
The Handbook of Globalisation 

Edited by 

Jonathan Michie 

Sail/sburv Chair olMallageme11l, Birkbeck College, Unh'ersity 
of LOll dOli, UK 

Edward Elgar 
Cheltenham, UK • Northampton, MA, USA 

'\ - f~-...J 

/i 7 (J'-:J,') 
, .J-./ 

www.ebook3000.com

http://www.ebook3000.org




ID Jonathan l\lichie 2003 

All rights rcs.:r\cd. !';O parl oj this publication may be reproduced, stored in a 
rctric\'al system or transmitted in any form or by any means, electronic. mechanical 
or photocopying. recording, or otherwise without the prior permission of the pub­
lisheL 

Published by 
Edward Elg;Jr Publishing Limited 
Glemanda House 
Montpellier Parade 
Cheltenham 
Glos GLSO I UA 
UK 

Edward Elgar Publishing. Inc 
136 West Street 
Suite 202 
Northampton 
Massachusetts 0 I 060 
USA 

A catalogue record lor this book 
is available iroIll the British Library 

Library of Congress Cataloging in Publication Data 
The handbook of gillbalisation / edited by Jon,lthan Michie 

p .. crn 
Includes inde\ 

1 International economic relations. 2. Globalization. I \llchie. Jonathan. 

HF 1359.H352 ::'003 
D7-dc21 

ISBN I 8-B762218 (cthed) 
I 84376 274 9 (paperback) 

Typeset by i\lanlOn Typesetters. Louth. Lincolnshire. UK 

2003052820 

Printed and bound in Great Britain by MPG Books Ltd. Bodlllin. CornwalL 

http://avaxho.me/blogs/ChrisRedfield
www.ebook3000.com

http://www.ebook3000.org


Contents 

List affigures 
List of tables 
List of contributors 

Globalisation: introduction and overview 
Jonathan Michie 

PART I GLOBALISATION IN QUESTION? 

The future of globalisation 
Palll Hirst and Grahallle Tholllpson 

2 The scope and implications of globalisation 
Jonathan Perralon 

3 Measures of globalisation and their misinterpretation 
Bob Sl/tc/~ffe and AlldJell' Glvn 

PART II ANALYSING THE GLOBAL ECONOMY 

4 Systems of innovation in a global economy 
Jerell/y Howells 

5 The international debt crisis 
G{/J:Y A, Dnnski 

6 National inequality in the era of globalisation: what do recent 

viii 
x 

xii 

17 

37 

61 

81 

90 

data tell us? 104 
Gabriel Palma 

PART III TRANSNATIONAL CORPORATIONS 

7 The role of transnational corporations in the globalisation 
process 
Gra::;ia fetto-Gillies 

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

9 Gender and foreign direct investment 
Elissa Brallnstein 

\' 

139 

150 

165 



\'/ COli lell II 

,PART IV LABOUR STANDARDS 

10 The minimum wage in a global context 179 
Peter Brosnan 

II Globalisation, labour standards and economic development 191 
Ajit Singh and Ann Zammit 

11 Global labour standards: their impact and implementation 116 
James Heintz 

PART V EUROPE AND NORTH AMERICA 

13 Globalisation and productivity 237 
Jose/Jil PlaSIIlClIlS 

1.:1- European integration and the 'euro project' 252 
Philip AreHis and Malcollll S{/\\'rer 

15 The North American Free Trade Agreement: context, structure 
and performance 261 
Jim Stanford 

16 The low road to competitive failure: immigrant labour and 
emigrant jobs in the US 283 
Charles Cravpo and Frank Wilkinson 

PART VI GOVERNANCE 

17 An 'ation' not a 'nation': the globalisation of world politics 309 
Richard Woodll'Clrd 

18 Global gO\crnance 318 
Mathias Koenig-Archibllgi 

19 The political economy of the third way: the relationship between 
globalisation and national economic policy 331 
Simon Lee 

PART VII INTERNATIONAL ECONOy!IC INSTITUTIONS 

20 The WTO and its GATS 347' 
SUJII Sille/air 

11 The International Monetary Fund (IMF) and the World Bank 
(\VB) 358 
Jollll Tore 

11 A new Bretton Woods'] 370 
lvlica Panic 

www.ebook3000.com

http://www.ebook3000.org


PART VIII POLICY IMPLICATIONS AND RESPONSES 

2-1-

25 

Kicking away the ladder - globalisation and economic 
development in historical perspective 
Ha-Joon Chang 
Time)o replace globalisation with localisation 
Colin Hines 
Free trade or social tariffs? 
George DeMartino 

Index 

Colltents I'ii 

385 

395 

402 

413 



Figures 

6.1 Most recent data on Gini indices of personal income 
distribution in 109 countries 106 

6.2 Most recent data on income share of deciles 9 and lOin 109 
countries 107 

6.3 Chile: income shares of deciles 9 and 10. 1957-99 108 
6.4 Ratio of income shares of deciles 10 and 1, and 9 and 2 in 109 

countries 109 
6.5 Chile: ratio of income shares of deciles 10 and 1, 9 and 2. and 

5 and 3, 1957-99 112 
6.6 Regional Gini indices and log of income per capita 113 
6.7 Regional income shares of decile 10 and log of income per 

capita 114 
6.8 Regional income shares of deciles 1 to 4 and log of income 

per capita 115 
6.9 Regional income shares of deciles 5 to 9 and log of income 

per capita 116 
6.10 Regional income shares of deciles 7 to 9 and log of income 

per capita 117 
6 .. 11 Regional ratios of deciles 10 and 1 and log of income per 

capita 119 
6.12 Income shares of decile 10 and log of income per capita 120 
6.13 Income shares of deciles 1 to 4 and log of income per capita 121 
6.14 Income ratios of deciles 10 to 1 and log of income per capita 122 
6.15 Latin America: income share of decile 10 and log of income 

per capita P'" _.J 

6.16 Mexico: wages as a share of GDP, 1950-2000 114 
6.17 Mexico: average real wages and productivity, 1950-2000 125 
6.18 Mexico: wages and productivity in the manufacturing sector, 

1970-99 126 
6.19 Mexico: wages and productivity in the car industry, 1970-99 127 
6.20 Mexico: wages and productivity in the non~tradable sector. 

1950-99 128 
9.1 FDI and feminisation, 1975-99 170 

12.1 Initial wage levels against subsequent employment growth for 
clothing manufacture 223 

15.1 Canada's trade 272 

viii www.ebook3000.com

http://www.ebook3000.org


15.2 
[5.3 
15.4 

Mexico's trade 
US trade 
Mexico's exchange rate. interest rate and inflation 

Fig/lres ix 

272 
273 
276 



Tables 

1.1 Merchandise trade flows as a percentage of originating Triad 
bloc/country GDP (1998) 27 

1.2 The effect of distance on economic interactions. Percentage 
reductions in the value of magnitudes relative to 1000 km 29 

2.1 Export-GDP ratios, 1870-1998 42 
2.2 Merchandise trade as percentage of merchandise value-added, 

1890-2000 4l 
2.3 Sales and output of foreign affiliates of MNCs, 1982-99 47 
2.4 FDI flows as a percentage of gross fixed capital formation, 

1982-99 47 
2.5 Cross-border transactions in bonds and equities ('k GDP) 51 
2.6 Gross foreign direct investment plus portfolio investment 

flows 51 
3.1 Exports as percentage of GDP, 1913-94 64 
3.2 Product composition of GECD imports 65 
3.3 Import penetratiun of domestic markets for rnanufacture~. 

1913-99 65 
3Aa Foreign direct investment, 1990-2000 68 
3.4b Foreign direct investment, 1990-2000 68 
3.5 National and 'global' production (percentage of total world 

GDP) 72 
6.1 Median values per region for different income ratios 110 
6.2 Measures of centrality and spread for income groups (whole 

sample) 117 
8.1 The expansion of multinational corporations' international 

activities, 1986-2001 (annual rates of growth, per cent) 151 
8.2 World stock of FDI and exports relative to world GOP. 

1913-2000 (percentj 152 
8.3 The regional distribution of FDr inward and outward stuck. 

19R0-99 (percentage) 152 
8.4 Ratios of FDr flows to gross domestic capital formatiun 

(GDCF) and private domestic capital formation (PDCF). by 
region and sector, 1980, 1990, 1998 157 

13.1 Productivity performance of the industrialised countries 238 
13.2 Growth in labour demand 239 
13.3 Social charges and unit costs 241 

x 
www.ebook3000.com

http://www.ebook3000.org


Tohle.1 Xl 

13.-1- Non-linear least squares estimation results for equation (U.8): 
standard errors between brackets 246 

13.5 Non-linear least squares estimation results for equation (13.9); 
standard errors between brackets 247 

15.1 Comparison of the North American and European Free Trade 
Are,as, 2000 261 

15.2 Characteristics of NAFrA member countries, 2000 263 
15.3 Summary of cases filed under NAFrA Chapter II provisions 269 
15.-!- Merchandise trade flows within NAF1A 2000 271 
15.5 Merchandise trade imbalances, NAFrA, 2000 274 
15.6 Real growth rates, NAFTA countries, 1980-200 I 275 
18.1 Functions of international institutions and organisations 

according to institutionalist approaches to world politics 322 



Contributors 

Philip Arestis, Levy Economics Institute of Bard College, USA 

Elissa Braunstein, Assistant Research Professor, Political Economy Research 
Institute, University of Massachusetts, USA, braunstein@econs.umass.edu 

Peter Brosnan, Professor of Industrial Relations, Griffith University, Aus­
tralia, p. bros nan @myrealbox.com 

Ha-Joon Chang, Faculty of Economics and Politics. University of Cam­
bridge, UK. Ha-Joon.Chang@econ.cam.acuk 

Charles Craypo, Professor Emeritus, Economics Department. University of 
Notre Dame. USA. ccraypo@aol.com 

George DeMartino. Associate Professor. Graduate School of International 
Studies. University of Demer. Denver, CO. USA. gdernarti@du.edu 

Gary A. Dymski, Department of Economics, University of California. River­
side, CA, USA. gary.dymski@ucLedu 

Gerald Epstein. Professor of Economics and Co-Director, Political Economy 
Research Institute. University of Massachusetts. Amherst. USA. gepstein 
@econs.umass.edu 

Andrew Glyn, Fellow in Economics at Corpus Christi College, Oxford. UK, 
andrew. gl yn @corpus-christi.oxford.ac.uk 

James Heintz. Political Economy Research Institute. University of Massa­
chusetts. USA, jheintz@econs.umass.edu 

Colin Hines. Associate of the International Forum on Globalisation and coor­
dinator of 'Protect the Local, Globally', an anti-free trade. pro localist 
think-tank. chines@dial.pipex.com 

The late Paul Hirst, formerly Professor of Social Theory. Birkbeck College. 
University of London, UK 

xii 
www.ebook3000.com

http://www.ebook3000.org


COlltributors WI 

Jelemy Howells. Director at the ESRC Centre for Research on Innovation 
and Competition (CRIC) and Policy Research in Engineering. Science and 
Technology (PREST). Institute of Innovation Research. Universities of Man­
chester/UMIST. Manchester. UK. jeremy.hmvells@maILac.uk 

Gralia letto-Gillies. South Bank University. London. UK. iettogg@sbu.ac.uk 

lvjatliias Koenig-Archibugi. Department of Government. London School of 
Economics and Political Science. London. UK. M. Koenig-Archibugi@lse.ac.uk 

Simon Lee. Department of Politics. University of HulL UK. s.d. lee @huILac.uk 

Jonathan Michie. Sainsbury Professor of Management. Birkbeck College. 
University of London. UK. jmici1ie@bbk.ac.uk 

Gabriel Palma. Faculty of Economics and Politics. Cambridge University. 
Cambridge. UK. gabriel palma@econ.cam.ac.uk 

Mica Panic. Selwyn College. University of Cambridge. UK. mpanic@sel 
carn.ac.uk 

Jonathan Perraton. Department of Economics and Political Economy Re­
search Centre. University of Sheffield. UK. j.penaton@sheffield.ac.uk 

Joseph Plasmans. Department of Economics. Ufsia-Ruca Faculty of Applied 
Economics, University of Antwerp. Belgium. joseph.plasmans@ufsia.ac.be 

Malcolm Sawyer, Professor of Economics. UI1lversity of Leeds. UK 
mcs@lubs.leeds.ac.uk 

Scott Sinclair. Senior Research Fellow. Canadian Centre for Policy Alterna­
tives. Canada. Sinclair@isn.net 

Ajit Singh, Professor of Economics. University or Cambndge. and Senior 
Fellow. Queens' College, Cambridge, UK. ajit.singh@econ.cam.ac.uk 

Jim Stanford, Economist for the Canadian Auto Workers. Toronto. Canada, 
stanford @caw~ca 

Bob Sutcliffe. University of the Basque Country. Bilbao, Spain. bobsutcl 
@sazenet.es 



xiI' COlllilblilOn 

Grahame Thompson. Open University, UK. g.f.thompson@open.ac.uk 

John Toye, Visiting Fellow. St Antony's College, Oxford, UK. john.toye 
@economics.oxford.ac.uk 

Frank Wilkinson, previously a Reader, Department of Applied Economics, now 
based at Centre for Business Research, University of Cambridge: also Visiting 
Professor, Birkbeck College. University of London, UK, f.wilkinson@cbLcam. 
ac.uk 

Richard Woodward, Department of Politics, University of Hull, UK. Lwoodward 
@pol-as.huILac.uk 

Ann Zammit. independent consultant; formerly Senior Staff Member, South 
Centre, Geneva, Switzerland 

www.ebook3000.com

http://www.ebook3000.org


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 I have been involved in 
myself 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 refelTed liberally to various of 
these contributions within this introductory essay, in which I also give an 
overview of the subsequent 25 chapters. 

1. Globalisation in question? 
First is the question of how radical a break the CUlTent 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 globaJisation 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 is 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 g/oba/isation 

from little data, and the failure to make historical compalisons, 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. conl1icting views oj 
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 attempt­
ing to pursue policies in the face of globalisation have been discussed in 

www.ebook3000.com

http://www.ebook3000.org


Globalis({tion: introduction {lnd ol'erviell' 3 

detail for decades, and the actual difficulties have been faced up to and 
tackled, with varying degrees of both commitment and success, for decades 
as well: 

The real question. [heil. i, not whether is it best to act at the natlClnal or inler­
national level: il is hOII' hest to secure international action .. For all to remain frozen 
until such time as everyone else moves is inadequate, howcl'er eloquent the calls 
for movement being made might be, Action at the local. regional. national or bloc 
lel'el. far from heing a utopian alternative to the real international stage. might in 
reality prole a plerequisite to cooperation, (Michie. 1996. p 1:'5) 

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 intluencing 
how successfully economies cun adapt and perform within un cvcr-changing 
global economic environment. 

In Chapter 5. Gary Dymski reviews recent historical experience with inter­
national debt criscs. with an emphasis on how economists huve answered two 
core questions about these episodes - namely, why do they occur. and what 
should be done ubout 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 cl'tT 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 arc the odds of 
reaching it. as each new debt crisis unfolds 

The inequality to which Dymski refers is then analysed. in Chapter 6, by 
Gabliel Palma. who reports the latest data and subjccts 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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answered 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 ill 
that country, 

3. Transnational corporations 
Part III analyses the role of transnational corporations within the global 
economy, Ietto-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 ill 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 deregulation and 'free' capital mobility. is a 
more democratic framework of multinational im-estment 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 im-estment. This literature covers a variety of topics. 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 seeling 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 
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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 \\hom 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 senice, would not be directly affect.ed 
by interventions such as a standardised code oj 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 
wcll-being ot all workers than a targeted set of labour standards .. A coordinated 
approach in\'ol\'ing a range of inten'entions - 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. is 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 13. 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 pol icy framework .. The institutional 
framo:work giYes 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) for 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 deyelopment 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 tho: market and loosens it from its institutional 
moorings in ciyjJ society. the legal system and the organizations of the state. the 
productive systems approach sees these institutions as playing a central role in the 
constitution and development of productive forces. Systems of production exist at 
a number of le\"els: the workplace: the enterprise or firm: the industrial sector or 
inter-firm network: nation states: and transnational trading blocs (Rubery I!! (Ii... 
2002. p. 2) 

Craypo and Wilkinson detail and analyse the way in which US corporations 
make LIse 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 
sharo:holder 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. othel S ale forced to follO\v 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 worktorces. recruiting other workers who will 
work for less. or by simply relocating production to more employer-friendly sites, 
Within thtO global productive system. US employers increasingly resort to import­
ing low-wage labour and exporting production processes to 100\'-wage countries 
Immigrant labour and emigrant jobs have thus become the hallmark of US labour 
relations and production strategies., 

6. Governance 
In Chapter 17, Richard Woodward argues that giobalisation 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 isslles sllch as ozone depletion, the 
spread ot financial crises, and the prohibition of certain kinds of \veapons 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 giobaiisatioll 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. J 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 Agreemel1! 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 2L~ 
Toye considers the pressures that have arisen given the criticisms of these 
institutions following their damaging roles in the Asian financial crisis. 5 

Mica Panic 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
plO\'ements in national social welfare is as relevant now as it was in the 19'+0s 
Howe\'er. 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. follO\ving the example of \Vestern Europe, 
create economic and monetary unions. 

8. Policy implications and responses 
The chapter by Mica Panic 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 n 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 economies. 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 manoeu\'red them­
selves into a position at 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 widespl~ad resistance to globalisation can be built upon to fashion a \iabk 
localist alternau\"e. There are already countless people and groups strengtheIllng 
their local economies from the grass roots up, The greatest spur to consideration 
of such radical local alternati\'es 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 shift from just fighting separate 
issue-specific aspects of globalisation to realising that their individual successes 
can only be secured as part of an tl\'erarching 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 
ovetTide 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', DervIartino argues 
that the resulting system is unstable and unsustainable. and that governments 
will be forced to intervene: the important question is 'what will come ne\t. 

after the current e\periment 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 \\ould only tackle one part of the system that at presellt is generat­
ing such inequalities and instability globally" The other areas in which action 
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,:is needed are discussed by several of the other authors in the current volume: 
tackling the international debt crisis (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, Panic), reasserting the legitimacy of 
government (Lee). allowing de\'eloping 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 -
Lo 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 
rnarkets 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 haw 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 systerm 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 IClcl of the regulatory framework. An ell1pilasi, on 'spontaneous' 
convergcnce betlleen systems can only obscure the important polic\ choices to be 
made in natronal and glob,li governance. (Rubery et at .. 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 
inevitably generates. 

Why has' policy taken such a turn. following the much more successful :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 \\'ill be 
losers as well as \vinners when markets are deregulated. but. the theory goes, 
the winners could compensate the losers. so all \vould become better off. And 
in theory. perhaps they could .. 

In practice, however. the \vorld works rather differently, The textbook 
model 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 grO\vth 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 \vhat 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,6 Baker er al. (1998) set out a comprehensive approach 
to progressi\e economic policy in the era of globalisation.' And many of the 
chapters in this \'olulTle themselves build upon large literatures. Howells 
(Chapter -+) discusses the importance of innovation systems. and the policy 
implications are set out elsewhere (for example Howells and p,llichie. 1997: 
Archibugi er aL 1999) !etto-Gillies (Chapter 7) has set out in detail the role 
of transnational corporations in the global economy (tor example Ietto-Gillies. 
2001: :200:2) And in particular. the three concluding chapters on policy impli­
cations and responses all report \vork that is de\'eloped more fully by the 
authors' own books: Chang (002). Hines (002) and DeMartino (:2000). 

A 1999 collection on GloiJallllStaiJilitl' - with many of the same authors as 
in this collection - was introduced in the follO\ving terms. which applies just 
as much today. and to the chapters contained in the current volume: 
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The problems witnessed in LOday'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 
institutionar developments. it also needs to win sufficient political support to force 
through the necessary change ot course. 

In this context. ideological issues also playa role. It is thus necessary to e\pose 
the current complacent onhodO\y 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 lollow demonstrate. the fact that the economy is 
becoming increasingly internationalised does not dictate the form that this process 
is taking The free market. iaissl':-/ilirl' agenda is one being pursued by those who 
benefit lrom 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 \Vrillen in 1847 (published 1848) by Marx and Engels. The COInJIIllni.11 ManifeslO, 
~ There is of course a huge lileralure on the de\'clopll1ent of the EU and single currency: see 

for example Healey (1995). Amin and Tomaney (1995) and Moss and Michie (1998). 
_, On which. see for example Areslis and S""yer (1999) 
-I, On the World BanK. see also Wade (20021. 
5. On which. see Stiglitz, 2002 
6.. For a critique of the mainstream neoclassical approach, see Kilson and Michie (2000), 

Chapler I: this book also include.s an analysis of globalisarion (Chapter 21 and trade theory 
(Chaplers 3 and 41 

7 The lilerature on glubalisalion is also surveyed fr0111 the various disciplinary approaches bv 
Power 120011 for economics: Luken,-Bull (20011. human geography: Williams (20011. 
management and business: Lee 12001 I. polilics: Hills (2001). sociolog\: Hines 12001 I. 

'criliques and allernalives': and Archihugi (2001 J. innovation sLUdies. 
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1 The future of globalisation 1 
~ 

Paul Hirst and Grahal7le 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 'globc:llisation' has been happening for the last 50 years .. Moreover, new 
technologies - long distallce jets, satellites, IT. fibre optic cables - have made 
international travel, media and financial exchanges far easier, enabling dra­
matic increases in traffic \olumes, 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 impossible 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 hest presentations of both sides of the debate (Held et aI., 
1999; Hirst and Thompson. 1999). 

Here we shall focus on two primary issues: the future of international 
govemancc and the likely limits to economic globa1isation. The first thing to 
note is that although we have had a long period of grmving international 
interconnectedness there is no reason to assume that such processes will 
continue indetinitely or that they have an inherent dynamic that prevails m'er 
all countervailing forces. Globalisatioll has a history. The 50 years between 
1950-:2000 are not remarkable when compared with the period 1850-191-1-­
in that period t10ws 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 cOI1\'er­
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, 1999). 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 epoque, 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 US A 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 asymmetry; 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 modem 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 
\'alue of the dollar because its exports still only comprise about IS per cent of 
GOP). 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 101 e:\port markets in relatively low value niches. 
The implication is that currcnt processes of . globalisation' are unlikely radi­
cally to diminish the gap betwteen the dewlopcd and the developing worlds. 

If 'globalisatioll' is conceived as a pIOce~~ that promotes cross-border 
exchanges and transtterritorial agencies at the expense of nation states then it 
would be deeply problematic. If all states. including the most pmverful. 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 gO\­
ernance and increased exposure to international pressures. If the majority of 
states cease to be effective actors. but the G7 still dominate in terms 01 
economic gO\'ernance and the USA alone dominates militarily. then Western 
and American dominance wIll be resented. resisted and challenged both 
nationally and llansnationally in :1Il incIeasingly unequal and conflictual world. 
This shows that there are inherent limits to glohalisation conceived as a 
process that leads to the decline of national economies and state power. A 
tluly global market system. in which international competiti\·e pressures and 
market forces subsume national economics. and in which transnational agen­
cies and networks reduce states to the equivalent of local authorities. would 
be vulnerable to multiple political and ~ocial 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 0/ the system. not as in 191-1- in inter­
state war. but in a series of terrorist olltrages. local economic CrIses - like that 
in Argentina major crises in the financial markets. and the repoliticisation 
of national governance. leading to the restOIation of distincti\·e local policy 
regi meso 

The open international ecoDomy is not a 'natural' state of affairs, to which 
the world re\·erts by economic logic when the distorting influences of politics 
on markets are removed. Rather it depends on state power: economic liberal­
ism has to be instituted and defended. If it is to sUf\i\·e then its ncgative 
effects haye to be ameliorated by public polin Economists han: had to learn 
this the hard \\·a),. but fe\\ really understood the e:\tIerne fragility 01 markets 
and the dependence of economics on state poweI !letore September 11. 
Globalisation can go bad.wards: it can be impeded - as the backlash ]lolicie~ 
of the late nineteenth century shO\\ed: and it can be Ieversed - as the illter­
war years demonstrated. The current 'anti-globalisatioll mo\ement' is a noisy 
sign of widespread dissatisfaction. but the leal backlash would come from 
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c~nventional 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 only be prevented by a judicious mixture of appropriate force and 
governance measures that stabilise markets and protect citizens against unac­
ceptable 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 
future 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. 200 I ). 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 cun'ent open inter­
national economy but create a context in which at worst it could fail and 
break down. ivlany 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. 2 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 fewer 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 cOllntries. It 
is 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 assumptions 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 rather'than 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 is 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 
:W per cent of the world's population represented by the countries of the 
GECD. 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 confront 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-tern1 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-GECD states like China, India 
and Russia. and by protest movements and .\lGG coalitions across the globe. 
It is obvious that the actions of the major powers and the supranational 
agencies that they control will be less legitimate and that wider forums, like 
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tlie WTO, will become more conftictual as the less developed nations vigor­
ously defend their interests. 

The agenda for global gm'ernance 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 OEeD 
countries. A real \\orld government would quickly become a tyranny - con­
servative in the detence of entrenched privilege in the hands of the rich, and 
confiscatory in the hands of the poor. and thus resisted and th\\'arted 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-tenn involves three dimensions, First reinforcing those international 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 supef\'ising national financial 
regulators so that the supervision of banks and other financial institutions is 
enhanced. and strengthening the fLO to negotiate new comcntions on migra­
tion and intemational 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 commit 
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 de\cloped 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). 

www.ebook3000.com

http://www.ebook3000.org


The tilfure CJ/gioha/isatioll 23 

The prospect of such a policy of enlightened I1lultilateralism on the part of 
the advanced countries, and the USA in particular, is pOOL 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 anci 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 markcts 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
rnath of September 1 L Even in recession, the G7 economies are not faced by 
immediate economic and social crisis. 

One could thus conclude that 'globalisatioll' in the sense conceived by 
extreme economic liberals and their radical critics has not happened. The 
world, far from being an integrated systeI1l 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 distincti\'e problems and institutions of economic management. Most 
major companies hail flOm 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 gO\'ernance overwhelms the system, Unlike the 1930s or the period 
before 191-1- the backlash against the international economy is not likely to 
start with the core states of the G7, but at the periphery. 

This lTlay seem pessimistic but it is highly likely that a crisis stemming 
from climate change, ITlass poverty in the developing world. and intense 
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migratory pressures will overwilelm 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 fa\our of state-based ones. States will 
seek to protect their populations and to monopol ise 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 thc 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 
pO\\'er has its limits. The advanced economies are vulnerable to terrorism and 
will rell1ain 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 small 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. 200 I) 

One should thus assume a highly conflictual viorld. 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 ha\ens. cont1icts 
between less developed states (increasingly over access to resources J. 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 L 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 J. 

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 in 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 globalisationT. 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 anything 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 A1ercilalldise trade fiOl\'s as (j percentage of originating Triad 
bloc/coulltry CDP (1998) 

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

(EAT) 

From 
North America 3.8 2.0 0 .. 7 I I 1.8 
European" Economic 

Area (EEA) , ' 
-"-"> 18.0 0.4 1.0 IA 

Japan (1) 
, , 

~O 3.0 3.0 _1._1 

East Asian Traders' 
(EAT) 10.7 6.9 4 .. 1 na na 

J + EAT 1-+0 8.9 -u na fla 

Notes: 
a European Economic Area (EEA) = EU + Switzerland. Turkey_ Nomay_ 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 aV'ailable 

SO/liceI': WTO Annllol Report 2000. Ilillillll! 1/. InternaTional Trade Sl<ltisfiCl. derived from 
various tables: lI·cJlM [((JIlom;, Indicafors 2000. World Bank. Table -1-2: Tailrall Statistical 
DiIla 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 II per cent of their 
GOP to North America, mostly to the USA_ However, look at the relationship 
between North America and Japan_ Only 0.7 per cent of North American 
GDP was exported to Japan, while Japan exported') 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 tbis 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 GOP 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
ern 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 telTi­
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 frOIll 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 in 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 call 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 coml11on jurisdictional standards and the legal enforceability of 
contracts bet\\een 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 tbe 
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, 200 I j, Table 1.2 expresses the effects of distance 
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Table 1.2 The ejJect of distance on ecollomic interactions. Percentage 
reductions ill rhe value of magnitlldes relatil'e to 1000 kill 

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

1000 km 0 0 0 0 
2000 km 58 25 45 35 
4000 km 82 44 69 72 
8000 km 97 58 8~ -' 95 

Source: Calculal~d from Venables (200 I L 

on economic interactions tor a range of variables: trade. FDI, equity flows 
and technology flows. Economic interactions fall mvay 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 'culturar 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 I 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 (!,vIcCallum, 1995: Engel 
and Rogers, 1996: HelliwelL 1998: 2000). If globalisation has emerged, 
then surely this border would have been onc 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 is not 
'enough' of it (and this goes for capital flows as \vell 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 NAFfA. 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 \I'ithill 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 anotheL 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 I (Anderson and Marcouiller, 1999). Thus the implication here 
is that GOP growth has a less than proportionate impact on international 
trade gro\V'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 (Ales ina and Barro, 2001; Dornbusch, 200 I; 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: 200 I). 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. 



32 Globalisorioll ill question:' 

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 limit to the extension 
of . trade globalisation' (Rodrick. :?OO I). 

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 different types of trade shown in Box L I. 

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 fornL 

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 \vith 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 
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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 \vhat 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 low'er income elasticity related production 
propensity for export is 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 horne, 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 grO\vth in world trade for all the categories of 
trade mentioned in Box 1" lover the 1970s and 1980s, there was a downturn 
in the growth of agricultural exports in the second half of the 19905. 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 
Reprint~d by p~rmission of Sage Publications Ltd (© Co{)pert/lion & COl1flict. NISA -
Nordic International Studies Association. 2002). 

www.ebook3000.com

http://www.ebook3000.org


ThefiHure ofglobalisatioll 35 

2 The evidence and probable consequences considered in the 200 I report of the UN Inter­
gOI'crnmental Panel on Climate Change and the 2002 report of the US National Academv 
of Sciences are compelling and disturbing. -
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2 The scope and in1plications of globalisation 
Jonathan PerratOl1 

Globalisation has become arguably the buzzword of our times. but for all its 
resonance in academic and popular discourse it often remains a vague and 
elusive concept. Is it 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 
national management of economies and, particularly. of the welfare state. 

37 
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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 l{/is5c::~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 contemporal)' 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 I. 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 
elsevihere: I 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 
extensi ty2 of economic activity is combined \vith an intensification, or the 
growing magnitude, of interconnectedness and flows 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 J.mevenness. 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. it 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 trallsformationalists. 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 confiating 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 flow's and transactions. Such a model is therefore unhelpful 
in explaining the huge volume of cross-border transactions and periodic 
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. 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 multiple 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 globalisation 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 reregulatioll - 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 pan 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 to '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. E\·en 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. 
1995: Fujita ef 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 MNes (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 giobalisation 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 globalisatioll trends on migration is more ambiguous. Trade andlor 
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 lion-linear relation­
ship between global income ditferentials 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 
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tl~n 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-GOP 
ratios in the 1970s (Ben-David and Papel!. 1997). These figures are for 
merchandise trade only. Figures for trade ill 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 GOP over the 19905 and is now 
equivalent to about 29 per cent of world GOP from around 19 per cent in 
1990 (WTO, 2001: 1).3 

Table 2.1 Export-CD? ratios, 1870-1998 

Merchandise exports as per cent of GOP (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 J3.3 11.3 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 gro\vth 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 relatiye to goods output. The integration of the United States into the 
world economy is particularly notable. 
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Table 2.1 Merchandise trade as perceJltage of III erclwil riise I'ollie-added. 
/890-2000 

1890 1913 1960 1970 1980 1990 2000 

France 18.5 '), , 
--).j 16.8 25.7 44.0 53.5 68.0 

Germany 22.7 29.2 24.6 31.3 48.5 57.8 78.5 
Japan 10.2 23.9 15.3 15.7 25.8 18.9 17.5" 
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 35.8 48.3" 

Notc\: a: 1999: b: 1998: c: 1997. 

SOlllas: Feenstra (19981: World Bank. World Development Indicators data base: US [co­
""/Ilil Report 10 Ihe Pre.lidcll/. 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 different 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 Agreernent 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 Warner. 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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:An extensive trading system has thus developed since World War II. 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 
emerg1l1g. 

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 no\v 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, 200 I: 
3-4). Export growth through their incorporation into the world economy has 
been central to the development of these newly industrialising economies 
(NIEs). The grO\vth 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 \vithout leading to falling terms of 
trade (Rowthorn, 200 I ).~ 

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 perfect 
than often supposed. with degrees of cartelisation. and some manufactures 
markets are cartelised too (Strange. 1996: ch. II). But other markets, particu­
larly for manufactures. are not so clearly instituted,. Intra-industry trade by its 
\'ery nature entails imperfect. often oligopolistic. competition. The limits to 
international price convergence - largely due to fluctuations in the exchange 
rale from financial globalisation - are sometimes taken as evidence against 
global markets. but this can be analysed ill tenns 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 168 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-Joon 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 globalisatiorL 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.6 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 counrries 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 kev 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 makc 
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 fUIlctioning 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 tbe 
elasticity of demand for labour (for example Slaughter. 2001) Although 
firms' mark-ups on costs ba\e declined in the 19905 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 
lahour'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 impacl on labour. Whereas 
it bas 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 (Brulhart and Hine, 1999). 

Whilst much of this work has focLlsed 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 tracle appears to 
have had a significant impact on labour markets in developing countries 
(Wood, 2002). As differentiation between developing countries has groml. 
the impact 011 incomes 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 1.3). MNCs 
account for a significant minority of private GDP, particularly in manufactur­
ing, and, on some estimates, a majority of world trade (with a quarter or more 
of world traGe 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 FDr 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 FDr 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 offoreign affiliates of MNCs, 1982-99 

1982 

Foreign affi liates' sales/world exports ratio L 16 
Sales of foreign affiliates/world GDP (%) 23.2 
Gross production of foreign affiliates/world 

GDP (%) 5.3 
Exports of foreign affiliates/world exports ('70) 30.0 

Source: UNCTAD (1001: 10). 

1990 

1.25 
25.5 

6.6 
26.6 

2000 

2.23 
49.2 

9.9 
50.8 

Table 2A FDI flows as (( perce/lTage of gross fixed capital jormatioll, 
1982-99 

1982 1989-94 1995 1997 1999 
average 

World 
Inward 2.5 4.1 5.3 7.5 16.3 
Outward 1.7 4.9 5.7 7.4 15,4 

Developed countries 
Inward 3.7 4.4 6. I 17.0 
Outward 5.5 6.7 8.9 19.4 
Developing countries 
Inward 5.2 7.7 10.9 13.8 
Outward 2.4 3.3 3.9 .., " ,).,) 

SO/lrce: UNCTAD(2001: 10.312-3) 
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(and from) developing countries. These figures are by their nature guessti­
mates: data at the national level indicates that in the manufacturing sector 
foreign 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.s Figures on MNC production of services is patchy, although the 
tertiary sector now accounts for around 42 per cent of FDI stocks (UNCTAD, 
200l: 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
onlies has risen to 21 A per cent now from 17,1 per cent a decade ago (UNCTAD, 
200 L p, 256): inflows to China account for around half of this increase and 
ten economies account for three-quarters or all FDI inflows to developing 
countries (ibid .. p, 52), In some developing and transition economies MNCs 
playa 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 attributed 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 diversified global production to more focused operations has not 
necessarily meant a departure from a global strategy (OECD. 200 I) 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 contillue to expand their overseas operations. 
MNC activit)! 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 bbollr: availahle evidence is consistent with this (Hatzius. 2000). 
This is beyond the effects of olltsourcing and relocation of production to low­
wage. developing and trallsition economies. Intemational 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 19905 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 isslIe is the generation and diffusion of technology. 
Elsewhere in this volume Jeremy Howells discusses the variolls 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 qlla 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 [or 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 reCUITent 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, 
200 I). 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 FDL 

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 giobalisation of finance 
For many, tIle 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 SOll1e products. The level of transactions is 
extraordinary, as Table :2.5 showsY Whereas in the early 19705 the ratio of 
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Table 2.5 Cross-border transactions ill bonds and equities (9c GD?) 

