these issues for developing countries. Using
panel data that included both developing and developed countries, Paus and
Robinson (1998) find that: FDI has a direct positive impact on real wages;
that that impact is especially true in developing countries (but not in devel-
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oped countries); and finally that this positive impact is true only for the
period 1968-87. after which there is some evidence that the threat effect of
relocating has had a negative effect on wage growth in industnialised coun-
tries. In a comparative study of Mexico. Venezuela and the United States.
Aitken et al. (1995) find that higher levels of FDI are associated with higher
wages in all three countries, but in Mexico and Venezuela, this association
was limited to foreign-owned firms. This lack of evidence of wage spillovers
to domestic firms is consistent with the large wage differentials between
foreign and domestically-owned firms in these countries.

Some interesting work has also been done on the impact of FDI on relative
wages among workers in developing countries. based on the premise that FDI
raises the relative demand for skilled labour. Hanson and Harrison (1995) and
Feenstra and Hanson (1997), in separate studies of relative wages in Mexico,
find that exporting firms and joint ventures pay higher wages to skilled
workers and demand more skilled labour than other firms. Feenstra and
Hanson (1997) use more specific measures, with the result that FDI growth is
positively correlated with the relative demand for skilled labour in Mexico. In
regions where FDI is concentrated, it accounts for over 50 per cent of the
increase in the skilled labour wage share that occurred in this area in the late
1980s.

314, Investment: crowding in — crowding out  One important factor that
affects the degree to which a host country benefits from FDI is the degree to
which inflows of FDI ‘crowd in’. that is, create more domestic investment
rather than ‘crowd out” domestic investment. Advocates often point to the
crowding in effects, but recent evidence concerning developing countries
suggest that crowding in cannot be taken for granted. Agosin and Mayer
(2000) study the relation between inflows of FDI and domestic investment tor
the period 1970-96 in three regions: Africa. Asia and Latin America. Their
basic finding is that crowding in occurred in Asia but crowding out occurred
in Latin Amernca. In Africa. the results were less clear. Moreover, recent
research by Braunstein and Epstein (2002) indicates that even in China, there
is no evidence of crowding in by FDI.

3.1.5. Technological development and spillover effects  One of the claims
most often repeated about the impact of FDI on developing country host
countries is that it will lead to technology transfers. technological upgrad-
ing and productivity improvements. A number of papers, using country
level or industry level data, have indicated a positive correlation between
FDI and economic growth and FDI and productivity growth (see Hanson,
2001 and Braunstein and Epstein, 2002 for surveys.) But, Gordon Hanson
(2001), in an important UNCTAD study of the benefits of FDI for develop-
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*ing countries, is not very confident about the findings of these types of
studies. He argues that although the early empirical literature was optimis-
tic about the impact of MNCs on host-country productivity, its findings are
open to several important problems. First. countries with higher growth
attract more FDI so the direction of causality in the correlation between
growth and FDI is unclear. Second. omitted variables, such as a good
industrial policy. or better-educated workforce, for example, could explain
both higher growth and more FDI. Hanson describes more recent and prom-
ising work done on the micro-level. where time series data of manufacturing
plants provides solutions to these empirical problems by showing how the
productivity of domestic plants changes over time in response to the pres-
ence of MNCs. Haddad and Harrison (1993). using data for Moroccan
manufacturing plants in 1985-89, find a weak negative correlation between
plant total factor productivity growth and the presence of MNCs in that
sector. Aitken and Harrison (1999), using data on Venezuelan manufactur-
ing plants for 1976-89. find that productivity growth in domestic plants is
negatively correlated with foreign presence in that sector. Hanson con-
cludes that micro-level data undermines empirical support for productivity
spillovers from FDI. perhaps indicating that MNCs confine competing do-
mestic firms to less profitable segments of industry.

3.

o

Possible negative impacts

3.2, Asvmunerries and rhreat effects  As shown above. FDI is highly
concentrated among countries. Nonetheless, FDI 1s still quantitatively quite
important to many developing countries. Table 8.4 presents data of FDI
inflows relative to gross domestic capital formation (GDCF) in all industries
and in manufacturing. and private domestic capital formation (PDCF) in all
industries, in the developed and developing world between 1980 and 1998
(with a separate section on Eastern Europe). Table 8.4 shows that FDI has
become increasingly important in relation to capital formation between 1980
and 1998 especially in the developing world and especially in manufacturing.
For the developing countries. the rates of growth of FDI as measured against
GDCF have become quite high in all industries and for private investment.
For example, by 1998. inward FDI flows into manufacturing comprised more
than one-third of gross fixed capital formation in manufacturing for develop-
Ing countries.

According to the World Investment Report, a large number of countries had
FDI flows in excess of 20 per cent of Gross Domestic Capital Formation
(UNCTAD World Investment Report, 2000, p.3). Thirty-eight out of 162
developing countries listed in the World Investment Report, or almost 235 per
cent of them, had FDI levels of 20 per cent of GDCF or greater. Twelve of
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Table 8.4 Ratios of FDI flows to gross domestic capital formation (GDCF)
and private domestic capital formation (PDCF), by region and
sector, 1980, 1990, 1998

Region/Country FDIl inflows as  FDI inflows as  FDI inflows as
a % of GDCF: a % of GDCF: a % of PDCF:
All industries  Manufacturing  All industries

World

1980 2.3 9.0 3.4
1690 4.1 14.0 5.4
1998 11.1 21.6 13.9
Developed countries

1980 2.7 8.5 34
1990 4.9 1.9 5.2
1998 10.9 16.6 12.9
Developing countries

1980 1.2 11.7 3.6
1990 4.0 223 6.7
1998 1.5 36.7 (7.7
Central and Eastern Europe

1980 .

1990 1.5 0.7
1998 12.9 16.2

Source:  World Investment Report. 2000. table 1.2, p. 3.

these countries had FDI levels of 40 per cent or more of GDCF. This com-
pares with two out of 25 developed countries with FDI levels in excess of 20
per cent of GDCF (or just 8 per cent of them).®

Thus, many developing countries who get very little FDI from the point of
view of the developed country investors nonetheless, may be highly depen-
dent on FDI in the sense that FDI inflows are large relative to the size of their
economies. At the same time, FDI is also highly concentrated in the hands of
a relatively small number of companies. For example, despite the fact that
there were 60 000 parent firms with more than 600 000 foreign affiliates in
1998, only 100 firms, mainly from developed countries, account for approxi-
mately 13 per cent of the total assets of all foreign affiliates, 19 per cent of all
foreign sales and 18 per cent of foreign employment among all MNCs
(UNCTAD World Investment Report, 2000, pp. 8-9; 71).7
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These asymmetries lie at the heart of some of the most important dynamics
between MNCs and developing countries. They are based on the fact that
MNCs invest relatively little in most developing countries while, at the same
time, even a little bit of investment for many developing countries constitutes
a siguificant marginal contribution to those countries’ investible resources. At
the same time, there are a relatively large number of political jurisdictions in
which MNCs can invest, and a relatively small number of MNCs who can
make significant investments The World Investment Report 1999 estimates
that perhaps as many as 6000 national, regional and local public sector
entities compete for the various investment projects undertaken each year by
MNCs (UNCTAD World Investment Report. 1999, p. 154).

Together, these asymmetries mean that. even though foreign investment as a
whole is of enormous importance to MNCs. it 1s generally the case that any
particular investment in a developing country. with one or two possible excep-
tions. is relatively unimportant to them. As a result, the bargaining power of
political jurisdictions and workers relative to MNCs is often very low.

Certain aspects of the emerging global framework make this asymmetry
worse: among these are the relative lack of foreign aid for the poorest coun-
tries; the erratic nature of portfolio flows. which makes FDI seem more
attractive by comparison, even though FDI is fairly erratic itself; and the rules
of the WTO and other trade/investment agreements which make it difficult or
impossible for countries to manage foreign investment in the interesis of their
citizens.®

These processes may generate negative impacts of MNCs on workers in
many countries of the world. developed and developing alike. Here we only
have space to discuss several characteristic problems: tax competition, policy
competition and threat effects on wages.

3.2.2. Tax comperition Economists and government officials have become
increasingly concerned with the impact of international capital mobility on
inter-jurisdictional tax competition.” Starting in the 1970s. Oates (1972) began
the development of a canonical model of inter-jursidictional tax competition.
As Oates put it:

The result of tax competition may well be a tendency toward less than efficient
tevels of output of local services. In an attempt to keep taxes low to attract
business investment. local officials may hold spending below those levels for
which marginal benefits equal marginal costs. particularly for those programs that
do not offer direct benefits to local business (Oates. 1972, p. 143, as quoted in
Wilson. 1999).

While Oates focused on federalism, the same argument can be readily ap-
plied to issues of international taxation (Wilson, 1999).
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There seems to be considerable evidence that international capital mobility
is driving down taxes on a global basis. The OECD published a report in
1998 dealing with the increasingly common phenomenon of tax competition
between states in order to attract MNCs (OECD. 1998). The study contends
that the accelerating process of globalisation of trade and investment has
fundamentally changed the relationship among domestic tax systems. In their
words ‘Globalisation and the increased mobility of capital has also promoted
the development of capital and financial markets and has encouraged coun-
tries to reduce tax barriers to capital flows’ (OECD. 1998, p. 14). The study
reviews empirical data to conclude that

harmful preferential tax regimes that drive the effective tax rate levied on income
from the mobile activities significantly below rates in other countries have the
potential to cause harm by: distorting financial and real investment flows, under-
mining the integrity and fairness of tax structures, discouraging compliance by all
taxpayers. reshaping the desired level and mix of taxes and public spending,
causing undesired shifts of part of the tax burden to less mobile tax bases such as
labor, property and consumption and increasing the administrative costs and com-
pliance burden on tax authorities and taxpayers. (OECD. 1998, p. 16)

3.2.3.  Policy competition Countries and other jurisdictions have other
means of trying to attract investment: subsidies, infrastructure investment, the
creation of a cooperative workforce are all examples of ways to create an
‘investment friendly” environment. While tax competition is beginning to be
debated in developed countries, the other forms of competition being forced
on developing countries attempting to integrate into the world market is less
studied. It is clear from the few studies that have been done, however, that
developing countries may be in a less advantageous position under the sys-
tem of global competition for FDI. As Moran puts it:

With the exception of some oil exporting slates, the developing countries and
economies in transition do not have the financial resources to offer grants along
the lines of many OECD countries. Instead the most frequently used investment
incentives are tax holidays... but the complexities of deploying these incentives
and the administrative weakness in these countries themselves prevent these tools
from being used effectively. (Moran, 1998. p. 101)

Nonetheless, bidding for foreign investment has become a major activity by
both developed and developing countries.