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 54 187 415 
Italy I I 4 27 253 640 
Canada 3 9 27 65 187 331 

SOl/ree: Bank for International Seukments, Amlllal Report, 1999, p. 118. 

foreign exchange trading to world trade was around 2: 1, by the early 19905 
this ratio had risen to 50: I 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 19905 (BIS, 2001: 32), and a high correlation between national 

Table 2.6 Gross foreign direct illl'estlllent plus portfolio investment jlml's 

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 4.1 7.2 19.4 
Germany 1.2 1.3 1.7 5.2 6.,3 17.7 
Italy 0.9 0.3 0.6 1.7 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 27.3 
UK 3.6 -1..0 SA 14.4 11.9 28.6 
USA 1.0 l.S 1.4 2.9 3.3 9.3 

SOUrLl'S: 1970-95: IME World EcolloJllh Olll/rlnk. tvlay 1997: 1996·2000: calculated from 
lME Balallce of PlIrJllell/.\· Swri.lli(.".\ }"ar/Jook and /lIwrIlatiO/w/ Fillallcial Srwisticl l'r!lIrhook. 
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 Inobility 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 
countries (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 cun'encies, 
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' L 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. chartisl1l can 
lead to speculative huhbles 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 intemational industry-specific factors appear to be becoming more 
important and national factors less important in stock market 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 premiulll OIl developed coulltry 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 loans 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 effectively 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 intemational 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 in 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 (SIS. 2001: 87-88 J. The result of this is that ex­
change rates cease to be an effective equilibrating mechanism or an effective 
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 variations 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 govemments, they 
have significantly changed the costs associated with particular policies and 
instruments through their effects on interest rate risk premia and exchange 
rate moyements: at times these costs may be so high as to make the policy 
prohibitively expensive. Moreover. govemments 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 
cOLlntries 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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mieroeconomic 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 pel iod: this may in part be due to dcfla­
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 extell1al 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 19805 and 19905 are not supported by the evidence (Milanovic. 
2002; Wade, 200 I). 

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 triull1phalist 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-Ieave-it' view of globalisation 
informs many politicians. opinion makers and acti\'ists 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. 
National governments do retain key powers. In some respects states. espec­
ially 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 conscnsus' policies. there are signs that the World 
Bank at least is 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 scaned by enormous 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 
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See Baldwin and !,!arlin ( 1999), Bordo el (II (2000). Held el (II. ( 1999). Perraton C:~001). 
An explanation of the term 'extensity' is located in Chapter 7 (p. I,W) of this volume. 
These figures of course are for recorded trade: the United Nations (UNDP, 1999: 5) 
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). 
Nor is it clear that export growth would facilitate economic growth to the same extent as in 
the NIEs 
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. 
See Wood ( 199-+: ]002). the Policy Forum on 'Trade and Labour-market Adjustment' in 
Econ()mic J()urnol. 108(450) (1998) and Oxford ReI'iell' ()f Economic Policy. 16(3) 
(Autumn ]000) 
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, 
OECD, Meal'/lring Globalis{J[ioll. The Role of Mllililia/iollais in DEeD Economies, 200 I 
volume (Paris: OECD) 
Figures for the UK are probably even higher (cL Held el al .. 1999. p. 224). 
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3 Measures of globalisation and their 
misinterpretation I 

Bob Sutcliffe and Andrew Glyn 

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 Warner, 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 meaningful. 

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 fonn 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 tenns 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 
II 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: 

I. 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 of NINCs has risen from 7000 in the early 19605 to 
more than 60 000 in the year 2000. 

') The immense majority of what is produced in the world is consumed in 
its country of production. as it was in 1913. Tl1is 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 it was in 1913. 

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 lise the right technique for looking. When 
assessing quantitative indicators. there can be differences of opinion over 
\vhether some measure is large or smalL whether some trend shows an import­
ant or an unimportant change. But a precondition for slIch 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 layout as clearly as we can what seem to liS to 

be the best measures of globalisation, focusing on trade. foreign direct invest­
ment and importance of multinationals (the internationalisation of financial 
flows is less contentious l. 

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 unprecedented]y 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 16 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 
figurcs are widely quoted in discussions of globalisation (see Rodrik. :2000 
and Bourguignon et a/'. 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 (GEeD 
200]: tables 3.1 and 4,8). Such constant price comparisons. however. exag­
gel ate changes in the weight of exports in tbe economy. 

This is 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 lahour productiv­
ity in EU manufacturing. where exports are concentrated. grew at 4.1 per cellt 
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 slowly 
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 GEeD 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 signiflcant 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 GEeD 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 ofGDP. 1913-94 

Current prices 1913 1950 1960 1974 1989 1999 

USA 6 4.6 5.2 8.5 904 10.7 
EU 22 16.7 19.1 25.9 28.0 32.1 
Japan 20 11.8 10.7 13.6 10.6 lOA 
OECD 16 10.5 12.3 17.0 18.0 22.1 

Source: OECD 200 I for 1974 and later years: linked to OECD. Natiollal AccoUlI/s of Member 
COIIII/rics: figures for 1913 assume that tile differences as compared to 1950 are equal to those 
estimated by ~laddison for Merchandise Exports only (1991: Table F7L 

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 is subject to one 
upward bias. Exports include an import 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 adjustment suggests that some 26 per cent of European GDP was devoted 
to exp0\1 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 from 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 \vith 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 OEeD 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 

SOllrce: OEeD 100 I: Tables 12 and 13. 

Table 3.3 Import penetration of do Illes tic markets for lIlanufactures, 
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 11 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 

SOllrce: 1913-63 Batchelor et al. 1980: table 3.3: 1974-1999 authors' calculations from 
OEeD Stan Database. 1998 and 200 I 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-OEeD plus 
Korea and Mexico) are derived from totals for 1999 and share of South in 1996 reported in 
Landesmann et 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 OEeD 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 OEeD employment in 1999 (ranging from 15 per cent in USA to 24 
per cent in Germany); for OEeD 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
ment 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 
OEeD 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
fying what part of services is seriously internationalised; but any plausible 
estimate would leave a majority of employment in OEeD 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 OEeD as a 
whole, rather more in the USA (calculations from OEeD Labour Force 
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 is largely irrelevant, sells an increasing proportion of imported products 
(or products which copy foreign products - witness the croissantification and 
bagelisatiop. 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 (For) rose rapidly in the final decades of the 
twentieth century. UNCTAD's World Inl'estment 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 



Table 3.4a Foreign direcl illveslmenl, 1990-2000 

% of Gross WORLD Developed countries USA Japan European Union 
Domeslic 
Illvestmcnt 90-95 96-:WOO 90-95 96-2000 90-95 96-20()() 90-95 96-2000 90-95 96-2000 

Inward 4.1 12.6 3.6 12.~ 4.3 12.4 0.1 0.5 5.5 21.8 
Outward 4.8 10.2 5.5 15.2 6.1 8.8 2.2 2.1 7.7 30.5 

SOl/reI': UNCTAD 20()2: Ann~x 'I:lilic 135. 

0\ 
Do 

Tab/i' 3.417 Foreign direcl il1l'eslmelll, 1990-2000 

Wi orGmss DEVELOPED DEVELOPING 
Domestic 
I nveslmen I 1990-95 96 97 9~ 99 2000 1990-95 96 97 98 99 20()O 

Inward 3.6 4.8 7.4 11.0 16.5 22.0 5.7 9.1 II. ! 11.4 13.4 13.4 
Outward 5.5 7.3 8.9 13.9 20.1 25.0 2.5 3.8 4.0 3.1 3.5 5.8 

SOl/ree: UNCTAD 2002: Anllex Table B5. 
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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 
FDr was generally less in the early 1990s than it had been in the late 19805, 
but then, as the tables show, rose very rapidly in the second half of the 
decade. In the year 200 I 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 II attack 
(UNCTAD 2002. Chapter I). These figures are consistent with the previous 
rough estimate that FDI as a proportion of capital stock world-wide cannot be 
more than 10 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 
is still a good deal smaller than is commonly supposed. It is 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 
intemationalisation. 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 aiL 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 19905 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 finns. It is tbe multinational corporation 
(MNC). as agent of globalisation. which plays a starring role in nearly all the 
theoretical approaches to the contemporary world ecollomy. 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 
finns. 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 But, despite this elementary fac!' most 
assessments of the relative size of large finns 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 'comrolled' by the brgest 200 companies (defined by 
total sales) which had a turnover equal to 2"L2 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 figures 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 flrm's contribution to the national product is a 
much 1110re 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: I as the average ratio of sales to value-added. 3 Applying 
this to the estimates of the importance of the 200 largest firms we would 
an'ive at the conclusion that they accounted for about 10 per cent or less of 
World ProdJlct 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 multi nationality. 

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 corning to be an 
official definition of an MNC is that which is used by UNCTAD's annual 
World IlII'esflllellt Report (!VIR). In a series of annual reports on international 
production and investment the WIR has corne 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); InaClY 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 \VIR 

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 
65000 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 
number 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 WfR 
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 1.1, 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 II 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 acti,e population, which probably means about 4 per cent of em­
ployed labour. 

These numerical estimates of the importance of multinational corporations 
are neither large nor small in themsel ves. 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 
CDP) 

Sector Agricu I ture Industry Services Total 

Location of output: 
National 5 26 61 92 
Global 0 5 2 7 
Total 5 31 6~ J 100 

!VOIL" "iational production i, production by ':'nterpri,e, in th.:ir own country. 'global' produc-
tion is production of foreign-owned enterpri,es, Totals do not equal 100 due to rounding 

Snt/l(i': World Bank 1997a and 1997b 
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A common perception about multinational firms is that they are increas­
ingly developing globally integrated production in which the finn 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 
Inl'estlllent 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 110t 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 \vith 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 basic 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 industrial concentra­
tion going on at a speed of 'glacial drift',5 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 contrary, 
the tendency is not so much that some predefined beast - the largest and most 
famous of the multinational corporations, such as Shell, Nestle, 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 govemment 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 oyer 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 \vhere 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: 

• inappropriate statistical measures have been used (for instance, the use 
of constant price data to measure the import<ance of trade, or compari­
son of the turnover of firms with national output figures); 

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

• 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; 

• 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); 

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

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

lID insufficient argument has been made that recent quantitative changes 
have resulted in qualitative oneso 

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 \V'hat 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 look 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 follow 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 seems very 
difficult and distant, the implication is political impotence for the foreseeable 
future. In our opinion this fatalistic perspective would be wrong even if 
globalisation has advanced much further than we believe it has. It 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 strilctures will tend to alter the political areas in which local or 
national autonomy exists. There is 1I0 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 mo\'ement of money and things and the opposite ten­
dency ill 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 1I0W (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 participation 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 
ideological 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 
I. This is an <!xtensively updated and slightly abridged \'ersion of our article 'Still 

underwhelmed: indicators of globalization and their rnisinterpretlllion' which apreared in 
the Ri'I'i,,\\' of Radical Political Economics. 31 (I). 1999 

2. Newspaper reports suggest that substantial inflows of FDI into China actually originate 
within Chinu itself. masquerading 'IS FDI in order to obtain tax breaks. 

_'. This is intermediate between an estimate for the USA of 28: I (Laffer. 1969) and a ratio of 
5: I given i.mplicitly by UNCTAD 2002 Crable 1 .. 1, p 10) for all foreign affiliates) DeGrauwe 
and Cmnerman have directly calculated this ratio for se\eral large firms and find it to be 
between 3.5 and ~.5: I for manufacturing and about 3: I for services (de Grauwc and 
Camerman. 20021 

4 These figures plainly refute many common exaggerated impressions und claims such as the 
one that '[slome 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 1951 ('The measurement of 
industrial concentration'. Rel'iell or Economics ami Statistics. 33. NO\'ember 1951: pp 295-
6). and was still regarded as appropriate by EM. Sherer and David Ross in 1990 (/ndll.llrial 
Market Structure and Economic Perti>rlnance. Boston: Houghton l'vlifflin Co. 19901 
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4 Systems of innovation in a global economy 

Jeremy Hovvells 

1. Introduction 
The systems of innovation approach has proved valuable in highlighting the 
place of colltexf 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 (NS!: 
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, 1995: 
Edquist, 1997b: Archibugi et ai., 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 et a/ .. 

1997: Howells. 1999) and to Local Systems of Innovation (LS[; see. for 
example. Acs ef a/ .. 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 (SSJ; Breschi and Malerba, 1997; see also Carlsson 
and Stankiewicz. 1991: and Carlsson. 1995 regarding teclmoiogical 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 forrn. 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. 
Ill). 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 (Ti:idtling, 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 

www.ebook3000.com

http://www.ebook3000.org


SYStellls of inno\'ation in ({ glo/;ed eCOIlO/llY 83 

innovation process and are worthy of study (Metcalfe. 1995. 41: IV!cKelvey. 
1997.202; Cantwell and Iammarino, 1998,403; Cantwell and Janne, 2000, 
245). No single systems 'Iever 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-connectednes5 
Important in the innovation process. too. 15 mteraction within the system 
(Lundvall. 1988: 1991c: Johnson and Gregersen, 1995) and the inter­
connectedness of the different systems (Bunnell and Cae. 2001. 577). In this 
latter respect the appropriate le\'e\ 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, 2001). 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. Dynamic and el'oilltionarl' natllre 
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 tum 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, 1991b. 10) 

2.5. Variation. diversity {{lid unel'CllllC5S 

In combination with its emphasis on context and acknowledgement of e\olu­
tiona!)' 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), Hmvever. 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 playa 
clear and pivotal role in creating such diversity by enhancing (or diminish-
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.: ing) the ability of the system to generate and e;>;ploit 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, soughl 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 (199:2a) 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 (:200 I, 6) discus­
sion of this in the context of firm-level strategy). It is dangerous trying to 
transpose policies into different 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 lleoclassical. '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 e\'en more significant and persistent over time 
(Oughton el 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 cornpetencies and the identification of system failures and 
obstacles within the innovation system. This is compared with other agglom­
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 :l 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 economies. 

Missing elements, in terms of key agents or institutions, and the lack of 
links between them, suggest a partial or deformed 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, 
1994: Radosevic. 1997). but is of particular interest at the sllb-Ilaliollallevel. 
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 illIloYation 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. 81). Paradoxically ·proper'. fully function­
ing sub-national systems of innovation may actually be much rarer occurrences 
than generally supposed (Evangelista et 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 tbey are to reap the full benefits of innovation 
and economic de\,elopment. 

4. Conclusion 
It has been argued above that the systems of innm-ation approach bas 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 ct ai, 1999, 7-9), In 
tefIllS 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, 199R. 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 flolVs, This means that in a geographical sense 
it is much harder to map innovation pmcesses and that the analysis tends 
towards a static rather than a dnwlI1ic analytical framework (although changes 
in node pattems 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 (ivlcKelvey. 1997.207) and in this sense it is only indi\iduals 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 'I The past eight years. a period of virtually unregulated cross-border 
financial flolVs. 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 1998-99 
Russian ruble/long-term credit crisis. the 2000 Turkish crisis, the 2001-2 
meltdown of the Argentine economy. the 200'2 attack on the Brazilian real, 
and the 2002 Uruguayan collapse. International debt crisis has become a 
defining feature of the contemporary world economy (Eat\vell 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 nnancial 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-191-l- 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 Kindle berger. His 1937 volume 
identined 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 forces 
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 borrow'er nations: 'the balance sheet position of the country may be 
w'eakened if short-term liabilities 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, 1973: 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 demonstrated the benefits of international lending, 

By the late 19605, financial crises emerged as regular characteristics of 
business-cycle dynamics (Wolfson, 1994). These events led Minsky to set out 
his financial instability hypothesis (1975 J. 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 precomrnitments for debt repay­
ment reduce the economy's margin for error, eventually leading to a downturn. 

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 fi nancial disruptions across borders. Kindleberger (1978) 
demonstrated that historically. Minskian financial instability often crossed 
national borders, Krugman and Taylor (1978) developed a cross-border Minsk)' 
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 
19705, These events generated stagflation and high interest rates. forcing 
some bank borTOwers 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 'limits 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 J 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 
informational advantages of two kinds over lenders: information concerning 
tl1eir 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 , J. 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 common 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 J. 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' J, 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 horrowers. 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. 
Modelling 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 emerges once the pos­
tulate of rationality is relaxed. This view constitutes the microfoundational 
side of the Minsky/KindJeberger 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 is uneven global development and market 
segmentation, not borrower recalcitrance 

Dymski and Pastor (1990a, 1990b l. ill 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 (199"+) 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. Eichcngreen and Lindert (1989) found that credit markets 
learn nothing: when lending resumes. former defaulters are treated ttle 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. 



94 ,J,lloll'Sing the global econolllY 

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 
scholarsllip 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 deht can restrict investment and dampen 
growth. due to a liquidity shortage. This shortage arises, in turn, because 
expectatlOns 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 19805. 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 5161 billion in 1985. to 5204 billion in 1990. to a peak of 
5534 billion in 1997. Lending to the transition economies of Europe grew 
next; from S 134 billion in 1990 to a high of S175 billion in 2000. 3 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 5250 billion in 1990 to 5746 billion in 200 I. 

The character of cross-border financial flows was evolving. Between 1985 
and 1995. about 45 per cent of cross-border claims on developing countries 
were held by banks; after 1995. 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. 5 

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, carne 
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 investment prospects. all linked to the 1992 N0l1h American Free 
Trade Agreement. This crisis exposed and, to some extent, triggered many 
credit-related problems in Mexican banks: the Mexican govemment was forced 
to subsidise sell-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.'6 
The SGM tbus 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 financialliberaliza­
tion: developing nations' governments can monitor and oversee financial risk; 
hut hlocking 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 consumption. 
and must import many intermediate and consumer goods. But tben. 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 cUITency. 

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 borTower 
nations caught in this crisis may have had sound macroeconomic 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 Llsing 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.7 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 Roubini (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 
no 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 effects. For 
example, Demirgiic;-Kunt and Detragiache (1998) find that financialliberali­
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 financialliberalisation 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. S For example, Espinosa-Vega et 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. Agenor's survey (:200 I) 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 flO\vsY 

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 
(2001) 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 tum, show that whether contagion effects or fundamentals generate finan­
cial crises (that is. whether FGivI 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 supPoled to work. they are reluctant to drop it as a benchmark 
(Crotty and Dymski. 19n). 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 et ar (200 I). 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 ofBankil1g and Finance edited by Szego demon­
strate the infeasibility of bank risk self-assessments. 1o 

Economists who do not operate from neo-Iiberal 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 lllonetary or fiscal policy are not lllutually consistent In the 
neo-liberal story. in which an 'alert priYate 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 
\'iability of floating rates is rejected. then the trilemma looms as an inescap­
able obstacle to deyelopment. 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 
FrenkellNeftci cycle .. It begins viith capital inflows. which spill over to the 
macroeconomy via the financial system. As the current account worsens. 
the interest late 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).11 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 
I, 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 Agenor (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 a thoughtful rejoinder to the idea that moml hazard characterizes this modeL Bustelo. 
Garcia and Olivie (1999) is the most comprehensive review of the literature on the Asian 
financial 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. IllEerestingly, these characteristics of contemporary cross-border lending. which refiect 
lenders' risk aversion. are precisely those of which Kindleberger warned in 1937. 

10, For example. Danielsson argues 'since market data is endogenolls to market behavior. 
statistical analysis made in times of stability does not provide much guidance in times of 
crisis .... the empirical properties of current risk forecasting models are found te 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 tile 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 

l. 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 relationship 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 NAFrA 3 

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 OEeD 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 countries. 5 However. the WDI data 
set still has some important problems. For example. although most data refer 
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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.6 

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 I and 10. Although this is a marked im­
provement over the traditional WB's Deininger and Squire data-set (D/S)7 -
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 (lADB) 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 I and 10) as the WDLH 

The main aim of this chapter is to use these new WB and IADB data sets to 
take another look at national income inequalities in the era of globalisation. 
Throughout this chapter, unless otherwise stated, the IADB 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 109.9 

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 from 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 54.7 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
ing-non-Latin-American' group of countries (51 countries: this group excludes 
DECO 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 DECO 
(the latter including continental Europe and Japan) - with median Ginis of 36 
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NOle5: 
Countries are ranked according to their degree of inequality (I 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 I to 100. 
Br = Brazil: Ch = Chile: Me = Mexico: SA = South Africa: Ni = Nigeria: 1 ... la = 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 pel50nal incollle 
distribution ill 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 \vhole sample is 45.6 per cent - 55.2 per cent for Latin 
America and 43 per cent for the non-Latin American group.IO 

However. Figure 6.2 shows an equally important but surprisingly less well­
K.nmvn fact: the large variance of the income share of quintiie 5 across 
countries is made up of two very different components - the contrasting 
shares of deciies 9 and 10. 11 
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NOlL'S: 

Each ranking is made independently from the others Unless otherwise stated. this will be the 
case for all similar graphs in this chapter 
In this. and other graphs below. the data for Brazil. Mexico and Chile \\ill be highlighted. as 
these are the three Latin American countries that from the point of \iew of the relationship 
between income distribution and income per capita present the wor,t income distribution (see 
Figure 6..15 below). Data for Korea are shown as a comparison .. 
Bf = Brazil: eh Chile: Me '" l\!exico: Ko'" Korea 

Figure 6.2 AIosr recenl data 011 income share ofdeciles 9 {[lid 10 ill 109 
cOlllllries 

While the range for the income share of decile 9 in these 109 countries 
only extends across 5.6 percentage points (flom 12.6 per cent in India to 18.8 
per cent in South Africa), decile 10 has a range 6 times larger (from 18.2 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 8.1 percentage points 
(mean of 31.4 per cent): that is, relative to their own means. the standard 
deviation of decile lOis lTlore than 4 times larger than that of decile 9. 

This phenomenol! 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 l5A 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 (44.1 
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. 12 

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.L' In the 
case of Chile, for example, while its decile LO is ranked as the L04th 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'etat (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 LO that benefited from this, 
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NOles: 
Three-year moving averages. [IJ = election of Allende: [2] = PinocheCs coup d'etat; 13] = the 
year before Pinochet's plebiscite (seeking a mandate to remain in power for another 8 years); 
[4] = first democratic government (centre-left coalition) after Pinochet lost his plebiscite (and 
had to call for presidential elections): [5] = second democratic government (same political 
coalition, but different distributive policies). 

SOl/rce: 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 50 per cent between 1973 
and 1987 (from 34 per cent of national income to no less than 51 per cent), 
that of decile 9 remains at around 17 per cent. 15 

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. 16 

As a result, what really ends up difterentiating 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 1 extends from 
3.6 to 114. that between deciles 9 and 2 only spans from 1.9 to 10.9.17 
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Figure 6A Ratio oiillcolI!e shares ofdeciles 10 and 1. alld 9 alld.2 ill 109 
cOlllIlrie.1 

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 tillles 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 vallles per region for different income raTios 

dl01l 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 lA 
Sub-Saharan Africa 19.3 4.8 2.1 lA 
East Asia - 2 15.9 5 .. 1 2.3 1.5 
Caribbean 13.8 0.+'3 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 lA 
South Asia 8.3 3.3 1.8 1.3 
Ex-communist - 1 6.2 2.8 1.7 1.3 
East Asia - I 8.4 3.3 1.8 1.3 
OEeD - 1 6.0 2.7 1.6 1.3 
All 11.6 3.9 2.0 1.4 
LDCs 14.2 4.7 .., .., 1.5 

No/{': Regions as in Appendix I Non·LA LDCs = non·Latin American developing countries 
(51 L'uulllries): d 1011 = ratio of deciles 10 and 1: d912 = ratio of deciles 9 and 2: qel/:? = ratios of 
quifltiles -I and 2: and '13/2 = ratio of '1uintiles 3 and 2 

The fact that Latin America's greater degree of inequality I'is-{/-\'is 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 lIIiddle 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. 
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The first, used extensively during the 1960s 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 (lSI); these would 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 Tn the economy),18 However, then as now there was little to 
differentiate Latin America from the rest of the world - developing and 
developed, lSI and non-lSI - in terms of the income distribution among 
groups that \vould include 'aristocratic' and nOIl- '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 financialliberalisation. 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 refomls,19 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 refomled-countries. 20 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 is 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 
\vithin the \vorld 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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Figure 6.5 Chile: ratio of income slzares ofdeciles 10 and 1,9 and 2, alld 
5 Gild 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 1 returned to 
where Pinochet left it in 1989. 

3. Income inequality and income per capita 
The best knovm 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 \iew which is relative to the 
lewl 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.21 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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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 Regiollal Gilli 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 wor!d (even those with similar income per capita, like 
North Africa. East Asia -:r and the Caribbean). 

However. as discussed abo\·e. it is also important to look 'inside' this Gini­
picture. As expected. Figure 6.7 shows that there is a particular! y close 
resemblance between the distributional structure of the world looked 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 'Iayers' of inequality) is. of course, the result of 
the way in which the Gini index is calculated. 22 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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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 bet\veen 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 Regiol1al il1collle shares ofdeciles J to -I and log of income per 
capita 

decile 10 and deciles I to 4 are nearly four times greater than those for deciles 5 
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 difference between 
getting as much as one-quarter of national income (as in the non-English 
speaking GEeD. or the ex-communist countries of Central Europe), or as 
little as 10 per cenl (as in Latin America). 



116 Analysing the global econOlJ/\' 

Income shares of deciles 5-9 
75,------------------------------------------,75 

65 

o/c 55 

45 

~ IOECD21 
~ 

IEx-C21_ ~ _ '.. • 
.~. IEx-C II IOECD II -. ~ IEA21 

65 

55 o/c 

45 

35 +------.-----.-----.----.----.---,---.---.---+35 
5.7 6.3 6.8 7.4 7.9 8.5 9 9.6 10.2 10.7 

Log of income per capita in 1997 (in 1995 USS) 

Note,': 
Regional figures are median values 
Regions as in Appendix I 

Figure 6.9 Regional incoll1e shares ofdeciles 5 to 9 and log of incoll1e 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 half 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 is 
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) seem 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 92 -' 

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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Figllre 6.10 Regional income shares of deciles 7 to 9 and log of incoJlle per 
capitn 

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

Range Median Mean Variance 5t dev C of var 

d 10 32.6 29.4- 31.4- 64.8 8. I 26 
dl - d4 19.8 18.0 17.4- 21.9 4.7 27 
d5 - d9 15.4- 51.7 52.-+ 11.4 3.9 7 
d7 - d9 9.7 36.8 36.6 2.7 1.7 4 

NOle: Sl dev = standard deviation: c of var = cocfticknt of \'ariation (figures shown are 
multiplied by 100) d 10 = decile 10: d 1- d .. = dcciles I to .. : d5 - d9 = deciles 5 to 9: and d7-
d9 = deciies 7 to 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.2-l 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'l In turn. 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 hetemgeneo1l5) group that one finds an extraordinary similarity 
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 
to\vards the middle of the distribution. precisely where there is greater homo­
geneity.25 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 common 
form in which to test fOl 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 vatiables, the 
other is the issue of how to interpret this relationship analytically: that is, if the 
test shows a significant relationship of this k.ind, 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 econometIic 
specification test for regional effects between these variables. but any evidence 
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Figll/e 6.11 Regional ratios ofdeciles 10 and I and log of ill CO III e 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;26 and the other is that the findings of sections I to 3 above, 
themselves make this type of relationship fairly irrelevant. 

Also. as discussed in detail elsewhereY 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 I 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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For the summary statistics of the regressions. see Appendix ]. 
Regional figures are median values. Regions as in Appendix I. 

Figure 6.12 Income s/Ia res of decile 10 and log of incoille per capita 

Figure 6,12 shows the result of such testing for the income share of the top 
decile. 28 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 (LatinAmerica) is significant at the 1 per cent level and the other 
four at the 5 per cent level: all other parameters and the F test are significant at 
the 1 per cent le\'el. The adjusted R2 is 74 per cent. In fact. the only regions 
where dummies were not significant at the 5 per cent level were East Asia. tbe 
Caribbean and the English-speaking OECD Gust 14 countries in all): therefore. 
tbese countries are included in the base regression (together with the nine 
countries which are not classified within any of these regions; see Appendix 1 J, 

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 significant. with all eight parameters (including all five dummies) and 
the F test significant at the 1 per cent level. The R 2 is 64 per cent. 
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I = the regression with a dummy for North Africa; ~ = with a dummy for South Asia and low­
income South East Asia; 3 = with a dummy for the non-English-speaking OECD: 4 = base 
regression: 5 = with a dummy for sub-Saharan Africa: and 6 = with a dummy for Latin 
America .. 
For the summary statistics of the regressions. see Appendix ~ [n this regression it was neces­
sary to correct for heteroscedaslicity. 
Regional figures are median values. Regions as in Appendix I 

Figure 6.13 II/come shares of deciles 1 to 4 and log of incollle 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 I as dependent variable 
(see Figure 6.14). Again, this regression is highly significant; four of the 
dummies are significant at a I per cent level, and all other parameters (except 
for the intercept) are significant at 5 per cent. The R2 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 I 
to 4, and ratio of deciles 10 and 1). This seems to indicate that there is 
particularly strong statistical evidence that, towards the end of the 1990s, 
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I = the regression with a dummy for Latin America: 2 = with a dummy for sub·Saharan Africa: 
3 = base regression: 4 = with a dummy for the non-English-speaking OEeD: 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 it was neces­
sary to correct for heterosccdasticity. 
Regional figures are geometric means for the ratios of the income share of deciles 10 to I. and 
arithmetic means for the log of income per capita. Regions as in Appendix I. 

Figure 6. J.4 Income ratios ofdeciles 10 to 1 and log of income per capita 

Latin American countries developed a clear 'excess' degree of inequality I'is­
a-l'is their middle income leveL and that this 'excess' inequality is clearly 
greater than that of any other region of the world. 3D 

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 le\'els.31 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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sion. see Appendix 2 

Figure 6.15 Latin America: income share of decile 10 and log of income 
pel 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 LIS 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 US$ 
145 billion in :WOO (both figures in USS 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 to 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 NAFfA), 
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-linkaging 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 'Iiberalisation-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 
economic 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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Figure 6.17 Mexico: average real \\'{/ges and productivity. 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 ",;ages 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 (\ 970-76). 
and into Lopez Portillo's term of off1ce (197n-R2). 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 bene tits 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.3': Then. when economic crisis 
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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1970-99 

9c 

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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manufacturing developed an extreme form of this new 'export-oriented' dis­
tributional pattern. Not even in 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 producti\'ity in 
the sectors that ha\'e been unable to deliver producti\'ity growtll" [n non· 
tradables one also finds a new gap between productivity-growth and 
\vage-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. gi\'en the stagnation of productivity. for the gap to emerge 
wages have to fall substantially. 

This decline in wages in non-tradables I mainly sen'ices and construction) 
contrasts sharply with the situation before 1976, when there was another gap 
(then in favour of labOUr), with wages growing j{lsler 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 lIIalll(jactliring (which grew at a rate roughly simi-
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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 (d la Prebisch-Singer), and where there is 
none, capital benefits anyway via the contraction of wages (d 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 different 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 detennination of income distribution than purely economic ones.35 

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) econometric 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 ill tile 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.36 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. 

• EAl (= '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. 
It OECD 1 (non-English-speaking OECD) = Austria, Belgium, Denmark, 

Finland, France, Germany, Greece, Italy, Japan, Luxembourg, Nether­
lands, Norway, Portugal, Spa,in and Sweden. 

• OECD 2 (English-speak.ing 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.dlO Reg.dl-d4 Reg. dlO/dl 

Intersect 2.0484 4.8866 -0.6353 
LnYpc 0,4222 -0.5541 0.9062 
Ln Y pc sq -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 
NAdummy -0.1717 0.1963 -0.4801 
OECDl du -0.0013 0.0019 -0.00-1-1 

Notes: 
Reg .. I 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 pc sq = square of the log of income per 
capita; for dummy·specitications see Figure 6.12. 

't' values 

Reg. dlO Reg. dl-d4 Reg. dlO/dl 

Intersect 5.05 7.95 -0,46 
LnY pc 3.74 -3.50 2,48 
Ln Y pc sq -3.99 3.61 -2.63 
LA dummy 5.17 -4.87 7.45 
AFdummy 2.07 -2.89 2.22 
SA dummy -2.02 3.37 -4.73 
NAdummy -2A5 2.97 -2.98 
OECDI d. -2.32 3.92 -3.22 

IVotes: 
In regressions 4 (md 5 the heteroscedasticity test fail, at the 5 per cent level of signiticance. so 
the 'to statistics (and the 'p' values below) are ba,ed on 'White's heteroscedasticity adjusted 
standard errors' .. 
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'p'values 

Reg. dlO Reg. d1-d4 Reg. dlO/dl 

Intersect 0.000 0.000 0.650 
LnYp c 0.000 0.001 0.015 
Ln Y pc sq 0.000 0.001 0.010 
LA dummy 0.000 0.000 0.000 
AFdummy 0.042 0.005 0.029 
SA dummy 0.047 0.001 0.000 
NAdummy 0.016 0.004 0.004 
OEeDl d. 0.022 0.000 0.002 

Regression statistics 

Reg. DIO Reg.dl-d4 Reg. dlO/dl 

R-bar-sq 0.74 0.64 0.71 
se y 0.13 0.19 0.47 
F 32.7 20.5 28.2 
'p' ofF 0.000 0.000 0.000 

Note: R-bar-sq is the adjusted coefficient of determination: se y is the standard error for the 
'y' estimate: F is the F statistic: and 'p' of F is the 'p' value of E 

Notes 
Tony Atkinson.layati Gosh. Daniel Hahn. Richard Kozul-Wright. Hugo Pagano. Guillermo 
Paraje. Hashem Pesaran and Guy Standing made vcry useful suggestions The usual 
C<l\'cats apply 

2 For a comprehensi\'e analysis of this literature. see Kanbur (2000) Sce also Atkinson 
(1997). Aghion et ul.. (1999). IADB (19991. and UNCTAD (1996 and 2002) 

3. At the time of the creation of NAFTA. there \vere already well owr ten million Mexicans 
living in the US . 

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

5 See World Bank (200 I ) 
6. The Sierra Leone suney. 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 sun'eys can be found in Szekely and Hilgert (1999a) 

7 See Deininger and Squire (1996) 
8. See. for example. Szekely and Hilgert (1999b). 
9. Following advice from WB staff. data from Sierra Leone and the Central African Republic 

are excluded from the sample due to inconsistencies. 
10 In terms of de\'eloping countries. the Latin A.merican median for the top quintile is 55.2 

per cent. while that for the 'den"!loping-non-Latin-American' group of countries is '+6.6 
per cent 
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II This is just on" of {he many instances that show {he loss of information resulting from 
reporting datu onl\' in terms of quintiles 

12. In fact. as discu>scd elsewhere. decile 10 also tends to have a signihcant internal disper­
sion: and in Latin America. the real concentration of incomc is found within the first fi Ve 
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 ~he effects of globalisation on the income share of the top 5 per cent of the 
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26 
27 

population: however. this is nO! possible with the a\'ailable data 
See Palma (2002al-
Chile is only one of a few countries in the Third World for which there is systematic 
income distribution data for am length of time. See this publication for a detailed discus­
sion of the quality of theSe data Irelating to 'Greater Santiago'. all of which have the same 
source and methodology). and at the work done by this author to improve their degree of 
homogeneity 
Moreover. Juter on. when the second democratic gO\'ernment in Chile (1994-99) aban­
doned the progressjye distributive policies of the tirst. 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 actually dropped by 3 percentage points. Perhaps it was [he intuition of 
this situation. and the fact that a return [0 a right-wing government would only accentuate 
this distributional asymmetry between decilcs 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: for them. his economic programme was equivalent to a group of bandits who would 
rob the rieh .... to give to the very rich I 
The wide runge of the income share of J"cilc I aCross countries is almost as remarkable as 
that found in decile 10 - from 5 .. 1 per cent in the Slovak Republic and Belarus (and 4.8 per 
cent in Japanl. to just 0 5 per cent in Guinea-Bissau (and 0 .. 6 per cent in Guatemala. and 
0~7 per cent in Paraguay) Again. Latin American countries arc 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 .-\merican countries) 
The range for the ratio of decile, 10 and I extends from 3.6 in the Slov'ak Republic land 
J.9 in Belarus. -+-+ in Austria. -+ 5 in Japan. and 5 .. 1 in Finland I. to no less tlEln I 1-+ in 
Bolivia (and 112 in Honduras and 104 in EI Salvador) 
Sec. for example. World Bank (1987) and Krueger (i 9831 
See. for example. Lall ( 1983). 
Sec. for example. Juhn and Pierce (1993): Re\'enga (1995): Cline (1997: this book has a 
very useful sun'ey of the literature): Haske! ( 19(9): and Melendez (200 II For critiques of 
(his literature. see Krugman and Lawrence ( 1993). Robinson (1996). and 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 I 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 -+). as their data h:\\'t~ a different source 
Given both the extraordinarily large size alld \'ariance in th" shares at decile I 0 across 
countries. these shares end up dominating an international comparison based on the Gini 
indices. as this index is calculated as the area between each Lorenz cum~ and a hypotheti­
cal line of absolute equality (expressed as a percentage of the maximum area under the 
line) 
See also UNClAD 119961 
See. for example. 0:eal and Rosen (2000) 
Wolfson. for example. started this latest 'polarisation' literature by de\'eloping an index 
that cuts the Lorenz curve right in the middle I For a discussion of this point. see Palma 
12002b) 
Sec especially Kanbur (2000)~ 
See Palma C2002d) 
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28 For a detailed discussion of [he econometrics issues raised by cross-section regressions 
like these. see Palma (2002d) In particular. one has to understand [hat these regressions 
are simply a cross-sectional d<,.lcriptioll of cross-country inequality differences. categor­
ised by income pa capi[a: that is. they should not be interpreted in a 'predicting' way. 
because [here are a number of difticulties \\'ith a cun'e estimalcd from a single cross­
section - in particular. sirong homogeneily restriclions are required to hold (see. for 
example. Pesaran et ai. 1000) This is one of the reasons why the USc of regional 
dummies is so important - they bring us cioser to the required homogeneity restrictions 
for prediction: nen~rlhclcss. there is no obvious way of knowing whether we are close 
enough 10 them 10 be able to prediel ",ilh a reasonable degree of conJidence The jury is 
therefore still out regarding the predictive capacity of regressions like these, lvloreo\'er. in 
any classification of this [ype 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 Crilerion. 
The same dummies were used in the regressions below 

30, This stntement can be confirmed. for example. by testing [he Latin American dummy I'is­
Ii-J'is the sub-Saharan African one: in all tour specifications the null hypothesis [hat both 
arc not significantly different is easily rejected at the I per cent level 

31 In any case. as discussed above. ev'en if there was such information. in order to be able to 
use regressions like these for prediction purposes. one would require strong 'homogeneity 
restrictions' [0 hold 

31 [n 1000, ~lcxico"S manufacturing exports \\'ere 35 times greater than [hose of Brazil and 
Argeruina taken together. In lerms of overall merchandise exports. Mexico's share in the 
Latin American total doubled from jUS[ under one-quarter to about one-half 

33, For a detailed analysis of the Mexican economy after trade liberalisation. see Palma 
(2002d) 

3·., 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 of particularly high oil prices, This 
mania reached such heights that the President once declared that from then on in Mexico 
'economic policy \\'as no longer an issue of allocation of scarce resources among mul[iple 
needs. but one of the distribution of abundance' WelL this 'abundance' clearly did not 
reach wages~ 

35, This issue is discussed in more detail in the Latin American context in another paper 
(Palma. 1002a J See abo Krugman and LU\\"fence ( 199.1 J 

36 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 tact that the bottom .. 0 per cent are still living the 
equivalenr of a mediev'al European lifestyle 
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7 The role of transnational corporations in the 
globalisation process 

Grazia fetto-Gillies l 

1. Introduction 
Globalisation is 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 ar 
1999).2 Most defi.nitions 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 different countries of the \vorld. 

As a process of spatial outreach it is not new and has long historical 
antecedents (Held et ar. 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 oUlreach processes in many 
of these aspects. The process is cumulative and thus the \"arious aspects and 
mechanisITls reinforce each otheL 

Among the qllalitatil'c aspects of globalisarion the following play an im­
portant part: 

e Breadth of change. The changes now involve a variety of fields or 
'domains' (Held et £1/ .. 1999) ranging from the economy and society in 
general. to 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 

139 
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social policies of deregulation and liberalisation now il1\'olving most 
countries in both the developcd and dcveloping regions. 

• Financiol domination of the econOIllY. The dominance of finance capi­
tal is not new in capitalism. HO\\'e\'cL the last 20 years ha\'e seen such 
dominance reaching unprecedented le\'els both in terms of intensity of 
financial acti\'ities in relation to the size of economies. and in terms of 
number of countries il1\'ol\'ed in financial transactions. 

• Social ({nd mganisational changes .. The organisation of production and 
business in general has undergone considerable changes made possible 
and indeed necessary by the new technologies. 

• hansllatiOllol corporatiolls. The major changes are related to the or­
ganisation of production across countries due to the activities of TI\Cs. 
on which more in the rcst of this chapter 

G Technological /Jasi.s of glo/Jali.llllion ~one of the above changes would 
h,l\'e been possible on the scale in \\hich we are \\'itnessing them 
\\'ithout the introduction and rapid spread of the information and com­
munication technologies (ICTs). The lCTs affect e\'eI)' aspect of the 
globalisation process from the movement of people. products and re­
sources. to the organisation of production. Considerable impro\'ements 
have also occurred in the technology and costs of transportation. 

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

GIl There has been an increase in the nfill/her of lIlechanislIls of 
interconnectedness across borders from the traditional trade flows to 
foreign investment (direct and portfolio) and related incomes. to vari­
ous types of collahorative business ventures. 

• The extensity or geographical/spatial reach of interconnectedness has 
been increasing" Here. 'extensity' means the geographical scope and 
therefore the number of countrie, involved in cross-border operations 
\vithin and between regions. 

e The inten"ity 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 \'ariety of transactions 
and flow's: particularly in the following' 
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.. International trade in goods and services 

.. Foreign direct investment 
• Portfolio investment 
• Profits, interests and dividends from the various types of foreign 111-

vestment 
• Inter-organisational collaborative partnerships 
• 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 investment (FDI). From the 1970s 
onward there has been a steady and large increase in FDI, most of which 
originates in developed cOllntries and is indeed directed to the same group of 
countries. In 200!' 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 FDL 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),4 

Transnational corporations - including banks are responsible for large 
amounts of portfolio investment 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 ot people across frontiers may have the direct involvement 
of TNCs to a lesser e:>;tent than other cross-border movements. However, an 
increasing part of migration - that related to expatriate managers - is largely 
linked to acti vities of TNCs (Salt and Singleton. 1995; Salt. 1997). 

There are currently 64592 TNCs operating with a network of 851 167 
foreign affiliates (UNCTAD, 2002: Anne:>;, table A.U, pp. 270-2), Dunning 
(1981: ch.l. p. 3) reports nearly 11 000 TNCs and 82 600 foreign affiliates in 
1976. The huge growth between the rnid-1970s and 2002 is the result of the 
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following: a larger number of companies from developed countries operating 
abroad: the increasing involvement in fOleign 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 et al. (1999) to summarise the positions into three approaches 
or theses. The hyperglobalist thesis - which has Kenichi Ohmae (1991; 
1995a and b) as main exponent - sees the TNCs as rhe 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 
home-country base. The nation state and its policies are seen as relevant as 
ever. 

Held et al. (1999) see globalisation as a process of global tral15formatiol15 
similar to other historical processes of global reach but far more advanced in 
geographical extensity and intensity. 

Chesnais (1997) seesjinollce as the main basis of the globalisation process. 
In llis 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 (200 I ~ ch. 9) puts fOlward a different "iew on the causes of 
glubalisation 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 lCTs 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 innO\ations 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 innovation 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. In 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 IME 

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 I follow the concept of callsa caL/sam' 

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 dri\'ing 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 developmellt 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 

c£"I1IsClllles of globalisation can be identified in the following two areas of 
innovation, both of which contribute to the development of the productive 
forces. 

I) Technological innovation in the field of communication and infonna­
tion together with advances in the field of transportation. 

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

These two elements are strongly interlinked. The diffusion of ICTs makes 
possible the organisational innovation and the vast development of TNCs' 
activities we are witnessing. Conversely, the needs of TNCs are behind the 
rapid diffusion of leTs. 

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 playa 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; (c) 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 lCTs 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.6 

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 l'iS-CH'is 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 
cOllnterl'{liling 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 inclllsil·e. 
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In a \vorld 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: (I) can know ledge 
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 cOllfrontation 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 privati sed 
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 Jnd 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. Confrontatioll 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. 7 

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 WJY 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 limn confrontation to reglilation. 
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 companies have a positive role to play in the current phase 
of capitJlist de\elopment. 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 curTent 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 implementation 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 is 
followed by a specific approach that sees the TNCs and the lCTs as the 
dominant causes of globalisation. This conclusion is reached using Keynes's 
methodological use of the concept of cal/sa cal/SOIlS 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 passi\"e 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 5. 

Notes 
I The views in this chapter are further developed in kIlo-Gillies (2001). particularly chapters 

1.2.9and10 
:2 Detail,; on definitions and on the theoretical positions of various authors are in IctIO-Gillies 

12001: ch 9) 
3 The share of asset o\\'nership that can secure control can be deemed to be as low as 10 per 

cent (Ii'.·IF. 19771 Below it the equity investment is c1assilied as portfolio 
4 For the relationship between trade and international production cf Cantwell (1994) and 

leIlo-Gillies (100 I: ch .. :2) These works discuss the theoretical underpinning or the rela­
tionship and give rderences to the relevant literature 

5 A fuller analysis of Keynes's position is in Gillies and Ieno-Gillies (20011 as well as in 
IeIlo-Gillies 12001: ch. 9) 

6 These points are de\e1oped at greater length in leuo-Gillies CWO I : eh. 61 
7 Pianta 12001 1 "i\'cs a vi\'id analysis of the 'botIOI11-UP' globalisation prace» and its various 

manifestation:-; 
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8 The role and control of multinational 
corporations in the world economy 

Gerald Epstein I 

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).2 

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 alsodivide 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 ham1ful to workers 
in southern countries. At the same time, efforts by southern governments to 
attract foreign direct investment are sometimes 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 posltlVe 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. I 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 . 

., 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 cOlporations' international 
activities, 1986-2001 (annual rates of growth, per cent) 

1986-1990 1991-1995 1996-2000 2001 

FDIinflows 24.0 20.0 40 .. 1 -50.7 
FDI outflows 15.7 no 36.7 -55.0 
Cross border M&As 26.4 'J" 1 _.J._1 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 12.9 8.3 
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 11.5 6.3 1.2 2.0 
Gross fixed capital formation 13.9 5.0 L3 0.0 
Exports of goods and non-factor 

services 15.8 8.7 4.2 5.4 

SOI/ree: UNCTAD. lVorid Illl'e.HlIlelll ReporI (\VIR). 2002. Table I I. p .. -+ 

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 
quadrupled 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 802 World stock of FD1 and exports relative to world GDP, 1913-
2000 (per cent) 

FDI relative to GDP 
World exports relative to GDP 

1913 

9.0 
8.7 

1950 2000 

19.6 
23.3 

SOlircn: FDI: 1913. 1950: Burke &: Epstein (2001): 2000: World !lII'nllllelll Repor/ (10001. 
Tables I I. b-2 
World exports: 1913 and 1950: Angus Maddison. lv/onilOring Ihe World Economy. 1820-1992. 
OECD 1995 :2000: World !l1I'esllllenl Rep0rl. 2002. table 1 I 

Table 8.3 The regiol/al distriblltion ofFD1 illlrard and olltll'wd stock, 
1980-99 (percentage) 

Inward stock of FDI Outward 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 2L4 32.1 3.1 4.8 908 
All developing 

minus China "" 7 _.:l._ 20.0 23.7 3.1 4.6 9.3 

Source: UNCTAD. World flll'eSllltelll 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 countrieso 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 countrieso 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 FDI. 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 Inl'estlllenr 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 halmful 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, I 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, I will not be able to discuss the impact on the developed countries 
(see Crotty et al.. 1998 and Burke and Epstein, 200 I for more discussion of 
these issues). 

3.1 Possible positive effects 

3.1 J 'FDI is {[ stable sOllrce offinance' 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· 
pie, 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. 1995).5 

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
tially. 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 FDr. Having a flow which is more 
stable. but which on balance does not yield net benetits. is [lut in itself 
beneficial. 

3. I 2. Ell/plow/en! One of the most imponant reasons why developing 
countries want to attract FDI is to create more employment opportunities at 
home. and one of the biggest reasons why northem 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 CW02) 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 Oll wages: (1) that FDr 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 is 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 industrialised coun­
tries, In a comparative study of Mexico. Venezuela and the United States, 
Aitken et ai, (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-mvned firms in these countries, 

Some interesting work has also been done on the impact of FOI on relative 
wages among workers in developing countries. based on the premise that FOI 
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 finns, Feenstra and 
Hanson (1997) use more specific measures, with the result that FOI growth is 
positively correlated with the relative demand for skilled labour in Mexico, In 
regions where FOr 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 
19805. 

3, lA, llll'eSl!Ilellt: crowdillg ill c/Oll'dillg alit One important factor thal 
affects the degree to which a host country benefits from FDI is the degree to 
which inflows of FOI '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 for 
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 America. 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 FOL 

3,1,5 Technological del'eloplllellt and spillol'er effects One of the claims 
most often repeated about the impact of FOr on developing country host 
countries is that it will lead to technology transfers. technological upgrad­
ing and productivity impro\'Cl11ents, A number of papers. using country 
level or industry level data. have indicated a positive correlation between 
For and economic growth and FOI and productivity growth (see Hanson. 
200 I and Braunstein and Epstein. :2002 for surveys.) But. Gordon Hanson 
(200 I ). in an important UNCTAO 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 
uttract 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 FDL 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 1vINes confine competing do­
mestic firms to less profitable segments of industry. 

3.2. Possible negatil'e impacts 

3.2. r AsymmeTries and Threat efFect.1 As shown above. FDI is highly 
concentrated among countries. Nonetheless, FDI is 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 capical formation (PDCF) in all 
industries, in the developed and developing \vorld 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 IIll'e5tlllellt Report. a large number of countries had 
FDI flows in excess of 20 per cent of Gross Domestic Capitul Formation 
(UNCTAD World !1lI'estlllent Report. :WOO. p. 5). Thirty-eight out of 162 
developing countries listed in the World II/I'e5tmellt Report. or almost 25 per 
cent of them, had FDI levels of 20 per cent of GOCF or greater. Twelve of 
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Table 8A Ratios ofFD1ffoll's to gross domestic capital formation (GDCn 
and primre domestic ca/lila/formation (PDCF). by region and 
,lectOl: 1980. 1990. 1998 

Region/Country FDI inflows as 
a <;0 ofGDCF: 

FDI inflows as FDI inflows as 
a C;~ of GDCF: a <;0 of PDCF: 

All industries Manufacturing All industries 

World 
1980 "') , 

-,-,j 

1990 ·u 
1998 11.1 

Developed countries 
1980 2,7 
1990 4.9 
1998 10,9 

Developing countries 
1980 1.2 
[990 4.0 
1998 11.5 

Central and Eastern Europe 
1980 0.1 
1990 1.5 
1998 12.9 

SOllrce: I\,(,,'/d {m'eslllIelll Report, 2000. table 1.2. p 5 

9.0 
14,0 
21.6 

8.5 
11.9 
16.6 

11.7 

36.7 

3.4 
54 

13.9 

3.4 
5.2 

12.9 

3.6 
6.7 

[ 7,7 

0.7 
16,2 

these countries had FDI levels of 40 per cent or more of GDCF. This com­
pares with two out of 25 developed countries with FOr levels in excess of 20 
per cent of GDCF (or just 8 per cent of them).6 

Thus. many developing countries who get very little FDI from the point of 
view of the developed country il1\'estors 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 60000 parent firms with more than 600000 foreign affiliates in 
1998. only 100 firnls. 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 significant 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 (/ 
lI'hole is of enormous importance to MNCs, it is 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 interests of their 
citizens.s 

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 competition Economists and government officials have become 
increasingly concerned with the impact of international capital mobility on 
inter-jurisdictional tax competition.9 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 
levels 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 OECO published a report in 
1998 dealing with the increasingly common phenomenon of tax competition 
between states in order to attract MNCs (OECO. 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' (OECO. 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. (OEeD. 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 FOI. As Moran puts it: 

With the exception of some oil exporting states, the developing countries and 
economies in transition do not have the financial resources to offer grants along 
the lines of many OEeD 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 Investlllellf 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 
foreign investment in the past decade. Regional agreements have also been 
important, \vith NAFTA being the most famous but only one of several in 
recent years. induding agreements between Chile and Mexico and between 
the members ot the European Community and Mexico. More generally. in­
vestment libcralisation 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 cOll1petition for FDl intensifies, potential host govemments 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 
govemments have detailed knowledge of the value/size of the positive exter­
nalities associated with each FDI project. In practice. it would be an almost 
impossible task to calculate these effects with any accuracy, even with the aid 
of well-trained specialists. In reality. getting drawn into competitive bidding 
for 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 
gO\unments that engage in it, yet at the margin, under the current regime. 
there are strong pressures to continue playing the game. 

3.3. Liberalisatioll vs. FDI control 
The point abo\e emphasises the question of whether liberalisation. even if it 
does bring in more FDL 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 Im'cstmcnr 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 liberalisarion 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 \'iewed 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 illcentives to various 
export, foreign exchange, local content and other perfonnance 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 aI., 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 economies even more. not less (for 
example Moran, :WO:n According to them. misguided attempts to restrain or 
regulate MNCs will lead to less FDI. or to investment that is less integrated 
into lVINCs' 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 
Rawed because FDI data reRect 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 tile 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 governments to be sceptical about the benefits of FDr. As I have 
suggested. the evidence on the benerits 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 moratorillllJ 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 
Roors on taxation, subsidies and environmental regulations. and the increased 
cOlTlmitment to the enforcement of core labour standards. 1o 
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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 nNC 1 rather than multinational corpor­
ation (ivlNCI. which we use here To a large extent. which term one uses is a matter of 
habi t and taste 

3 This chapter panly draws on pre\'ious work: Braunstein and Epstein (1999: 2002): Burke 
and Epstein (200 I I: Crotty I!t ill (19981 

4. Foreign direct investment (FDI) is a financial measure ofMNC beha\·iour. which refers to 
equity investments by a company or individual in a company in a foreign country. provid· 
ing the in\'estor has at least a 10 per cent ownership share .. Two other \'ariables - sales of 
foreign affiliates and gross product (or value-added) of foreign afliliates - quantify the 
real activity of foreign affiliates of i','INCs. The advantage of these latter measures is that 
they measure international production itself. rather than simply financial in\'estmenL A 
disadvantage is that these data are not nearly as widely available as are data on FDI. b'cn 
these mUltiple measures miss imponant aspects of i\INC production. for example. increas­
ingly important activities such as subcontracting. 

5 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) 

6c Of course. these data do not imply that all FDI inflows finance gross fixed investmenL For 
example. mergers and acquisitions generate inflows of FDL but do not necessarily in­
crease gross tixed capital formation (GFCFI. Using the GFCF measure may therefore 
owrstate the importance of FDJ inflows lor national in\'estmem and growth, They none­
theless do gi\'e a comparati\'e sense of how large the flows are and suggest that these flows 
might be quite signiticant for many countries. 

7 The World Investment RI![lort eDDD) warns us that these estimates are very rough and 
should be treated with caution (pc 93. fn. 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 et o/. (199S) for a similar 
argument which also emphasises the aggregate demand context 

9 For an excellent recent survey of this literature. see Wilson (1999L 
I Dc See Heintz. Chapter 12. this \'olume. and Braunstein and Epstein. 1999 for more discus­

sion of these issues .. 
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9 Gender and foreign direct investment 

Elissa Brallnstein 

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 t10ws proved to be t1ighty and unreliable. 
FDI is now more than e\'er courted as the capital t10w of choice. hecoming 
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 \\age 
gap (Braunstein. 2002: Seguino. 2000b). connections that suggest that using 
a gender lens to evaluate the dynamics of multinational corporations (M\;Cs) 
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 rnacmeconom­
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 af., 1995). G&M got its stan 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 Bank as a condition of 
debt restructuring. Feminists argued that these interactions have implications 
both for the distribution of costs and benefits between different groups of 
women and men, and for the achievement of the economic objectives of the 
structural adjustment programmes themselves (Benerfa and Feldman, 1992; 
Benerfa and Roldan, 1987; Cagatay et 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 
OzIer, 1995; Joekes and Weston, 1994; Standing, 1989; Wood, 1991). Recent 
work 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, 2000c), to assessing the impact of wage differentials on North­
South manufacturing terms of trade (Osterreich, 2001). 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 (Vcr Beek, 200 I l, 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 

www.ebook3000.com

http://www.ebook3000.org


Gellder Cllldforeigll direct ill\'estlllellf 167 

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: 10ekes 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; 10ekes, 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 (Beneda, 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'1 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; Fernandez-Kelly, 1983: Lin, 1985). 
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 (Fernandez-Kelly, 1983: Lim, 1990; Safa, 1990: 1995: UNCTCIILO, 
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 legislation and more likely to be 
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un ionised and receive benefits; and MNCs are concentrated in the relatively 
high wage electronics sector (Joekes and Weston, 1994; Lim, 1990; UNCTC/ 
ILO, 1985)0 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 !Ilaquiladoras in Mexico mentioned above, where the 
multinational export industry is 25 years old and provides some clues as to 
the future of this type of employment in developing countries, maqlliladora 
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)0 Kurt Alan Ver Beek (200 I), in a study of maquiladoras in 
Honduras. finds that maqlliladora workers eam about 50 per cent more than 
at their previous jobs. 

Another way to consider the relationship bet\veen FOI 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 effects 
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 FOI (meas­
ured as FOI inflows plus outflows) and gender wage differentials in Korea 
and Taiwan. hypothesising that total FOI is a good proxy for capital mobility 
and the ability of workers to bargain for better wages. Kucera (200 I) 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 FOI. 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 FOI in 
the field of development economicso 

III. FDI and development: the gender connection 
Despite the increasing popularity of FOI in prescriptions for growth, the 
empirical evidence for a causal connection between FOI and development is 
\veak. Economic analyses of FOI 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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For automatically adds to growth by expanding the pool of resources avail­
able for investment. but that need not be the case. FOI 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, FOI 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 UNCTAO 
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. 

FOI 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 FOI and productivity growth, but there is a 
growing consensus that these studies do not accurately measure the impact of 
FOr 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, 200 I). 

The evidence on wages and FDI in developing countries is also inconclusive. 
While wages are often used as an independent variable to explain FOL 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 labour is not. FDI may enhance capital's bargaining power relative 
to labour, thereby lowering wages (Paus and Robinson. 1998). Empirical stud­
ies of developing countlies have indicated a positive correlation between wages 
and various measures of FDI (Aitken et al .. 1996: Braunstein and Epstein. 
2002: Paus and Robinson. 1998). But one study found that the cOlTelation 
disappears in the late 1980s. suggesting that increasing global capital mobility 
has \veakened this relationship (Paus and Robinson, 1998). Another study 
carried out in Mexico and Venezuela found that the positive wage effect holds 
only for MNCs themselves. and does not spill O\'er into the rest of the economy 
as theory would predict (Aitken et (II., 1996). 
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These and other issues that surround the impact of FOr on development 
would be clarified by employing a gender-aware analysis. The following 
sections review four examples of using such an approach. 

FellJin isarioll 
As mentioned above, FOI 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 For (in­
flows minus outflows) as a percentage of gross fixed capital formation for a 
collection of 20 semi-industrialised countries, Juring the period 1975-99. 
There is a clear positive correlation between the two data series. as indicated 
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Figure 9.1 FDI alld felllillisatioll, 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 women into the modernising industrial sector of a developing economy. 
If. 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 \\'age eqllality and glOl\'th 
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 is 
important not only in tenns 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 is more likely to be spent on children's health and 
nutrition (Dwyer and Bruce, 1988: Hoddinott et al., 1998). Accounting for 
the quality of future labour services in models of economic growth raises the 
importance 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 Iiberalisation may 
ultimately be bad for economic growth if persistent gender inequality con­
strains investments in children and the development of human capitaL 

lllTra-holisehold gender relation5 and the price of labolll" 
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 is 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 family. One way to conceptualise this 
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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. Its 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 1960$ 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 lmv-wage export strategy. Because export workers were not typically 
supporting entire 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 in areas where most households are headed by (employed) 
men, expanding the pool of cheap female labour available to MNCs.1 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 a woman's input into decisions over resource allocation and 
distribution is largely detennined by her fate ('fallback position') should her 
husband or parents dislike her actions enough to withdraw their cooperation. 
By determining female labour supply and the price of women's labour, these 
gender regimes affect the ability of countries to attract FDI that is sensitive to 
labour costs. 

Informal isation 
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 (Beneda, 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 women 
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 (Beneda, 2001). 
The rise of tllis 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 
formal 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 development strategy. Understanding how the traditional 
sexual division of labour makes informalisation more profitable for MNCs 
boosts arguments for a better social welfare systenl 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 
An c.xception is in parts of sub-Saharan Africa. where kmale hOUSehold heads ha\'c tradi­
tional access to their own income-earning assets. such as land. outside the multinational 
sector 
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10 The rninimum 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 minimum 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 look less and less likely for many disadvantaged communities, the need 
for an adequate minimum wage becomes stronger than ever. 

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. 

Allel'iating pOl'erry 

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, is not a reason to permit low pay. It is a consequence of low pay I 

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 
m1l11mUm 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 prefelTed tend to be women, 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 10weL Thus minimulll 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. l 

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 cOllI/tries 
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 200 L 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. 19-1.). 

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 noL 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' 
(MuncL 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 fOlce 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 ad vanced economies between 1964 and 1994 
can be explained by internal factors and only 20 per cent by competition from 
low wage economies' (British TUe, 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 'Iiberalise' their labour market. The result is that mini­
mum wage laws become inelevant. For example, when prices were 'Iiberalised' 
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). 

A{h'{[l1ced cOllntries 

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 sectoL 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 aU 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. 
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The service sector is therefore less conducive to traditional trade unionism, 
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 dec!ine 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). NINEs 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 ad vanced 
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 minimum \vage 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. 

COl'erage 

A total of 103 countries have ratified ILO Convention 26. The various ILO 
conventions concerned with minimum wages2 allow for a wide variety of 
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practices: some countries rely on collective bargaining but with extensions of 
collective agreements to 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 minimulll in Europe. the proportion is 
relatively high at around 16 per cent. \vhtle 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 
for different regions. Some countries have an experience requirement or 
different rates for trainees. Some countries e:<.clude 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, tbe group that is in most need of the protection 
of minimum wages comprises people employed in the informal sector. How­
ever. conditions in tbe informal sector are difficult to police .. Furthermore. 
informal sector workers may work outside establisbed legal frameworks and 
tbus not be entitled to the minimum wage. While the informal sector in the 
advanced countries employs between 2 per cent and 15 per cent of the labour 
force (Standing. 1999), the ILO estimates the share in developing countries at 
bet\veen 30 per cent and 80 per cent of the bbour force ([LO. 1997). 

Lere! 
The [LO conventions on m1l11mUm wages otTer 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 \vage be 
set at 68 per cent of average full-time earnings, however no European country 
bas attained this level. Within the OECD, statutory minima range from '20-
33C/c of the median earnings of full-time workers in the Czech Republic. 
Japan and Spain to around 60CJc 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 (200 I) 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: 54 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). 

Un e mpl O)'1Il e 11 t 
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, 200 I). 
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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 the/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 wiJI 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. strongcr mlmmum wage 
laws are needed. On the positivc 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 minimul1l 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. gO\ernmcnts and trade unions ha\'e an interest 
in there being adequate minimum wage systems in the countries with whom 
they trade or compete in trade. 

The intelTelationship of workers' rights and trade has been raised with the 
debate over a social clause for the WTO .. 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 et at .. 2002). 

The responsibility would thus fall back on the ILO which has adopted 
three conventions on minimum 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 he more adventur­
ous in terms of level. It has adopted conventions on hours and other matters 
where it does prescribe specific levcls. It could. for example. adopt a conven­
tion th3.t requires countries to have a minimum wage set at a specific level, 
which increases over time to allow the governments and employers in low­
income countries to m3.ke the necessary adjustments. A suitable starting point 
might be a rate of USS 1.00 an hOUL 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 3.gree 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 
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 COI1\'ention 135 Concerning Minimum Wage-fixing with Special 
Reference to Developing Countries ( 1970) 
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11 Globalisation, labour standards and economic 
development I 

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 is 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 (lCFTU, 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. c 

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 stale is often acting to keep 
wages lo\\', 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),3 

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' (lCFTU, 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: 

• 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 1973.4 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-tenn trend towards 
reduced wage and income inequality which had been experienced in 
the couple of decades following World War II, and some say goes back 
as far as the 19205. 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 10 per cent of workers, in terms of wages. earned 60 per cent 
more than the average worker in 1979. By 1995, this wage gap had 
increased to 83 per cent (Slaughter, 1998), 

• 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 10 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 ILO Conventions, there is wide­
spread failure to comply with some of the ILO's core labour standards.5 

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.6 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 
a relatively 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 1995, in France, 
Italy and the UK the rate was 10 per cent of the labour force. and in 
Spain and Finland over 15 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 10 per cent in 1995 (Singh and 
Zammit, 1995). 
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G 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 unravelling of the social pact between 
government, employers and labour and a weakening of the welfare 
state (Singh, 1990). 

• 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 1.2 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 50 per cent to ahout 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 is 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 little basis. S The important insights of this 
research may be summarised as foIlowsY 

• An elementary 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 l.2 per cent a year between 1970 and 1990. Similarly, 
their share of world exports of manufactures has increased from just 11 
per cent in 1980 to .25 per cent in 1996. Nevertheless, despite this 
impressive increase in lnanufactured 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 OECD 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. IO 

., Another simple but significant fact is that advanced countries, despite 
their increased manufactured imports 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 US$ 250 bil­
lion, yielding a net OECD surplus of nearly US$ 100 billion. As a 
proportion of GDP, the OECD surplus was about 1 per cent, approxi­
mately the same as two decades earlier in 1974. Disaggregation of the 
OECD 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 develop­
ing countries increased appreciably between 1974 and 1993, while that 
for the US fell over this period, becoming negative by the mid-1980s. 

The industrial countries' surplus in manufacturing trade with devel­
oping countries has fluctuated in response to world economic events: it 
rose in the 19705 as developing countries borrowed petro-dollars and 
greatly increased their imports of capital goods from advanced coun­
tries. With the debt crisis engulfing many developing countries in the 
1980s, the surplus fell. Importantly, this was due to reduced exports to 
the developing countries rather than to increasing imports from them. 
In the first half of the 1990s. as economic growth in developing coun­
tries revived. the surplus again rose as a result of increased Southern 
imports from the North. 

48 Research indicates that neither mass unemployment nor the extent of 
deindustrialisation. that is. the fall in employment in manufacturing. in 
G7 advanced countries are associated with fluctuations in this surplus 
but rather with cyclical and conjunctural movements in economic ac­
tivity in these countries themselves, II Thus. for example. the US was 
among those of the G7 industrial countries losing the least number of 
manufacturing jobs during this period. whilst experiencing a trade 
deficit with developing countries. 
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• The experience of the 1950s and 1960s on these issues is illuminating. 
lust as in the recent period 1974 to 1993, when there has been a sharp 
increase in the import penetration of leading advanced country markets 
by manufactured imports from the South, there was a similar fast 
increase in imports in the 1950s and 1960s into the US and the original 
six EEC member states from Japan and Italy (which could be regarded 
as developing countries in that period, much like the newly industrial­
ising countries today ).12 However. this earlier acceleration in the North's 
imports did not lead to mass unemployment. reduced real wages, or to 
increased income inequality. Rather. European countries had full em­
ployment. in the US real wages grew at a rate of nearly 2 per cent a 
year and inequality decreased. The main difference between then and 
the more recent period under discussion is the fact that in the earlier 
period advanced economies were growing at about 5 per cent a year 
compared with half that long-term rate since 1973. 

• Most economists recognise that the unfavourable labour market char­
acteristics in advanced countries detailed in the last section 
(deindustrialisation, mass unemployment and increased wage disper­
sion) are far-reaching economic and social phenomena which do not 
arise from a single cause. Although trade with developing countries 
may be one of the factors, there are additional interrelated factors 
which may be equally plausible and more important. These include 
trade imbalances between developed countries themselves, cyclical 
movements in economic activity and its slow long-term growth in 
advanced countries, technical change, and changes in economic and 
social policy in these countries. In practice it is difficult for economists 
to isolate and measure the influence of each of these possible causal 
factors and it is therefore not surprising to find that there is consider­
able controversy over this matter. D 

• There is, however. agreement among mainstream economists that the 
proximate cause for these developments is the diminished demand for 
unskilled labour. This is deemed to cause increased wage inequality in 
the US because the labour markets there are flexible, whilst in Europe, 
because of the welfare state and more rigid labour markets, the effect is 
in tenns of increased unemployment. Linking the decline in the de­
mand for unskilled labour to mass unemployment in Europe and 
increased wage dispersion in the US in a unified explanatory frame­
work is referred to as the 'transatlantic consensus' (Atkinson, 1999). 

• The extent of the consensus is limited, however, to agreeing on the 
supposed fall in the demand for unskilled labour. What causes this fall 
in demand is subject to much debate, A large majority of mainstream 
specialists in this area attribute it mostly to technological progress 
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which is biased in favour of those with more skills. rather than to trade 
with developing countries. 

.. Some recent important research. however. criticises the simple theor­
etical framework (the two factor, two sector. two country Hecksher­
Ohlin model) normally used in mainstream approaches as being too 
limited or unreaL This two-by-two-by-two model for North-South 
trade: with the North specialising in skill-intensive industries accord­
ing to its comparative advantage and the South producing and export­
ing low-skill products, does predict that there will be a fall in the 
demand for unskilled labour leading to increased wage dispersion in 
the US and unemployment in Europe. However. a somewhat more 
realistic formal model involving trade between three groups of coun­
tries (the US, Europe and the NICs) does not yield such predictions at 
all.l-l Furthermore, other economists put greater emphasis on the lack 
of reality of the assumptions of the traditional trade models which 
assume constant returns to scale, perfect competition and full employ­
ment, giving no consideration to demand-side factors or to the accu­
mulation of capital and therefore to growth. 

• Significantly, new research also questions the underlying empirical 
generalisation on which the 'transatlantic consensus' is based, namely 
that there has been a fall in the demand for unskilled labour in ad­
\'anced economies in the last two decades. The latter is inferred in the 
US. for example, from the fact that the wages of the unskilled workers 
fell relative to those of skilled workers. The evidence for 1977 to 1987 
is broadly compatible with this proposition: the earnings of the bottom 
decile (assuming these to be unskilled \vorkers). fell with respect to the 
median. However, very importantly, the corresponding data for the US 
economy for the period 1987 to 1997 suggests an opposite trend, that 
is, the bottom decile to the median ratio rose. Similarly, wage differen­
tials in the UK fell in the 1990s, in contrast to the 1980s when these 
rose substantially. 

In short, recent research suggests that traditional trade models are not 
applicable and that the basic premise regarding a decline in the demand for 
unskilled labour cannot empirically be sustained for the 1990s. It also sug­
gests that the principal explanations put forward for this ostensible fall in 
demand, that is, technological change and trade, are not sufficient to account 
for the broader observed facts regarding increased inequality in incomes in 
general. Indeed, Atkinson (1999) sees the need to look to wider explanations. 
For example. he points out that what is observed in many countries in the 
1990s is not a decline in wages at the bottom end of the scale but rather a rise 
at the very top. This. it is suggested. is in part a reflection of changing public 
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perceptions of what is socially acceptable and the associated changes in 
policies, rather than being entirely a result of economic factors, such as 
technological change or trade. Economists nowadays tend to overlook the 
fact that labour markets are unlike product markets. In the real world, even 
the most flexible labour markets require social agreement on the fairness of 
wage and income differentials. How these norms are arrived at is a complex 
social and political process. 