The World Investment Report shows that many countries throughout the
world have changed their tax and regulatory laws governing foreign direct
investment in the last decade. Over the period 1991-99, the overwhelming
majority of national policy changes — 94 per cent of the 1035 changes —
favoured foreign investors (UNCTAD World Investment Report, 2000, p. 6).
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In 1999 for example, these policies included more general and sectoral in-
vestment incentives (20 per cent of the changes), more liberal entry and
operational conditions (40 per cent of the changes) and more sectoral
liberalisations (20 per cent).

These changes in national tax and regulatory policies are only part of the
overall trend toward making the institutional environment more attractive for
toreign investment in the past decade. Regional agreements have also been
important. with NAFTA being the most famous but only one of several in
recent years, including agreements between Chile and Mexico and between
the members of the European Community and Mexico. More generally, in-
vestment liberalisation and protection has become an important issue in many
international economic agreements. including many of the free trade and
cooperation agreements signed between the European Community and third
countries. Even the WTO Secretariat seems to agree that this may be a
problem: "as competition for FDI intensifies. potential host governments find
it increasingly difficult to offer less favorable conditions for foreign invest-
ment than those offered by competing nations.” (WTO, 1996).

Arguments in favour of incentives rely heavily on the assumption that
governments have detailed knowledge of the value/size of the positive exter-
nalities associated with each FDI project. In practice, it would be an alrmost
impossible task to calculate these effects with any accuracy, even with the aid
of well-trained specialists. In reality. getting drawn into competitive bidding
tor an FDI project is like sending government officials to an auction to bid on
an item whose actual value to the country is largely a mystery. Though the
empirical evidence seems quite murky, the lessons we can draw from this
discussion seem quite clear: incentives work often enough at the margin that
they lead many policy makers to believe that they must bid for investment;
yet they work sufficiently infrequently that bidding is a high risk business. In
the end. this suggests that dynamics of bidding is fraught with dangers for
governments that engage in it, yet at the margin, under the current regime,
there are strong pressures o continue playing the game.

3.3. Liberalisation vs. FDI control
The point above emphasises the question of whether liberalisation, even if it
does bring in more FDI, allows a country to manage it sufficiently so that it
benefits the domestic economy and its citizens. The most important conclu-
sion of a good deal of literature is that for FDI to enhance economic
development, it must fit within the overall development strategy (Dunning,
1994: UNCTAD World Investinent Report, 1999; Nembhard., 1996: Chang,
2002: Amsden, 2001).

But liberalisation itself, and the investment treaties which are accompany-
ing it. make it more difficult for economies to utilise FDI to its best advantage.
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While the extent of this liberalisation varies considerably by country, several
policy changes prevail including reduction or elimination of screening and
prior authorisation procedures, joint ownership requirements. and restrictions
on profit remittances. These changes along with the extension of national
treatment to foreign firms which prohibits discriminatory practices favouring
domestic firms are viewed by advocates of liberalisation as eliminating the
principal policy obstacles that impeded foreign direct investment in the past.

The experiences of the East Asian NICs — the most successful developing
nations over the past two decades — suggest the flaws in this approach.
Education, infrastructure and other public services played a central role in
their development strategies and contributed to their success by fostering
environments favourable to both domestic and foreign investment. Moreover,
this region attracted FDI despite the presence of some of the most restrictive
investment regimes in the world. For example, China rigorously screens
foreign investment, limits it to specific sectors and ties incentives to various
export, foreign exchange, local content and other performance requirements
while many other nations have been eliminating screening procedures. reduc-
ing sectoral restrictions, and dismantling performance requirements. Similarly,
Malaysia subjects projects (both foreign and domestic) to a demanding screen-
ing process which evaluates size, local involvement, labour and output market
availability, and infrastructure and foreign exchange requirements or contri-
butions (see Chang, 1998, for an important discussion of these issues).

In short, liberalisation, the rules in the WTO and other investment agree-
ments may prohibit precisely those policies that in the past have contributed
to the beneficial impacts of FDI, when and where they have been beneficial.
As these tools for domestic management are taken away, it seems likely that
many of the beneficial impacts may be reduced or eliminated as well (see
Crotty et al., 1998 for an elaboration of these arguments).

4. Alternatives to the neo-liberal framework for MNCs

MNC boosters argue that the best way for developing countries to get more
from MNCs is to liberalise and open their econoniies even more, not less (for
example Moran, 2002). According to then1, misguided attempts to restrain or
regulate MNCs will lead to less FDI. or to investment that is less integrated
into MNCs™ overall production networks and, so the argument goes. will be
less beneficial to host countries.

Some important research has called into question the view that more regu-
lation leads to less investment. Kucera (2001) for example. shows that higher
levels of core labour standards are not associated with lower FDI, and might
even be positively associated with them. He hypothesises that such labour
standards might lead to greater political stability and therefore lead to more
FDI. Similarly. studies have failed to find a consistent negative relation be-
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tween higher environmental standards and foreign direct investment (see, for
example, Oman, 2000).

Still, there is reason to be concerned that all is not well in the world of
MNC regulation. There are strong theoretical reasons and anecdotal evidence
to suspect that competition among jurisdictions for investment is fierce and
that such competition makes it difficult for countries to implement and en-
force socially desirable regulation: that empirical evidence is potentially
flawed because FDI data reflect equity investments, not real capital invest-
ment data, and therefore have been skewed by high levels of mergers and
acquisitions in recent years (Fitzgerald, 2002); and, in any case, the empirical
evidence on the ‘race to the bottom’ or “social dumping’ is mixed, rather than
overwhelming.

Given the great empirical uncertainties involved and the potentially high
costs of unfettered investment competition, it is encouraging that there are
many initiatives, from many levels of society, to develop a regulatory frame-
work to coordinate or reign in the intense competition for FDI that currently
characterises the global economy (for example Fitzgerald, 2002: Broad, 2002;
Heintz, Chapter 12, this volume).

Surveying this large emerging literature is well beyond the scope of this
chapter. But a few points are worth emphasising here. The first step forward
is for governmenis io be sceptical about the benefits of FDI. As I have
suggested. the evidence on the benetits is quite mixed and often may not be
worth the intensive bidding associated with attempting to attract investment.
Part of the problem here is surely the lack of transparency in the bidding
process: government officials and associated business associates may well
receive significant benefits, but these may not trickle down much. Second,
there is no evidence that the push by international organisations such as the
IMF, World Bank, OECD and WTO to promote more FDI liberalisation is
well-founded theoretically or empirically. These organisations should desist
in this promotion, unless and until there is stronger evidence that such invest-
ment is beneficial within the current regulatory environment. The implication
of this moratoriuin on investment liberalisation would be a much greater
tolerance by the international financial institutions of a variety of national
regulatory regimes toward foreign investment. regimes that suit the particular
circumstances of different countries. Finally, continued efforts by govern-
ments and international institutions should be undertaken to develop
mechanisms to reduce ‘prisoner’s dilemma’ outcomes which are so likely in
this current environment. Among the measures that should be considered are
floors on taxation, subsidies and environmental regulations, and the increased
commitment to the enforcement of core labour standards.'”
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Notes
I. The author thanks without implicating his co-authors. Elissa Braunstein, James Burke.
James Crotty and Patricia Kelly for their contributions to joint work on multinational
corporations on which this chapter has liberally drawn.

2 UNCTAD uses the term transnational corporation { TNC) rather than multinational corpor-
ation (MNC). which we use here To a large extent. which term one uses is a matter of
habit and taste

3. This chapter parily draws on previous work: Braunstein and Epstein (1999: 2002): Burke

and Epstein (2001): Crotty er al. (1998}
4. Foreign direct investment (FDI) is a financial measure of MNC behaviour, which refers to
equity investments by a company or individual in a company in a foreign country, provid-
ing the investor has at least a 10 per cent ownership share. Two other variables — sales of
foreign affiliates and gross product (or value-added) of foreign affiliates — quantify the
real activity of foreign affiliates of MNCs. The advantage of these latter measures is that

they measure international production itself, rather than simply financial investment. A

disadvantage is that these data are not nearly as widely available as are data on FDI. Even

these multiple measures miss important aspects of MNC production, for example. increas-
ingly important activities such as subcontracting,

Interestingly. the United States is an important exception to these findings: its FDI inflows

in the last several decades have been very volatile (Lipsey. 1999)

6. Of course. these data do not imply that all FDI inflows tinance gross fixed investment. For
example. mergers and acquisitions generate inflows of FDI, but do not necessarily in-
crease gross fixed capital formation (GFCF). Using the GFCF measure may therefore
overstate the importance of FDI inflows for national investment and growth. They none-
theless do give a comparative sense of how large the flows are and suggest that these flows
might be quite significant for many countries.