Limitations of the theoretical framework of mainstream models on the sub­
ject are further highlighted by considering the effects of the Asian economic 
crisis on unemployment in advanced countries. Two years ago it was widely 
thought that the considerable fall in the price of manufactured exports from the 
Asian crisis countries following devaluation would lead to a further net loss in 
US jobs. This, however, has not materialised, as indicated by rising levels of 
employment, particularly among the unskilled. In fact one could argue that 
these exports from crisis-affected Asian countries have helped increase rather 
than decrease employment to the extent that they exerted downward pressure 
on wages and prices and hence lessened inflationary pressure. This enabled the 
Federal Reserve to allow the US economy to operate at a higher level of 
economic activity and employment than would otherwise have been possible. 
Thus. although in the crisis-affected Asian countries the direct effect of reduced 
wages on US employment may have been expected to be negative, once the 
indirect effects are taken into account, the result is very different. 

To sum up, analysis and evidence indicate that trade with developing 
countries does not necessarily lead either to unemployment or low real wages 
for workers in advanced countries. Between 1950 and 1970, despite the rapid 
increase in imports from the then NICs, European countries enjoyed full 
employment and rising real wages. In the US, real wages grew rather than 
remaining stagnant as they were later. Income inequality and wage dispersion 
diminished both in Europe and the US, unlike in the following period. Al­
though there are many factors which could explain the differences, a very 
important cause was the much faster economic growth in Northern econo­
mies in the earlier period. Even those economists who believe that there is a 
tendency for the trade between rich and poor countries to be detrimental to 
unskilled workers will recognise that this tendency can be overwhelmed by 
the 'lift all boats' effects of faster economic growth (Bhagwati. 1994). 

Considered in these terms, even if there were some significant adverse 
labour market outcomes of trade with the South in the 1980s and 1990s, these 
could have been overridden by faster economic growth. However, the slower 
economic growth observed in advanced economies in these decades was the 
result of their own policy decisions and social and political dynamics. (Glyn 
et al., 1990; Crafts and Toniolo, 1996.) It did not result from manufacturing 
trade with developing countries. 
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Finally, it is important to reiterate that the empirical evidence for the 1990s 
contradicts the key theoretical expectation of those mainstream economists 
who believe that trade with the South necessarily leads to a fall in the demand 
for unskilled labour. 

IV. Labour standards and economic development 
The previous section considered Northern apprehensions that unemployment 
and increasing inequality in the advanced countries were due to competition 
from developing country imports. The discussion concluded that this was 
neither a necessary outcome nor did the analysis of recent developments 
prove these apprehensions to be well founded. 

This section considers the implications of imposing compulsory labour 
standards on developing countries. This is a complex question, with many 
layers of argument, which requires a careful and extensive analysis. However, 
the analysis of these issues here will be necessarily brief. 

In their advocacy of such standards for developing countries, advanced 
countries make a distinction between the seven core labour standards and 
other standards. The former relate to the core conventions concerning free­
dom of association and collective bargaining. freedom from forced labour, 
non-discrimination and the abolition of child labour. 

There is, of course, a whole host of 'other' labour standards, but in the 
current context of developing countries the most likely ones at issue would 
include minimum wages, employment guarantees and health and safety meas­
ures. In advocating a social clause or other mechanisms to force compliance 
with the core conventions, the advanced countries suggest that they are only 
asking developing countries to adopt core labour standards, and not measures 
such as minimum wages. The enforcement of core labour standards is justi­
fied on the grounds that they are basic human rights and hence no other 
considerations enter the picture. It is argued, further, that the enforcement of 
core labour standards will not, in any case, alter developing countries' com­
parative advantage in production and trade. IS 

This perspective raises two issues, which need to be addressed here in view 
of their importance for developing countries. The first concerns the sugges­
tion that the implementation of core standards has no impact on wage levels 
and other labour costs. The second concerns the primacy of core labour 
standards, and whether their classification as human rights completely rules 
out any discussion of the best way to proceed to implement them. 

IV 1 Economic costs alld benefits of core labollr standards 
Even though the implementation of core labour standards in developing 
countries will not necessarily affect the costs and pattern of production 
directly, a little reflection will show that the indirect effects may be quite 
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important, and these could involve not just economic costs but also economic 
benefits. Further, the costs and benefits of implementing core labour stan­
dards are likely to be different for each of the various labour standards. It is 
also important to appreciate that the costs and benefits would be different if 
some or all of these core standards were to be implemented simultaneously. 
For example, the costs to producers of introducing equality of remuneration 
or non-discrimination in employment are likely to be higher if workers also 
have the right to organise and bargain collectively. To illustrate and clarify 
the main issues involved, the focus in the following discussion will first be on 
the freedom of association and on free collective bargaining. Subsequently 
other labour standards. particularly that of the elimination of child labour, 
will be briefly considered. 

The contention that the implementation of the two core standards under 
discussion here (freedom of association and the right to collective bargaining 
- Conventions No. 87 and 98), will have no economic consequences for 
producers or to the economy as a whole is not generally valid. At an elemen­
tary level, the mainstream textbook model of perfect competition would posit 
that the introduction of these standards would be distortionary as this will 
lead to monopsony in the labour market and thus to a misallocation of 
resources. This is, of course, a static analysis based on a rather restricted set 
of assumptions and one can envisage a dynamic model of the economy in 
which labour standards reduce conflict by providing an institutionalised way 
of minimising disruption, improving cooperation between the employees and 
employers and thereby encouraging the latter to invest more. This would 
generate greater growth in the national economy. If> 

While theoretically possible. such a model with positive effects on eco­
nomic development does not correspond to the economic conditions of most 
developing countries. In the longer term, however, when a higher level of 
development and a more advanced economic and institutional structure has 
been attained, the economic impact of employers' and workers' associations 
is more likely to be favourable. 

There are a number of reasons for expecting negative effects in the short to 

medium term for developing countries resulting from the compulsory intro­
duction of freedom of association and collective bargaining. according to the 
terms of ILO Conventions Nos. 87 and 98. The most important of these are 
outlined below. 

IV 1 a The strllctllre of the econOIllY Most developing countries are not 
only poor but have a sharply dualistic economic structure, extreme segmenta­
tion of the labour market and surplus labour. In the mid-1990s. on average. 
only a small proportion of developing countries' labour force (15 per cent) 
had employment in industry and services in which they had a formal wage 
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contract. For this segment of the labour force it is feasible to consider apply­
ing core ILO labour standards. In contrast, however, 61 per cent of the labour 
force works in agriculture and another 22 per cent in rural non-farm and 
urban informal employment (World Bank, 1995). Even for the urban sector 
alone, UNDP (2000) reports that, in the 1990s, informal work accounted for 
57 per cent .of urban employment in Bolivia, 56 per cent in Tanzania and 48 
per cent in Thailand. 

It is difficult to introduce and almost impossible to enforce ILO Conven­
tions on this large part of the labour force. The vast majority of labour in 
these sectors gains a living in micro-enterprises including subsistence agri­
culture, which creates obvious problems of organizing labour and monitoring 
standards. Further, in the more populous developing countries, there invari­
ably exists a large reserve army of unskilled low-productivity labour that has 
to make ends meet by any means. In effect there is a large reserve of labour in 
search of work at any price. The possibilities for unionisation and collective 
bargaining of the sort traditionally associated with the advanced industrial 
economies are much more limited. With deindustrialisation and the rise of the 
service economy, even the advanced industrial countries are now confronted 
with this problem once again.17 

In general, improvements in labour standards, core or otherwise, of this 
often very considerable portion of the labour force in agriculture and the 
informal sector in developing countries depend on significant changes in 
economic structure. Labour standards improve as the proportion of the 
labour force in these two sectors declines while that in organised industry 
and the formal service sector rises. Fast economic growth speeds up these 
phenomena, leading to greater employment in the formal economy and 
there is usually much improvement in both core and other labour stan­
dards. 18 Indeed, as an enterprise moves from the informal to the formal 
sector, there is an improvement in labour standards because, almost by 
definition, government rules and regulations concerning safety. health stan­
dards, and so on for employees do not generally apply in the informal 
sector, even if they are on the statute books. (For a further discussion, see 
Section V below.) 

IV.lb Autocratic employers alld immature trade ulliollS As explained in 
the following section, freedom of association and collective bargaining in 
advanced countries has developed through an evolutionary process over a 
period of well over a century. In the course of this evolution the unions and 
employers developed responsible institutional mechanisms for conflict reso­
lution. The employers came to appreciate the advantages of trade unions and 
collective representation for the workers. On the union side wasteful and 
damaging inter-union rivalry and other dysfunctional features of early trade 
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unions were curbed. and in many industrial countries centralised wage bar­
gaining or other similar pay coordinating structures were put in place. 

However. if in accordance with the advanced countries' proposals. the two 
labour conventions under discussion are imposed in a 'big bang' manner in a 
developing economy (through, for example, international trade sanctions), it 
is more than likely that this would lead not to conflict resolution, but rather to 
strikes and consequent economic disruption. Many developing country em­
ployers, including the largest ones, often have a feudal or patemalistic outlook 
and do not see any need for trade unions. It is not unusual for them to use 
violent methods to stop the formation of unions and their activities, much like 
the historical experience of advanced countries such as the US. On the side of 
the employees, in the early stages of unionisation, there is also likely to be 
considerable inter-union competition for members, leading to populist posi­
tions being taken by union leaders. Further, attempts at violent suppression of 
trade union activity by employers invariably leads to counter violence by 
unions. The consequent economic and social disruption discourages invest­
ment. both foreign and domestic, and therefore does not help the cause of 
economic development. 

Moreover. free collective bargaining between employers and unions, if it 
takes place at all, will only be concemed with the wages and employment of 
those who are already working in the formal sector. The interests of the vast 
majority of workers in agriculture and in the informal sector who are not 
unionised would be ignored. Furthermore, to the extent that formal sector 
unions succeed in getting higher wages and employment guarantees for their 
members, this is likely to reduce, other things being equal, the demand for 
labour in that sector. forcing the unemployed to seek work in the informal 
sector. So the paradoxical result of efforts to impose compulsory labour 
standards is that they would harm economic development, reduce structural 
change, and thereby increase the numbers iIi the informal sector where labour 
standards hardly apply. 

Thus. the compulsory introduction of free collective bargaining, if suc­
cessIully implemented, is likely to widen the already considerable wage 
and income gap between workers in different parts of the economy. Instead 
of promoting equality and solidarity, the unintended result of unionisation 
of formal sector employees may well be the development of an aristocracy 
of labour based on extraction of rents by union members, particularly in 
more productive firms. In these circumstances a concern for broad social 
justice, especially with respect to the informal sector and small rural pro­
ducers, may require government intervention and regulation of bargaining 
between unions and employers in the formal sector (see, for example, 
Stiglitz. :WOO) Such intervention may also be necessary to cope with the 
adverse economic and social consequences of bargaining between auto-
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cnnic management and immature unions as outlined above. However. many 
developing country governments lack the institutional and administrative 
capacity for adequate remedial intervention with unfavourable consequences 
for economic development. 19 

The paradoxical results of the enforcement of compulsory labour standards 
go further. Such enforcement would not only be counter-productive for devel­
oping countries. it is also unlikely to help the interests of those seeking 
protection in the advanced countries. To see this, assume that the imposition 
of labour standards leads. via trade union action. to higher wages and costs in 
the developing country's export sector - the most favourable assumption 
from the protectionist perspective in the advanced countries. Under this as­
sumption. the competitiveness of developing country exports is likely to 
diminish. but this may provide only a brief respite for the advanced country 
producers. 

In analysing this issue. it is useful to remember that most developing 
country exports to advanced countries are produced by a small number of 
NICs, \\'hilst the vast majority of developing countries export only a very 
small fraction of the total. Although, in the short run, all countries are likely 
to be disadvantaged to a greater or lesser extent in terms of their competitive­
ness if core labour standards are made compUlsory. the NICs are unlikely to 
be handicapped for long. As they have higher rates of investment, technologi­
cal change and superior production and export dynamics, they will, in the 
medium tern\, be able to re-establish their competitiveness. The outstanding 
examples of this phenomenon are countries like Korea and indeed before 
then the example of Japan which started with Asian wage levels and has 
continued to be competitive in spite of continuing increases in real wages. as 
well as more and more stringent environmental standards ilnposed on their 
exports by importing countries. Higher labour costs in firms already compet­
ing in world markets are likely to stimulate investment in more productive 
techniques in order to maintain their competitive edge. 

However. turning from the NICs to the great majority of developing coun­
tries. although accounting for only a small proportion of total developing 
country manufactured exports to advanced countries, these exports are. nev­
ertheless. crucial to their well-being. A rise in their export costs as a result of 
the compulsory introduction of labour standards would. under plausible as­
sumptions. lead to a lower rate of economic growth of exports in both the 
short and medium term. worsening their balance of payments. such that the 
growth rate has to be lower to be compatible with current account equilib­
rium. This will reduce the pace of structural change and the improvement of 
labour standards" 

It will be appreciated. however, that both for the NICs and other develop­
ing countries the costs of adjustment. whether in the short or long term will 
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be lower, the faster the rate of economic growth of production and exports in 
the domestic and in tile world economy.20 

V. Labour standards: the experience of developing countries 
It is interesting in this respect to reflect on the actual experience of East Asian 
and Latin American countries during the course of economic development. 
Taking East Asia first, notwithstanding the recent Asian crisis, these 'miracle' 
countries experienced very fast long-term growth (near double-digit rates for 
two decades or more). The result has been fast absorption of surplus labour 
resulting in labour shortages: very high rates of growth of real wages by 
comparative international standards; speedy structural change, resulting in 
the displacement of the informal sector activities by the formal sector. Real 
wages in the fast-growing East Asian and South-East Asian economies rose at 
a rate of over 5 per cent a year between the mid-1980s and the mid-1990s. 21 

In Taiwan. employment in the agricultural sector fell from 56.1 per cent in 
1953 to 36.7 per cent in 1970 and was only 12.1 per cent in 1993. Industrial 
employment reached more than 40 per cent in 1990. In Korea in 1992, only 
about 15 per cent of the labour force were still in the agricultural sector and 
more than 25 per cent in the industrial sector (Lee and Park, 1995). 

It is a matter of historical record that many of these countries repressed 
trade unions during the early phases of their developmental spurt. This was 
the case for example in Korea during the 1960s and 1970s. HO\vever, with the 
fast expansion of the formal economy and particularly the shrinking of the 
informal sector, not only labour standards in terms of employment and wages 
greatly improved, there was also a very considerable expansion of unionisa­
tion. By the end of the 1980s, unionisation constituted 40 per cent of the 
labour force in Taiwan and 17.2 per cent in Korea, compared to only 15 per 
cent in the US (Lee and Park, 1995). These huge improvements in core as 
well as other labour standards took place in these countries through the 
process of economic development itself, without any international coercion. 

A cornparison of East Asian countries with those elsewhere (for example. 
in South Asia or Latin America) suggests that fast economic growth may not 
be a sufficient. but is certainly a necessary, condition for the speedy establish­
ment and improvement of labour standards. To illustrate. a democratic country 
like India in the 1950s had much better core labour standards in the formal 
sector than say. Korea; but the situation is now quite the opposite because of 
the much slower growth of the Indian economy relative to that of Korea. The 
proportion of the workforce in unions is much smaller than in Korea, and 
workers' wages in India ha\'e grown much more slowly. Similarly, in Latin 
America. despite its long history of trade unionism compared with East Asia, 
its much slower 10ng~terIll rate of economic growth in the 19805 and 1990s 
has contributed to further "informalisation' of the economyY Tokman (1997) 
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reports that eight out of every 10 new jobs in Latin America in the 19905 have 
been created in the informal sector with consequent unfavourable prospects 
for the workers involved to be able to exercise the rights given to them by the 
ILO conventions. A small proportion of the increase in informal sector work 
could be due to labour-saving technical progress in the formal sector, rather 
than to slower growth. However, it is too early to tell whether the long-term 
relationship between economic growth and formal job relations has become 
worse over time. 

There are a number ot reasons why improved core and other labour stan­
dards are associated with structural change and particularly with 
industrialisation. In the first instance, in contrast with the small-scale agricul­
tural sector and the informal sector, work in industry is usually organised in a 
way that facilitates trade union organisation and activities. The relatively 
higher rate of growth of productivity in industry also provides scope for 
improvements in substantive labour standards. Employers in the industrial 
sector who have invested substantial capital in the enterprise are also inter­
ested in promoting core and other labour standards such as health and safety 
standards, since these tend to increase the level of commitment of the workforce 
and to increase the productivity of workers (see Piore, 1990). 

V.l Core laboltr standards and hI/mail rights 
The above considered some of the most important costs and benefits of 
implementing the core labour standards relating to freedom of association 
and collective bargaining, and the appropriateness of such standards in the 
circumstances in which most developing countries find themselves, This sub­
section addresses the other central issue introduced at the beginning of the 
section, namely that concerning the primacy given to core labour standards, 
which have been accorded the status of human rights, 

The unanimous adoption by ILO members in 1998 of the Declaration on 
Fundamental Principles and Rights at Work, embodying the seven core 
labour standards, is regarded as evidence of the widespread acceptance of the 
notion that certain labour standards have precedence. The rationale given for 
the primacy of the seven core standards is that they are universal human 
rights, Of these the freedom of association and trade union rights are given 
particular emphasis in that they give workers the freedom to press for im­
proyements in other aspects of labour standards. Having the status of human 
rights purportedly pre-empts any economic cost-benefit analysis. These con­
tentions are contested below. 

\~ 1 a Historical el'olution oj/abol/r standards ill ad\,{/Ilced coltntries His­
torically, labour standards evolved in a rather different manner. In Europe, 
early efforts to improve labour standards focused on gaining legislation to 
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eliminate the worst forms of child and female labour, and with initiatives to 
improve health and safety at work. It took many decades before the workers' 
efforts to associate and bargain with their employers gained legal recognition. 
In many countries. it was only after many decades of struggle and political 
debate, that trade unions were recognised and constituted a regulated institu­
tional framework facilitating conflict resolution between employers and 
workers. Thus, broadly speaking, core and substantive labour standards evolved 
during the course of economic development, and legislation legitimising 
labour standards was introduced as a result of struggle by working people, 
and not through some deus ex machina. Labour standards have been both the 
cause and effect of democratisation in the advanced countriesY In the light 
of this evolution, the unions became increasingly responsible, and both eco­
nomic growth and labour standards improved. 

V.1 b A hierarchy of labour rights? Although these two core standards 
concerning the freedom of association and collective bargaining are indeed 
extremely important and should be given high status, the primacy of those 
over non-core standards needs to be questioned. For example. should health 
and safety at work be accorded lower priority than the right to free associ­
ation and collective bargaining? It is indeed true that 'deficits' in the latter 
have often resulted in the imprisonment and even murder of trade unionists. 
On the other hand, the disregard for the health and lives of workers mani­
fested by the widespread lack of health and safety regulations has resulted in 
appalling tragedies such as those in the Bangkok factory and the Bhopal 
chemicals plant in which fires and fumes cost the lives of thousands of 
workers. Less dramatically but more insidiously. tens of thousands of unpro­
tected agricultural workers worldwide suffer slow poisoning by the chemicals 
used to produce agricultural exports. 

Equally importantly. there is international recognition of the fact that abso­
lute poverty blights tile lives of l.3 billion people in developing countries. In 
1995, 117 Heads of State or Government attending the Copenhagen Social 
Summit endorsed ~he Copenhagen Declaration, which put primary emphasis 
on the promotion of full employment and poverty reduction. Should not the 
right to a decent living also be regarded as a basic labour right? 

\<2 Terllls of COlll'entiolls 87 alld 98 and the role of the gOI'ernlllent 
There are also serious difficulties from the point of view of developing 
countries with the precise formulations of Conventions 87 and 98 concern­
ing freedom of association, the right to organise and to engage in free 
collective bargaining. The texts of these conventions reflect the needs and 
institutions of advanced countries at a particular moment in time. The 
conventions do not take into account the fact that untrammelled collective 
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bargaining may not only lead to social disruption as noted above. but also 
to serious macroeconomic disequilibria. all of which require government 
intervention in the bargaining process. Governments also need to intervene 
to ensure that the interests of the unemployed. low productivity sector 
workers or those in the informal sector or small· scale agriculture are taken 
into account. These concerns were recognised in European countries them­
selves during the so-called 'Golden Age' ( 1950-73) when many governments 
entered into social pacts with unions and employers to institutionalise the 
social market economy. which tried to achieve a broadly acceptable distri­
bution of income and wealth (Glynn el 01,. 1990; Eichengreen, 1996; 
Flanagan, 1999)Y 

Moreover, the orthodox approach to trade unions implied in the terms of 
the two Conventions is hardly relevant to peasant and small-scale farming in 
developing countries, These require different policies and institutions in which 
the government often plays a role. as for example. through price support 
programmes. technical assistance and promoting cooperatives. Some of these 
measures may be achieved through individual and collective initiatives and 
organisations. but in practice the government has to playa leading role. In 
developing-country agriculture, one of the main issues is land reform, since 
the size of land holding is a crucial factor in determining the capacity to earn 
a decent living and escape from poverty, 

It would appear that human rights defined and interpreted in terms of these 
two core conventions are destined only for a small part of the working 
popUlation, benefiting mainly those who are already relatively privileged. 
Furthermore. the untrammelled exercise of these rights by the minority may 
well prejudice the chance for others to have a decent living or to be able to 
exercise their rights to freedom of association and to collective bargaining, 

VI. Should core conventions be made compulsory? 
To sum up, from the perspective of developing countries. there are three 
significant policy conclusions with respect to the core conventions: 

The number of core conventions should be expanded to make them 
inclusive and relevant to the needs of the whole working population 
world\vide. 

:2 COI1\'entions 87 and 98 require fundamental revision to make them rel­
evant to the developing world, 

3. There are trade-offs between certain core conventions and therefore eco­
nomic and social costs and benefits must be part of the moral equation. 

These conclusions also have important implications for the question con­
cerning whether core labour standards should be made mandatory by means 
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of international trade sanctions or other punitive measures: these implications 
are examined below 

In the case of Conventions 87 and 98, the answer suggested by the above 
analysis is unambiguous. These conventions are deeply flawed. particularly 
from a developing country perspective. and it would be a mistake for devel­
oping countries to implement them in the fashion envisaged in the conventions. 
The argument here is not against workers' organisations as such. bur [he 
process of raising labour standards should ensure the inclusion of the mass of 
the working population. If these conventions were revised to make them 
more inclusive. de\·eloping countries would find them easier and more useful 
to implement. However. their mandatory application in developing countries 
under international coercion would still be unwise. This is because. although 
the acceptance of the role of the gO\ernment in the collective bargaining 
process may help ameliorate some of the difficulties outlined earlier. there 
are still likely to be significant costs for the non-NIC majority of developing 
countries Consequently. such compulsory standards will be resisted by these 
countries However. encouragement to these countries through non-coercive 
means and technical aid by agencies such as the ILO to implement the 
standards are more likely to lead to positive results (Bhagwati, 1994). 

The arguments for compulsory implementation of labour standards in de­
veloping countries are sometimes based on advanced country allegations of 
the formers' unfair advantages in trade which give rise to social dumping and 
a race to the bottom. These issues will be examined in the next section where 
it will also be seen that these considerations do not in any way justify 
compUlsion. 

Although we argue here against compulsory imposition of Conventions 87 
and 98. we do not take the same \·iew for all other core com·entions. For 
example. granting slave and bonded labour their freedom in recognition of 
their human rights should be implemented forthwith. In view of the limited 
numbers of flcople involved. compUlsion cannot be rejected on grounds of 
costs to developing countries .. However. in the case of the conventions on 
child labour. which \\e discuss briefly below. again compulsion will not be 
appropriatc 

Vl.J Child loboll} 

Child labour (covered by a core ILO Convention (No. 138 on Minimum Age) 
and the Convcntion on the Elimination of the Worst Forms of Child Labour. 
which amplifies the former) raises other kinds of problems, which merit 
careful consideration. 25 The latter comentio!! commits countries to working 
wi th the ILO to tix time- bound policies to eliminate the worst forms of child 
labour As is increasingly recognised. the phenomenon of child labour is 
rooted in a number of fundamental factors. not least domestic and global 
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policies that lead to income concentration, poverty, exclusion, under-employ­
ment and unemployment. The World Confederation of labour (Well notes 
that, to abolish child labour, to prevent such situations arising, and to reinte­
grate children into society 'requires a broad~based strategy, '" Free compulsory 
and high-quality education is a pre-requisite for concrete results of such a 
strategy", and has to include curricula for vocational training, which is now 
lacking in rriany countries' (WCL 1997). 

The essential point is that parents and governments in developing countries 
would like their children to be in school rather than at work, but in many poor 
countries they are unable to afford it. Detailed empirical studies from several 
countries confirm this view (see for example Grootaert, 1998 and Addison el 
(II" 1997: for a review of these and other studies see Basu, 1999). 

Empirical evidence further suggests that where parents have been com­
pensated for the loss of child earnings and schools are available. children do 
not work but go to schooL However, without such compensation for the 
parents. the imposition of the standard of child labour will simply lead to the 
children resorting to other often illegal or unsavoury activities, where they 
will be worse off than if they were working and earning some income for the 
family.26 Thus. without supporting measures, the enforcement of the child 
labour conventions in developing countries will hinder rather than help the 
realisation of the objective of promoting the welfare of children,"7 

VII. Conclusion 
An extremely important point which emerges from the discussion of core and 
other labour standards in this section is that substantial improvements in 
these standards, as well as significant growth of real wages and other substan­
tive standards, can be rapidly achieved voluntarily through the process of 
economic development itself. As indicated, the fast-growing East Asian coun­
tries were able to accomplish these objectives without any international 
enforcement measures. 

Efforts to enforce core labour standards will not help to raise standards in 
much of the informal sector and could well lead to further informalisation .. If 
punitive trade measures were used to enforce such standards, a reduction in 
trade through the application of trade sanctions could result in cuts in em­
ployment precisely in the industries where labour standards have generally 
been seen to grow fastest. This is likely to throw more workers into the 
informal sector, worsening the already low levels of remuneration and condi­
tions of \vork. The net result will be the opposite of what is allegedly intended. 

This is not to say that leaving it to the market or to the natural forces of 
economic development will always be adequate to improve labour standards 
at a fast enough ratec The promotion of labour standards on a voluntary basis, 
backed up with technical and financial assistance for both the monitoring and 
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implementing of the standards by the countries themselves, will be helpful in 
hastening the process. As explained before. developing countries have con­
tinually demonstrated their commitment to raising their labour standards, as 
manifested by various national and multilateral actions, including their recent 
acceptance of the ILO Declaration on Fundamental Principles and Rights at 
Work and Their Follow-Up (for the text. see ILO, 2000a. and for the Follow­
Up, see ILO 2000b). In addition to the economic and practical arguments 
outlined above, they strongly object. however, on political grounds, to labour 
standards being made compulsory, whether the compulsion is enforced through 
the WTO or through joint ILO/WTO initiatives. Such measures would intro­
duce yet a further layer of conditionalities to those imposed on them by the 
international financial institutions and through WTO trade and trade-related 
agreements, all of which circumscrihe developing countries' policy options 
(South Centre, 1998a and 1998b) 

The approach of the ILO Director-General to labour standards seems to be 
more promising for the purpose of establishing a universal social floor for the 
globalising economy, In referring to the notion of 'decent work' as a means 
of capturing and realising the aspirations of people throughout the world and 
seeking radically new solutions to the global prohlems of poverty and the 
working poor, Mr Somavia stated, at the opening session of the 88th ILO 
Conference in June 2000, that decent work 

is not a straitjacket, a one-size-fits-all solution. 011 the cOlllrary, it is a way of 
treating in a coherent and dynamic way the aspirations and goals of different 
individuals, differelll cultures, different societies The question is how to make it 
real. We all understand that the possibilities for decent work tV'olve with social 
and economic progress, and goals can and should rise over time (Somavia, 2000) 

An important conclusion that can be drawn from the foregoing analysis is 
that the economic interests of informal sector low-productivity labour and 
those of the small-scale farming families must be promoted by other meth­
ods, including the development of popular organisations. The above analysis 
would also suggest that there is a clear need to redraft conventions 87 and 98 
so that they lead to more democratic outcomes in the sense of taking into 
account the conditions and economic structures of developing countries, Tbe 
core standards could also be extended to include one focusing on the right to 
a decent living. 

Notes 
1 This chapter has been ahridged from a longer policy monograph. The Glohal Labour 

SllI/IIlards COlllml'e/'S\' Crilica/ /ssucsje)r Derelorillg COIIIl/riel'. which \\as published by 
the South Centre. Geneva in 2000. The paper was presented at a Panel Discussion, at the 
American Economic Association meetings in Atlanta in January 2002. and at the Confer­
ence on Living Wage at the University of Massachusetts in "\ll1herst in .\pril 2002 Helpful 
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discussions with Robert Pollin are gratefully acknowledged .. Ajit Singh acknowledges the 
assistance given by the Centre for Business Research, University of Cambridge. 

1 A particular complaint is that the employment of forced labour and child labour facilitates 
the payment of extremely low wages. if any. thereby putting pressure on other segments of 
the labour market to accept low wages 

3 The necessary rights are those specified in ILO Conventions 87 and 98. granting workers 
the right to organise and to engage in free collective bargaining 

+ The basic source for the data in the following paragraphs is the US Council of Economic 
Advisers'( 1998) and Economic Policy Institute (EP!) ( 1999) 

5. On the issue of forced labour. the requirement that prisoners and youths in detention work 
for derisory pay is standard practice in the US and in Europe. In the US. the prison 
popUlation numbers over I million with half a million in local county jails. There is a 
disproportionate number of black and latino persons. often detained for minor offences 
and arguably as a form of social control (see. for example. Freeman. 1995). Prisoners are 
forced to work in factories. including clothing factories. that have located their operations 
close to prison sites. where they have a captive pool of cheap labour. It is estimated that in 
1998 prison labour produced over 180 products worth over USS 9 billion and replaced 
+00000 jobs otherwise done by the normal workforce. Prison labour is paid the minimum 
wage but. after deductions for taxes. room and board. victim's compensation and so on the 
pay may be only USS 60 a month for nine-hour days .. A number of harsh disciplinary 
measures and other penalties are imposed if prisoners refuse to work. Federal law pro­
hibits the domestic sale of prison-made goods unless prisoners are paid the going wage. so 
prison industries export the output. often to Asian countries (WINDS). 

6. Unionisation becomes particularly difficult when a considerable part of the workforce 
consists of illegal migrant labour. as is the case in parts of the USA. Employers are. of 
course. keen to employ such workers. since these are willing to work on almost any terms 
and in the worst of all possible jobs However. the fear of being arraigned and deported as 
illegal migrants constrains them from joining efforts to unionise and improve their terms 
and conditions of work. Inflows of migrant labour. legal or otherwise. are unlikely to dry 
up. until growth and dev-elopment has improved the standard of living in the South 

7 The lower rate of unemployment in the US is partly explained by the fact that welfare 
provision for the unemployed is not as extensive as that in Europe. so that many people 
are obliged to seek work. howev'er unremunerative the wage_ The higher level of unem­
ployment in the EU compared with that in the US is the source of a vigorous academic 
and policy debate on labour market flexibility 

8 For research suggesting that trade with the South has a detrimental impact on employment 
and wages in tile North. see in particular Wood (199+: 19951. However. Wood's estimates 
of the extent of the impact far exceed those of other economists 

9 The analysis in this section is based on Singh and Dhumalc (2000) For detailed empirical 
evidence underlying the arguments in the following four paragraphs see UNCTAD (19951 

10 Strictly speaking. under the rarified assumptions of general equilibrium trade models. it 
can be shown that small changes in quantities can cause large shifts in prices. For the 
intense academic controversy on this subject. see Krugman (10001. Learner (1000) For 
earlier contributions_ see Bhagwati (199+) It is also important to bear in mind a related 
point with respect to the effects of trade on jobs. Once a country starts trading there will 
normally be a gross loss of jobs. but not necessarily a net loss. Other things being equal. 
employment will contract in importing and expand in exporting industries .. The magnitude 
of the net change in jobs will be determined by the relative growth rates of imports and 
exports. as well as by the capital intensity of production in the importing and exporting 
industries. For the individuals concerned. the gross loss of jobs is extremely important as 
many of them may not have the skills or the capacity to mov-e to jobs created elsewhere in 
the economy. Thus governments often need to provide special assistance to displaced 
workers. The US government. for example. provides trade adjustment grants to workers 
prov-en to have been displaced because of imports 

1 I For a fuller discussion of deindustrialisation. see Rowthorn and Ramaswamy (1997 I. 
Singh (1989 and 199+1 and Howes and Singh (2000) 
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I") Between 1958 and 1997" import penetration by Italy and Japan 01 the market for manufac­
tures for the original six EEC countries. excluding Italy. rose from 0.5 per cent to 37 per 
cent of apparent consumption (gross output minus net exports); the corresponding figures 
for the US were 03 to I 8" This acceleration in the North's imports is coincidentally 
similar to that cxperienccd by these countries between 1975 and 1992. O\"er the latter 
period. the European Union's manufactured imports from developing countries rose from 
0,"9 to ~,8 per cent of apparent consumption" The analogous ligures for the US for this 
later period were 0 8 and -1-,3 

I, For recent re\'icws of this literature. sec Burtless (1995). GOllschalk and Smeeding (1997). 
Slaughter and Swagcl (1997) Scc also Singh and Dhumale (2000). Atkinson (l999J. 
Krugman and La\\Tence (199-1-) and Richardson (19951" 

1-1- See Atkinson ( 1999: 20(0) and Davis (1998a: 1998b) 
15. See. for example" the statement of US Secretary of Trade Harshdsky's statement on this 

maller mthe Singapore WTO iVlinisterial meeting 
16 The central question here is whdher labour standards \\"ould help or hinder economic 

de\"elopment. through their impact on the rate of growth of output. employment and 
labour costs The general answer. as suggested by the analysis in the text. is that this 
depends on a number of complex factors and interrelationships. in particular the assump" 
tions which are made with respect to (a) the range of labour standards being introduced 
and the speed with which they are implemented: (b) the level of development of the 
country and degree ot export orientation: (C) the dynamics of the production structure and 
production and export cal)abilities. including the ability to absorb modern technology: (d) 
the rate of savings and im cstment among others It may also be l"eiul to note that this 
analysis of the relationship betwcen labour standards and economic de\"e!opment is some­
what different from the examination ot the eflects of labour standards on economic 
welt are in terms ul the cOll\cntional theories of v\eltare economics and international 
trade, For an example of the latter perspeeti\"e see Bro\\n eI £II. 1996 

17., The acquisition of labour rights and standards is not necessarilv a permanent achie\'ement 
For example. the number of people employed in Indian restaurants in the UK now totals 
more than thOSe in coal mining. stee! making and shipbuilding put together. These once 
dominant industries were noted for their strong unions \\"ith ,;ubstantial collective bargain­
ing capacity. which brought continual imprO\"ements in substantive labour standards, In 
contrast. work in the restaurant business. which ha,; low produeti\·ity. i,; typified by il.s 
informal. part-time nature. and the level of union organisation is low. as are labour 
standards This needs to be distinguished from the growing phenomenon of 'informalisation' 
of the work contract. wherebv the nature of the 'contract' is such as to turn the 'employee' 
into a virtually selt"employed person. with few if any labour rights, 

18 Employment in Ihe formal sec lor increases until a very high level of per capita income is 
reached, At that point. the share of employment in industry declines and that of sen·ices. 
particularly informal sen"ices (inforrnal in the sense that many labour laws become diflleult 
to apply due to the small size of the enterprise) begins to rise 

19 Contrary to popular prejudice 111 Jchanced countries. most developing country go\ern­
ments are neither penerse nor wicked or worse," Some in East und South-east Asia hu\"e 
been recognised to he 'dc\'elopmental states' with an outstandingly successful record of 
close gO\"ernmelll imolvelllent in the economy (see for example Amsden, 1989: Singh. 
1995J: Wade. 19<)0) Others. such as India. have been equall\' inten'entionist but have not 
been as successful The large majority of Third World governments are less effective with 
considerably 100\er le\e1s of institutional and administrative capacity" These go\"ernmeI1ls 
muy not always be multipart\ democracies but it is important to recognise that they tend 
to be relati\ely 'inclusive' thut IS they cannot simply be regarded as representing the 
interest of employers There arc. of course. a small number of southern countries. which 
arc totully corrupt. indkcti\e and non-inclusive. as was the case with Mobutu's Congo. 
lor eXJmplc For such countries. neither compulsory nor voluntary labour standards would 
help 

20 ['or a fuller diseu>sion of these issues see Singh (1990) 
21 For further delaih. sec Singh (2000) 
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22. The trend rate of gro\\'th 01 Latin .".merican economics during the last 20 years has been 
only 3 per cent a vear. compared with almost 6 per cent a year in the period 1950-1980 
(Singh. 2(00) 

23. In the \\'ords of EP. Thompson. studying the making of the English \\'orking class. 'The 
working class did not rise like the sun at an appointed time It was present at its own 
making,' See Thompson ( 1963) and Hobsbawl1l ( 196-+ I 

2-+ The European Agricultural Policy (CAPI lIas originally intended to imprOle the lil'di­
hoods of small-scale farmers and agricultural II'orker, 

25 According to the ILO (\\'\\'II'ilo org/public/english/ipecl there arc 2:i0 million child labourers 
in the world including child domestic workers, Of these, '60-80 million at least ,. work 
in conditions \\'hich crippic their bodies. minds and souls, stunt their growth and shorten 
their lil'es.' Less than 5 per cent of these child labourer, \\'ork in export industries. It is 
estimated that during the I 990s, 300000 were soldiers 

26 Schemes are being implemented in Brazil and elsewhere which. with external linancial 
support, prol'ide a small income to parents on condition that their children go to school. In 
the Bolsa-Escola programme in about 200 Brazilian cities, families beJol\' the pOl'en: line 
are paid the Brazilian minimum wage on condition that all of the household's children 
between 7 and 1-+ years of age arc registered in school and that their attendance is regular 

they must not miss more than t\l'O days of school each month iBuarque, 2000) 
27 Recent theoretical research :-iugge:-;ts that. under certain special clrcum~tanc-.:s. particularly 

\l'here children constitute a signilicant proportion 01 the lIorklorcc, the banning of child 
labour could lead to a rise in adult wages, enahling poor household, to do without the 
income from child labour The author of this theoretical rc,ult himsell obserl'es that 'This 
is unlikely to be true lor ler~ poor economies but Jllay be I'alid for hetter-of! countries 
Even so, one II (luld need to do detailed empirical work to dccide whether such a total ban 
is worthwhile The interesting insight the theor~ gil'e, us here is to tell us that it may be so 
and to gil'e hints as to the type 01 economy where this is likely' I Basu, 1999) 
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12 Global labour standards: their inlpact and 
implementation 

James Heintz 

O\'er the past four decades, a fundamental restructuring of international pro­
duction has taken place - a transformation which is frequently referred to as 
the 'new international division of labour', Developing countries have been 
shifting from exporting primary goods and raw materials to also exporting 
manufactured goods and intermediate inputs. The expansion of manufactured 
exports from the developing world has unleashed new competitive pressures. 
Not only are the newly industrialising economies competing with more estab­
lished industrial powers. they also compete with each other. In this environment 
of heightened competition, international concern over fundamental human 
rights at worL the payment of poverty wages, and the existence of dangerous 
working conditions has intensified. 