7. The World Investment Report (2000) warns us that these estimates are very rough and
should be treated with caution (p. 93. fu. 2)

8. One could add to that the restrictive macroeconomic policy that, world-wide. has con-
strained economic growth for the last 20 years or so. See Crotty er al. (1998) for a similar
argument which also emphasises the aggregate demiand context

9. For an excellent recent survey of this literature. see Wilson (1999).

10.  See Heintz. Chapter 12, this volume. and Braunstein and Epstein, 1999 for more discus-
sion of these issues.

w
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9 Gender and foreign direct investment

Elissa Braunstein

I. Introduction: gender and macroeconomics

Foreign direct investment (FDI) is commonly treated by economists and
policy makers as a premier agent, not only of globalisation. but also of
economic growth and development. In light of the Asian and Latin American
financial crises, where portfolio flows proved to be flighty and unreliable,
DI is now more than ever courted as the capital flow of choice, becoming
one of the most sought-after commodities in the global economy. The rising
significance of FDI in policy circles is paralleled by its effect on women’s
integration in the global economy. In semi-industrialised countries at least,
FDI has been linked with women’s market employment and the gender wage
gap (Braunstein, 2002; Seguino, 2000b), connections that suggest that using
a gender lens to evaluate the dynamics of multinational corporations (MNCs)
is more important than standard economic approaches to FDI presume.

Research on gender and FDI in developing countries has been confined for
the most part to small-scale studies that take a case study approach to wom-
en’s employment by MNCs. A common guiding question in these studies is
whether multinational assembly employment is good for women. The answer
often depends on the frame of reference used for comparison — usually
women’s actual local alternatives versus how these jobs measure up to a
higher standard of human development. In an article that challenged the
stereotype of low wages and poor working conditions. Linda Lim staked out
the divide by arguing that women working in export factories are "unambigu-
ously better off than they would have been without these jobs™ (Lim. 1990:
112). She criticised the literature’s prevailing methodologies as ahistorical
and lacking in a rigorous approach to causality.

That the debate on gender and FDI has centred so much on the
microeconomics of work has meant that it is often treated exclusively as a
‘gender issue’ in economics — that is, with no special relevance to the larger
machinations of growth and development. But the gender and macroeconom-
ics literature is changing that. Drawing on heterodox macroeconomics and
feminist analysis, gender and macroeconomics (G&M) analyses seek to dem-
onstrate the relevance of gender as an analytical category in macroeconomics
and international economics (Cagatay et al., 1995). G&M got its start in the
mid-1980s, when feminist economists first argued that gender relations inter-
act with processes of structural adjustment programmes then being imposed
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by the International Monetary Fund and the World Baunk as a condition of
debt restructuring. Feminists argued that these interactions have implications
both for the distribution of costs and benefits berween different groups of
women and men, and for the achievement of the economic objectives of the
structural adjustment programmes themselves (Beneria and Feldman, 1992;
Beneria and Roldan, 1987; Cagatay er al., 1995: Elson. 1991; 1995; Bakker.
1994)

Processes of globalisation have shaped G&M analyses in significant ways,
partly because openness to international trade and finance is so central to
neo-liberal prescriptions for growth. and partly because international trade
has been so closely associated with women’s market work (Cagatay and
Ozler, 1995; Joekes and Weston, 1994 Standing, 1989; Wood, 1991). Recent
waork in the G&M field is focused on growth, trade and finance. with particu-
lar emphasis on how engendering economic models improves our
understanding of globalisation (Cagatay et al., 2000). The resultant literature
covers a wide span. from the incorporation of the non-market sector into a
computable general equilibrium model (Fontana and Wood, 2000), to estab-
lishing- the importance of the gender wage gap in export-oriented growth
(Seguino, 2000¢). to assessing the impact of wage differentials on North—
South manufacturing terms of trade (Osterreich, 2002). Work on gender and
FDI has focused on how women’s roles outside the formal market sector
impact the profitability of multinational investment. and has assessed the
constraints imposed by physical capital mobility on the prospects for in-
creased living standards and equality for women (Braunstein, 2000; 2002;
Seguino, 2000b).

In this chapter I will review the literature dealing with gender and FDI,
starting off with the stylised facts, then moving on to review the role of FDI
in development and the importance of gender in understanding that role.

II. The stylised facts
While the case study literature on gender and FDI provides key insights into
the specific contexts of their subjects. they do not offer stylised analyses that
can be compared to the dynamics of FDI in other countries. Important excep-
tions include recent surveys on maquiladora employment in Mexico (Fussell,
2000) and Honduras (Ver Beek, 2001), both of which focus on evaluating
whether maquiladora employment is better than local alternatives, an
intentioned response to Lim's criticisms. Siegmann (2002) questions the
presumed beneficial effects of FDI on women’s employment and human
capital attainment in Indonesia following the financial crisis.

What we do know is that where multinational investment has been a
significant factor in economic development in the last several decades —
primarily in East and South-east Asia and in parts of Latin America and the
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Caribbean - there is strong evidence that the share of female employees in
the labour-intensive export-oriented assembly and multinational manufactur-
ing sector is high (Braunstein, 2002; Joekes and Weston, 1994; UNCTC/ILO,
1985). But this feminisation trend can be reversed as export sectors mature
and begin to use more technologically or administratively-intensive produc-
tion methods. as has happened in Ireland, Mexico and Singapore (Elson,
1996; Joekes, 1999).

One of the reasons that the employment effects of FDI are difficult to
gauge is the increasing prevalence of subcontracting and informalisation. part
of the new trend towards creating more flexible structures of international
production. These jobs are often directly connected to specific MNCs via
local intermediaries, weakening the distinction between foreign and local
ownership (Benerfa, 2001; Ward and Pyle, 1995).

As in other areas of production, these labour markets are segmented by
gender. Women tend to be concentrated in electronics, textiles and garments,
where low labour costs are a crucial part of international competitiveness
(Starnberg Institute, 1989; UNCTC/ILO, 1988). Why do MNCs prefer to hire
women? As Diane Elson and Ruth Pearson (1981) pointed out in an import-
ant early article, one must consider how unit labour costs differ. First, women'’s
wages are typically lower than men’s, and employers perceive women as
more ‘productive’ in the types of jobs available in the export sector. Reasons
that employers cite for the latter include: women’'s putative ‘nimble fingers’;
their obedience and being less prone to worker unrest: their being suited to
tedious work: and their reliability and trainability relative to men (Anker and
Hein, 1985: Elson and Pearson, 1981; Ferndndez-Kelly, 1983: Lin. 1983).
Similar reasoning can be applied to the ‘pink collar’ aspects of the inter-
national production of services, an increasingly significant component of FDI
in developing countries.

Although the modal worker of an export-oriented multinational is widely
thought of as a young unmarried woman. there are some differences by
industry and region. Women working in the electronics industry, which re-
quires greater dexterity and keen eyesight, tend to be younger, while women
working in textiles and garments tend to be older and are more likely to be
married (Ferndndez-Kelly, 1983; Lim, 1990; Safa, 1990: 1995: UNCTC/ILO,
1985). From a regional perspective, women in Asian export processing zones
tend to be younger and are less likely to be mothers than in Latin American
and Caribbean export processing zones (Lim. 1990).

In terms of wages paid by MNCs, there are good reasons to expect MNCs
to pay wage premiums (and offer more job security) relative to locally-owned
firms: the greater resilience of MNCs better insulates employees from eco-
nomic cycles; workers in larger enterprises, which are more likely to be
multinational, are better protected by labour legistation and more likely to be
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unionised and receive benefits; and MNCs are concentrated in the relatively
high wage electronics sector (Joekes and Weston, 1994: Lim, 1990; UNCTC/
ILO, 1985). Evidence drawn from work done in export-processing zones
suggests a “salary life cycle’. where more recently established EPZ wages
tend to be higher than local wages. but over time, these wage differentials
decline (UNCTC/ILO. 1988).

In Fussell’s study of maguiladoras in Mexico mentioned above. where the
multinational export industry 1s 23 years old and provides some clues as to
the future of this type of employment in developing countries, maquiladora
employers do not usually offer better wages than other employers in the local
market (they do only for women with little education). What Fussell does find
is that maquiladora employment offers greater work stability, so it is consid-
ered desirable for women with greater household financial responsibilities
(Fussell, 2000). Kurt Alan Ver Beek (2001). in a study of maquiladoras in
Honduras. finds that maguiladora workers eamn about 50 per cent more than
at their previous jobs.

Another way to consider the relationship between FDI and wages is via its
impact on the gender wage gap, or the difference in wages between women
and men. Stephanie Seguino argues that gender inequality, measured as the
gender wage gap, has been a stimulus to growth in Asia via its positive eifects
on exports and investment, as women have been crowded into export sectors,
lowering their wages and increasing profit for investors (Seguino, 2000a).
Seguino (2000b) also shows a positive correlation between total FDI (meas-
ured as FDI inflows plus outflows) and gender wage differentials in Korea
and Taiwan, hypothesising that total FDI is a good proxy for capital mobility
and the ability of workers to bargain for better wages. Kucera (2001) comes
to a slightly different conclusion, finding evidence in a larger cross-country
study that various measures of gender equality are positively associated with
FDI, suggesting that what may be true about gender and FDI for semi-
industrialised countries is not the case for all countries.

Although the work reviewed above provides a foundation for understand-
ing the dynamics of gender and FDI. it also indicates that there is a lot of
empirical and theoretical work yet to be done. The next section underscores
the importance of this type of work by casting the topic of gender and FDI in
the field of development economics.

HI. FDI and development: the gender connection

Despite the increasing popularity of FDI in prescriptions for growth, the
empirical evidence for a causal connection between FDI and development is
weak. Economic analyses of FDI and development fall into three broad
categories that evaluate FDI's impact on domestic investment, productivity
and wages. Starting off with domestic investment, it is easy to assume that
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FDI automatically adds to growth by expanding the pool of resources avail-
able for investment, but that need not be the case. FDI might encourage or
crowd in domestic investment, as when there are strong backward or forward
linkages with domestic firms created by new foreign firms. Or, FDI could
crowd out domestic investment, as when foreign firms compete with dom-
estic firms and drive them out of business. Empirical evidence suggests that
policies and macroeconomic context matter for these effects: in an UNCTAD
study of developing regions between 1970 and 1996, Agosin and Mayer
(2000) find evidence of crowding in of domestic investment in Asia and
crowding out in Latin America; Braunstein and Epstein (2002), in a similar
study of mainland China between 1986 and 1999, find strong evidence for
crowding out.