Recent evidence shows thaL in the developing world, approximately 25 per 
cent of people engaged in paid labour live in households that survive on less 
than the equivalent of US$1 per person. per day (ivlajid. 200 I). Moreover, 
setting a more accurate poverty line for these countries would raise this 
estimate significantly (Reddy and Pogge, 2002), The widespread incidence of 
poverty among working people around the world today is indicative of the 
general prevalence of indecent working conditions. In recent years, caUs for a 
coordinated system of global labour standards have gained strength in order 
to address the problem, This chapter takes a close look at the debates sur­
rounding global labour standards. In particular, it summarises the key 
arguments in support of global labour standards, evaluates the threat of nega­
tive consequences that could spring from such regulations, and discusses 
current developments in implementation strategies. 

The labour standards debate: a summary of the key issues 
One of the most prevalent arguments as to why global labour standards are 
necessary is that they prevent a 'race to the bottom'. That is. upward harmon­
isation of standards stops competitive pressures from reducing labour 
protections to their lowest common denominator, According to this logic, 
global integration creates a situation in which the deterioration of basic 
standards is rewarded by increased competitiveness and profitability. In the 
absence of international cooperation. individual countries cannot raise labour 
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standards without jeopardising their competitive advantage. The scenario 
represents the typical prisoner's dilemma problem - countries will adopt the 
same low standards, even if social welfare falls below its potential maximum. 
Because of this, competitive advantages derived from weak labour standards 
are frequently seen as 'unfair' competition, since international cooperation in 
the form of global standards could produce a better outcome (Sengenberger, 
1994). 

Others have extended this analysis. arguing that individuals and their 
labour are not commodities to be exchanged on unregulated markets. 1 The 
notion that labour should not be subjected to the unfettered machinations of a 
liberal market economy was given theoretical life by the Austrian economic 
thinker, Karl Polanyi. Polanyi (1944) argued that subjecting labour to unregu­
lated market forces would generate external social costs - including health 
problems. a deterioration of family and community structures, an erosion of 
craft standards. and a general degradation of many aspects of public and 
private life. According to Polanyi (1944, 1957). labour markets should be 
embedded in the larger society and must be governed by rules, norms. and 
ethical standards that make allowance for the hidden costs of marketisation. 

In addition to arguing that labour standards protect valuable non-market 
aspects of society, some proponents have justified them in terms of economic 
efficiency (Palley et of., 1999; Buchele and Christensen, 1995). According to 
this line of reasoning. labour standards support better labour relations. coop­
eration on the job, and sharing of information, factors which would enhance 
productivity. In addition. better standards. including higher wages. could pay 
for themselves through efficiency wage effects that increase effort on the job 
(Goldstein et 01 .• :2000: Huang et al .. 1998: Levine, 1992: Shapiro and Stiglitz. 
1984). However. more empirical research is needed to document whether and 
under what conditions higher standards will exhibit these benefits. 

Moreover, there is a theoretical problem with this argument: if higher 
standards are profitable, then why do employers fail to adopt them? One 
answer is that multiple equilibria exist and employers fall into low-wage. 
low-productivity traps. A policy intervention is necessary to move the labour 
market onto the lligh-road of greater efficiency" Alternatively, substandard 
employment might arise from a focus on short-term gains while ignoring 
long-term dynamic efficiencies. For example, the use of child labour could 
maximise short-term profits despite the low productivity of the very young. 
However, keeping children out of school could be inefficient in the long run 
since it means forgoing the future benefits of a larger accumulation of human 
capital and higher productivity (Basu, 1999). 

Labour standards could also produce faster growth due to their macroeco­
nomic. not microcconomic, impact Standards that increase labour's bargaining 
power will redistribute income towards workers. Higher labour incomes could 
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raise global demand and yield faster growth (Marshall, 1994). Others have 
reversed the logic and argued that more expansionary macroeconomic poli­
cies will produce an environment conducive to improving international labour 
standards (Singh and Zammit, Chapter II, this volume; Amsden, 1994). In 
this case, faster growth raises labour standards, not I'ice I'ersa. 

The arguments in favour of a system of global standards must be evaluated 
against warnings as to the potential dangers. In general, most arguments 
against global labour standards claim they will trigger unintended conse­
quences that will end up hurting the very people the policies aim to help. For 
example, eliminating child labour could encourage child prostitution. Raising 
wages could cost jobs. Stricter enforcement could cause firms to relocate. In 
short, global labour standards create market distortions that reduce economic 
well-being due to an inefficient allocation of resources. 

The most common variant of this theme is the argument that global stan­
dards compromise the competitive position of those developing countries with 
an abundance of low-skill, low-wage labour (Bhagwati, 1995; Corden and 
Vousden, 200 I). This loss of competitive advantage means fewer jobs and 
scarcer economic opportunities for poor workers with few skills. On the flip 
side, such protections shield workers in more affluent economies from global 
competition. In effect. there is a redistribution of wage income from develop­
ing to developed economies. Because of this, organisations advocating better 
labour standards on a global scale have been accused of pushing an agenda of 
disguised protectionism (Bhagwati, 2002: 47-90). Others have emphasised 
the relative importance of job opportunities over job quality for poor families 
in developing countries (Krugman, 1998; Kristof, 2002). They argue that, in 
the stark reality of the global economy, poverty-level wages and sub-standard 
employment represent an improvement over the next-best options in labour­
surplus economies. 

Others advance the position that, with complete markets, no externalities, 
and costlessly enforceable contracts, global labour standards will create a 
dead-weight welfare loss (Brown et al., 1990). However, this efficiency argu­
ment depends on perfect markets being able to seamlessly map shifts in 
relative factor prices onto the output prices of tradable goods and services in 
order to achieve Pareto optimal outcomes. The introduction of market imper­
fections, externalities, or multiple equilibria dramatically changes this picture. 

The idea that higher labour incomes support growth at the macroeconomic 
level has also been questioned, In the case of a small open economy, it is not 
always clear that a redistribution of income towards labour creates higher 
levels of aggregate demand (Bowles and Boyer, 1995). Wage income can be 
leaky in an economy with a strong propensity to import. Furthermore, insofar 
as investment responds positively to profitability, then standards that raise 
labour costs could have a dampening effect on investment, aggregate demand 
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and ultimately growth. Of course, if standards were enforced internationally, 
then global aggregate demand would rise as standards improve. However, 
small, open economies that compete for external sources of aggregate de­
mand might still be characterised as profit-led, since higher unit labour costs 
undermine their ability to sell on global markets (Amsden, 1995). 

Finally, there are non-economic considerations that should be taken into 
account - "in particular, the political process by which the standards are 
developed. If the movement for global standards is primarily an outcome of 
concerns raised only by advanced industrialised economies. then the justifi­
cation for these standards to be foisted upon developing nations becomes 
questionable. particularly if such standards are not considered to be part of 
the body of commonly accepted international law. Under these conditions, 
charges of 'aggressive unilateralism' and 'disguised protectionism' carry ad­
ditional weight (Alston. 1996). Similar concerns surface in proposals that 
delegate responsibility for labour standards to global governance institutions 
(for example the World Bank or the World Trade Organization) in which the 
balance of power tilts in favour of the world's rich countries. 

Gender dynamics and informalisation 
With the new international division of labour, women frequently account for 
the majority of the labour in low-income sectors producing manufactured 
exports. Lower wages for women have supported demand for their labour in 
highly mobile, labour-intensive industries. These developments represeat a 
more general trend towards increasing labour-force participation by women 
and declining average job quality which has been termed 'global feminization' 
(Standing, 1989). In addition, since labour markets around the globe remain 
segregated by gender, the growth in women's share of low-wage employment 
results from an expansion of jobs typically dominated by women, not simply 
an erosion of the quality of existing jobs as women enter the labour force 
(Elson, 1996). At first blush, the existence of a high proportion of women 
working in global manufacturing industries might imply that women would 
be the primary beneficiaries of improvements in labour standards. Such a 
cursory analysis, however. ignores the position women frequently occupy in 
both the household and in the paid labour market. 

While the employment of women keeps labour costs low and enhances a 
firm's profitability, low-wage jobs also provide economic opportunities for 
women outside of the household and, in tum, can grant them a greater degree 
of choice in their lives (Kabeer. 2000). This enhanced freedom gives women 
the latitude to delay marriage and childbearing, gain labour market experi­
ence, protect their economic options outside of the household, and increase 
their long-run earnings potential (Lim, 1983). Furthermore, access to money 
income improves women's bargaining position at home, thereby affecting 
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gender dynamics and strengthening women's influence over the distribution 
of household resources (Braunstein, Chapter 9, this volume; Sen, 1990; Roldan, 
1988: Joekes, 1987). Therefore, insofar as better standards reduce employ­
ment, these job losses disproportionately affect women, directly through a 
loss of wage income, but also indirectly by exacerbating other gender-spe­
cific inequalities. Even if the number of jobs remains unchanged, better 
employment conditions can impact women's access to jobs. For example, 
there is evidence that as job quality improves, women's access to these 
opportunities declines relative to men's (Elson, 1996). 

However, others have questioned the optimistic claim that low-wage 
employment provides an impetus for improvements in gender equality. 
Since women are often employed in globally mobile industries, an expan­
sion of employment in these sectors may not raise women's bargaining 
power relative to men working in less footloose sectors, especially during 
periods of economic liberalisation (Seguino, 2000). Along similar lines, a 
recent survey of women working in the maquiladoras of Tijuana found that 
the expansion of jobs had little impact on their ability to demand higher 
wages. The workers' income was not significantly higher than what they 
could earn elsewhere, although mal/lliia earnings were more stable (Fussell, 
2000). Survey work in Pakistan suggests that the availability of subcon­
tracted work does not improve the autonomy of women workers when such 
work reinforces their marginal position in the economy. Furthermore, par­
ticipation in the subcontracted labour market in Pakistan is often the result 
of the 'push' of poverty, rather than the 'pull' of securing an independent 
income (Khattak, 2002). 

The question of global labour standards, worker welfare and gender 
dynamics becomes more complex when we consider the growing 
informalisation of the low-wage labour market. Informalisation refers to 
the process by which economic activities increasingly move into unregu­
lated spheres. Informalisation manifests itself in numerous ways: a growth 
of the informal economy relative to the formal sector; an expansion of 
temporary, contingent and marginal jobs; an increase in the incidence of 
outwork (for example home-based production); and a lack of adequate 
enforcement for existing regulations. In this respect, informalisation reflects 
the erosion of job quality and the expansion of flexible employment prac­
tices which has become a defining feature of the current patterns of global 
integration (Standing, 1999). 

Recent research has documented a world-wide resurgence of informaIisation 
beginning in the 1970s and continuing into the 1980s and 1990s (ILO, 2002; 
Beneria. 200 I; Charmes, 2000: Portes et al., (989). The fact that many 
countries have seen informal employment expand during periods of relatively 
stable growth supports the argument that structural changes in the global 
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economy are responsible for growing informalisation. This stands in contrast 
to earlier counter-cyclical explanations which saw a rise in informal employ­
ment as being linked to poor economic performance in the formal sector. 

Informalisation impacts labour standards through two channels. By defini­
tion. informalisation increases the share of workers who are not covered by 
existing regulations. More indirectly. an expansion of the informal sector can 
place downward pressure on standards in formal employment by weakening 
the bargaining power of formal sector workers. A general erosion of labour 
standards will be most pronounced when workers face a compromised fallback 
position. Since the supply price of labour for formal sector occupations 
depends, in part, on the income that could be earned elsewhere, patterns of 
informalisation which reduce the average quality of economic alternatives 
will increase the vulnerability of employment conditions in many entry-level. 
formal sector jobs. 

In most countries, women account for the majority of informal sector 
workers (Benerfa, 200 I). Therefore, the process of informalisation parallels 
the general expansion of low-wage employment for women. In addition, 
many informal sector workers face constraints that bar their part;cipation in 
the formal labour market. For example, women engaged in childcare and 
other forms of unpaid household labour might be unable to participate in 
formal sector labour markets if the available jobs conflicted with patriarchal 
norms. the ability to perform unpaid work. or the quality of caring labour at 
horne. C In such cases, informal employment offers greater flexibility. Further­
more, there is some evidence that more austere macroeconomic policies, such 
as those associated with structural adjustment programmes. have squeezed 
household resources and reduced the number of formal sector jobs. These 
conditions create an incentive for greater participation in informal productive 
activities in order to maintain household incomes (ILO, 2002: Beneria, 1991: 
Yandemoortele. 1991). 

Informal eJ1lployment poses important challenges for enforcing global labour 
standards. The unregulated nature of informal production reduces labour 
costs and gives the informal economy a competitive edge over formal em­
ployment arrangements. Raising standards in the formal sector. therefore, 
could displace economic activity into the informal sector. Indeed. the recent 
growth of the informal sector calJs into question the effectiveness of a purely 
legislative approach towards improving employment conditions since exist­
ing labour protections are not enforced in the informal sector. A more effective 
strategy would improve employment conditions in the formal and informal 
sectors simultaneously. This would require a partial 'formalisation' of infor­
mal sector activity. However. reversing the process of inforn1alisation has the 
potential of negatively impacting women's access to an independent source 
of income. This would occur if formal sector jobs are disproportionately held 
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by men, due either to labour supply constraints or patterns of labour market 
segmentation. 

Damned if you do: evaluating the risk of unintended consequences 
Perhaps the strongest caution against global labour standards is the danger of 
job loss, particularly in developing countries with an abundance of low-wage 
labour and few alternative opportunities. This concern about jobs is not 
triviaL The International Labor Organization estimates that at the end of 
2000, approximately 160 million people will be unemployed around the 
world (ILO, 200 l: 15-23). Furthermore, the argument that global labour 
standards will exacerbate gender inequalities is largely based on concerns 
that disemployment effects will hit women the hardest 

Labour standards reduce employment when they raise the cost of labour. 
Obviously, new standards will have no impact on employment if current 
practices already fulfil all the regulatory stipulations. Nevertheless, improve­
ments in standards are justified precisely because existing conditions generally 
fall below a perceived threshold of decency. Therefore, if global labour 
standards are designed to have a broad social impact, they will likely raise 
labour costs. Indeed. empirical studies have shown a correlation between 
better labour standards and higher labour costs (Rodrik, 1996). However. 
even when standards raise the cost of labour, these higher costs do not 
automatically translate into a substantial loss of jobs. The question of the 
connection between labour costs and jobs remains an empirical one. 

In evaluating the possibility that better standards mean fewer jobs. we 
begin with a more focused question: have low-wage countries experienced 
faster rates of employment growth in labour-intensive manufacturing than 
high-wage countries? In answering this question, it is simplest to restrict 
attention to one sector: the manufacture of clothing and wearing appareL 
Why clothing'1 First, clothing is a highly globalised. labour-intensive indus­
try. Labour costs make up a large fraction of production costs, and competitive 
pressures are fierce. Second, debates over global labour practices often centre 
on clothing firms. For these reasons, clothing is a particularly relevant indus­
try for this discussion. 

Figure 12.1 plots the initial level of apparel wages. expressed in US dol­
lars, against subsequent employment growth, expressed as the average annual 
growth rate, for 59 countries for which comparable data are available.) The 
initial wage level is measured as a three-year average, centred on 1982, in 
order to smooth the distortions that could be introduced by exchange rate 
fluctuations in any given year. Employment growth reflects the IS-year period, 
1982 to 1996. The figure shows a clear negative relationship between initial 
wage levels and subsequent employment growth The estimated regression 
line running through the observations has a statistically significant negative 
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slope (p-value < 0.0001) - every additional $1000 in initial wages is associ­
ated with an estimated 1.25 per cent decline in the average annual growth rate 
of employment. 

The pattern of global clothing production appears to match the predic­
tions of international trade theorists: countries with an abundance of 
low-wage labour have seen employment in their clothing sectors expand as 
markets have become more integrated. However, the relationships between 
initial wage rates and subsequent employment growth sl1mv a great deal of 
variation - countries with nearly identical initial wages demonstrate very 
different patterns of employment growth. More importantly, the relation­
ships in Figure 12.1 do not tell us whether reasonable improvements in 
wages and working conditions in a particular country will always lead to 
job losses. For example, what would happen to employment if wages (and 
other components of labour costs) were to improve gradually in a low-wage 
country like Bangladesh? 

Research into the impact that changes in real wages have on employment 
in the global apparel industry found no definitive relationship when other 
factors change along with wages (Poll in et al .. forthcoming). If other factors 
- such as prices. productivity or consumer demand - adjust appropriately 
when wages increase. space can be created to accommodate better standards 
without generating welfare-reducing job losses. An ILO (2000a: 43) study on 
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the global garment and textile industries reaches similar conclusions: 'Labor 
costs remain an important cost factor, particularly in labor-intensive produc­
tion such as footwear and clothing. Nevertheless ... they are no longer a 
decisive factor in determining competitiveness on world markets: Similarly, 
research into the impact of changes in the minimum wage on poverty rates in 
developing countries has shown that higher minimum wages reduce poverty. 
although the impact may not extend to very poor households that do not 
participate in the paid labour force (Saget. 200 I: Lustig and McLeod. 1997). 
This evidence does not suggest that improvements in labour standards have 
no impact on employment, but it casts doubt on the argument that better 
standards leave workers worse off on average. 

To sum up: the impact of labour costs on employment cannot simply be 
dismissed as unimportant or trivial. However, empirical research suggests 
that a carefully designed system for implementing global labour standards 
that allows for other adjustments when labour costs increase can reduce (or 
possibly eliminate) the risk of job loss and can be welfare-enhancing for 
those workers who the policy aims to help. 

Strategies for implementation: a brief history 
Despite the potential that a system of labour standards possesses for raising 
the well-being of ""age eamers around the world. designing and implement­
ing an appropriate set of institutions to realise this goal remains a significant 
challenge. A review of the past strategies put forward by social reformers and 
the consequent institutional changes that have occurred helps set the stage for 
a discussion of current efforts to realise a coordinated approach to labour 
standards. 

Early support for intemational labour standards first emerged in the nine­
teenth century. Advocates included Robert Owen, the Scottish industrialist 
and utopian thinker; Charles Hindley, a British Member of Parliament from 
1835 to 1857; and Daniel Legrand, a prominent manufacturer from Alsace. 
As early as 1818, Owen was suggesting that the governments of continental 
Europe should implement a system of labour standards to improve conditions 
among Europe's working classes (Lorenz, 2001: 41). Foreshadowing today's 
'race to the bottom' arguments. Hindley argued that international standards 
would prcvent compctitive pressures from eroding working conditions in 
Britain - in particular, lengthening the working day (Follows. 1951). In a 
similar vein. Legrand promoted international labour legislation for Europe in 
the mid-nineteenth century (Follows, 1951). Legrand was strongly influenced 
by the Christian socialist tradition which advocated for reforming capitalism 
to produce humane social outcomes while condemning as heresies the de­
mands of more radical socialist movements (Gide and Rist, 1948: 514-44: 
Lorenz, 2001: 41-4). 
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The work of these early proponents of international labour standards paved 
the way for the establishment of the International Labor Organization ({LO) 
in 1919 at the Versailles Peace Conference. After the turmoil of World War r, 
the creation of the ILO was seen as an important initiative to maintain peace, 
social stability, and shared prosperity in the world.4 In 1946, the ILO became 
the first specialised agency of the United Nations (UN) and represents the 
only institution created by the Treaty of Versailles to survive today. It is also 
the only UN agency in which non-government organisations play a large 
institutionalised role in formulating policy. 

The ILO operates by creating conventions that address a range of labour 
market policies through a process of stakeholder negotiations (in general, 
business, labour and government). The ILO then attempts to persuade gov­
ernments to ratify the conventions, with the understanding that ratification 
implies that domestic legislation will be adjusted, when necessary, to comply 
with the conventions. Of all the conventions developed by the ILO, eight are 
deemed 'core conventions' covering four key areas of basic human rights: 
freedom of association and collective bargaining, the abolition of forced 
labour, the elimination of child labour, and non-discrimination. 

While the ILO has had a significant impact on improving labour standards 
around the world, its approach has limitations. Ratification of an ILO conven­
tion does not guarantee enforcement of the standards in question. In many 
cases, the capacity to enforce labour laws is lacking, and widespread abuses 
are common. In addition. membership in the ILO is not conditional on 
ratification of the core conventions. For example, both China and the United 
States have only ratified two of the eight core conventions. Finally, with the 
growth of multinational production systems, a strategy aimed at influencing 
national policy on a case-by-case basis could be misdirected. Greater capital 
mobility and increased subcontracting mean that individual regulatory 
regimes are under pressure to relax controls or risk losing job-creating 
investments. 

In reaction to the growing internationalisation of economic activity, influ­
ential global organisations began to develop corporate codes of conduct in an 
effort to regulate the actions of multinationals. The UN took the lead and. in 
1974, established the Center on Transnational Corporations (UNCTC), \vhich 
began developing a comprehensive code of conduct for multinational corpor­
ations covering many aspects of corporate behaviour. including labour 
practices (United Nations, 1986). The OECD launched its own Declaration 
on International Investment and Multinational Enterprises in 1976, which 
also set up a framework for governing corporate actions (OECD, 2000). In 
1977, the ILO followed suit, with its Tripartite Declaration of Principles 
Concerning Multinational Enterprises and Social Policy, which focused more 
directly on labour issues (ILO, 2000b). 
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These codes attempted to develop a universal set of standards that were to 
be sensitive to a country's level of development: they were meant to apply to 
all multinationals: and they were developed by prominent international or­
ganisations. However. not one has been implemented in a meaningful way. 
Despite several drafts, the UN code was never ratified and the Center on 
Transnational Corporations disappeared completely in 1993. having been 
incorporated into the United Nations Conference on Trade and Development, 
or UNCTAD (Jenkins, 2001). While the OECD and ILO codes achieved a 
higher level of consensus, there was no comprehensive plan for implementa­
tion, monitoring or enforcement. Compliance was voluntary, but the codes 
contained few, if any. incentives to encourage firms to change their practices. 

Moreover. in the 1980s the global policy climate began to shift. Instead of 
questioning the behaviour of multinationals, many developing nations em­
phasised the need to attract a growing share of foreign investment. In this 
context of a new neo-Iiberal, market-oriented ideology, the ILO had trouble 
expanding its base of national governments that have ratified its more recent 
conventions extending protections into areas such as health and safety. let 
alone enforcing rules governing the behaviour of multinationals (Pearson and 
Seyfang, 200 I). The ultimate outcome was that these early efforts to regulate 
global corporate behaviour failed to deliver (Tsogas. 2001: 61-2). 

As these first codes of conduct faded into obscurity, there was little to 
replace them with until the 1990s. However. growing public awareness over 
sweatshop practices and human rights violations among the suppliers to 
brand-name manufacturers prompted the development of a new type of cor­
porate code of conduct. These new codes were created by the multinationals 
themselves in response to the increasingly public accusations of profit­
hungry corporations turning a blind eye to labour abuses. In 1991, Levi-Strauss 
& Co became the first brand-name corporation in this new wave of social 
responsibility to adopt a code of conduct. Many other US and European 
companies followed suit. Literally hundreds of different codes currently exist. 
Because these codes were developed with little coordination, there is an 
enormous amollnt .of variation from one code to the next (Kolk el al., 1999). 

These corporate codes of conduct have numerous shortcomings. First, they 
suffer from the 'fox in the chicken coop' problem - corporations have an 
incentive to minimise the damage of a negative report by limiting the number 
of monitored suppliers or by restricting what information is made public. 
Second, they frequently pay scant attention to issues of implementation. 
Developing a code of conduct for public relations purposes receives much 
more attention than ensuring that the standards are actually implemented. 
Third. because of the variation in the content of the codes, consumers find it 
difficult to determine what compliance with a code of conduct really means. 
For the producers of the goods, the existence of multiple codes increases the 
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difficulty of compliance. Many subcontractors accept jobs from different 
multinationals, each with a different code of conduct (Kemp, 2001). Often 
producers opt for the lowest common denominator and follow the codes that 
are easiest to implement. 

In recent years, an alternative approach to implementing global labour 
standards links labour practices to the rules goveming intemational trade 
The idea of a 'social clause' would allow trade sanctions to be directed at 
countries in which sub-standard labour practices exist (Caire, 1994). Theor­
etically, a social clause would prevent 'social dumping' - for example, securing 
a competitive advantage from labour abuses or lax environmental protections. 
While the social clause was first framed within the context of the General 
Agreement on Tariff and Trade (GATT), today's debate focuses on the World 
Trade Organization (WTO), GATT's successor. Some have argued that the 
social clause should be a joint project of the ILO and the WTO (Ehrenberg, 
1996). 

The idea of a social clause has frequently been criticised for its potential to 
be used as a tool for disguised protectionism. Since it imposes trade sanctions 
on the offending country, the penalties could harm export workers in devel­
oping countries, making them \vorse off than they would have been without a 
social clause. Others have questioned whether the WTO is the appropriate 
institution for addressing labour standards. In particular, some have argued 
that introducing a social clause into the WTO would lead to inefficient 
negotiations, since it requires the simultaneous determination of domestic 
and international policies (Brown, 200 I). In addition, the social clause sanc­
tions a particular state for abuses found in a transnational production chain. It 
is unclear whether punishments directed at national govemments are always 
the most appropriate measures for enforcing labour standards in the context 
of global production. 

Commodity chains and global standards 
The relationship between globalised production and a system of labour stan­
dards is best understood within the context of the global commodity chain. 
The global commodity chain refers to the way in which the production, 
distribution and sales of goods is organised across national borders. Global 
commodity chain analysis has been developed in the work of Gary Gereffi 
(1994) and others as a means of understanding the organisation and influence 
of different players in global production systems. For example, a commodity 
chain for the production of a pair of sports shoes includes the subcontractor 
which actually assembles the shoes, the intermediary (or 'jobber') which 
coordinates production among a network of subcontractors, the brand-name 
multinational which designs the shoe and builds the brand image, and the 
retailer which ultimately sells the shoe to the consumer. 
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The labour-intensi\'e production of many consumer goods (for example 
clothing. electronics or footwear) is often characterised by buyer-driven com­
modity chains in which laIge retailers or brand-name corporations set up and 
influence a decentralised system of production and distributionS Market power 
differs dramatically among the different players along the chain. The actual 
production is subcontracted out to small firms. which generally face ex­
tremely competitive conditions (Gereffi. 1994; Bonacich and Appelbaum. 
2000). Therefore. subcontractors cannot easily raise the price of their output 
without risking a loss of business. On the other hand. retailers and brand­
name multinationals enjoy some degree of market power. which they can use 
to keep prices low for the goods they purchase or to earn rents through the 
development of monopolistic brand identities. 

Since subcontractors face intense competition. focusing adjustment strat­
egies on these firms is likely either to fail completely or to produce the type 
of unintended consequences previously discussed. However. brand-name 
manufacturers and large retailers could use their market power to implement 
improvements in labour standards at the level of production by compensating 
subcontractors for the cost increases. For example. they could raise retail 
prices modestly and pass these revenues back to finance the improvements in 
employment conditions. Unintended job losses would be avoided since sub­
contractors who complied with the standards would receive the resources 
necessary to implement the improvements. 

A study of the possibility of financing workplace improvements through 
such a scheme found that a 2-6 per cent increase in the final retail price could 
finance a 100 per cent increase in production-worker wages for a variety of 
different garments (Pollin et al .• forthcoming). The magnitude of this price 
increase falls well below the amount that consumers ha\'e said they would be 
willing to pay to ensure that their clothes are not produced under sweatshop 
conditions (see. for example. Elliot and Freeman. 2000). Therefore, by mak­
ing adjustments in the upper segments of a global commodity chain, resources 
can be generated for financing substantial changes in working conditions at 
the point of production, Furthermore. since profits of large retailers and 
brand-name producers depend on the careful cultivation of their brand im­
ages and corporate reputations, an association with sub-standard labour 
practices could damage profitability. Similarly, a good reputation with re­
spect to labour standards would enhance a company's competitive position. 

Standardised codes of conduct for multinational commodity chains 
In a departure from other approaches to global labour standards, there has 
been a movement towards establishing a standardised code of conduct. with 
independent monitoring and enforcement. to implement labour standards 
across entire commodity chains. Examples of organisations embracing this 
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approach include the Fair Labor Assocation (US). the Ethical Trading Initia­
tive (UK). the Clean Clothes Campaign (Europe). Social Accountability 
International (US). and the Worker's Rights Consortium (US). With these 
approaches. multinational firms ensure that labour practices meet a common 
set of standards across all their suppliers. These standards include issues of 
health and. safety, hours of work, human rights, freedom of association. 
wages and discrimination. A process of independent verification through 
factory inspections and visits to production sites - including informal sector 
producers - ensures that the code has been implemented. Firms that meet the 
basic standards can use this seal of approval in marketing and promotion. 
Sub-standard labour practices that are not corrected are publicised with the 
result that the reputation and brand-image of the company in question suffers. 

While these independent monitoring and certification organisations avoid 
many of the problems associated with corporate codes of conduct, certain 
constraints remain. Many limit themselves to one particular market or one 
particular industry (for example the university logo market or the apparel 
industry). There is no universal code of conduct and substantial variations 
among the established codes persist. Furthermore, many rely on professional 
auditors with little or no experience with the countries and communities 
involved. Finally, participation is voluntary. Therefore, compliance depends 
to a large extent on the strength of the incentives created. 

However, these limitations can be addressed in a number of ways. Borrow­
ing from the earliest codes of conduct, a single enforcement agency to monitor 
multinational behaviour could be housed in a well-established international 
organisation. such as the ILO. Of course, additional resources would need to 
be channelled to the agency for operational support - through fees paid by 
member corporations, an expanded budget for the international institution, or 
a combination of sources. Furthermore, the enforcement agency could estab­
lish a network of NGOs, trade unions, and informal sector organisations to 
develop a mechanism of lodging complaints and grievances. A subset of the 
local non-governmental and labour organisations could also be encouraged to 
undergo training to serve as external auditors in the certification programme. 
Such all arrangement would take into account relatiollships across the global 
commodity chain while providing space for input from more domestic 
organisations. 

Limitations of global labour standards 
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 
receiw any benefits, since the standards are aimed at workers who produce 
goods for export. Workers producing non-traded goods and services would 
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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 expansionary 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 inter­
ventions - both macroeconomic and in terms of international regulation -
would also reduce the tensions between better standards and job creation. 

Despite the limitations of global labour standards, the potential that such 
interventions have for improving the working lives of a significant number of 
people should not be underestimated. Furthermore, the possible impact of 
such a system extends well beyond the benefits generated by its core policies. 
The developmellt uf an appropriate regulatory scheme for enforcing basic 
standards of decency could serve as a model for governing multinational 
economic activities more generally. Because of tbese possible contributions, 
striving to create an effective framework for global labour standards repre­
sents an important policy goal in this era of the new international division of 
labour. 

Notes 
I. The International Labor Organization (ILO) adopted this stance in its 19+6 Declaration of 

Philadelphia The Declaration was attached as an appendi\ to the [lO constitution, 
For example. Sathar and Kazi (1989) found that Pakistani households in which women 
worked in more formal factory settings had a higher incidence of child mortality than 
households in which women were engaged in paid home-based production 

3. Data are taken from the United Nations Industrial De\elopment Organization (UNIDO). 
Industrial Statistics Database 3-digit ISIC CD-ROi\! 200 I 

4 See the 1919 Constitution oFthe IlO. especially the Preamble. for an eloquent justification 
for the founding of the organisation 

5 Buyer-driven commodity chains can be contrasted with producer-driven commodity chains 
in which large industrial enterprises set up the system of global production .. The relati\ely 
capital-intensive manufacture of automobiles. aircraft and electrical machinery can be 
thought of as examples of producer-driven commodity chains. 
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13 Globalisation and productivity 
Joseph Plasmans 

1. Introduction 
Labour productivity provides a simple, but powerful indicator of economic 
efficiency. It measures how much output is obtained per hour of work. It also 
has a straightforward connection to living standards as measured by per 
capita income: the more hours spent on work and the higher the level of 
productivity, the higher is per capita income. In a study based on annual data 
and published by The Conference Board - a not-for-profit research organis­
ation based in the United States - McGuckin and van Ark (2002) show that, 
although some European countries have among the highest labour 
productivities in the industrialised world and despite the large GDP slowdown 
in the United States, US labour productivity (both level and growth) is still 
higher than that of the EU and Japan. Compared to 1995-2000, US labour 
productivity slowed by 0.2 percentage points during 2001. This slowdown 
was less than for the DEeD as a whole (-1.1 percentage points), the Euro­
pean Union (-0.8 percentage points), or Japan (-2.5 percentage points). US 
productivity growth (1.8 per cent) also remained higher than in the other 
major regions of the DECD. This was achieved through a decline of 0.7 per 
cent in hours worked, as GDP growth was only 1.1 per cent in 2001. Hence, 
McGuckin and van Ark (2002) state that, despite the recession and the events 
of September 11, 2001, the (labour) productivity growth in the United States 
remained remarkably on trend, so that the developments of 2001 cannot be 
interpreted as a break in the phase of productivity acceleration that began in 
the mid-1990s. From 1995 to 2001, US labour productivity grew at about 2 
per cent per year, compared to 1.1 per cent from 1990 to 1995. 1 In contrast to 
the United States. the (labour) productivity growth in the European Union -
where growth had been slowing since the mid 1990s - registered a below­
trend deceleration of -0.8 percentage points during 2001, over 1995-2000. 
Slowing to 0.6 per cent in 200 I. the EU productivity growth was only one­
third of that of the US. This reflects a continued increase in (total) EU 
working hours, at more than I per cent during 2001. Whereas the American 
acceleration in labour productivity since 1995 has been accompanied by a 
slight increase in working hours, the European employment growth went 
together with an almost halving of the (labour) productivity growth rate, but 
with much diversity across EU countries. Japan, where the (labour) produc­
tivity growth decelerated 2.5 percentage points in 2001,2 was also below 
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trend. This is a major change compared to the 1990s, when grO\\·th I emained 
stable in Japan. 