FDI may also contribute to development and growth via its impact on
productivity. Foreign investment might bring with it advanced technology
and ideas that enhance its direct effect on investment and growth if these
factors “spill over™ into the rest of an industry and increase the efficiency of
domestic producers. What is the empirical evidence? Macroeconomic studies
find positive correlations between FDI and productivity growth, but there is a
growing consensus that these studies do not accurately measure the impact of
FDI on productivity. Recent work that looks at particular firms finds that
MNCs have in fact had a negative effect on the productivity of domestic firms
in the same industry, suggesting that MNCs may confine competing domestic
firms to less profitable segments of industry (Hanson, 2001).

The evidence on wages and FDI in developing countries is also inconclusive.
While wages are often used as an independent variable to explain FDI, it is rare
to find the causality running the other way in the empirical literature on FDI in
developing countries. But there is a clear causal link. First, FDI may affect
labour demand (depending on whether it is greenfield investment or cross-
border mergers and acquisitions, and on what competitive impact it has on
domestic investment), thereby affecting wages. Secondly, spillover effects from
potentially higher productivity (and paying) foreign enterprises could raise
wages throughout the country. And lastly, because capital is internationally
mobile and tabour is not, FDI may enhance capital’s bargaining power relative
to labour, thereby lowering wages (Paus and Robinson, 1998). Empirical stud-
ies of developing countries have indicated a positive correlation between wages
and various measures of FDI (Aitken er al.. 1996: Braunstein and Epstein,
2002; Paus and Robinson. 1998). But one siudy found that the correlation
disappears in the late 1980s. suggesting that increasing global capital mobility
has weakened this relationship (Paus and Robinson, [998). Another study
carried out in Mexico and Venezuela found that the positive wage effect holds
only for MNCs themselves, and does not spill over into the rest of the economy
as theory would predict (Aitken et al., 1996).
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These and other issues that surround the impact of FDI on development
would be clarified by employing a gender-aware analysis. The following
sections review four examples of using such an approach.

Feniinisation

As mentioned above, FDI in developing countries tends to be of the manufac-
turing export-oriented variety. where labour costs are a key determinant of
profitability, and women form the bulk of the multinationals™ labour force
(Braunstein, 2000), suggesting that higher levels of FDI may be associated
with a feminisation of the labour force. Figure 9.1 presents a scatter plot of
changes in the feminisation of the labour force versus average net FDI (in-
flows minus outflows) as a percentage of gross fixed capital formation for a
collection of 20 semi-industrialised countries, during the period 1975-99.
There is a clear positive correlation between the two data series. as indicated
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Average net FDl/gross fixed capital formation (per cent)

Notes:  Change in feminisation of the labour force equals female labour force/total labour
force in 1999 minus the same figure in 1975, Average net FDI/gross fixed capital formation
equals annual average FDI inflows minus outflows as a percentage of gross fixed capital
formation. All values taken in 19935 SUS. Countries used include: Brazil. Chile. China. Colum-
bia. Costa Rica, El Salvador, Greece. Hong Kong. India. Indonesia, Korea, Malaysia, Mexico.
Paraguay. the Philippines, Portugal. Singapore. Sri Lanka. Thailand and Turkey

Sources:  Figures based on author’s calculations using data from World Development Indica-
tors 2001.

Figure 9.1 FDI and feminisation, 1975-99
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by the trendline (the correlation coefficient is 0.39). suggesting that high net
FDI flows are associated with relative employment gains for women.

To really explain this simple correlation, more detailed analysis is neces-
sary. It could be that the same factors driving feminisation also drive FDI.
Perhaps this correlation changes over time, and as economies mature the
association gets weaker as the work by Fussell and others discussed above
suggests. Feminisation could also be the result of the crowding out of typi-
cally male-dominated industries by competing foreign firms, so it is important
to assess the differential effects of FDI on male as well as female employ-
ment. In terms of its impact on economic development, if FDI does indeed
have a feminisation effect, it may have an important role to play in incorpor-
ating wormen into the modernising industrial sector of a developing economy.
II. however, feminisation comes at the expense of male-dominated industries.
the net benefit of FDI to communities must be questioned, as women take on
greater financial responsibility for their families in the face of male unem-
ployment.

Gender wage equality and growth

If FDI does indeed raise the relative demand for female labour, it may also
play an important role in lowering the gender wage gap. Such an effect 1s
important not only in terms of its effect on gender equality. It could also have
significant implications for long-term investment and growth because wom-
en’s income has been associated with increased investments in children
(Beneria and Roldan, 1987; Blumberg, 1991, Chant, 1997), a finding under-
lying what has been termed the "good mother hypothesis’. Income that is
controlled by women 1s more likely to be spent on children’s health and
nutrition (Dwyer and Bruce, 1988; Hoddinott er al., 1998). Accounting tor
the quality of future labour services in models of economic growth raises the
umportance of the role of FDI in gender wage equality. If FDI does indeed
have beneficial effects on this measure, increasing international capital mo-
bility may dampen them. suggesting that investment liberalisation may
ulamately be bad for economic growth if persistent gender inequality con-
strains investments in children and the development of human capital.

Intra-household gender relations and the price of labour

Intra-household gender relations also affect a country’s ability to attract FDI
via their impact on investment profitability (Braunstein, 2000). To see why
this i1s so. consider how female labour supply and the price of labour are
partly determined by intra-household gender relations and decision-making.
Women make decisions about whether or not to look for waged work, deci-
sions that are taken in a household context. One’s input into these decisions
depends on one’s power or voice in the tamily. One way to conceptualise this



172 Transnarional corporations

influence is by thinking in terms of ‘gender regimes’ that mark a continuum
of decision-making processes within the household.

At one extreme is patriarchal dominance, where women have little or no
influence over decision-making. It parallels what in the anthropological
literature has been identified as systems of household organisation centred
around the conjugal bond. and embedded in cultural rules that prescribe male
authority over as well as responsibility for the protection of and providing for
women and children. {ts clearest instances are found in geographical areas
that include North Africa. the Muslim Middle East. and South and East Asia
(Kandiyoti, 1991: 107-108). These factors would lead one to expect a high
reservation wage (the minimum wage at which someone is willing to sell
their labour) for mothers whose traditional roles do not include financial
provisioning for the family, but a correspondingly low wage for daughters.
whose low economic value to the patriarchal household head provides a deep
pool of low-cost labour to expanding export sectors. as happened in East Asia
in the 1960s and 1970s. It is also important to note here how household
organisation in East Asia has guarded against the negative impact of relying
on a low-wage export strategy. Because export workers were not typically
supporting euatire families on their own, low export sector wages could co-
exist with the relatively equal and rising household incomes that were an
important part of the East Asian export-led development model.

At the other extreme are households maintained by women alone, where
female headship confers decision-making power but also a potentially high
degree of economic risk as women no longer share financial responsibility for
providing for their families. Reservation wages will be low for a larger subset
of women than m arcas where most households are headed by (employed)
men, expanding the pool of cheap female labour available to MNCs.! The
weaker conjugal ties found in the Caribbean. parts of Latin America and sub-
Saharan Africa fall into this category.

In between these extremes lie a diversity of intra-household bargaining
structures. where u woman's input into decisions over resource allocation and
distribution is largely determined by her fate (*failback position’) should her
hushand or pareuts dislike her actions enough to withdraw their cooperation.
By determining female {abour supply and the price of women's labour. these
gender regimes affect the ability of countries to attract FDT that is sensitive to
labour costs.

Informalisation

The increasing disintegration of international production, as reflected in the
rise of outsourcing and subcontracting by multinational firms, may also be
linked to and serve to perpetuate gendered norms of work. Women form a
majority of the informal workforce in the developing world (Beneria, 2001).
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partly because their gendered responsibilities in the home and persistent
gender inequalities in education and the formal labour market confine woren
to the most flexible and poorly paid labour markets. Looked at from this
perspective. it could be argued that the rise in outsourcing is partly due to the
persistence of gender inequality and the sexual division of labour: outsourcing
becomes a way to maximise profit because of the flexible work situations that
women often seek. From the perspective of economic development, this
means that the informal sector is no longer the traditional, shrinking sector
that much of development theory assumes. Rather, it becomes a growth
sector that is complementary to the ‘modern’ formal sector (Beneria. 2001).
The rise of this sector and the nature of its employment relations also have
important implications for women and their families. Employment becomes a
perpetual source of instability, and women workers are largely left out of the
gains won by unionisation and the imposition of labour standards in the
tormal sector.

IV. Conclusion

As neo-liberal globalisation progresses. and global competition among devel-
oping countries for FDI proceeds. understanding under what circumstances
FDI contributes to the goals of development is increasingly important. Merely
attracting FDI is not enough, as its effects on the domestic economy depend
on the social and policy framework it finds. Seeing FDI and development
through a gender lens clarifies these relationships. For instance. looking more
closely at FDI-induced feminisation reveals how accounting for the impact of
FDI on domestic investment and employment affects growth as well as indi-
vidual households and communities. Understanding the role of gender wage
inequality. and the labour market institutions that perpetuate that inequality.
in economic growth specifies the circumstances under which FDI can support
a country’s overall developmment strategy. Understanding how the traditional
sexual division of labour makes informalisation more profitable for MNCs
boosts arguments for a better social welfare system to lift some of the burden
of women’s non-market work, or for global living wages which raise the bar
for all firms. As the nascent literature on gender and FDI makes clear. gender
matters at a macroeconomic level.

Note

I An exception is in parts of sub-Saharan Africa. where female household heads have tradi-
tional access to their own income-earning assets, such as land. outside the multinational
sector.

References
Agosin, Manuel R. and Ricardo Maver (2000). "Foreign investment in developing countries:
does it crowd in domestic investment?’. UNCTAD Discussion Paper No. 146



174 Transnational corporations

Aitken. Brian. Ann Harrison and Robert E. Lipsey (1996), “Wages and foreign ownership: a
comparative study of Mexico. Venezuela. and the United States’, Jowrnal of Iiernational
Econontics. 4003/4), 345-71

Anker. Richard and Catherine Hein (1985). *Why third world urban employvers usually prefer
men'. International Labour Review, 124(1). 73-90.