The sole OEeD countries that showed a higher labour producti\ity than 
the United State in 2001 were four European countries Belgium. Norway. 
France and the r\etherlands.) The high labour producti\'ity in the Benelux 
countries. and especially in Belgium. is particularly striking As indicated in 
Table 13 l. BelgIUm had the highest labour producti\ity of all industrialised 
cOllnt! ies at 112.-1 per cent of the US level in 2001 and the Netherlands came 
fourth at 100.9 per cent of the US level. Perhaps even more surprisingly. 
Belgium exceeded the United States in (labour) productivity growth during 
the whole of the 1990s." 

In the standard neDclassical framework, labour productivity is determined 
by the level of technology and the accumulation of capitaL If marginal 

Tob/e J 3. J PrudIlClil'in' fJeJ/orl110llCe (~f the industrialised countries 

GDP per hour worked I 

Belgium 
Netherlands 
France 
Ireland 
Austria 
Denmark 
Germany 
Italy 
Finland 
Sweden 
UK 
Spain 
Greece 
Portugal 

EU 
US 

SOlej 

.-\, rcr ,'"nl or L'S in ~ClO I 
- :-'\\"crJge annuul growth 

112.-1 
100.9 
1018 
98.-1 
95.9 
93.5 
92.5 
88.0 
86.3 
81.7 
79.5 
75.0 
58."\ 
521 

87.-1 
100 

SOllla: McGuckin and \'an Ark (2002) 

Labour productivity growth C 

1990-1995 1995-2001 

') 'J 2.1 
I 1 0.9 
IS 1.0 
3.5 5.1 
1 8 2.6 
:: .-1 1.2 
4 J 
-).- 1.5 
3.1 07 
28 2.5 
1.9 1.6 
:: 5 1.7 
, 4 

- .' 0.1 
06 2.6 
36 2.0 

25 I 3 
1.1 2.0 
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Table 13.2 Growth ill laboltr dell/alld 

Average annual growth of total hours worked (9c) 

1990-1995 1995-2001 

Belgium -0.7 0.4 
Netherlands 1.0 2.3 

France -0.4 1.4 
Ireland 1.1 3.6 
Austria 0.3 -0.3 
Denmark -0.4 1.3 
Germany -1.5 0.1 
Italy -1.8 1.1 
Finland -3.4 1.8 
Sweden -1.3 1.0 
UK -0.9 1.0 
Spain -1.0 3.5 
Greece 0.7 0.8 
Portugal -1.8 1.3 

EU -1.0 1.2 
US 1.2 1.6 

SOl/ree: l\!cGuckin and vun Ark (2002) 

productivity of capital is diminishing, then the capital-to-labour ratio is deter­
mined by the level of technology also. Therefore it is not surprising that there 
has been a vast amount of literature on the issue of technological progress. 
·Innovation· has become one of the key words in assessing the performance 
of economies. Many empirical studies have examined the linkage between 
R&D activities, which are regarded as the most important source of innova­
tion, and productivity growth. 

However, the neoclassical framework overlooks a number of important 
aspects of the economy that might contribute to raising productivity. In this 
chapter we focus on three non-technological aspects of the economy which 
could influence labour productivity, that is. fiscal and regulatory burdens on 
employment. imperfect competition and geography. 

When costs of hiring labour are high (for example, through high taxation 
or heavy social charges), firms would substitute capital for costly labour, 
raising the capital to labour ratio and, hence, labour productivity. As a conse­
quence of such substitution, the firm may ha\'e to offer lower returns on 
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trend, This is a major change compared to the 19905, when growth remained 
stable in Japan, 

The sole GEeD countries that showed a higher labour productivity than 
the United State in 200 I were four European countries: Belgium, Norway. 
France and the Netherlands.' The high labour productivity in the Benelux 
countries, and especially in Belgium, is particularly striking. As indicated in 
Table 13.1, Belgium had the highest labour productivity of all industrialised 
countries at 112.4 per cent of the US level in 2001 and the Netherlands came 
fourth at 100.9 per cent of the US leveL Perhaps even more surprisingly, 
Belgium exceeded the United States in (labour) productivity growth during 
the whole of the 1990s.4 

In the standard neoclassical framework, labour productivity is determined 
by the level of technology and the accumulation of capitaL If marginal 

Table l_:U Prodllctivity performance of the industrialised cOlin tries 

GDP per hour v-.'orked l 

Belgium 112.4 
Netherlands 100,9 
France 101.8 
Ireland 98.4 
Austria 95,9 
Denmark 93.5 
Germany 92.5 
Italy 88.0 
Finland 86.3 
Sweden 81.7 
UK 79.5 
Spain 75.6 
Greece 58.5 
Portugal 52.1 

EU 87.4 
US 100 

NOles: 
I As p~r cent of US in 200 I 
, Average annual growth 

SOllne: McGuckin and van Ark (20021 

Labour productivity growth2 

1990-1995 1995-2001 

2.2 2.1 
1.1 0,9 

1.5 1.0 
3.5 5.1 
1.8 2.6 
2.4 1.2 
" "1 -'.- 1.5 
3.1 0.7 
2.8 2.5 
1.9 1.6 
2.5 1.7 
'J ' _"J 0.1 
0.6 2.6 
3.6 2.0 

2.5 L3 
1.1 2.0 

www.ebook3000.com

http://www.ebook3000.org


Globalisatioll and productivity 239 

Table J 3.2 Growth ill labour demand 

Average annual growth of total hours worked (%) 

1990-1995 1995-2001 

Belgium -0.7 0.4 
Netherlands 1.0 2.3 

France -0.4 1.4 
Ireland 1.1 3.6 
Austria 0.3 -0.3 
Denmark -0.4 1.3 
Germany -1.5 0.1 
Italy -1.8 1.1 
Finland -3.4 1.8 
Sweden -1.3 1.0 
UK -0.9 1.0 
Spain -1.0 3.5 
Greece 0.7 0.8 
Portugal -1.8 1.3 

EU -1.0 1.2 
US 1.2 1.6 

Source: McGuckin and van Ark (2002). 

productivity of capital is diminishing, then the capital-to-Iabour ratio is deter­
mined by the level of technology also. Therefore it is not surprising that there 
has been a vast amount of literature on the issue of technological progress. 
'Innovation' has become one of the key words in assessing the performance 
of economies. Many empirical studies have examined the linkage between 
R&D activities, which are regarded as the most important source of innova­
tion, and productivity growth. 

However, the neoclassical framework overlooks a number of important 
aspects of the economy that might contribute to raising productivity. In this 
chapter we focus on three non-technological aspects of the economy which 
could influence labour productivity, that is, fiscal and regulatory burdens on 
employment, imperfect competition and geography. 

When costs of hiring labour are high (for example, through high taxation 
or heavy social charges), firms would substitute capital for costly labour, 
raising the capital to labour ratio and, hence, labour productivity. As a conse­
quence of such substitution, the firm may have to offer lower returns on 
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investment or charge a higher price for its output. Moreover, employers' 
contributions to social charges could often turn out to be regressive: that is 
the firms have to pay relatively more for low productivity workers taking the 
quality of labour into account. Then firms may choose not to employ low­
productivity workers at alL When less-skilled workers are left out from 
economic activities in this way, the output per worker could well be high but 
it is hardly a desirable outcome for the society. 

If production involves fixed inputs, the degree of competition could also 
affect productivityo It is evident that in many industries, sizeable fixed costs 
such as overhead labour, R&D expenditures, and advertising costs are in­
volved in the operation of the finns. The existence of fixed costs imply that 
technology exhibits increasing returns-to-scale. For a given level of demand 
for the industry's output, each firm would produce more when there are fewer 
firms competing in that industry. Hence, less competition allows each firm to 
exploit the economies of scale to a greater degree, thus increasing its produc­
tivity. Higher labour productivity does not imply a better outcome for the 
society in this case either, since consumers would have to pay higher prices 
and would find less variety in the product marketso 

We will also examine the role geographical location may play in contribut­
ing to the very high labour productivity of Belgium. It could be argued that 
the location of Belgium on the European continent gives it high 'market 
potentiaL l'vlarket potential is the idea that the potential demand for goods 
and services produced in a location is determined by that location's access to 
consumers for its goods. We will use a model in Hanson (1998) to examine 
the spatial aspect of the European economy. This spatial aspect of the economy 
is somewhat different from other aspects in so far that policy implications are 
less obvious. Transportation networks of the Benelux countries are well 
developed and there is a limited scope for obvious improvements. However. 
improvements in communications technology and growth of Eastern Euro­
pean countries may bring changes to relative advantages with respect to 
location. 

The rest of this chapter is organised as follows. In Section 2 the possible 
effects of social charges are briefly discussed. The linkage between the inten­
sity of competition and labour productivity is explored in Section 30 Section 4 
examines the spatial aspects of the European economy and their relation to 
labour productivity. 

2. Labour market and productivity 
It is a well-known argument that fiscal and regulatory burdens on hiring 
workers in European countries have the effect of increasing the average 
labour productivity with strong insiders and weak outsiders. High social 
charges are a noted feature of many of the European countries and the 
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occurrence of such heavy burdens is often cited as a reason for the poor 
performance of European labour markets in terms of job creation. Such high 
social charges could well have the effects of raising labour productivity, first 
by forcing firms to substitute capital in place of costly labour. and secondly 
by making it too costly to hire low-productivity workers. 

In fact the first point about the substitution of capital for labour does not 
necessarily follow from the existence of fiscal and regulatory burdens. As far 
as the capital-to-Iabour ratio is concerned. what matters is the relative price 
of labour and capital. There are also taxes on capital in the form of corpor­
ation tax and capital gains tax. The taxation system is invariably complicated 
in all countries, thus making international comparisons of the true relative 
cost of labour and capital difficult. 

As indicated in Table 13.3, social charges, defined as the difference be­
tween personnel costs and gross wages and salaries, are very high in Belgium 
and France. However. the differences in the unit labour costs are smaller. It 
appears therefore that workers bear a large proportion of social charges in the 
sense that they are willing to accept lower wages. 

Table 13.3 Social charges and unit costs 

Fiscal burdens on employment 

Social charges I Unit labour cost" 

Belgium 58.8 40.73 
Netherlands 1831 
Luxembourg 15.67 34.86 

France 44.1 35.45 
Germany 
(excluding ex-GDR) 23.2 40.75 
UK 13.38 21.68 

NOles: 
I Social charges expressed as a percentage of wages and salaries 
2 Unit labour cost refers to labour cost per employee 

Source: Eurostat. All ligures are for manufacturing in 1995. 

The maximum tax rate applied to corporate income is about 40 per cent in 
Belgium (becomes 33.5 per cent in 2003) and 35 per cent in the Netherlands. 
It is about 40 per cent in Germany and the United States, 35 per cent in 
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France. and 30 per cent in the UK. HowewL little can be inferred from these 
figures alone. because many other factors such as fiscal deductions and 
exemptions may be important MoreO\'eL when there are uncertainties. social 
regulations on firing workers also become a 'cost' to employers. To examine 
the extent of the "substitution effect" on labour productivity. we need some 
estimates of the true relative cost of capital and labour as well as of the 
substitutability of labour. capital and other factors of production. 

The idea that low-productivity workers are "squeezed out' of employment 
due to fiscal and regulatory burdens is more straightforward. Employers' 
contributions to the social security system often turn out to be "regressive'. 
making it relatively more costly to employ low-productivity workers. Hence. 
such a fiscal burden on employers tends to discourage employment of low­
productivity workers more than of high-productivity workers .. Hence. people 
in employment would exhibit high productivity. 

Eurostat prO\ides data on the shares of workers with different educational 
attainment. Unfortunately. these data are restricted to manufacturing and a 
few other sectors and do not contain ligures for the service sectors. We need 
information on the educational attainment of all employed persons and also 
of those who are out of work 

In order to assess the effect ot liscal burdens in squeezing out low-pmduc­
tivity workers. we need to make international comparisons of the educational 
level of the employees and the unemployed. 

3. Imperfect competition and productivity 
When there are fIxed costs in production. average cost is decreasing in 
output. It implies that. when there is less competition so that the number of 
Ilrms in the industry is lower and the firms are larger. economies of scale 
would give the lirl11s higher productivity. This point can be illustrated with a 
model of monopolistic competition which makes the following assumptions 
for the product market and behaviour of the firms. Assume that there are /I 

lirms in the industrv and that these firms produce differentiated goods. Prod­
uct differentiation gi\es each firm a degree of monopoly power. It is assumed 
that each hrm takes the prices ot other linns' products as gi\'en when setting 
its own price The total demand for the industry. denoted by 75. is treated as 
glwn. The demand tacing linn i is then gi\'en by: 

-[I - J Qi D -;; - y( ~ - p) . (] 3.1 ) 

where Qi is the demand for linn i's output. Pi is the price linn i charges for its 
output and P is the average price charged by linn i's competitors in the 
industry"' 
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It is assumed that production requires only one factor of production, labour, 
denoted by L;. Units are taken so that the wage rate is equal to unit and C; = 
L;. where C; is the total cost of firm i. The production is assumed to involve a 
fixed cost. so that the cost function is given by: 

( 13.2) 

where a is a parameter representing the fixed cost and ~ is the marginal cost 
The existence of a fixed labour input implies that labour productivity is 
increasing in output, Q, All firms in the industry are assumed to be symmet­
ric so that P; = P and Q; = Din in equilibrium. Therefore. for a given level 
of demand for industry output, D. labour productivity is decreasing in the 
number of firms. /I. Thus, when there is less competition (that is fewer fimls 
in the industry), labour productivity is higher. 

When there are fewer firms in the industry, the average cost is likely to be 
smaller than the price charged by the firm. It can be verified that labour 
productivity is positively correlated with the margin of the price over the 
average cost in this model. Profit maximisation leads the firm to set the price 
such that: 

1 
P=-+]3. 

ny 

The average cost of the nnn is given by: 

( 133) 

(13.4) 

If the firms are able to charge a mark-up. lla. on average cost. then we have: 

It is evident that: 

[an J 1 ll"c-- +]3 = - +]3. 
D ny 

UII 
--<0. 
ull" 

(135) 

( 13.6) 

Is it possible therefore that the high labour productivity in Belgium (and 
the Netherlands) is partly due to the lack of competition in these economies? 
For manufacturing at least, this is unlikely. Firms in Belgium tend to be small 
and the idea that firms achieve a high labour productivity by exploiting the 
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economies of scale does not apply to Belgium. Konings ef {II. (200 I) measure 
mark-ups in Belgium and the Netherlands and find that mark-ups are gener­
ally higher in the Netherlands. Ohinata and Plasmans (2002) find that, although 
the mark-ups of prices over average costs are similar in these countries, the 
mark-up of price over marginal cost is greater in Belgium. suggesting that the 
firms in the Netherlands exploit economies of scale more than their Belgian 
counterparts. 

4. Geographic concentration and labour productivity 
There has been a revival of interest in economic geography in the last decade. 
Krugman (1991 a; 1991 b; 1992) develops a model to show how an economy 
can become differentiated into an industrial core and its periphery. Interest­
ingly, Krugman (1991 a) makes the following COlllments in his introduction: 
'It has been often noted that night-time satellite photos of Europe reveal little 
of political boundaries but clearly suggest a centre-periphery pattern whose 
hub is somewhere in or near Belgium.' 

In Krugman's model, concentration of industry occurs due to an increasing 
returns-to-scale technology and the existence of transport costs attributes 
spatial agglomeration to product-market linkages between regions. The idea 
is related to the concept of 'market potential' in Harris' (1954) publication, 
which is the idea that the potential demand for goods and services produced 
in a location is determined by that location's access to consumers for its 
goods and services. Harris ([954) simply defines the market-potential func­
tion as that function which equates the potential demand for goods and 
services produced in a location with that location's proximity to consumer 
markets, or: 

lV!~ = l..fWk)h(djJ.)' ( 13.7) 
kEA' 

where /vi Pj is the market potential for location j. Yk is income in location k. 
and dik is the distance between location (region) j and location k. The set K 
includes all regions where there is potential demand for goods produced by 
firms in location;. The functionf(-) is increasing in income, Yk, and can be 
interpreted as the potential demand for goods in the absence of transportation 
costs. The function /1(.) is assllmed to be decreasing in dF and Iz(·) can be 
considered as a discount factor to take transportation costs into account. 
Thus. the market potential of location) is the sum of the potential demands of 
all the regions to which the finns in regionj can ship goods taking transporta­
tion costs into account. 

In the presence of sizeable transportation costs. firms would want to set up 
a production unit in each and every market. However. this would be unecon-
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omical in the presence of fixed costs. Hence, when there are transportation 
costs and technology displays increasing returns-to-scale, firms would have 
fewer and larger production units and locate them in a region with a high 
market potential. 

It is easy to see that regions with higher market potential would have 
higher labour productivity. Regions with higher market potential would at­
tract investment. and accumulation of capital would raise labour productivity 
unless the supply of labour is perfectly elastic. Moreover, it is reasonable to 
assume that the wage rate is largely determined by its productivity. In Eu­
rope. there are obstacles to labour mobility in the form of linguistic and 
cultural differences. Thus, it is reasonable to assume that a European region 
with a higher market potential would have a higher labour productivity and a 
higher corresponding wage rate 

Hanson (1998, ~oo I) carries out an empirical application of Harris' (1954) 
market-potential function (equation 13.7) and examines the spatial correla­
tion of wages, employment and consumer purchasing power. We estimate 
two versions of the basic spatial wage equation. The first is a model which 
can be written as: 

K 

log( Il"j) = au + 0. 1 I log( Yk )e-u :d , + f j. 
k=1 
1."'/ 

(13.8) 

where the dependent variable Ilj is the nominal wage in location (region) j. (/1)' 

0. 1, and 0.2 are the non-negative parameters to be estimated, and fj is a stochastic 
error tern1. In the core new economic geography model. the nominal wage 
equation (13.8) can be looked upon as a spatial labour demand function to the 
extent that wages (and. hence. labour demand) in a region are higher. the nearer 
this region is to areas with a high demand for this region's products. In other 
words. equation (13.8) implies that wages ill a region reflect the demand for 
goods produced in that region. where consumer demand is determined by 
transport costs and the spatial distribution of income. The second version of the 
spatial wage equation is also used in Hanson (1998): 

(13.9) 

Typically. compensation for labour accounts for roughly two thirds of in­
comeo Thus. a shock to the wage rate could well be cOITelated with income 
which forms a part of the regressor. Therefore. we do not include income for 
the region /.: = j when constructing the regressor. 
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4.1. Data description 
Countries included in this study are nine continental European countries. 
Belgium. Germany. Denmark. Spain. France. Italy. Luxembourg. the Nether­
lands and Portugal. Offshore regions. namely Canarias (Spain), Departements 
D' Outre-Mer (France). Sicilia (Italy) and Sardegna (Italy), are not included. 
The variables in the estimating equations are the average \V'age, income and 
distances. The average wage is obtained by dividing 'wages and salaries' by 
'nuillber of persons employed'. Eurostat prO\ides data for 'social charges as 
a percentage of wages and salaries'. 

The ligures for 1995 arl: used to convert wages and sal:lrics into total 
personnel costs. To proxy income. GOP at the regional level is used, 

Eurostat uses the Nomenclature of Territorial Units for Statistics (NUTSI 
to define regions. For 'wages and salaries' and 'GDP', regional data at the 
NUTS2 level are used, For the distance between two regions. the distance 
between regional capitals at the NUTS I level are used. When Eurostat docs 
not give the capital for a NUTS I-region, then the capital of a NUTS2-region 
\vhich is given the number 'I' is used, For example. the capital for the region 
Noroeste (code ES I) is not given. The region Noroeste is divided into three 
NUTS2-regions. Galicia (code ES 11). Principado de Asturias (code ES 12) 
and Cantabira (code ES 13). In this case. the capital for Galicia, Santiago de 
COlllpostela. is used when measuring distances from other regions, The dis­
tance between two cities is the one that takes the shortest time when travelling 
by car. The cities used for measuring the distance between regions are listed 
in the Appendix. 

The nOll-linear least squares estimates of the market-potential functions 
(138) and (13,9) using annual data for 1996 and 1999 and separately for 

Table 13.4 NOI/-linear least squares estill/atiol/ result.1 fin equation (13.8); 
standard errors betlveel1 bracket5 

Dep Variable Ave, Personnel Costs A\cmge Wages and Salaries 

Year 1999 1996 1999 1996 

(/.1 0.005760 0.006323 0,005157 0.005718 
(0,000891 ) (0000974) (0,000352 ) (0000340) 

(/., 0.000534 0.000541 0.000879 0.000910 
(Q000201) (0,000205) (0,00246) (0,000235) 

Adj. R2 0.741 0 .. 754 0.693 0.739 

No. of obs. 113 114 113 114 
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Table 13.5 Non-linear least squares estill/ation results for equation ( 13.9); 
sta/ldard ermrs between brackets 

Dep. Variable Ave. Personnel Costs Average Wages and Salaries 

Year 1999 1996 1999 1996 

~I 0.972534 1.052398 0.794685 0.852830 
(0.438127) (0.504990) (0.229267) (0.229629) 

~~ 0.000962 0.000950 0.001277 0.001294 
(0.000554 ) (0000573 (0.000560) (0.0005~7) 

Adj. R" 0.710 0.733 0.649 0.705 

No. of obs. 113 114 113 114 

average personnel costs and average wage and salaries are presented in 
Tables 13.4 and 13.5. where it is observed that there is empirical evidence 
supporting the idea of a spatial wage structure within the nine continental 
European countries selected. at least for the former equation (13.8) with 
significant distance parameters &'2' 

5. Concluding remarks 
Labour productivity provides a simple. but powerful indicator of economic 
efficiency. It measures how much output is obtained per hour of work. It also 
has a straightforward connection to living standards as measured by per 
capita income: the more hours spent on work and the higher the Ic~\'el of 
productivity. the higher is per capita income. The United States has high 
labour productivity. but Belgium had the highest labour productivity during 
the 1990s. which still applies today. We try to explain this feature. 

In this chapter. we concentrate on three non-technological aspects of the 
economy which could influence labour productivity. that is. fiscal and regula­
tory burdens on employment. imperfect competition and geography. 

A large fiscal burden on employers as in Belgium. and to a somewhat 
lesser extent in the Netherlands. tends to discourage employment of low­
productivity workers. Helice. those in employment exhibit high producti\ity. 

Is it possible that the observed high labour productivities in Belgium and 
the Netherlands are partly due to the lack of competition in these economies? 
For manufacturing at least. this is unlikely. Firms in Belgium tend to be small 
and the idea that firms achieve a high labour productivity by exploiting 
economies of scale does not apply to Belgium. We tind that although the 
mark-ups of prices over average costs are similar in Belgium and the Nether-
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lands, the mark-up of prices over marginal costs is greater in Belgium, 
suggesting that the firms in the Netherlands exploit economies of scale more 
than their Belgian counterparts. 

Recent theoretical work attributes the geographic concentration of eco­
nomic activity to product-market linkages between regions that result from 
scale economies (spatial income distribution) and transportation costs. Based 
on annual data for provinces of nine EU countries (for 1996 and 1999) spatial 
nominal wages are found to be strongly, positively correlated with the simple 
market-potential function, so that our findings with non-linear estimations of 
spatial nominal wage equations are broadly consistent with the new eco­
nomic geography hypothesis. In other words, wages are found to be higher in 
regions that are close to large consumer markets, where this effect falls off 
quite sharply with the distaIlce to these markets. Hence, analogously to the 
gravity model in international trade theory, the market-potential function is 
found to be a valuable empirical tool for describing the spatial covariation of 
wages and consumer purchasing power. The empirical results suggest that 
demand linkages between surrounding regions in Continental Europe are not 
negligible at all and the observed high labour productivity in the Benelux 
countries can also be partly explained by the ne\v economic geography argu­
ment 
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Appendix 
Cities used for measuring the distance between regions, 

Codes NUTS I Regions Cities 

BEl BRUSSELS HOOFDSTEDELIJKE GEWEST Brussels 
BE2 VLAAMS GEWEST Brussels 
BE3 REGION WALLONNE Namur 
DEI BADEN-WURTTEMBERG Stuttgart 
DE2 BAYERN Muenchen 
DE3 BERLIN Berlin 
DE4 BRANDENBURG Potsdam 
DES BREMEN Bremen 
DE6 HAMBURG Hamburg 
DE7 HESSEN Wiesbaden 
DE8 MECKLENBURG-VORPOMMERN Schwerin 
DE9 NIEDERSACHSEN Hannover 
DEA NORDRHEIN-WESTFALEN DUsseldorf 
DEB RHEINLAND-PFALZ Mainz 
DEC SAARLAND Saarbruecken 
DED SACHSEN Dresden 
DEE SACHSEN-ANHALT lvlagdeburg 
DEF SCHLESWIG-HOLSTEIN Kiel 
DEG THURINGEN Erfurt 
DK DANMARK Koevenhavn 
ESI NOROESTE Santiago de 

Compostela 
ES2 NORESTE Vitoria Gasteiz 
ES3 COMUNIDAD DE MADRID Madrid 
ES4 CENTRO (E) Madrid 
ESS ESTE Barcelona 
ES6 SUR Sevilla 
FRI ILE DE FRANCE Paris 
FR2 BASSIN PARISIEN Paris 
FR3 NORD - PAS-DE-CALAIS Lille 
FR4 EST Metz 
FRS OUEST Nantes 
FR6 SUD-OUEST Bordeaux 
FR7 CENTRE-EST Lyon 
FR8 MEDITERRANEE Montpellier 
ITI NORD OUEST Torino 
IT2 LOMBARDIA Milano 
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Codes NUTS I Regions 

IT3 NORD EST 
IT4 EMILIA-ROMAGNA 
ITS CENTRO (I) 
IT6 LAZIO 
IT7 ABRUZZO-MOLISE 
ITS CAMPANIA 
IT9 SUD 
LU LUXEMBOURG (GRAND-DUCHE) 
NLl NOORD-NEDERLAND 
NL2 OOST-NEDERLAND 
NL3 WEST-NEDERLAND 
NL4 ZUID-NEDERLAND 
PTl CONTINENTE 

Cities 

Trento 
Bologna 
Firenze 
Rorna 
Laquila 
Napoli 
Bari 
Luxembourg 
Groningen 
Zwolle 
Utrecht 
's-Hertogenbosch 
Lisboa 
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Notes 
I While these data arc annual averages. quarterly GDP and employment data show that (labour} 

producti"ity growth in the United States has been slowing throughout 200 I For example. the 
year-over-year growth in output per hour for the US business sector remained positive in the 
third quarter of 200 I. but it was 024 per cent lower than in the second quarter of 200 I 

2 The Japanese (labour) productivity growth became negative (-03 per cent) in 2001 (WLl 

2000) for the first time since 1983. and for only the second time since World War II' This 
drop wasthe combined result orthe (prellY sharp) shrinking of the Japanese GDP (-07 per 
cent) and a fall in total working hours in Japan (-0.4 per cent) 

J. Due to Europe's lower working hours (as a consequence of more part-time work. shoner 
workweeks. longer vacations) and lower labour participation rates. even countries with 
higher labour productivity than the United States have not translated their performance into 
higher per capita income .. Specifically. if GDP per capita (in constant 1996 prices) is 
normalised to 100 in the United States in 2001. it is 75.3 per cent in Belgium (with labour 
producti"ity 12.4 per cent higher than in the US'). 83.3 per cent in Norway (97 per cent 
higher labour productivity). 69 .. 1 per cent in France (18 per cent higher labour productiv­
ity). 745 per cent in the Netherlands (09 per cent higher labour productivity than in the 
US). 67. I per cent for the whole EU. and 724 per cent in Japan. stressing the US advantage 
in the standards of living. 

4. This was panly due to an initial decrease in total working hours (with a negative average 
annual growth rate of total hours worked of -0.7 per cent between 1990 and 1995. but with 
a positive average growth rate ofOA per cent between 1995 and 2001 (see Table 13 .. 2). For 
another recent study on producti,"ity in European economies. see a report by the European 
Economic Ad"isory Group (2002) at CESIfo 

5. See Salop (1979) for the derivation of this demand function. 
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14 European integration and the 'euro project' 
Philip Arestis and Malcolm Sawyer 

Introduction 
The introduction of the euro at first as a 'virtual' currency in January 1999, 
and then as a 'real' cun'ency in January 2002, has been a significant step in 
the integration of the economies of those countries which form the European 
Union (EU), and more notably for the 12 countries which have so far 
adopted the euro and created the Economic and Monetary Union (EMU). The 
adoption of the euro is not just a matter that a single currency now prevails 
across the euro zone with reduced transactions costs for trade between mem­
ber countries. It is more notable that the euro is embedded in a particular set 
of institutional and policy arrangements which can tell us much about the 
nature of the economic integration which is occurring in the EU. Specifically 
we argue that the euro is one relatively small step along the path to further 
economic integration at the global level, and the neo-liberal nature of the 
agenda of globalisation can be clearly seen from the ways in which the euro 
has been introduced. 

The adoption of the euro can be viewed as a further step in a process of 
economic integration which began with the signing of the Treaty of Rome by 
the six founder member countries (see Arestis, Brown and Sawyer, 2001, 
especially Chapter 2, for discussion). Proposals for a single currency began 
in earnest with the Werner report in 1970, which advocated the movement 
toward economic and monetary union by 1980. The European Monetary 
System (ElVIS) was launched in March 1979, seeking to establish monetary 
and exchange rate stability, based around the introduction of the Exchange 
Rate Mechanism (ERM) and centred around the European Currency Unit 
(ECU). In 1986 the EU amended the Treaty of Rome with the Single Euro­
pean Act. and set the end of 1992 as a target date for the removal of all 
remaining ban'iers to the free flow of goods, services and resources. 

The count-down to the single currency can be seen to have started with the 
signing of the Maastricht Treaty (or Treaty on European Union to give its full 
title). The so-called convergence criteria, which were to determine whether a 
national currency would join the single currency, provide some insights into 
the nature of the euro project and are discussed in the next section. The 
introduction of the euro has also been accompanied by the adoption of the 
Stability and Growth Pact with its constraints on fiscal policy: this is taken up 
in the section that follows that of the Maastricht Treaty discussion. The 
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creation of the European Central Bank (ECB) with a counter-inflationary 
agenda and related matters are introduced in the last two sections before we 
summarise and conclude this short contribution. 

The Maastricht Treaty and all that 
The convergence criteria under the Maastricht Treaty for a country·s mem­
bership of the single cunency and, by implication. membership of the 
independent European System of Central Banks (ESCB). comprising the 
ECB and national central banks of those countries that belong to the EMU. 
are: (1) a high degree of price stability, with an inflation rate within 1. 5 per 
cent of the three-best performing member states: (2) 'healthy" government 
finance, defined as a maximum ratio of 3 per cent government deficit to GDP 
at market prices. and a maximum ratio of 60 per cent of govcrnmcnt dcbt to 
GDP at market prices: (3) observance of the normal ERM fluctuation margins 
for at least two years without any devaluation among the member state 
cun·encies: and (4) long-term interest rate levels that do not exceed two 
percentage points from the nominal long-term government bond rates of the 
three best-performing member states in terms of price stability. Countries are 
also required to enact legislation for their Central Banks to become 'inde­
pendent" I 

The Maastricht Treaty. which provides the institutional framework for the 
introduction of the single currency, was signed in late 1991. a time when 
political power in most EU countries was held by the Right. and the terms of 
the Treaty reflected the dominance of neo-liberal ideas. Despite some elec­
toral success by centre-left parries (especially at the end of the 1990s), these 
neo-liberal ideas still prevail. The neo-liberal agenda has been embedded into 
the institutional and policy arrangements sunounding the operation of the 
euro. 

The general thrust of these convergence criteria was deflationary many 
countries \vere required to cut budget deficits. to reduce public debt and to 
bring down inflation and interest rates to meet the criteria. The relatively poor 
economic performance of many of the EU economies during the 19905 may 
to some degree be attributable to the striving of countries to meet those 
criteria" From 1992 to 1999. the growth of national income averaged L 7 per 
cent per annum in the eurozone countries. compared with the UK m"erage of 
2.5 per cent per annum. Over the same period, the unemployment rate fell 
substantially in the UK (and also in the US and Canada). but tended to rise in 
the eurozone countries - notably in France. Germany and Italy (Ireland being 
the notable exception as unemployment fell dramatically). 

These convergence criteria related to what may be called nominal variables 
- that is inflation rate. interests rate and budget deficit. There is some ration­
ale for concerns mer convergence of inflation and interest rates if a single 
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currency is to be formed, since a single currency area will have a single 
monetary policy (and hence a single Central Bank interest rate). It is also 
unlikely that a single currency area could function with substantial differ­
ences in the rate of inflation within the area. But any rationale for the inclusion 
of the convergence of budget deficits to less than 3 per cent of GDP and for 
government debt to be less than 60 per cent of GDP has been generally 
lacking. The adoption of these criteria not only brought in a deflationary 
element to the Maastricht Treaty, but also reflected the general rejection of 
Keynesian economics and the use of fiscal policy to stimulate employment. 

It is also evident that there is no reference to what may be termed real 
convergence, that is the convergence of economic growth, unemployment 
levels, level of national income per head, the business cycles and the like. 
Indeed there remain massive differences in living standards and unemploy­
ment rates across the EU. The single currency is much more likely to operate 
effectively if there is some real convergence between participating econ­
omies; yet those concerns were dismissed (Arestis, Bro\vn and Sawyer, 2001). 

The theoretical and institutional background to the Maastricht Treaty and 
the EMU are embedded in the monetary policy operated by the ECB and in 
the Stability and Growth Pact (hereafter SGP). We turn our attention to these 
two institutions, beginning with the SGP in the section that follows. The rest 
of this section discusses the institutional framework of the EMU focusing on 
the ECB, leaving the theoretical framework to be dealt with in the section 
entitled Neoliberalism and the euro, 

The institutional macroeconomic policy framework, within which the euro 
has been introduced and has begun to operate, has three key elements. First, the 
ECB is the only effective federal economic institution. The ECB has the one 
policy instrument of the rate of interest (the 'repo' rate) to pursue the main 
objective of low inflation, The single monetary policy has a euro area-wide 
perspective. A quantitative definition of price stability has been adopted in the 
fonn of, in effect, a 0-2 per cent target for the annual increase in the Harmon­
ised Index of Consumer Prices (HICP) for the euro area. The ECB has 
adopted a 'two-pillar" monetary strategy to achieve this target through the 
policy instrument of interest rates. The 'first pillar' is a commitment to analyse 
monetary developments for the inforn1ation they contain about future price 
developments, This is the quantitative reference value for monetary growth, 
where a target of 4.5 per cent of M3 has been imposed. The 'second pillar' is a 
broadly based assessment of the outlook of price developments and the risks to 
price stability. This broad range of indicators includes: the euro exchange rate; 
labour market indicators, such as wages and unit labour costs; fiscal policy 
indicators; and financial market indicators, such as asset prices. 

Second, the ECB and the national central banks are linked into the Euro­
pean System of Central Banks (ESCB) with a division of responsibility 
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between them. The ECB has the responsibility for setting interest rates in 
pursuit of the inflation objective, and the national central banks have respon­
sibility for regulatory matters. 