Bakker. Isabella (ed.) (1994, The Strategic Silence: Gender and Economic Policy. London: Zed
Books with the North-Souwth Instiwte

Balakrishnan, Radhika (ed.) (2002). The Hidden Assembly Line. Gender Dynumics of Subcon-
tracred Work in a Global Economy, Bloomfield. CT: Kumarian Press. Inc.

Beneria. Lourdes (2001). "Shifting the risk: new employment patterns. informalization. and
women's work". lnrernational Jowrnal of Politics, Culture and Sociery, 15(1), 27-53.

Beneria. Lourdes and Shelley Feldman (eds) (1992), Unequal Burden: Economic Crises, Per-
sistent Poveriy, and Women's Work, Boulder, CO: Westview Press.

Beneria. Lourdes and Martha Rolddn (1987), The Crossroads of Class & Gender: Industrial
Homework. Subcontracting. and Household Dynamics in Mexico Cirv, Chicago and London:
University of Chicago Press.

Blumberg. Rae (1991, ‘Income under female versus male control’. in Rae Blumberg (ed.).
Gender, Family and Economy. The Triple Overlap. Newbury Park. CA: Sage Press

Braunstein. Elissa (2000). "Engendering foreign direct investment: family structure. labor mar-
kets and international capital mobility’. World Development. 28(7): 1157-72

Braunstein. Elissa (2002). “Gender. FDI and women’s autonomy: a research note on empirical
analysis’. paper prepared for Trade Liberalization and Reproductive Health Linkages Meet-
ing. International Center tor Research on Women. §-9 April

Braunstein. Elissa and Gerald Epstein (2002). “Bargaining power and foreign direct investment
in China’, paper prepared for the conference ‘Labor and the Globalization of Production’,
New School University, §-9 March

Cagatay. Nilufer and Sule Ozler (19935). “Feminization of the labor force: the effects of long-
term development and structural adjustment”. World Development. 23(11). 1883-94

Cagatay, Nilufer. Diane Elson and Caren Grown (eds) (1993}, Gender. Adjusiment and Macro-
cconomics. A Special Issue of World Development. 23¢11).

Cagatay. Nilufer, Diane Elson and Caren Grown {eds) (2000). Growth, Trade. Finance and
Gender Inequalins. A Special Issue of World Developmens. 28(7).

Chant. Svivia (1997). Women-Headed Households. Diversity and Dynamics in the Developing
World, New York: St. Martin’s Press

Dwvyer. Daisy and Judith Bruce (eds) (1988). A Home Divided Women and Income in the Third
World. Stanford: Stanford University Press.

Elson. Diane (ed y (1991 Male Bias in the Development Process. Manchester: Manchester
University Press.

Elson. Diane (1993). "Gender awareness in modelling structura] adjustment’. World Develop-
nient. 23011y, 1851-68

Elson. Diane (1996). "Appraising recent developments in the world murket for nimble fingers’.
i Amrita Chhachhi and Renee Pittin (eds). Confromting State. Capital and Parriarchy:
Women Orgamizing in the Process of Industrialization. New Yoark: St Martin's Press. [nc

Elson. Diane and Ruth Pearson (1981). 'Nimble fingers make cheap workers: an analvsis of
women's employment in third world export manutacuuring’. Feminist Review. 7. 87-107

Ferniandez-Kelly. Maria Patricia (1983). For We are Sold. 1 and My Peaple: Women aned Indus-
rialization in Mexico's Frontier. Albany: SUNY Press.

Fontana. Marzia and Adrian Wood (2000). "Modeling the effects of trade on women. at work
and at home'. World Development. 23(11), 1173-90.

Fussell. Elizabeth i2000). "Making labor flexible: the recomposition of Tijuana’s maquiladora
female labor torce’. Feminist Economics. 6(3). 39-79

Hanson. Gordon H. (2001). *Should countrics promote foreign direct investmenmt?’. UNCTAD
G-24 Discussion Paper Series No. 9

Hoddinott. John. Harold Alderman and Lawrence Haddad tedsy (1998). fnrrahousehold Re-
source Allocation in Developing Cownries: Methods, Modely and Policy . Baltimore: Johns
Hopkins University Press.

Ivww .ebook3000.con}



http://www.ebook3000.org

Gender and foreign direct investinent 175

Joekes. Susan (1999). "A gender-analytical perspective on trade and sustainable development’.
in UNCTAD. Trade. Sustainable Development and Gender. New York and Geneva: UNCTAD

Joekes. Susan and Ann Weston (1994). Women and the New Trade Agenda, New York: UNIFEM

Kandiyoti, Deniz (1991). "Bargaining with Patriarchy’. in Judith Lorber and Susan A Farell
feds). The Social Construction of Gender. New Park. CA. London and New Delhi: Sage
Publications

Kucera. David (2001). "The effects of core workers rights on labour costs and foreign direct
investment: Evaluating the “conventional wisdom™. International Institute for Labour Stud-
ies Discussion Paper 130.

Lim. Linda C. (1990). "Women's work in export factories: the politics of a cause’™. in Irene
Tinker (ed.), Persistent Inequalities: Women and World Development. Oxford: Oxford Uni-
versity Press.

Lin. Vivian (1985). “Women factory workers in Asian export processing zones'. in Ernst
Utrecht (ed.). Transnational Corporations in South East Asia and the Pacific. Volume V11
Transnational Corporations and Export-oriented Indusirialization, Sydney. Australia:
Transnational Corporations Research Project. University of Sydney

Osterreich, Shaianne (2002), *Engendering uneven development: the impact of gender wage
differentials on North-South manufacturing terms of trade’. unpublished ms.. [thuca College

Paus, Eva A. and Michael Robinson (1998). ‘Globalization and labor: the impact of direct
foreign investment on real wage developments. 1968-1993°. paper prepared for the XXI
International Congress of the Latin American Studies Association. Chicago. 24-26 Septem-
ber.

Safa, Helen 1. (1990). “Women and industrialisation in the Caribbean’. in Sharon Stichter and
Jane L. Parpart (eds). Women, Emplovment and the Family in the International Division of
Labour, Philadelphia: Temple University Press

Safa. Helen 1. (19953), The Myth of the Male Breadwinner: Women and Industrialization in the
Caribbean, Boulder: Westview Press

Seguino, Stephanie (2000a), ‘Gender inequality and economic growth: a cross country analy-
sis', World Development, 28(7), 1211-30,

Seguino. Stephanie (2000b), "The effects of structural change and economic liberalization on
gender wage differentials in South Korea and Taiwan'. Cambridge Journal of Economics.
24(4). 437-59

Seguino, Stephanie (2000c). "Accounting for gender in Asian economic growth'. Feminist
Economics, 6(3), 27-38.

Siegmann. Karin Astrid (2002), "Effects of foreign direct investment: gender-specific employ-
ment in Indonesia’, unpublished ms.

Standing. Guy (1989). "Global feminization through flexible labor’. World Development. 17(7).
1077-93

Starnberg Institute (1989). *“Working conditions in export processing zones in selected develop-
ing countries’. prepared for the US Department of Labor.

United Nations Centre on Transnational Corporations and the International Labour Otfice
(1985). Women Workers in Multinational Enterprises in Developing Countries. Geneva: [LO.

United Nations Centre on Transnational Corporations and International Labour Organisation
(1988), Economic and Social Effects of Multinational Enterprises in Export Processing
Zones. Geneva: [LO

Ver Beek. Kurt Afan (2001). "Maquiladoras: exploitation or emancipation? An overview of the
situation of maquiladora workers in Honduras®, World Development. 29(9). 1353~67

Ward. Kathryn B. and Jean Larson Pyle (1995). “Gender. industrialization. transnational corpor-
ations. and development: an overview of trends and patterns’, in Christine E. Bose and Edna
Acosta-Belén (eds). Wonen in the Larin American Development Process. Philadelphia: Temple
University Press

Wood. Adrian (1991). "North-South trade and female labour in manufacturing: an asymmetry’,
The Jouwrnal of Development Swudies. 27(2). 168-89



M.ebook?aooo.com


http://www.ebook3000.org

PART IV

LABOUR STANDARDS



[vww.ebook3000.con)



http://www.ebook3000.org

10 The minimum wage in a global context

Peter Brosnan

Minimum wage laws are a direct attempt to combat low pay by making it
illegal to pay workers less than the rate provided for in the minimum wage
legislation. Their origins go back more than a century (Starr. 1981). When the
ILO acted within its first decade to adopt a convention on minimurmn wages —
Convention 26 (Concerning the Creation of Minimum Wage-fixing Machin-
ery, 1928) — its concern was to ensure that global trade was not based on
cheap labour. This is still a key reason for its being concerned with maintain-
ing adequate minimum wage systems, but other concerns include the reduction
of poverty, fostering social justice and economic development (McMahon,
1991). As the pressures of globalisation make poverty, justice and develop-
ment ook less and less likely for many disadvantaged communities, the need
for an adequate minimum wage becomes stronger than cver.

The objective of minimum wage systems

If the primary aim of a minimum wage is to prevent poverty, the minimum
wage must be set in relation to basic consumption needs. If it is to make the
income distribution more equitable, it must be set in relation to average
earnings. If it is to prevent social dumping — exporting on the basis of cheap
labour — it must be set in relation to wages in other countries.

Alleviating poverty

Unless a country’s minimum wage is set ludicrously low, any increase in its
rate must reduce poverty. Higher minimum wages mean lower levels of
poverty in developing countries (Saget, 2001). Despite this, some argue that a
minimum wage does little to relieve poverty since many of the poor are not in
regular employment (for example Johnston and Stark, 1991) or that some of
the lower paid belong to well-off households. This latter observation. how-
ever, 15 not a reason to permit low pay. It is a consequence of low pay!

It is true of course that a decent minimum wage is not the only way to
alleviate poverty. The effectiveness of a minimum wage in alleviating poverty
will depend on the tax system and the availability of additional social secu-
rity benefits. Even so, a decent minimum wage ensures that no individual
worker is forced into poverty due to his or her pay rate. The need for a decent
minimum wage is greater in developing countries where there are often no
social security systems, and where the distribution of income is such that a
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greater proportion of workers are likely to benefit from an increase in the
minimum wage.

Reducing injustice

Low paid workers are rarely lazy or incompetent. Rather they are the victims
of social and economic structures that prevent them from competing on equal
terms with others. Some jobs are socially defined as deserving relatively low
pay. At the same time, some categories of workers are less preferred by
employers, or are in circumstances which prevent them applying for the
better jobs. Thus, the preferred categories of worker get the better-paid jobs
while the others have to compete for the poorer-paid jobs that are left.
Consequently “workers with ... equal skills and abilities are available at
widely different prices’ (Wilkinson, 1984, p. 422).

The categories of worker who are less preferred tend to be wormnen, racial
or religious minorities, migrants, people with less education (even if educa-
tion is irrelevant for the tasks to be performed) and other ‘socially
disadvantaged” groups. As we have suggested before (Brosnan and Wilkinson,
1989) improving minimum wages would assist in attaining equal pay for
work of equal value. It would improve the lot of a substantial proportion of
women each time the minimum wage was increased.

The fact that many workers have to accept low pay is clearly unjust. But it
is also unjust that the better paid within the same labour market benefit from
the cheap labour of the low paid. They benefit from cheaper services where
they employ the low paid directly and when they buy products or services
‘subsidised” by low pay. Workers and other consumers in the advanced coun-
tries benefit too from the low pay of workers in the developing countries
whose wages are much lower than theirs, and whose products may be priced
correspondingly lower. Thus minimum wages are essential to reducing in-
equities within and between countries.

Developing the economy
The positive effects on the economy of a minimum wage have been posited
for at least a century (Webb and Webb, 1920). More recently. Wilkinson
(1984) has argued that a realistic minimum wage alters the terms of trade
between different productive systems. making it more difficult for disadvan-
taged firms to rely on disadvantaged labour. The higher minimum forces
firms to become more efficient, by investing in better equipment, better
methods and in the training of their workforces. At the international level,
countries with higher minimum wages will have fewer inefficient firms and
therefore be able to compete better (c.f. Cahuc and Michel. 1996).

The other benefit is that the higher minimum boosts consumption spending
and therefore employment. Workers on the minimum wage are likely to
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spend their whole wage (Borooah and Sharpe, 1986). and spend more of it on
domestically produced products (Borooah, 1988). Thus an increase in the
minimum wage would add more to domestic demand than an increase in pay
at other points in the income distribution.!

Globalisation and low pay

Of the many differences between developing and advanced countries, few are
as spectacular as the differences in wages. The low wages in developing
countries are cited as one of the reasons for MNEs moving production from
the advanced to the developing countries.

Developing countries

The transfer of jobs from advanced to developing countries is mainly in
manufacturing. This has followed the emergence of the NICs of East Asia
where there are fewer labour standards and often no minimum wage. For
example Japan has been shifting its manufacturing to other countries since
the late 1990s. Large and small firms are moving elsewhere, 70 per cent of
them to China. In 2001, 69 listed manufacturing companies closed 120 fac-
tories. Advances in communication technology have allowed services to be
increasingly sourced from developing countries too. Many of the administra-
tive functions of western corporations can be sourced from developing
countries and even call centres can be located away from the markets they
service.

The garment industry provides an example of the changes in manufactur-
ing. Starting in the 1960s and 1970s European and US companies outsourced
to countries like Hong Kong, Singapore and South Korea. As wage levels and
labour conditions improved in these countries, they moved to Indonesia, the
Philippines. Thailand and Mexico. More recently production has shifted to
Bangladesh, Central America, Vietnam and China (Hale, 2002). The effects
of competition and the complicated patterns of contracting and subcontract-
ing mean that there is intense pressure on prices, and therefore on wages and
hours, with the result that even in low-wage countries “there is the constant
threat of further relocation’ (Hale, 2002, p. 194).

Globalisation has changed the direction of the production chain. Whereas
previously the transition from raw materials to finished product transferred
production from developing countries to the advanced countries. now the
geographic flow is much more complicated. Thus formerly highly paid work
is transferred to developing countries while some low paid work remains in
the advanced countries. Hoogvelt (1997) argues that because capital is mo-
bile but lower ranked labour is not, low paid workers are forced to compete
with the low paid workers in other countries so that the lowest common
denominator prevails. Some would argue that the world “has become a huge
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“labour bazaar where states offer “their” labour forces at even lower rates’
(Munck. 2002, p. 66).

Rather than impose labour standards — seen by many regimes as ‘impedi-
ments to “progress” — employers in export industries are freed from ‘limits
on working time, wages or benefits” (Standing, 1999, p. 64). Even where a
developing country has a minimum wage. it may be ineffective in its applica-
tion to the activities sourced by the MNEs. Many of these countries have
large informal sectors where the minimum wage may not be enforced. Fur-
thermore, many low paid workers, particularly in developing countries. are
homeworkers who may not be covered by minimum wage legislation, or even
if they are, are unlikely to be able to enforce their rights.

The strength of this can be exaggerated. As Munck points out, only 15 per
cent of the labour force in developing countries is engaged in the production
of tradeable goods (Munck, 2002, p. 67). About ‘80 per cent of the fall in
industrial employment in the advanced economies between 1964 and 1994
can be explained by internal factors and only 20 per cent by competition from
low wage economies’ (British TUC, 2002).

The behaviour of governments in developing countries is much more than
a simple reaction to opportunity. The IMF and World Bank encourage gov-
ernments to reduce labour costs with a view to increasing exports. Every
country is asked to “liberalise” their labour market. The result is that mini-
mum wage laws become irrelevant. For example, when prices were ‘liberalised’
in the East European economies, the value of real wages fell and conse-
quently the minimum wage regimes ceased to be effective (Ghellab, 1998,
p. 34).

Advanced countries

While the experiences of workers in the advanced countries are vastly differ-
ent from those of their counterparts in the developing countries. they too are
subject to much comparable pressure to work for low pay. The relocation of
manufacturing to developing countries clearly affects labour markets in the
advanced countries but the interrelated issue of global trends in employment
forms are equally important in generating low pay in the advanced countries.
The reduction in manufacturing employment sees a greater share of the
labour force employed in the services sector. This has three main effects: the
nature of employment is altered. trade unions are weakened; and pay declines
for many workers.

The manufacturing jobs that have disappeared were nearly all full-time.
However. a higher proportion of jobs in the service sector are part-time or
temporary and in smaller workplaces. An additional feature is that many
employees are being replaced with outside contractors. or becoming contrac-
tors themselves.

fvww.ebook3000,con)



http://www.ebook3000.org

The minimum wage in a global context 183

The service sector is therefore less conducive to traditional trade unjonism,
and the contingent labour force is hardly ever unionised. Thus trade unions
are undermined. These trends have helped ensure that union power has declined
in virtually every country since the early 1980s — even in countries where
membership has not fallen. A further related factor is that the decline of
manufacturing reduces wages in manufacturing itself, and by extension the
wages of comparable workers throughout the economy (Weisbrot, 2002).
These factors all interact, and the low wage outcomes are one more factor
making union membership unattractive for many workers.

The increasing globalisation of markets has promoted non-union competi-
tion and ‘contributed to the elaboration of low-wage employment strategies’
(Katz and Darbishire, 2000, p. 7). MNEs are able to use the threat of moving
to developing countries to put pressure on trade unions and workers in devel-
oped countries to concede wage levels and conditions. As unions have become
generally weaker, and retreated to pockets of relative strength, bargaining has
become increasingly decentralised with an emphasis on bargaining at com-
pany level, and the weakening of sectoral and national agreements.
Nonetheless, countries such as Norway and Ireland have resisted pressure to
adopt lower level bargaining on the grounds that it would hurt the lower paid.

All these trends, combined with persistent levels of unemployment have
severely reduced the bargaining power and the income of vulnerable workers.
Since the 1980s the distribution of income has become more unequal in most
advanced countries.

National governments in the advanced countries find themselves under
similar pressure as the developing countries to constrain wages. or to imple-
ment policies that lower pay. Furthermore the pressures of globalisation
promote the proposition that wages in advanced countries need to match
those in developing countries more closely. To the extent that other advanced
countries follow this logic, it puts more pressure on those that might hold out.
Thus governments adopt similar policies and use international comparisons
to justify change. Thus the prevailing ideology becomes the need for workers
to ‘tighten their belts” for the common good.

Deficiencies of existing minimum wage systems

Introducing a minimurm wage does not, of itself, ensure a fairer wage struc-
ture. The minimum wage must cover all the labour force. It must be set at a
level that ensures that no one is low paid, and it must be adjusted regularly to
take account of changing price levels and movements in other wages.

Coverage
A total of 103 countries have ratified ILO Convention 26. The various ILO
conventions concerned with minimum wages® allow for a wide variety of
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practices: some countries rely on collective bargaining but with extensions of
collective agreements 1o other workers; in some a national minimum wage is
negotiated through collective bargaining; in others the minimum wage is
determined by government. Whatever the arrangements, few countries have a
minimum wage system that applies to every worker.

Whatever the country. the majority of the labour force earns more than the
minimum. but in general, the higher the level at which the minimum wage is
set, the greater the proportion of the labour force that is affected. Thus in
Luxembourg. which has the highest mimmum mn Evrope, the proportion is
relatively high at around 16 per cent. while in Spain, where the minimum is
very low, the proportion is only about 2 per cent.