Third, the ECB is intended to be independent of the EU Council and Parlia­
ment and of its member governments. Thus, there is a complete separation 
between the monetary authorities. in the fornl of the ESCB, and the fiscal 
authorities, ill the shape of the national governments comprising the EMU. It 
follows that there can be little coordination of monetary and fiscal policy. 
Indeed, any attempt at coordination would be extremely difficult to implement. 
For apart from the separation of the monetary and fiscal authorities, there is 
also the requirement, cited elsewhere in this chapter, that national governments 
(and hence the fiscal authorities) should not exert any influence on the ECB 
(and hence the monetary authorities). Any strict interpretation of that edict 
would rule out any attempt at coordination of monetary and fiscal policies. 

The Stability and Growth Pact 
The SGP, alongside the Maastricht Treaty, creates four rules for economic 
policy. The four rules are that the ECB was granted independence from 
political influence; the rule of no-bailout of national government deficits was 
introduced; the monetary financing of government deficits was prohibited; 
and member states must avoid 'excessive' deficits (defined as more than 3 per 
cent of GDP). 

The core elements of the SGP with respect to fiscal policy are three; (a) to 
pursue the medium-term objectives of budgetary positions close to balance or 
in surplus; (b) the submission of annual stability and convergence programmes 
by the member states: and (c) the monitoring of the implementation of the 
stability and convergence programmes. The main feature of the core elements 
is the requirement that the national budget deficit does not exceed 3 per cent 
of GDP, and failure to meet that requirement could lead to a series of fines 
depending on the degree to which the deficit exceeds 3 per cent. It is also 
necessary for national budgetary policies to 'support stability oriented mon­
etary policies. Adherence to the objective of sound budgetary positions close 
to balance or in surplus will allow all Member States to deal with normal 
cyclical fluctuations while keeping the government deficit within the refer­
ence value of 3% of GDP'. Furthermore, 

l\'Iember States commit themselves to respect the medium-term budgetary objec­
tive of positions close to balance or in surplus set out in their stability or convergence 
programmes and to take the corrective budgetary action they deem necessary to 
meet the objectives of their stability or convergence programmes. whenever they 
have information indicating actual or expected significant divergence from those 
objectives (Resolution of the European Council on the Stability and Growth Pact, 
Amsterdam. 17 June 1997). 
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Penalties can be imposed by the Council on a country which appears to be 
running 'excessive' deficits with some escape clauses in case of severe reces­
sions. 

Each year a country has to submit a stability programme to the Commis­
sion for scrutiny. containing. inter alia, information about the paths of the 
ratios of budget deficit to GDP and national debt to GDP. If the stability 
programme reveals that a country is significantly diverging from its medium­
term budgetary objective, then the council will recommend that the stability 
programme is 'strengthened' - that is, cuts in public expenditure and in­
creases in taxation will be imposed. If the situation persists then the member 
state will have been judged to have breached the reference values. The Pact 
details 'escape' clauses which allow a member state that has an excessive 
deficit to avoid sanctions. 

The separation of the monetary authorities from the fiscal authorities and 
the decentralisation of the fiscal authorities will inevitably make any coordi­
nation of fiscal and monetary policy difficult. Since the ECB is instructed to 
focus on inflation while the fiscal authorities will have a broader range of 
concerns, there are considerable grounds for potential conflict. This suggests 
a need for the evolution of a body that would be charged with the coordina­
tion of EMU monetary and fiscal policies. In the absence of such a body, 
tensions will emerge in the real sector when monetary policy and fiscal policy 
pull in different directions. But so far the SGP has in effect resolved these 
issues by establishing the dominance of the monetary authorities (ECB) over 
the fiscal authorities (national governments). 

Neo-Iiberalism and the euro 
The policy rules governing the euro are based on a more general theoretical 
framework, the ingredients of which we identified elsewhere and termed 
'new monetarism' (Arestis and Sawyer, 1998). The essential features of this 
theoretical framework are as follows (Duisenberg. 1999: Arestis. Brown and 
Sawyer. 200 L Tsakalotos. 200 I): 

(i) politicians in particular, and the democratic process in general, cannot 
be trusted with economic policy formulation, with a tendency to make 
decisions which have stimulating short-term effects (reducing unem­
ployment) but which are detrimental in the longer tenn (notably a rise 
in inflation). In contrast. experts in the form of central bankers are not 
subject to political pressures to court short-term popularity, and can 
take a longer-term perspective where it is assumed that there is a 
conflict between the short term and the long term. The logic underpin­
ning this reasoning mirrors that found in the rules versus discretion 
debate. Policy makers' scope for using discretion should be curtailed 
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and the possibility of negative spillovers from irresponsible fiscal policy 
must be reduced. 

(ii) inflation is a monetary phenomenon and can be controlled through 
monetary policy_ The money supply is difficult (if not impossible) to 
control directly. and the demand for Inoney is thought to be highly 
unstable. However. the central bank can set the key interest rate (the 
·repo· rate) to influence monetary conditions, which in turn influence 
the future rate of inflation. Central banks have no discernible effects on 
the level or growth rate of output in the long run. but do determine the 
rate of inflation in the long run. Thus, inflation is still a monetary 
phenomenon and ultimately it is central banks that determine the inflation 
rate. 

(iii) the level of unemployment fluctuates around a supply-side determined 
equilibrium rate of unemployment. generally labelled the NAIRU (non­
accelerating inflation rate of unemployment). The level of the NAIRU 
may be favourably affected by a . flexible' labour market, but is unaf­
fected by the level of aggregate demand or by productive capacity. 

(iv) fiscal policy is impotent in terms of its impact on real variables (essen­
tially because of beliefs in crowding out and that fiscal policy is 
inflationary), and as such it should be subordinate to monetary policy 
in controlling inflation. It is recognised. though, that the government 
budget position will fluctuate during the course of the business cycle 
but in the context of an essentially passive fiscal policy. 

The structure of the EeB clearly conforms to the first point. The sole 
objective of the ECB is price stability, and decisions are made by a goveming 
body composed of bankers and financial experts. There are, and can be, no 
involvement by any other interest groups or any democratic bodies. The only 
EU-level policy on controlling inflation is monetary (interest rate) policy, 
which presumes that monetary policy is a relevant and effective instrument 
for the control of inflation. 

The implementation of \vhat is in effect a balanced budget requirement at 
the national level under the SOP (albeit over the course of the cycle rather 
than for any particular year) and the absence of fiscal policy at the eurozone 
level has eliminated the use of fiscal policy as an effective instrument for the 
reduction of unemployment (or indeed of inflation). This approach to fiscal 
policy fits in very well with our fourth point listed. 

Inflation, unemployment and inequality 
The ECB is the only EU-level economic institution and it operates with the 
objective of attaining low inflation. There are three points of note here. First, 
this key institution is undemocratic in nature (indeed it is barred from taking 
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: instructions from democratic organisations) and operates in a secretive and 
non-transparent way. The ECB decision makers are central bankers, and there 
is no representation of other interests (such as industry, trade unions) in the 
decision-making process. It is only the interests of bankers and the financial 
sector which are represented. 

Second, the only objective addressed through macroeconomic policy (and 
then that is monetary policy) at the EU level is price stability (with inflation 
of less than 2 per cent, a target which has been generally missed over the past 
two years). Employment targets have been set by the EU. For example, the 
overall EU employment rate is currently targeted to be 67 per cent (57 per 
cent for women), rising to 70 per cent and 60 per cent respectively by the 
year 2010. These objectives are part of the European Employment Strategy, 
and are to be achieved through measures such as increased labour market 
flexibility, life-long learning and so on. There is no macroeconomic policy, 
based on fiscal or monetary policy, designed to create high levels of employ­
ment. Indeed the general tenor of macroeconomic policy runs counter to the 
creation of high levels of employment. 

Third, this policy operates according to the notion that monetary policy is 
the relevant policy for the control of inflation. Yet, monetary policy has 
become interest rate policy, and the linkages between changes in interest 
rates and changes in inflation are at best weak, and at worst obscure. Any 
significant upswing in inflation would reveal that the ECB is unable to con­
trol inflation or even possess policy instruments which can effectively tackle 
inflation. The eurozone would be revealed to be bereft of any counter inflation 
policy. The emperor would be revealed to have no clothes! 

The eurozone itself has no weapons with which to fight recession as there 
is no significant government expenditure at the EU level. and further no 
ability to run any fiscal deficit. At the national government level, the ability to 
run budget deficits is severely constrained by the SGP. 

The response of the ECB to the economic slowdown of 2001-2002 is a 
worrying one in view of its argument that 

It is natural for an economic slowdown to have adverse effects on member coun­
tries' budget position. However. for countries with a budget position still not close 
to balance or in surplus, it is important to adhere to their medium-term consolida­
tion plans A short-lived slowdown should not significantly change the scope for 
reaching the targets set in the countries' stability programmes. 

Further, 'as adjustment needs are likely to become more visible in periods 
of less vigorous economic growth. policy makers must now step up the 
reforms rather than allowing efforts to abate' (ECB Monthly Bulletin, Octo­
ber 2001. p.6). In this context, 'reforms' means further deregulation of 
labour markets. 
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There is no fiscal policy operated at the European level. The size of the 
European budget is relatively small at less than 1.2 per cent of combined EU 
members' GDP in 1997, and is still dominated by the needs of the Common 
Agricultural Policy (about 50 per cent). Yet. the MacDougall Report (1977) 
suggested that monetary union would not be viable without a sufficiently 
large community budget for fiscal policy (7.5 per cent of members' GDP). It 
is also the case that the EU budget must be balanced. The interaction of those 
two elements means that there is no scope for active fiscal policy (or indeed 
for any fiscal policy), and that the EU budget is too small to operate as an 
effective stabiliser or to re-distribute funds from richer regions to poorer ones 
in any significant manner. 

The disparities of unemployment across the regions of the eurozone (and 
associated disparities in living standards and employment) present a major 
challenge and pose a considerable threat to the successful operation of the 
single currency. The disparities between the regions of the eurozone (which 
number 65) and the states of the United States of America may provide a 
reasonable basis for comparison. For the USA, unemployment rates between 
states ranged from 2.2 per cent to 5.9 per cent in 2000. and per capita 
disposable income from S 18 467 (Mississippi) to $31 697 (Connecticut) in 
1999. For the eurozone, unemployment rates ranged from 3 per cent to 37 per 
cent. and GDP per head (in 1998) from 6536 euros per head (Ipieros, Greece) 
to 40 353 euros per head (Hamburg), that is by a factor of 1 :6. But the SGP 
and associated policies contain no remedies for these levels and disparities of 
unemployment. 

The achievement of full employment does require an appropriate high 
level of aggregate demand. and that requires some combination of increased 
demand for exports, for consumption, for investment and for public expendi­
ture. Whether Sl\ch a level of aggregate demand would require a substantial 
budget deficit inevitably depends on what happens to the other sources of 
demand. But a high level of aggregate demand is only one, albeit rather 
important. condition for the achievement of full employment. In the context 
of the eurozone, there are two rather obvious and significant obstacles to the 
achievement of full employment. The first is the lack of productive capacity 
in many regions to provide high levels of employment. Estimates by the 
OECD of the 'output gap' are currently around zero, that is actual output is 
about equal to potential output; yet this is combined with over 8 per cent 
unemployment. In a similar vein, the OECD's estimates of the non accelerat­
ing inflation rate of unemployment (NAIRU) average 8.8 per cent for the 
eurozone (in 1999), again close to the current experience. Interpreting the 
NAIRU as an indicator of a capacity constraint suggests capacity problems. 
In this context, higher levels of aggregate demand would place pressure on 
capacity and could well have some inflationary consequences. The second 
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obstacle is the disparity of unemployment - a general increase in demand 
would push some regions to or even above full employment. 

A major weakness of the present institutional arrangements is the separa­
tion bet\veen monetary policy conducted by the ECB and the constrained 
fiscal policy operated by national governments. There is clearly a require­
ment for the coordination of economic policy across the member countries of 
the EU, and for the emergence of appropriate institutional arrangements and 
policies at the European level. Economic policy at the EU level faces the 
additional issue of the disparities of economic performance in terms of em­
ployment and unemployment rates and of the level of GDP per capita across 
the regions and countries of the EU. 

Concluding remarks 
The establishment of the euro and the European Monetary Union has been 
undertaken within a specific institutional and policy framework. 2 The institu­
tional framework gives prominence in policy formulation to an undemocratic 
and unaccountable 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) for the control of 
inflation and generates macroeconomic policies which tend to increase rather 
than diminish the level and disparity of unemployment. 

Notes 
These convergence criteria were to be applied to countries entering the curo at its creation. 
though 10 the event muny of the criteria were fudged (see Arestis. Brown and Sawyer. 
2001) In principle these criteria would also be applied to countries seeking to join the euro 
in the future 

2. See Arestis, McCauley and Sawyer (200 I) for proposals for an alternative policy frame­
work for EMU.. 
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15 The North Amelican Free Trade Agreement: 
context, structure and performance 

Jim Stanford 

1. Introduction and overview 
The North American Free Trade Agreement (NAFTA) came into effect on 1 
January 1994, and created the world's largest regional free-trade zone. The 
NAFTA includes Canada, the United States and Mexico, with a total (as of 
2000) combined population of 410 million inhabitants, and combined GDP 
of over USSll trillion. The NAFTA was constructed on the framework of an 
earlier bilateral agreement between the United States and Canada, which was 
implemented on 1 January 1989. 

In terms of both population and GDP, the NAFTA zone is larger than the 
IS-country European Union (see Table 15.1), although the intensity of inte­
gration is much deeper in Europe than in North America. The NAFTA is not a 
customs union (that is, each member nation continues to set its own external 
tariffs and trade policies independently); border crossings continue to operate 
between the three member countries; no form of monetary union is presently 
considered; the NAFTA includes only minimal provisions for mobility of 
particular kinds of specialised labour between NAFI'A countries; and there 
are no supranational political or democratic institutions established as part of 
the NAFTA. In contrast to the EU, then, the NAFTA represents a less ambi­
tious effort to establish a common continental market for goods and services, 
and common protections for private investors and businesses, with little at­
tention or interest devoted to developing a continental political or institutional 
dimension. 

Table 15.1 COlllpariso/l of tile North American {lnd Europeal/ Free hade 
Areos. 2000 

Member countries 
Combined population (million) 
Combined GDP (USS trillion) 

NAFTA 

3 
410 
ILl 

Source: Ullited Natiolls DeveloplIlcllI Program (2002; 
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EU 

15 
370 
7.8 
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This overview of the context structure and performance of the NAFTA 
will consider the following particular topics. First, an overview of the eco­
nomic and political context in which the NAFTA was negotiated is provided. 
Then the NAFTA's specific provisions are described. followed by a summary 
of the agreement's apparent effects. Finally, the discussion concludes with a 
consideration of the potential for future expansion or deepening of the NAFTk 

'? Economic and political context 
The NAFTA is dominated, both economically and politically by the United 
States, which accounts for about 70 per cent of its population, and nearly 90 
per cent of its economic output. Consequently. the negotiation and imple­
mentation of the NAFTA were much more important events in Canada and 
Mexico. than in the US itself. For hoth of those countries, the implementation 
of free trade with their much-larger neighbour was an event of decisive 
historical importance, culminating a decades-long evolution in their respec­
tive bilateral relationships with the US. A former Prime Minister of Canada, 
Pierre Trudeau, once described Canada's relationship with the US as being 
akin to 'a mouse in bed with an elephant'. Similarly, a Mexican parable asks 
for pity for Mexico because it is 'so far from heaven, and so close to America'. 
In both countries. choices regarding how to manage the dominant and com­
plex relationship with the US are of immense political and economic 
importance. And for both countries, the decision to embark on a course of 
tighter continental economic integration marked a defining moment in their 
national histories For the US. on the other hand. the implementation of a 
North American free trade zone represented an important but hardly epochal 
development, one which mostly served to reinforce its already-existing eco­
nomic and strategic dominance on the continent. 

Despite their increasingly tight economic relationships. great economic 
and political differences continue to exist between the three NAFTA mem­
bers (see Table 15.2). The US economy is the richest of the three. measured 
in per capita incomes, and its political economy reflects an extreme of 
deregulation and market orientation that is unique in the industrialised 
world. Canada's economy is somewhat less de\eloped than that of the US 
(although it still ranks in the top ten nations of the \vorld. according to per 
capita income). and has traditionally exhibited a more mixed pattern of 
development with a larger economic role for the state. and a range of 
social programmes and protections similar in spirit (if not in extent) to the 
social-democratic traditions of Europe. Mexico is a middle-income, indus­
trialising economy. Its average per capita real income is roughly one-quarter 
that of the US.l Income inequality (measured by the ratio of income re­
ceived by the top decile of the population compared to that of the lowest 
decile) is twice as severe in Mexico as in the US, where inequality in turn is 
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Table 15.2 C/wl"{/cteristic.I u/NAFTA llIelJlber cOlilltries. 2000 

Canada 1vlexico us 

Population (million) 30.8 98.9 :2832 
GOP (USS billion) 688 575 9837 
GOP per capita (USS)I 27840 9023 34142 
Foreign trade ('Ie GOP)' 86.8 64.7 26.2 
Manufacturing 

(value-added as C;;' GOP)' 184 21.1 17.7 
Average labour cost 

(manufacturing, USS pcr hOUr)" 16.05 L08 19 .. 72 
Government spending (C;~ GOP)' 37.7 15 .. 8 29.9 
Lite expectancy (years at birth) 78.8 72.6 no 
Infant mortality (per 1000 live births) 6 25 7 
Inequality (ratio of income of top 10'/r 

ofpopuiation to bottom 10C;(J 8.5 32.6 16.6 

i\'(J!I!\": 

Evaluated at purchasing power parity exchange rates 
2 Sum at exports and imports of goods and sen'ices 
_, 1998 data 
-+ Includes wage and non-wage forms of compensation 
5 All le\'els of go\'ernment. programme spending plus debt sen'ice 

US a,; S; 

NAFTA tlltal 

69 
89 

SOl/rce: International I-,Ionctary Fund (2001). Organization for Economic Cooperation and 
Development (200 I a. 2002a). United Nations De\,elopment Program (2002). Bureal/ or Lahor 
SUI/is/ies (2002) 

twice as severe as in Canada .. Both Mexico and Canada continue to rely on 
the production and export of a range of natural resource staples (especially 
energy, and especially to the US market) as an important economic activity. 
and both have also taken active measures to stimulate the development of 
value-added manufacturing industries (with Mexico relying on its abundant 
and relatively inexpensive labour resources. and Canada attempting to de­
velop nascent higher-technology capacities). The US economy demonstrates 
a more mature industrial structure, with a greater reliance on high-technol­
ogy and high-value service industries as the leading drivers of economic 
growth. The traditional US industrial base has declined in relati\'e import­
ance during the last two decades, producing a consequent polarisation in 
the economy and labour market between high-wage and low· wage service 
industries. These important structural and institutional differences among 
the NAFTA partners help to explain why the NAFTA has limited its scope 
to the deregulation of trade and investment flows within the NAFTA zone, 
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rather than attempting a deeper, European-style political and regulatory 
harmonisation. 

The NAFTA was created in the wake of the 1989 Canada-US Free Trade 
Agreement (FTA). The initial push for this bilateral treaty reflected a historic 
shift in the thinking of Canadian business leaders. Through much of the post­
war era, Canada had pursued a relatively interventionist and nationalist 
development strategy, relying on a range of regulatory measures to promote a 
pattem of industrial development that was oriented toward the country's 
small domestic market This general strategy had both its successes and its 
failures (Eden and Molot, 1993; Clement, 1997). Through most of this period, 
Canada's economy grew significantly faster than its southem neighbour, and 
its living standards (especially considering the generous expansion of social 
benefits) increased rapidly; at thc same time, however, the economy remained 
structurally underdeveloped, and was more reliant on foreign direct invest­
ment than any other major industrialised economy. 

In the wake of negative experiences with inflation, fiscal imbalances, and 
unsettled labour relations which Canada (like most other industrialised coun­
tries) endured in the 1970s and early 1980s, Canada's business and political 
elites began to cast about for a new economic and social direction. A defining 
point in this process was the so-called Macdonald Commission on Canada's 
economic future (Royal Commission on the Economic Union and Develop­
ment Prospects for Canada, 1985). Chaired by a former finance minister in 
the Liberal-nationalist govemment of Pierre Trudeau, the commission issued 
a surprising call for the negotiation of a general free trade agreement with the 
US. The proposal was taken up enthusiastically by the newly-elected Con­
servative federal govemment of Brian Mulroney. who agreed with Ronald 
Reagan - at a famous 'Shamrock Summit' meeting in 1985 - to negotiate a 
comprehensive bilateral free trade deal. The proposal was strongly supported 
by Canadian business, indicating their rejection of domestically-oriented de­
velopment strategies and their embrace of America: both of the American 
market for Canadian exports, and of the American model for domestic eco­
nomic and social policy. A draft agreement was reached in late 1987, and put 
to the test in Canada in a uniquely passionate federal election in November 
1988. Although the majority of Canadians voted for parties opposed to free 
trade (the Liberals" and New Democrats). the pro-free-trade Conservatives 
won a majority of seats in that election, and the FTA was implemented on 1 
January 1989. In the US, in contrast, the FTA was not controversial, and was 
endorsed overwhelmingly by the US Congress with little public debate. 

Following the successful passage of the FTA, the new US govemment of 
George Herbert Walker Bush initiated negotiations to expand the free trade 
area to include Mexico. In Mexico, too. the free trade negotiations reflected a 
historic evolution in the economic and political thinking of that nation's 
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business and political elite. Mexico had been governed since the 1920s by the 
Partido Revolucionario Institucional (PRI). During the post-war decades, the 
PRI had followed a heavily interventionist strategy relying on widespread 
state ownership of industry, an alliance with a powerful class of domestic 
industrialists, tariffs and other trade policies to promote manufacturing devel­
opment on }he import-substitution model, and the widespread communal 
ownership of land in agricultural regions. This statist development strategy 
demonstrated a strong initial vitality, generating annual average expansion in 
real GDP of over 6 per cent between 1950 and 1980. By the late 1970s, 
however, the strains of this inward-focused strategy became more apparent, 
manifested in the form of growing external imbalances, growing public sec­
tor deficits, and rising inflation. Weakening world prices for oil (a major 
Mexican export) and rising global interest rates triggered a major financial 
crisis culminating in August 1982, when Mexico announced its inability to 
service its large sovereign debt. The regime of Miguel de la Madrid, which 
took power in the wake of this crisis, began to move the economy in a more 
market-oriented direction, implementing drastic reductions in public spend­
ing, weakening labour market regulations, and opening the economy 
increasingly to foreign investment and competition. 

This broadly neo-liberal direction in economic and social policy was put to 
the test in the 1988 Mexican federal election. which was even more historic 
and bitterly contested than the Canadian election of the same year. The 
austere policies of the PRI were challenged by an insurgent electoral cam­
paign led by former PRI minister Cuauhtemoc Cardenas. The PRI won a 
nalTOW victory, amidst allegations of widespread electoral fraud and corrup­
tion. and the election ushered in a new and even more market-oriented 
administration under Carlos Salinas de Gortari, confirming the general direc­
tion of Mexican policy. The Salinas government went on to negotiate the 
NAFfA and implement other business-oriented structural reforms in the 
economy (Lustig, 1992). 

A draft NAFfA was signed by Salinas, Bush and Mulroney on 17 Decem­
ber 1992. The ratification of this treaty was much more controversial in the 
US than the FTA had been. because of widespread opposition from union 
members and others concerned with the potential flight of investment and 
employment to low-wage Mexico. Independent candidate Ross Perot made 
opposition to the NAFfA a major theme of his upstart campaign in the 1992 
US presidential election. But incoming Democratic President Bill Clinton 
abruptly softened his initial scepticism regarding the NAFTA and began to 
work energetically for its passage. To this end, the US insisted on negotiating 
two rather superficial 'side-agreements' to the NAFTA: one governing the 
regulation of labour standards within the NAFfA free trade zone. and one 
governing environmental standards. These side-agreements contain no legis-
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lative force. and have been dismissed by labour and environmental advocates 
as transparently symbolic; at the time. though. they were important in helping 
Clinton to shift his position on NAFTA and lobby Congress (backed by 
powerful US business interests) for its ratification. Ironically. then, while the 
NAFTA was negotiated (from the US side) by a business-friendly Republican 
administration, it eventually required a Democratic administration (with its 
ability to discipline traditional Democratic constituencies) to ensure its ulti­
mate passage. 

To sum up, the decisions by the Canadian and Mexican governments to 
enter into a free trade agreement with the US signalled an important change 
of course on the part of business and political elites in both countries. A post­
war tradition of more interventionist economic and social policy was largely 
abandoned in both countries. in favour of an outward-oriented and business­
led development strategy. For Canada and Mexico, therefore, the advent of 
continental free trade has marked a decisive turning point in the historical 
evolution of those societies. In the US. on the other hand, the advent of the 
NAFTA represented no dramatic change in the domestic political economy. 
The decision to forge a bilateral free trade agreement with Canada, and then 
to expand that agreement to include Mexico, was for US elites mostly a 
matter of comillon sense in both economic and foreign policy. The NAFTA 
would draw both neighbours more closely into the US sphere of influence, 
reducing the perceived geopolitical risk to US interests that had been posed 
by occasional outbreaks of nationalist and/or interventionist sentiment in 
those two countries. The freedoms and protections accorded to US business 
throughout the continent would also be enhanced - although. as discussed 
below. that is a quite distinct matter from whether or not the NAFTA was 
good for the US economy. 

3. Provisions of the NAFTA3 
The NAFTA contains 22 chapters. several appendices. and two 'side-agree­
ments·. The effect of these provisions is summarised under the following 
sub-headings: 

Tariff elill/ination 

The tariff reduction schedule provided for under the NAFTA is fully de­
scribed in just one section of NAFTAs Chapter 3. Tariffs on bilateral trade 
between Canada and the US were already being phased out according to a 
la-year timetable prescribed by the 1989 Canada-US FfA: the NAFTA 
confirmed the continuing elimination of those residual tariffs, and virtually 
all Canada-US merchandise trade now occurs on a duty-free basis.-l The 
NAFTA then set a similar la-year timetable for the gradual elimination of 
tariffs on merchandise trade between Mexico and the US. and between Mexico 

www.ebook3000.com

http://www.ebook3000.org


The North American Free Trade Agreemellf 267 

and Canada. These tariffs will be fully eliminated by 2003. To qualify for 
tariff-free status within North America, a product must meet North American 
rules of origin that are specified on a sector-by-sector basis. The relatively 
straightforward nature of tariff reduction, and the small amount of text re­
quired to describe it in the NAFTA document, indicate that the NAFTA in its 
entirety rep~esents far more than simply the elimination of tariffs on conti­
nental merchandise trade. The other, lengthier sections of the agreement 
describe a more far-reaching process of integration and deregulation within 
the continental economy. 

Reduction of non-tarUj barriers 
The NAFTA prescribes the easing of a wide range of non-tariff barriers to 
trade in goods and services within the NAFI'A zone. These non-tariff liber­
alisation initiatives include strong statements of national treatment and market 
access; the specification of acceptable customs and clearing procedures; limits 
on the application of food inspection and health standards that may inhibit 
trade: limits on the application of other technical standards that may limit 
trade: and restrictions on government procurement practices (requiring fed­
eral-level, and some lower-level, governments and agencies to competitively 
tender their purchases without regard to the intra-NAFTA origin of compet­
ing providers). 

Deregulation ofke.\' indllstries 
For the most part, specified government regulations governing output. invest­
ment and pricing in particular industries could be grandfathered under the 
NAF1A5 The agreement did, however. restrict the incremental policy-mak­
ing leeway of national governrnents by prohibiting or limiting the further 
expansion of regulations (especially those specifying domestic content, do­
mestic ownership, or other trade-restricting outcomes). And in some cases, 
the NAFTA itself required the pro-active elimination of government regula­
tions and restrictions on private business. Most notable in this case were 
commitments that the Mexican government made under the NAFTA to pri­
vatise and/or deregulate sections of its energy, banking. insurance, advertising, 
communications and trucking industries. These measures indicate again that 
the main goal of the NAFTA, from the perspective of both the Mexican 
govemment and of foreign companies operating in Mexico, was to facilitate 
and solidify the broader deregulation of the IVlexican economy - not just to 
facilitate greater two-way trade in goods and services. 

Enshrinement of illl'estlllent rights 
The NAFTA contains provisions to protect the economic interests and legal 
status of foreign investors that are unique in international trade agreements. 
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and which prefigured similar provisions which were subsequently proposed 
in multilateral fora (such as the failed OECD Multilateral Agreement on 
Investment, and later investment initiatives at the World Trade Organization). 
The pathbreaking Chapter 11 of the NArl'A guarantees a wide range of 
protections for intra-NAFfA foreign investments. including: specified nat­
ional treatment rights for investors (supplementing the broad national treatment 
provisions that apply to other provisions of the NAFTA): the prohibition of 
performance requirements on foreign investors (including those defined with 
respect to trade balances and other foreign trade variables): the prohibitions 
of restrictions on transfers of ownership, financial transfers and capital flows: 
and the prohibition of restrictions on the nationality of investors and corpor­
ate directors_ Other sections of the NAFTA (in particular, Chapter 12. which 
deals with intel!ectUJl property issues) further reinforce the cross-national 
rights of investors and private corporations operating in the continental free 
trade zone. 

Displite seTtlement 
The Canada-US FfA had introduced a unique new form of dispute settle­
ment. in the form of special tribunals which were empowered to rule on the 
acceptable use by a member country of countervail measures and other trade 
remedies 6 These tribunals were expanded under the NAFTA. with the crea­
tion of a special dispute settlement procedure to enforce the investor rights 
provisions contained in Chapter 11 of the agreement Under these provisions. 
which have probably proved to be the most controversial aspect of the entire 
NAFTA. private cOl1JOrations are given the power to file complaints against 
NAFfA-member governments for alleged violations of the investment pro­
tections of the agreement. These complaints are then reviewed and decided 
upon by quasi-judicial trade tribunals. acting independently of standard legal 
channels in the member countries. By late 2002. a total of 24 business 
complaints had been filed under this NAFTA provision. involving total claims 
for damages from member governments in excess of US$5 billion (see Table 
15.3). Most of these cases involve corporate objections to government rules 
and regulations concerning a range of important public policy issues. includ­
ing enYlronmental protection and public health. Confirmed tribunal judgements 
against the gO\ernments of Canada and Mexico demonstrate that the Chapter 
II tribunals are willing to interpret NAFTA commitments in a broad manner. 
and that they are equally willing to impose significallt monetary penalties on 
governments which are held to violate the business protections provided by 
the agreement. The operation of this unique investor-state dispute settlement 
mechanism. on top of the generally far-reaching investor protections con­
tained in the NAFfA, has fuelled the argument of NAFTA critics that the 
agreement actually represents a new 'corporate constitution' for the continent 
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Table 15.3 Summary of cases filed under NAFTA Chapter 11 IJrol'isions (to 
October 2002) 

Respondent 
country 

Canada 

US 
Mexico 

Number 
of cases 

filed 

8 

6 
10 

Total 
damages 
claimed 
($US) 

$2,55 billion 

Disposition I 

I settled out-of-court with 
payment of damages: I decided 
against Canada with damages 
awarded; I decided against 
Canada with damages being 
considered: 3 pending: 2 with­
drawn by complainants 

$1.98 billion I dismissed: 5 pending 
$404 million I decided against Mexico with 

damages awarded: I dismissed: 8 
pending 

Note: I As of late October 2002 .. 

Source: Government ot CaIlada. Department of Foreign Affairs and International Trade website 
(www..dfait-maeci,gc .. cal. US Department of State website (www .. state .. gov) 

- not just an agreement to promote more international trade in goods and 
services, 

Mobility for speciali;.edforJI1S of labour 

In general the NAFTA does not address issues of migration or freedom of 
movement of persons betw'een the member countries, with one exception, 
Chapter 16 of the agreement provides for temporary entry of certain classifi­
cations of business persons and professionals. Beyond this exception. each 
country's existing immigration laws and procedures continue to apply, 

Side-agreelilents on labour and the elll'irollmelll 
To support its efforts to have the NAFTA ratified by Congress. the incoming 
US administration of Bill Clinton in 1993 negotiated t\VO side-agreements to 
the NAFTA regarding the protection of labour and environmental standards 
(Bolle, 2002; Compa. 1997; Kirton and de Castro. 1997). These side-agree­
ments contain no measures with legislative force, but rather simply commit 
each government to greater transparency in reporting on labour and environ-
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mental conditions, and to the enforcement of existing national labour and 
environmental laws. With few exceptions, the side-agreements (and the small 
tri-national institutions which have been set up to oversee their operation and 
effect) are not viewed as a meaningful or important feature of the NAFTA. 

4. Effects and performance of the NAFTA 
The negotiation and implementation of the NAFTA sparked important de­
bates, both among economists and in the public at large, regarding its likely 
economic effects. These discussions were influenced importantly by numer­
ous efforts to quantitatively estimate the effects of continental economic 
integration using a range of different modelling techniques (US International 
Trade Commission, 1992; Stanford. 1995). Conventional neoclassical models 
generally predicted positive but smalJ mutual trade effects, produced by the 
usual sector reallocations and efficiencies associated with the expansion of 
comparative-ad vantage-based trade. More critical approaches suggested that 
the main effects of the NAFTA would be felt through other structural chan­
nels - such as the impact of the agreement on investment decisions (a factor 
that was not considered by most conventional approaches), and the impact of 
neo-liberal policy reforms within Mexico. Among economists, however, both 
advocates and opponents agreed that the impact of the NAFIA on overall 
output and employment levels in the continent would be small, and this 
prediction has proven to be correct. The following sub-sections consider 
several of the particular effects and outcomes of the NAFTA: 

Structure ofNAFTA trade 
Trade patterns within the NAFTA conform largely to a 'hub-and-spoke' struc­
ture, with the US located at both the geographical and the economic centre of 
the continent. Bilateral trade flows are largest between the US and Canada, 
and are also large between the US and Mexico. Bilateral flows are small 
between Canada and Mexico (see Table 15.4). Canada and Mexico are the 
largest trading partners of the US - and. of course. the US is the largest trade 
partner for each of Canada and Mexico.7 Not surprisingly, relative to GDP 
intra-NAFTA trade is most important to Canada and Mexico, accounting for 
roughly 60 and 50 per cent of national GDP, respectively, and far outstripping 
each country's trade with the rest of the world. In contrast. intra-NAFTA 
trade flows are equivalent to just 6 per cent of US GDP, and account for less 
than one-third of America's total foreign trade. This reinforces the conclusion 
that the implementation of the NAFIA was a much more significant event in 
Canada and Mexico, than it was in the US. 
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Table J 5.'1 Merchundise [rade flems Irirhin NAFTA, 2000 (Sbillion, and 
growth since J 99-1) 

IMPORTER 

Canada US Mexico 

E Canada S233.7 S1.4 
X (+789c) (+151*) 
p 

0 U.S. $178.9 SII1.2 
R (+56'7c ) (+120'7c) 
T 
E Mexico S8.1 S136.8 
R (+167'7c) (+173*) 

Source: Author's calculations from Statistics Canada (2002a. 2002b). Bureau of Economic 
Analysis (2002) 

Expallsioll of trade 

Intra-NAFTA trade expanded notably in each of the three member countries 
following the transition to free trade on the continent, although that expan­
sion was most dramatic for Canada and ivlexico. Canada's trade within North 
America has roughly doubled since the advent of the Canada-US FTA, 
measured as a share of domestic GDP: from about 30 per cent in the late 
1980s, to 60 per cent by 2000 (see Figure 15.1). Since Canada's trade with 
the US is about 45 times larger than its trade with Mexico, almost all of this 
expansion must he attributed to the post-FTA expansion in Canada-US trade, 
rather than to the subsequent effects of the NAFTA (which may have actually 
undermined Canadian trade with the US, through trade-diversion effects), In 
contrast. Canada's foreign trade flows with the rest of the world did not 
increase at all during the last decade (despite the general process of economic 
integration at the global level), indicating that for Canada the growth of intra­
NAFTA trade may have been a substitute for other trade relationships. In 
l\/lexico, on the other hand, an equally dramatic expansion in the importance 
of intra-NAFTA trade (which doubled from 25 per cent of GDP in the early 
1990s, to 50 per cent by 2000 - see Figure 15.2) was complemented by a 
significant expansion in trade with non-NAFTA partners. This is consistent 
with the conclusion that for Mexico the NAFTA represents part of a broader 
package of deregulatory initiatives, which served to open Mexican markets in 
a broader sense. Finally, in the US case (Figure 15.3 J, the discrete impacts of 
the FTA and the NAFTA are not even perceptible in trade data, which indi-
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cate a longer-term. more gradual expansion in the relative importance of 
foreign trade with both NAFTA and non-NAFTA partners. 