The arrangements vary substantially across nations. In some countries the
minimum wage only applies to the private sector. Some have different rates
for blue- and white-collar workers. for qualified and unqualified workers, or
tor different regions. Some countries have an experience requirement or
difterent rates for trainees. Some countries exclude particular categories of
worker or grant them a lower rate; for example, Portugal has a lower rate for
domestics, while a number of countries. Kenya and Morocco being examples.
have lower rates for agricultural workers. Many countries exclude part-time
workers and young workers, or they provide lower rates for workers below
certain ages.

In the developing countries, the group that is in most need of the protection
of minimum wages comprises people employed in the informal sector. How-
ever, conditions in the informal sector are difficult to police. Furthermore,
informal sector workers may work outside established legal frameworks and
thus not be entitled to the minimum wage. While the informal sector in the
advanced countries employs between 2 per cent and 13 per cent of the labour
tforce (Standing, 1999}, the ILO estimates the share in developing countries at
between 30 per cent and 80 per cent of the labour force (ILO. 1997).

Level

The ILO conventions on minimum wages offer little guide as to what is a
reasonable level. The associated ‘recommendations’ do make reference to
living standards. prevailing wages and so on. but are vague. The intention is
that minimum wages must meet the cost of living. but it is often the case that
the minimum wage comes nowhere close to that objective. As an example,
the minimum wage in Nicaragua meets only one-third of the cost of living
(Tabb, 2002). The Council of Europe (1977) suggested the minimum wage he
set at 68 per cent of average full-time earnings, however no European country
has attained this level. Within the OECD, statutory minima range from "20-
33% of the median earnings of full-time workers in the Czech Republic,
Japan and Spain to around 60% in Belgium and France’ (OECD. 1998).
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Marlier and Ponthieux (2000) found that 77 per cent of the low paid in
Europe were women.

The minimum wage is unstable in many countries, but particularly in the
developing countries. Saget (2001) estimates that minimum wages in Latin
American countries lost 30 per cent of their value between 1980 and 1990.
There are only a few countries that adjust the minimum wage automatically
with wage or price increases. Many do have regular review processes in
place, but the effects on employment and on ‘competitiveness’ are often
considerations. Consequently the value of the minimum wage can fall easily
into the range where it fails to meet basic consumption needs.

Compliance and enforcement

Compliance is a serious problem in all countries. Possibly no country has a
large enough inspectorate to enforce a minimum wage, and many countries
have no inspectorate at all. merely relying on complaints from workers or
trade unions. There are regimes that are unwilling, or incapable of enforcing
workers’ rights, whatever the law may say. Many countries are unable to
provide information about the minimum wage — the proportion of workers
covered, the degree of compliance or its impact on particular population sub-
groups such as youth, women and so on. Saget (2001) quotes studies that
indicate high levels of non-compliance in many developing countries: 34 per
cent in Guatemala, 9 per cent in Chile, and 15 per cent in Indonesia.

Government timidity
An effective minimum wage strategy is only possible if government supports
it. Given the number of ratifications of the ILO conventions on minimum
wages, it could appear that governments in general agree with the concept.
However, many governments whose countries have ratified the conventions
have no minimum wage in place, have a defective minimum wage or have
even abolished minimum wage systems that had been set up. As examples,
Papua-New Guinea introduced minimum wage legislation in 1972 but scrapped
it in 1992: while Zimbabwe increased its minimum wage during the 1980s
but the economic reform of 1990 suppressed it except for gardeners and other
domestic workers (Saget, 2001).

There are several reasons why governments are reluctant to establish and
maintain effective minimum wage systems: fear of inflation, concerns about
the fiscal impact, and unease over the possible employment effects.

Inflation

Policy makers fear that higher minimum wage rates will cause a general
upward movement in prices. This concern is especially important if trade
partners or trade rivals have relatively stable prices. This consideration partly
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accounts for Portugal having a very low minimum wage compared with other
European countries (€406 when most of the other European countries have
monthly minima over €1000); the Portuguese authorities aimed to set the
minimum such that Portugal’s inflation rates converged to the European
average.

The probability of general inflation following a minimum wage increase is
not high. Inflationary effects may be offset by increased productivity (Hughes,
1976) or a reduction in profits. An important factor will be the extent to
which higher paid workers successfully restore differentials disturbed by the
higher minimum wage. However, labour markets are segmented such that
better paid workers are unlikely to be making comparisons with workers
whose pay is so low to be on the minimum wage (Brosnan and Wilkinson,
1988). Perhaps most importantly, the globalisation processes described above
have weakened the ability of trade unions to respond to changing differen-
tials, should they wish to do so.

Fiscal effects

Governments are not unaware of the effects of the minimum wage on their
fiscal position, particularly where government employees are on minimum
wage rates, or where the government employs contractors who pay minimum
wage rates. A further concern is where social security benefits or pensions are
linked into minimum wages. This is one of the obstacles facing the PT
government elected by Brazil in late 2002. A 20 per cent increase has been
scheduled for April 2003. The effect on wages will be minimal because most
workers earn more than the new rate. However, it has been estimated that the
cost of increased pensions will be 3.1 billion reals (€868m) (Bloomberg,
2002). Concern with similar issues underlay the IMF’s threat to Russia, that it
would block a scheduled loan if the minimum wage were increased (Stand-
ing, 1999, p. 217).

Unemploviment

A prevailing unease on the part of governments is the relation between the
minimum wage and unemployment. The argument, derived from simplistic
economic theories, is that with higher minimum wage rates, fewer workers will
be hired. Some of the arguments are summarised in a recent paper (Brosnan,
2002). Although these propositions have been tested in various countries, the
results are never conclusive. Econometric coefficients are frequently not
significant or the predicted relationships are found not to exist. Where there
does appear to be a relationship, other factors are usually responsible (Ghellab,
1998). Nonetheless, countries still hold down wages for fear of unemployment.
This was a fundamental part of the Czech strategy for “social peace’ during the
transition to a market economy (Orenstein and Hale, 2001).
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Why are governments reluctant to increase minimum wages despite there
being only weak or non-existent effects on employment? In the context of a
more globalised economy, one answer is pressure from international agencies
such as the IMF. Another answer is that there may be concern that the higher
minimum will increase the price of exports and render them uncompetitive.
Given that low labour costs are one of the features that governments use
when they hawk their country as a location for MNEs, this argument has to
be taken seriously.

A number of factors reduce the force of the argument. In the first place.
input-output tables show that. in general. export sectors have higher wages.
This is not surprising. If exporting is based on efficient production. wages
and profits are likely to be higher.

Secondly, many low paid workers are in non-exporting sectors, such as
personal services. While tourism draws on that sector, cheap services are
rarely a key factor in determining preferred tourist destinations; the empirical
evidence is that higher-wage countries are the most attractive destinations.

A third factor is that many developing countries export agricultural prod-
ucts that are sold at “world prices’ irrespective of the cost of production. They
are produced usually in sectors with low wages or in the informal sector
which escapes regulation. For example. most of Chile’s minimum wage
earners are in the agricultural export sector. A higher minimum wage would
not affect the price received.

Fourthly, when we consider manufactures. we find that the developing and
advanced countries do not compete strongly with each other. There is greater
competition within these groupings (and sub-groupings). Even so, as noted
above, a lot of manufacturing is for the local market, and in all cases wage
levels do not affect price by much, for wage costs are usually a small propor-
tion of value-added (Brosnan and Wilkinson, 1988). As Roy has noted, a
higher wage in the Indian carpet sector would not affect sales and employ-
ment because the mark-ups that determine the ultimate sale price occur
elsewhere (quoted by Hensman. 2002, p. 360).

Fifthly. we need to separate the rhetoric from the reality. While MNEs may
say they want cheaper labour it is only one of many factors in choosing a
location. Stability, infrastructure, legal issues. supplies of raw material and
access to markets may be more important. However, governments are keen to
attract and retain new plants and will avoid increasing the minimum wage if
they are told it is a deterrent. Once an MNE has located in a country. to move
is expensive. Newer plants are usually high-tech and will not be moved
because of a small increase in the minimum wage.

Thus the argument that a higher minimum wage will damage exports
does not have a strong basis. Nonetheless, it is a persuasive argument in
policy circles and. if poverty is to be reduced and a more just economic
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“system established, ways must be found to take minimum wages out of
competition.

Conclusion

As the world economy becomes more globalised, stronger minimum wage
laws are needed. On the positive side, more and more countries have ratified
the ILO conventions on minimum wages. On the negative side. there are
many deficiencies in the various systems. They often do not cover all workers
in the relevant country. They are invariably set at unrealistically low levels.
Even countries with the better minimum wage systems fail to enforce them
adequately.

The nation state is the only organisation currently capable of regulating
wages where collective bargaining is poorly developed. However, as we
noted above, pressures of globalisation make governments cautious about, or
even hostile to, increases in minimum wages. Unfortunately some national
trade union movements. Germany's being one. are reluctant to push for better
minimum wage systems because they believe they would undermine collec-
tive bargaining. Nonetheless, governments and trade unions have an interest
in there being adequate minimum wage systems in the countries with whom
they trade or compete in trade.

The interrelationship of workers’ rights and trade has been raised with the
debate over a social clause for the WTQ. However, this remains controversial
with some. such as the Indian trade union movement believing it would do
more harm than good. The social rights clause, even if it were implemented,
does not provide guarantees of employment. meaningful work or a decent
income. It would seem to be a very long step indeed to the equally important
issue of an economic clause (see Harvey er al.. 2002).

The responsibility would thus fall back on the ILO which has adopted
three conventions on minimuim wages. The ILO could go further to adopt a
convention that requires that all workers be entitled to the minimum wage
and also that requires some level of enforcement. It could be more adventur-
ous in terms of level. It has adopted conventions on hours and other matters
where 1t does prescribe specific levels. It could. for example. adopt a conven-
tion that requires countries to have 2 minimum wage set at a specific level,
which increases over time to allow the governments and employers in low-
income countries to make the necessary adjustments. A suitable starting point
might be a rate of US$1.00 an hour. This would be well below the existing
minimum in most countries but would raise the minimum wage to meet basic
consumption levels in a number of others. Over time, the minimum could
grow to where it began to equalise minimum wages across a range of coun-
tries. The question is whether the government, trade union and employment
representatives could agree on such a modest arrangement.
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Stronger minimum wage systems are not a full solution to the problems of
poverty, inequality or uneven economic development, nonetheless they are an
essential component of any policy package for achieving these objectives,
particularly if these problems are to be tackled in a global context.

Notes

1. These arguments are spelt out more fully in Brosnan (2002).

2. Also Convention 99 Concerning the Creation of Minimum Wage-fixing Machinery in
Agriculture (1951). and Convention 135 Concerning Minimum Wage-fixing with Special
Reference to Developing Countries (1970).
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11 Globalisation, labour standards and economic
development!

Ajit Singh and Ann Zammit

I. Introduction

For some time now, the governments of a few advanced countries, as well as
their trade unions and some parts of the business sector, have been pressing
proposals to establish multilateral rules permitting punitive trade measures to
be taken against countries deemed to be failing to uphold core labour stan-
dards. The countries most likely to be arraigned would be developing countries.
The latter have, however, firmly rebutted these initiatives, which they argue
are protectionist both in intent and in effect.

This chapter seeks to move the debate beyond the present stalemate onto a
more constructive plane. Whilst examining the economic arguments in this
controversy, it is also concerned with the broader political and moral dimen-
sion. We suggest that developing countries are committed to improving core
and other labour standards; the reason why, in general, they are unable to
implement many of these forthwith and much more widely is not because of
the wickedness or perversity of their governments but essentially their eco-
nomic circumstances and the structure of their economies. It i1s emphasised
that developing countries should continue to adhere fully to these commit-
ments both for intrinsic developmental reasons and also, importantly, so as
not to lose the moral argument.

II. The North’s case for a social clause

The pressure for adopting measures to compel developing countries to adhere
to labour standards comes in part from workers in the North, particularly
those in the US, whose perceptions and fears have inspired a powerful union
campaign spearheaded internationally by various international trade union
federations. They complain that competition from ‘cheap labour’, resulting
from low labour standards in the South, is unfair. They also complain that,
unless labour standards are observed in all nations, there will be a ‘race to the
bottom’ with respect to the terms and conditions of work (ICFTU, 1999).
Their perception is that the generally lower labour standards in the South
pose three direct threats to their own employment, wage levels and bargain-
ing position.*

A more specific complaint is that
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Unfair competition does not lie simply in the fact that labour costs (pay. health
and safety requirements, social spending. etc.). are extremely low compared with
those prevailing in most of Europe: it is also that the state is often acting to keep
wages low, by denying workers the rights necessary to improve their conditions
and by failing to enforce even such legislation as may be on their statute books
(Morris, 1994)°

Particular targets for criticism are those “countries with development models
based on Export Processing Zones — where cheap labour. use of young
female workers and, often. lack of union rights are among the main selling
points’ (ICFTU, 1996).

It is indeed true that during the last two decades labour markets in ad-
vanced economies have displayed unfavourable tendencies, especially
compared with the previous two decades of the Golden Age. These deficits
have been manifest in three important areas: de-industrialisation; increased
inequality of wages and incomes; and mass unemployment. The following
examples will be sufficient to indicate the nature of these deficits in the US
and in the European Union countries:

e During the 100 years before 1973, real average hourly earnings of
American workers rose by nearly 2 per cent a year. At that rate real
earnings doubled every 36 years. In other words the standard of living
of each generation of workers was double that of the previous one.
This long-standing rise in the standard of living came to an abrupt end
in 1973.* Over the two decades between 1979 and 1998, instead of
increasing, the average real wage fell.

@ At the same time, there was a reversal of the long-term trend towards
reduced wage and income inequality which had been experienced in
the couple of decades following World War 11, and some say goes back
as far as the 1920s. To illustrate. in 1979 male workers who had
received a college education earned on average 30 per cent more than
those who only had high school education. By 1995, the college edu-
cated were earning 70 per cent more than those receiving only high
school education. Considering only those with high school education,
the top 1O per cent of workers. in terms of wages. earned 60 per cent
more than the average worker tn 1979. By 1995. this wage gap had
increased to 83 per cent (Slaughter. 1998).

e Rising inequality is manifest not just in terms of education, but also in
terms of experience, skills, and indeed in the wage structure as a
whole. As mentioned above, the real average hourly wage of the aver-
age US worker declined continuously between 1979 and 1998; that of
those at the bottom of the wage distribution, that is the lowest L0 per
cent, declined over an even longer period. namely between 1973 and
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1998. Real hourly wages stagnated for all other groups except those in
the top 10 per cent of the distribution. Even for this top decile. real
wages have risen by a mere 6.6 per cent over the 25 years between
1973 and 1998 (McCall, 2000).
Further, the erosion of trade union power represents another important
deterioration of labour standards in the US in recent years. While the
US claims that its Constitutional guarantees of worker rights and
freedoms absolves it from signing 1LO Conventions, there is wide-
spread failure to comply with some of the [LO’s core labour standards.’
Indeed, a number of independent studies and government reports indi-
cate that American labour law no longer protects workers™ fundamental
right to join a union. Instead “unions are involved in a battle in which
workers risk losing their jobs to realize their rights’ (Kochan, 2000). A
number of states have passed anti-union legislation asserting the ‘right
to work” which makes it more difficult to organise unions to go on
strike. In addition to this encouragement given to non-union plants. the
right to organise is still denied in the agricultural sector, which is
among the lowest paid. By the early 1990s. only 15 per cent of Ameri-
can workers were organised in unions. whose role in protecting and
improving the terms and conditions of work through collective bar-
gaining has been much diminished.® Although. with the tightening of
the labour market in the last two or three years union membership has
at least stopped declining, the United States is still considered to have
arelatively unregulated regime with regard to labour market issues and
what is referred to as a ‘union-avoidance culture’ (Brown, 2000).
European workers have similar but different concerns compared
with US labour. The European welfare state system, despite serious
attempts by governments and employers to erode the scope of the
benefits, still provides a floor for the lowest paid workers. However,
unlike the US, Europe has been afflicted by mass unemployment and,
in the popular perception, this is attributed to outsourcing by multi-
nationals and. among other important factors. to unfair competition
from developing countries.
Since the early 1970s, European countries have experienced a high
rate of increase in unemployment. such that the average level of
unemployment rose from an average of 2.7 per cent in the period
1964-1973 to 10.3 per cent between 1990-99.7 In 1993, in France,
Italy and the UK the rate was 10 per cent of the labour force, and in
Spain and Finland over 135 per cent. Even in Sweden. which previ-
ously had maintained a high level of employment, the rate rose rapidly
from 1.5 per cent in 1990 to over 1Q per cent in 19935 (Singh and
Zammit, 1995).
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e While the freedom to associate largely remains intact in Europe. the
actual strength of trade unions in terms of membership has diminished
significantly and their role in collective bargaining has been consider-
ably eroded in the last 20 years. These changes were an integral part of
the post-1980 economic order which is rooted in different social norms
and which has involved the unraveiling of the social pact between
government, employers and labour and a weakening of the welfare
state (Singh, 1990).

e During the period 1980 to 1988, trade union membership declined in
all countries except Sweden and Finland. In France, trade union mem-
bership dropped from 19 to 12 per cent, in Italy from 50 to 39 per cent
and in the Netherlands from 40 to 26 per cent. In the UK, trade union
membership fell from over 30 per cent to about 33 per cent, covering
only one in three employees (Milbank, 1993).

The above data regarding trends in the wages and employment of workers
in the North provide clear evidence that their concerns are genuine. The key
question 1s whether these detrimental developments are due to competition
from developing countries. As the analysis below suggests, this is not the
case.

III. Competition from developing countries and labour market
outcomes in developed countries: an assessment

These labour market difficulties in the advanced countries are extremely
important and deserve full consideration. If it were true that trade in manu-
factures with low-wage developing countries was the main cause of increasing
inequality in the US or of mass unemployment in Europe, this would not
bode at all well for constructive international cooperation. In fact, however,
the results of research, especially the most recent contributions, indicate that
this popular perception has very liitle basis.® The important insights of this
research may be summarised as follows.’

e An elementafy but extremely important point is that most manufactur-
ing trade of the advanced countries takes place between these countries
themselves. Only a small part is with developing countries. It is indeed
true that, starting from a very low level, the volume of manufactured
exports from developing countries to advanced countries expanded at a
very fast rate of 12 per cent a year between 1970 and 1990. Similarly,
their share of world exports of manufactures has increased from just 12
per cent in 1980 to 25 per cent in 1996. Nevertheless. despite this
impressive increase in manufactured exports of developing countries,
the total imports by advanced countries of manufactured goods from
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developing countries (excluding China) amounted to only about 1.5
per cent of the combined GDP of QECD countries. It will therefore be
difficult to argue that the huge shifts in income inequality and phenom-
ena such as mass unemployment in the North are being caused largely
by this rather marginal amount of trade with the South.'
Another simple but significant fact is that advanced countries. despite
their increased manufactured tmports from developing countries. have
generally maintained a surplus in manufacturing trade with developing
countries as a whole. UNCTAD (1995) carried out a comprehensive
analysis of North-South trade over two decades — from the early 1970s
to the early 1990s. This indicated that in 1993 the total OECD manu-
facturing imports from developing countries amounted to approximately
USS 150 billion (in 1985 prices). However, the corresponding exports
from the OECD to developing countries totalled nearly USS$ 250 bil-
lion. yielding a net OECD surplus of nearly US$ 100 billion. As a
proportion of GDP, the OECD surplus was about { per cent. approxi-
mately the same as two decades earlier in 1974. Disaggregation of the
OLECD figures suggests important inter-country and inter-regional dif-
ferences. The European Union’s manufacturing trade balance with
developing countries followed much the same pattern as that for the
OECD as a whole. The situation, however, has been rather different
with respect to the US and Japan: Japan's trade balance with