Trade imbalances 
Merchandise trade flows within North America are characterised by signifi­
cant bilateral imbalances. These imbalances have fuelled arguments. especially 
in the US. that NAFTA trade flows undermine domestic employment and 
output levels (Scott. 200 I). The US experiences large merchandise trade 
deficits with both of its NAFTA partners: some $55 billion (US) with Canada 
in 2000. and roughly half that much with Mexico (see Table 15.5), In each 
case. the imbalance represents over just one-tenth the total value of the two­
way trade flow (indicating that the US imports roughly $5 from its NAFTA 
partners for every $4 that it exports to them). Proportionately. the bilateral 
flow between Canada and Mexico is the most unbalanced. with Canada's 
merchandise trade deficit equivalent to a full 70 per cent of the value of total 
bilateral trade (so that. in effect. Canada imports $6 from Mexico for every 
dollar it exports there), 

£mplo\'ll/ent 
There has been much debate in all three NAFTA countries regarding the 
aggregate employment impacts of continental free trade (Campbell et al., 
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Table J 5.5 Mercha/1dise tmde imbala/1ce.l. NAFTA. 2000 

Surplus Deficit Imbalance Imbalance as 
partner partner (USS billion) '/e bilateral trade 

Canada US 54.8 13,3 

Mexico US 25.6 10.3 

Mexico Canada 6.7 70.5 

Source: Author's calculations from Statistics Canada (2002a. 2002b). Bureau of Econoll1ic 
Analysis (2002) 

1999: MacDonald, 2000; SCOll, Salas, and CampbelL 2001; US International 
Trade Commission. 1997). Within Canada. the Canada-US ITA was widely 
blamed for a precipitous decline in manufacturing employment during the 
first years of that agreement; Canada lost nearly 20 per cent of its manufac­
turing employment during the first four years of the FTA. in an unprecedented 
wave of plant closures and industrial restructuring. In retrospect. much of this 
decline was the result of a very aggressive anti-inflation monetary policy that 
was implemented in Canada during the same period (Gaston and Trefler. 
1997). and while the FTA clearly sparked a one-time process of adjustment in 
Canadian industry (which was forced to evolve away from its previous reli­
ance on the domestic market) it cannot be argued to have promoted a broad 
deindustrialisation in Canada. Later in the 1990s Canadian manufacturing 
expanded strongly, and Canada's share of total North American manufactur­
ing grew: by 1998 manufacturing employment in Canada exceeded its pre-FTA 
peak. In the US. labour advocates point to large trade deficits with Canada 
and Mexico to suggest that NAFTA trade flows have undermined domestic 
employment levels. On the other hand. US labour market conditions (ma[ked 
by low unemployment and rising real incomes) have been the strongest of the 
three NAFTA countries during most of the post-NAFTA period. In lvlexico. 
meanwhile. the promise that the NAIT A would spark a wm'e of job-creation 
in export-oriented industries has been unfulfilled. Export-oriented employ­
ment did expand in the late 1990s. especially in the northern border zone of 
lJlaquiladora export production facilities: but the number of new jobs created 
in those industries remained relatively trivial compared to the overall size of 
Mexico's labour market,° By 200 I export-oriented employment in Mexico 
began to decline in the \vake of a slowdown in exports to the US (Organiza­
tion for Economic Cooperation and Development. 2002b). In none of the 
three countries. therefore. can a convincing argument be made that continen­
tal economic integration has had a major impact on labour markets. whether 
positive or negative. While trade and investment Rows are obviously an 
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important determinant of employment patters. overall labour market condi­
tions in each country continue to reflect other more important factors (such as 
demographic trends and macroeconomic and labour market policies). 

Ecollolllic grO\\"Ih 
It is hard to argue that continental free trade has had any perceptible impact 
on real econorilic growth rates on the continent, which also continue to reflect 
primarily domestic factors (such as the stance of monetary policy and the 
general vitality of business investment). None of the NAFTA-member coun­
tries have exhibited stronger economic growth in the wake of continental free 
trade. than before it (Table 15.6). This finding seems particularly damaging to 
the claim of NAFTA proponents that pro-competitive structural changes in 
the Mexican economy. implemented in conjunction with the NAFTA. would 
significantly enhance economic growth there (Fernandez-Arias and Montiel. 
200 I). Mexico's growth under the NAFTA has been no stronger than in 
previous periods (and remains signi ficantly slower than during the golden 
years of import-substitution industrialisation from the 1950s through the 
19705): indeed. rVlexican growth under NAFTA has been no faster than aver­
age growth rates recorded elsewhere in Latin America during this time 
(Organization for Economic Cooperation and Development. 200 I b J. 

Table 15.6 Real grO\\'fh rates, NAFTA. cOllllrries, 1980-200/ (arNage 
allilual growth rate, real CD? %) 

1980-89 1989-94 1994-2001 1980-2001 
(pre-FTA) (FTA) (NAFTA) 

Canada 3.1 L2 3,4 2.8 
United States ~ ~ .) ") 3.5 3.1 .:'I .~1 

lvlexico 2,4 3.9 2.9 2.9 

SOl/I"< ,': Author, calculation, from Organization lor ECOllOllllC Cooperation and Oe\'ciOp­
mcnt (2001a. 2002al 

StruulIral challge ill lv/crieo 
The negotiation and implementation of the NAFTA was a key part of a 
broader effort by Mexico's government and business leaders to restructure 
the national economy more closely along neo-liberal lines - and to signal 
forcefully (0 the rest of the world (and foreign il1\estors in particular) that this 
restructuring was both thorough and permanent. As if to demonstrate that the 
creation of the NAFTA did not solve all of Mexico's economic and social 
problems, the very day of its inauguration (J January 1994) marked the 
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beginning of a campaign of armed insunecrioll and political mobilisation by 
the radical Zapatista National Liberation movement (based in the southern 
Mexican state of Chiapas) and like-minded supporters elsewhere in ~ilexico, 
Indeed. the year of the NAF1As implementation would be a very difficult 
one for Mexico, beginniug with rhe rebellion and ending with the onset of 
another financial crisis in December 1995. This 'peso crisis' was the culmina­
tion of large and unsustainable financial capital flows which had inundated 
Mexico in anticipation of the NAFTA. producing equally unsustainable cur· 
rent account deficits and other financial imbalances in the national economy 
(Blecker. 1996: Ros and Lustig. 2000). The responses of the rVlexican govem­
ment and monetary authorities to the crisis included dramatic (if temporary) 
increases in interest rates, the abandonment of a fixed peg for the exchange 
rate (which subsequently depreciated by over one-half>, and a further re­
trenchment in fiscal policy. The painful consequences of this crisis on the 
Mexican macroeconomy swamped any initial benefits that NAFTA advocates 
had expected from the free trade agreement, and the country entered a reces· 
sion. 

Mexico's financial and macroeconomic situation subsequently stabilised, 
how·ever. and by the late 1990s the real economy improved considerably. In 
light of the damaging effects of periodic financial crises in rvlexico's recent 
history. the post-NAFTA stabilisation of key monetary and financial indi­
cators has been especially important. Mex.ico experiellced a steady process of 

I 
10 

CPI .. -

r 
Exchange rate 

( right) 
8 

40 

30 

'd7 
VJ 

10 6 ::J 
~ 

g. -:.; 
:.; 

~ 
:r. 

;j 
c.. 

-+ () 
c.. 10 

I 

-I ~ r,R"1 ~ 'ho" ~"n" il","'" cote ",Ill 

2 

--, - - ---, -----.----'- 0 
1989 1991 1993 1995 1997 1999 2001 

Figl/re 15.4 Mexico's exclw/lge mte. ill/erest rate and ill/fat ion 

www.ebook3000.com

http://www.ebook3000.org


Tize North Americal1 Free Trade Agreellleill 277 

disinflation through the late 19905, accompanied by a corresponding decline 
in real interest rates (Figure 15-+). In addition, the exchange rate stabilised at 
a nominal level approximately one-third its pre-1995 fixing.'! Of particular 
note is the fact that Mexico's financial system was not significantly affected 
by contagion effects resulting from the Argentine financial crisis of 2001-02, 
a crisis which impacted many other Latin American economies. If Mexico's 
membership in the NAFTA has given foreign investors and Mexican wealth­
owners alike a strong assurance of a stable and predictable institutional and 
policy environment (and this. in fact, was a central goal of Mexico's partici­
pation in the NAFTA I. then the resulting macroeconomic and financial stability 
may prove to be the most important and lasting benefit of the continental 
agreement. 10 

Another indirect but important impact of the NAFTA on Mexico could 
prove to be its influence on political and democratic processes. After seven 
uninterrupted decades of rule. the PRI was defeated in the 2000 federal 
election by the right-wing Partido de Accion Popular (PAN), led by Vicente 
Fox Quesada. The largely peaceful transition to a new administration has 
been accompanied by other improvements in the transparency and function­
ing of Mexican political and legal institutions (although corruption and violence 
still mar democratic and government practices in many regions and sectors of 
l'vlexican society). For example, the Mexican trade union movement is mak­
ing some initial progress in freeing itself from decades or state-sponsored 
PRJ oversight and forming itself into a more authentic and independent social 
force. The NAFTA is often credited with playing a supponillg role in these 
democratic improvements, since all sides within Mexico understand that 
perceived violations of democratic process in Mexico would haw probable 
repercussions for l'vlexico's increasingly important economic links with the 
US. 

5. Future directions 
Despite initial debates within each country regarding the desirability of conti­
nental economic integration. the NAFTA now seems well-established as a 
central fixture of the North American economy. In the US, broad bipartisan 
support exists for the NAFTA - although that support does not necessarily 
extend to granting the US administration authority for further trade negotia­
tions. including the potential expansion of the NAFTA In Mexico, the 
newly-elected PAN strongly supports NAFTA. and even the left-wing Partido 
de la Revolucion Democrata. led by Cuauhtemoc Cardenas (now the mayor 
of Mexico City). accepts the agreement (while arguing for reforms that 
would recreate the authority of national governments to conduct a wider 
range of economic and industrial policies. and enhance the rights of Mexican 
immigrants in the US). In Canada. only the left-wing New Democratic Party 
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still opposes continental free trade, and few free-trade critics there suggest 
that the NAFTA itself could be annulled, Instead. the constituencies in all 
three countries which initially opposed the agreement have turned their focus 
10 resisting the further expansion of the NAFTA. in terms of both its geo­
graphical scope and its depth of effect. Four sets of issues in particular could 
eventually produce a more powerful form of economic integration in the 
Westem Hemisphere, although in each case it is clear that the further expan­
sion of continental economic integration faces formidable political and 
economic barriers. 

Hell/ispheric free trade 
Political leaders throughout the Western Hemisphere I I have initiated negotia­
tions to create a hemisphere-wide Free Trade Area of the Americas (FTAA), 
building on the framework of the NAFTA (Wise, 1998: Lee, 200 I). The plan 
received initial tentative approval at hemispheric political summits in Miami 
in 1994. Santiago in 1998. and Quebec City in 200 I. and working groups 
have been established to identify key issues for negotiation. The Quebec City 
summitadopted an 'action plan' in which the progress of free trade negotia­
tions would supposedly be linked to the maintenance of democratic rights 
through the continent. Subsequent political events. however. have cast doubt 
on the prospects for the FfAA. The Argentine financial and political crisis 
has sparked widespread opposition there to the FTAA and other forms of 
globaJisation: the electoral strength of the anti-FTAA Worker's Party in 
Brazil will certainly allect that nation's participation in the negotiations; and 
continuing political instability in countries like Columbia and Venezuela 
(where the US government has supported groups attempting to remO\'e the 
elected government of Hugo Cha\'ez from power) undermine the claim that 
hemispheric economic integration will be associated \vith stability and 
democracy. 

MOlletar\' unioll 

Unlike the EU. the NAF1A contained no provisions for harmonisation in 
monetary or exchange rate policy, Each member country continues to have its 
monetary policy determined by its own central bank, and each country's 
currency trades flexibly on international markets. The continued course of 
continental economic integration has sparked some calls in Canada. however. 
for a parallel process of monetary integration. which would culminate in the 
development of a common continental currency (or. more likely. the use of 
the US dollar as a de/clcto continental currency). The introduction of the euro 
beginning in 1999 provided additional momentum to this discussion, In this 
context, some prominent conservative voices in Canada have proposed that 
Canada should work towards a continental currency (Courchene and Harris. 
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1999). Unlike free trade with the US, however, this proposal as yet enjoys 
only minority support from Canada's business and financial communities 
(who continue to fa\'Our an independent Canadian currency). and is widely 
opposed by members of the general public. Unless and until there is a wide­
spread agreement among Canada's economic and political elites of the sort 
that presaged free trade negotiations \vith the US in the 1980s, the issue of 
continental' monetary union is unlikely to become a serious political possibil­
ity in Canada. The issue has not received any serious attention in the US or 
Mexico. 

Migration 
Within Mexico, more concern has been expressed regarding the absence of 
provisions within the NAFTA for greater mobility by persons within North 
America, and of measures to protect the interests and standing of Mexican 
migrant workers in the US (Weintraub et al., 1997). An estimated eight 
million Mexican citizens live in the US. llalf of them illegally. The new Fox 
government in Mexico has made the issue a major priority in its relationship 
with the US. Here, too, however, it is unlikely that the concern will result in 
concrete changes in the actual provisions of the NAFTA. In the wake of the 
terrorist acts of September II, 200 I. the American political climate has 
become more inward-focused and xenophobic than usual, and there will be 
little political support there for measures which would allow freer cross­
border flows of people within North America, For the foreseeable future, it 
seems. North American economic integration will continue to be affected by 
flows of commodities and flows of capitaL more than by flows of human 
beings. 

Borden 
Another consequence of the September II terrorist attacks was the exacerba­
tion of growing problems of congestion and traffic delay at Canada-US and 
Mexico-US border crossings. An immediate US security crackdown in the 
wake of September II produced unprecedented backlogs in cross-border 
traffic. and while those disruptions were temporary they did highlight the 
extent to which North American businesses have been dependent on cross­
border flows of inputs - and hence vulnerable to disruptions and delays in 
those flows. High-Ie\"el initiatives ha\"e since been taken to enhance traffic 
flows at both borders. including the expansion of physical infrastlllcture and 
the introduction of new high-speed screening measures for regular pre-screened 
shipments. These measures will cellainly improve the congestion problems at 
both borders. As yet. there is 110 significant discussion in North America 
about European-style efforts to eliminate border crossings within the free 
trade zone: this approach \vould require a prior harmonisation of ill1l11igra-
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[ion, customs and security policies which is not considered feasible in any of 
the NAFTA cOllntries. 

6. Conclusion 
The implementation in 1994 of the NAFTA. building on the earlier frame­
work of the 1989 Canada-US FfA, marked a watershed in the historical 
political-economic evolution of Canada and Mexico. The implementation of 
the NAFTA was a much less important event for the US. The relatively 
simple task of eliminating tariffs on intra-NAFTA merchandise trade consti­
cutes 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 
primary 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, The NAFTA has had a significant impact on the 
structure of trade flows within North America, but no visible effect on aggre­
gate economic activity or employment. The prospects for the expansion of 
NAFfA to include other countries in the Western Hemisphere, or for the 
deepening of the NAFTA to include topics such as monetary integration or 
greater freedom of migration, seem relatively dim. 

Notes 
This four-eo-one cross-national gap in average li"ing standards within the NAFJA zone is 
twice as wide as the corresponding gap within the EU. The NAFTA zone therefore 
incorporates a much wider range of living standards and income levels than does the EU, 

:; The Liberal party subsequently re\'crsed its opposition to continental free trade. It re­
gained power in the 1993 federal dection, promising only lO tight lor chang.::, in (he draft 
NAFJA which had been signed the previous year: even that mild promise was not fulfilled. 
and the Liberal administration under Prime Minister Jean Chretien has become a staunch 
supporter of NAFTA and it, expansion throughout the Western Hemisphere 

3, A searchable te~t of the entire NAFTA can be \'iewed at the website of the NAFJ'A 
Secretariat. www.nafta-scc-alena.org. 

of Some tariffs are still allowed to be charged on a small number of agricultural tariffs .. 
~ These exemptions were most important in the cases of Canada and \Iexico. whose econo­

mies continued to reflect the legacy 01 more interventionist cconomic policy approaches 
adopted in earlier times .. But important US measures. such as the Buy America Act 
(requiring US content in federally-funded public developments) and the Jones Act (requir­
ing US content in inshore shipping ,1Ild shipbuilding!. were al,,' protected under this 
approach 

6.. The creation of these tribunals represented an attempt by US negotiators to mollify their 
Canadian counterparts, wh0 had entered the FTA negotiations demanding full exemption 
for Can .. dian products from US trade remedies. The US was unwilling to grant this 
exemption, so instead agreed to the creation of special tribunals which would determine 
whether existing trade remedies in one country or another had been reasonably and 
legitimately applied (within the grounds of the domestic Jaws governing those remedies) 
The operation of these panels since 1989 is generally lic\\'ed to IWl'e been unsatis/;Ictory: 
a particularly dhcouraging indication has been the failure of the p"ne\s. despite repeated 
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ruling;; against the US. to O\'erturn puniti\'e US counten'ailing dutie;; applied to Canadian 
exports of softwood lumber 

7 Mexico ranks as Canada's fourth-largest bilateral trade partner. while Canada is Mexico's 
third largest trade partner 

8 By 2001. the maqlliladora export-processing facilities in the northern tier of [ .... fexico 
employed a total of just over I million workers - representing a small share of total formal 
employment in Mexico of some -+0 million workers. and a !Otal economically active 
population of closer to 60 mil,lion i1nsti!Uto Nacional de Estadistica Geogralia e Informatica. 
2002) 

9, In real terms. the exchange rate appreciated during this period. since i\!cxico's inflation 
rate - while declining - was still higher than that of its trading partners. 

lOIn this conte,xL the numerous quantitative models which were used to estimate the eco­
nomic effects of continental free trade and relied almost exclusi\'ely on the inter-sectoral 
trade reallocation effects predicted in conventional neoclassical trade theory can be seen 
to ha\'e completely misidentified the likely economic significance of the NAFfA 

II Cuba has been excluded from the process 
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16 The low road to competitive failure: 
immigrant labour and emigrant jobs in the 
US 
Charles Cmypo and Frank Wilkinson 

Introduction 
The dominant system of ideas structuring the US productive system has been 
described as curporate liberalislII. Corporate liberalism is a reworking of the 
core beliefs of liberal economics to accommodate large corporations, and is 
given effect by legislation andjudicial ruling (Berk, 1994). Liberal econom­
ics is rooted in a utopian vision of self-regulating markets that transform the 
inherent selfishness of individuals into general good. The market is seen as 
providing the opportunity and incentives for individuals to exploit to the full 
their property (labour in the case of workers) but prevents them from exploit­
ing any advantage they might have by throwing them into competition with 
others. For liberal economists, market forces deliver distributional justice and 
optimal economic welfare and this gives them supremacy over man-made 
laws and institutions. Unless these conform to the laws of the market they 
risk being in restraint of trade and economically damaging. 

The charge of restraint of trade is particularly targeted at worker organisation 
and protective labour laws because they are interpreted as hindering market 
forces. By contrast, market dominance by large firms is tolerated on the grounds 
that, as the products of successful competition from efficient and innovating 
entrepreneurs, they are the consequences of the effective working of market 
forces. In a similar way, the stock exchange has come to be theorised as 
efficient markets for corporate control, the means by which shareholders can 
punish inefficient and malfeasant managers and reward successful and reliable 
ones by selling them their shares. By these means, the consolidation of market 
power by hostile takeovers is justified by the working of the market. which by 
definition serves the general interest (Deakin and Slinger, 1997). Thus the 
corporate liberal position is that although the market concentrates economic 
power, it also yields important benefits for society in the form of technical 
progress and economic growth. What is good for business is also good for 
society, and although the excesses of dominant firms need checking. it would 
check progress if their market opportunities were unduly restricted. 

The reality is that the imbalance of power between labour and capital that 
exists in unrestricted markets guarantees workers little more than the freedom 
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to be exploited. The recognition of this. together with the f3ilure of corporate 
America to deliver full employment. led to a dilution of corporDte liberalism 
to encompDss state intervention to secure full employment. establish a safety 
net of basic employment and social rights. and legitimise trade unions and 
collective bargaining. The \'alidity of these reforms was increasingly que~­
tioned. however, as US competitiveness faltered and with the growing 
inflationary crises in the 1970s, This led to a corporate liberal re\i\al result­
ing in the strengthening of the rights of business and a weakening of the 
economic and social rights of workers and communities. 

Deregulated markets. short-tem1 corporate performance objectives and over­
riding shareholder and executi\e claims on resources. now dominate the US 
producti\e system, These. together with the increasing globalisation of this 
system. encourage corporations to cut P3Y and worsen conditions of work -
mo\'es that workers are increasingly powerless to resi 5t When dominant 
firms dri\e down labour costs in this way. others are forced to follow suit or 
risk operating at considerable disad\antage. This builds on a long historical 
tradition of wage cost competition based on cutting the pay of existing 
workforces. recruiting other worl-:.ers who will \\ork for less. or by simply 
relocating production to more employer-friendly sites Within the global 
productive system. US employers increasingly resort to importing low-\vage 
labour and exporting production processes to low-wage countries, Immigrant 
labour and emigrant jobs have thus become the hallmark of US labour rela­
tions and production strategies. 

The impact on US employment structures and standards has been dra­
matic. Deindustrialisation has been progressive In 1957. goods-producing 
and support industries together accounted for 48 per cent of all jobs. service­
providing industries for 38 per cent and government for the remaining 14 per 
cent. By 1998 the ratios had shifted to 2') per cent in goods-producing and 
support industries. a drop of nearly half: ')9 per cent in services. an increase 
of more than balf: and 16 per cent in government. Under the impact of these 
profound structural shifts and worsened job opportunities for blue-collar -
and many white-collar - workers. wages and benefits have progressively 
worsened. and work intensity has increased. despite brief periods of respite. 
as in 1996-2000 (Mishel et o/.. 2001. Chapter 2). For the first time in the US 
there is a widespread feeling amongst the youllger generation that they will 
be \vorse off than their parents 

Globalisation thus coincides and interacts with other adverse trends to 
reduce the ratio of good jobs and lower overall labour standards in America, 
Either cheaper labour is brought into the US or contested jobs are moved out 
of the US as part of larger corporate labour and product market strategies. It 
is. therefore, a matter of either immigrant labour or emigrant jobs. or some 
combination of the two. 
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Immigrant labour 
In a geographically large and populous country like the US, relocating pro­
duction from the more progressive and unionised northern and coastal states 
to the conservative, non-union south and south-west provided an opportunity 
to cut labour costs. Thus textile, garment and other light manufacturers moved 
wholesale to the south before and after World War II, and electrical compo­
nents, car parts, fabricated steel. tyre and other metal and durable goods 
producers followed in the final decades of the twentieth century. Then, with 
the revival of conservative political forces and the consequent decline of 
1930s New Deal and 1960s Great Society programmes and regulations, with 
the advent of enabling technological advances in communications and trans­
portation. and with the emergence of new business norms, goals and methods, 
the US search for cheap labour became global. 

As a result, the US is now experiencing the greatest influx of immigrant 
labour in nearly a century. 'In terms of sheer numbers, the 1980s witnessed 
the largest infusion of foreign-born persons for permanent settlement in the 
history of the United States'. Without much debate or analysis, says Vernon 
Briggs ( 1992, p. 1), 'the level of immigration slowly began to rise during the 
mid-1960s; it accelerated in the 1970s; it soared in the 1980s; and, as a 
consequence of the significant statutory, judicial. and administrative actions 
taken during that decade. the phenomenon [became] institutionalized as a 
fact of life for the 1990s·. Why the 1980s? Simply put. the federal govern­
ment led by the Reagan White House, acceded to business demands for 
low-wage immigrant labour. Unfortunately for blue-collar workers, this coin­
cided with a rapid decline in employment in the goods-producing and support 
industries when the children of high-wage industrial workers were being 
forced into rapidly expanding but low-paying service and retail jobs. Large 
supplies of immigrant labour put a lid on already 100v wage levels, and made 
unionisation even more difficult than it had become in the face of increasing 
employer. judicial and administration hostility. 

The composition of the current immigrant labour force. including both 
legal and illegal entrants, is so varied that they are employable at every level 
of tl1e occupational hierarchy. Those who lack occupational credentials and 
job experiences have to work in low-wage. dead-end occupations: 'backroom' 
jobs in restaurants; domestic cleaning and care-giving in the personal service 
sector; office cleaning in the business service sector; field work in agricul­
ture: labourer jobs in construction: hourly production jobs in garment. food 
processing and other light manufacturing industries. For a few. at most. low­
level employment in these industries can. with time and appropriate effort 
and attitude, progress to middle level positions. At the high end of the job 
ladder. by contrast. employment often starts at or near the top, as in the case 
of immigrant physicians, engineers and electronic information specialists. 
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This chapter focuses on the impact of low, middle and high-level immigrant 
labour on US workers and unions in the global setting. 

Low-end immigrant occlIpmions 
Low-end immigrant labour is increasingly indispensable to the comfortable 
living standards enjoyed by middle and upper class Americans. Women and 
men from Mexico. Central America, the Philippines. the Caribhean and else­
where perform home and landscape tasks making life easier for their 
employers. It is now estimated that one-half of all American households 
employ directly or indirectly one or more immigrant workers as nannies, 
gardeners, house cleaners and other domestic service providers. (National 
Public Radio, 'Marketplace', 6 September 2002.) As more and more mothers 
and wives become permanent members of the workforce, the need for domes­
tic help arises even among those families that send two or more wage earners 
into the labour market, increasingly of necessity, and that would not and 
could not have afforded this luxury in the past. Cheap labour for domestic 
work also enables employers to pay less for the labour of working mothers 
(Johnson. 2002) 

These immigrants are an exploitable labour force at a time when US 
employers are under increasing incentive - or, pressure as the case may be -
to hold down labour costs. Increased labour demand in the non-durable 
goods-producing and service sectors of the economy might have exerted 
upward pressure on wage levels, but this has been more than offset by 
increased supplies of immigrant workers. Immigrant labour simply adds to 
the already large pool of disadvantaged workers created by the need for 
households to put additional members into the labour market to maintain 
living standards after nearly three decades of failing real wage levels, by the 
large numbers of displaced factory and support workers and of their children 
who are now joining the labour force, and by other disadvantaged workers 
having few if any resources with which to compete (Cormier and Craypo, 
:2000). 

rV!eatpacking i]Justrates the undermining effect of the use of immigrant 
labour on labour standards. The job and labour force stability that character­
ised beef and pork packing plants and communities in the decades following 
World War II has given way to low-wage, transient. dangerous work in the 
huge. state-of-the-art slaughtering and processing factories of the high plains 
states including Kansas, Nebraska and Texas. U ntit the late-1960s, hourly 
wages in beef and pork packing plants were much above the average for 
manufacturing and only 10 to 15 per cent below those in car assembly plants 
and basic steel mills. Two meatpacking unions together represented nearly 
the entire production workforce and coordinated rather than competed in 
negotiating strong pattern settlements on a company-wide basis. In the early 
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1960s. however. aggressive new entrants broke the old oligopoly that had 
dominated meatpacking since the turn of the last century and took over the 
industry. in part by keeping unions out and refusing to accept industry pattern 
settlements where they inherited unions in acquired plants. Before long. 
meatpacking became synonymous with low wages. unsafe jobs. transient 
labour and community discord (Craypo, 1994) 

Unable to hire and retain local residents at the wages and working condi­
tions they offered, the new breed of packers brought in immigrant labour to 
break the union and drive down labour standards. They have recruited refu­
gees who are desperate for work and therefore willing to tolerate the low 
standards and harsh conditions which have come to characterise the industry. 
At first Asian boat people were employed, then Hispanic workers escaping 
high unemployment levels and subsistence incomes at home. More recently, 
recruitment efforts have involved Bosnians and other refugees from the 
Balkan wars. 

Much the same has happened in the poultry processing plants in the South 
and Mid-Atlantic states, except here labour standards have never been high 
and mainly Central American immigrants have displaced African Americans. 
Also unlike beef and pork, poultry plants are located mainly in the eastern 
half of the country. When native workers began unionising in the 1980s, the 
major employers brought in immigrants. But, in a repeat of earlier immigrant 
history, they too have begun to fight back. Some of the poultry processors 
have been forced to recognise and bargain with the union (Craypo, 1994, 
pp.87-8). 

Finally. recent and shocking discoveries of boatloads of undocumented 
Chinese males stranded in US waters and hundreds of Asian women being 
held as captive workers in garment shops in New York, Los Angeles and other 
major American cities have unveiled well organised networks of illegal Chi­
nese immigration, much of it coming from the southern province of Fuzhou, 
China's most impoverished region. Such networks. operated by the notorious 
·snakeheads·. funnel low-wage. vulnerable workers into US labour markets. 
The full extent of these networks is not known. although overall Chinese 
emigration has reached 180 000 a year. 

Middle and high-end level immigrant occupation,l 
Among those at the middle and high end of the immigrant labour force are 
registered nurses. physicians and other health care professionals; computer 
specialists and other technical workers in the information industries; ad­
vanced degree holders in maths. science and engineering; and, from Latin 
America, baseball players. In order to import foreign workers having the 
necessary credentials to take high-paying jobs, employers have to obtain H­
IB visas from the US Labor Department. These allow US employers to hire 
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foreign workers to nil specinc job vacancies on the grounds that they cannot 
find US workers. 

Acting at the request of employers for more H-l B visas - based on a 1980s 
report by the National Science Foundation predicting a shortfall of at least 
675000 scientists and engineers in America by the end of the century -
Congress enacted the Immigration Act of 1990, more than quadrupling the 
number of skilled immigrant workers allowed into the country. The Labor 
Department also cooperated. More legal immigrants entered the US the fol­
lowing year than ever before in American history. Altogether during the 
1990s, hundreds of thousands of high tech workers received H-l B visas. But 
then in 1990-93, contrary to the expectations of the NSF report, US universi­
ties saw the graduation of twice as many highly skilled technical workers as 
there were job vacancies. So great was the combined effect of the number of 
new graduates and the influx of foreign workers that professional occupa­
tional groups. unions and academic analysts \varned that the current oversupply 
threatened the future laboll! supply by discouraging Americans from entering 
these occupations. This time Congress responded by providing funds for 
increased domestic training and education, but at the same time increasing 
yet again the number of job visas. In 2000 it passed legislation providing 
nearly 600000 more such visas although it did double the fee employers had 
to pay for each immigrant visa from $500 to 51000. with the proviso that the 
money collected be used to finance training and education for US workers 
( \Va5hillgton Post, 7 October 2000, p. A-8 J. 

One of the most visible and publicised examples of immigrant labour in 
middle- and high-range employment today involves computer technicians. 
The US industry is said to confront a serious shortage of skilled workers in 
this fast-growing sector and therefore needs to import more foreign labour to 
fill the gap and in the process keep America globally competitive, A major 
recruiting ground is India, where well-educated and trained individuals are in 
abundance, including Cambridge and Oxford graduates. 

By the beginning of the new century. however, Indian software program­
mers in turn were being under-priced by equally capable programmers from 
even lower-wage countries. Notable was the progress made by Vietnam. By 
2002 Ho Chi Minh City-based Quantic Software was nlling work orders from 
North America. Europe and Asia. including computer giants sllch as Nortel. 
Japan's NTT and Cisco Systems. But Quantic was not alone. The industry 
had expanded from a handful of software companies two years earlier to 
more than 250 domestic and foreign-owned companies. So rapid was its 
growth that industry analysts agreed that it was only a matter of time before 
Vietnam became a world-class player. And what was Vietnam '5 competitive 
advantage') Low wages. Independent analyst Research Vietnam estimated 
that corporations pay about $20 000 a year per Vietnamese programmer 
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compared to $30000 in Russia and Romania, and $40000 in India. 'If you 
want fast turnaround, go somewhere established like India', said Research 
Vietnam's director, 'But if you're looking for a long-term, cost-effective 
partner, Vietnam has the potential to be that' (Tran. 2002). Of course the same 
thing could have been said about India a decade earlier. that is, before India's 
labour costs were undercut by Vietnam. 

Another example involves registered nurses (RNs) from the Philippines. 
For years Philippine development policy has involved exporting labour, in­
cluding nannies, housekeepers, sailing crews and trained nurses. Again, US 
hospitals and other health care institutions claim they cannot recruit enough 
RNs and constantly petition government for more foreign workers, in this 
case often from the Philippines. Permission is usually granted but on condi­
tion they pay wages comparable to those in the region, which the employers 
dutifully promise, Government agencies seldom check to see whether in fact 
they do pay the advertised wage, but in the few instances where they did it 
was discovered that many imported nurses were paid below area standards. 

Thus in both low- and high-end labour markets. in both traditional and 
newer industries, immigrant workers increasingly satisfy the growing em­
ployer demand for cheap labour. Briggs (1992. p. 227) estimates that at the 
end of the 1980s immigrant labour accounted for 30-40 per cent of the 
annual increase in the US labour force. Employers justify recruiting so many 
immigrants on grounds that not enough domestic workers want to do this 
work and therefore they have no choice. Critics counter that no domestic 
workers will or can afford to work at the terms and conditions being offered. 

Emigrant jobs 
If an immigrant worker is one that has arrived and is employed, an emigrant 
job is one that has left the country, either through imports of foreign-made 
goods and services or through actual relocation overseas by domestic produ­
cers. Notable examples of emigrant jobs as a result of imports are the US auto 
and steel industries. The loss of these jobs, the highest paying mass manufac­
turing employment in the country, has been stupendous. In 1999 the Auto 
Workers union, historically one of the most powerful in the US, bargained for 
44 per cent fewer car workers than it had in 1978,379000 as opposed to the 
earlier 675 000. In 2003 they will bargain for 269000 at most (ivlolltlI/y 
Labor Rel'iew, various years; Hudson. 2002, p. A9). In steel the cuts have 
been even more severe and the outlook is more dim. 

The stories of steel and auto decline and the impact on unions, workers and 
communities are generally known and well documented (for example, Hoerr, 
1988; Mangum and McNabb, 1997; Serrin, 1993: Lichtenstein, 1997; Green 
and Yanarella, 1998; Katz, 1985). More gennane to this discussion, however, 
is the impact of globalisatiol1 on the high-tech glamour industries that were 
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supposed to replace the electro-mechanical dinosaurs of the last century as 
the source of good manufacturing and service jobs, Two key high-tech sec­
tOIS in this regard are the electronic communication and information processing 
industries and commercial aircraft parts and assembly, What we find upon 
investigation is that both immigrant labour and emigrant jobs. particularly the 
latter. have destroyed hundreds of thousands of jobs and eroded labour stan­
dards in these sectors, 

Household appliol1ces CIIle! uudio/J'isuCiI sntel7ls 
Post-World War II analysts predicted that America's seemingly insum1Ount­
able technology lead arld production know-how in consumer electronics 
guaranteed a future of good jobs and strong exports. Within a few decades. 
however. it had become clear that this was not to be. Experiences in the 
important household appliances and audio/visual equipment industries illus­
trate the overall story. Firms making these products employed well o\'er a 
million workers in the 1950s and 1960s and were still contributing to positi\e 
US trade balances. By the end of the century they employed little more than a 
quarter of that number, 

Take the case of TV sets. Bad business decisions by RCA. GE and other 
electronic oligopolists in the post-World War II decades decimated an important 
basic industry. Television technology and manufacturing had developed mainly 
in the US. But by the mid-1960s technological know-how was universal and 
both domestic and foreign manufacturers were taking advantage of labour 
cost differentials to make black-and-white receivers in developing countries. 
More important. large US producers were licensing fast-growing Japanese 
electronics manufacturers like Sony and Mitsubishi to make and sell colour 
sets. The latter had nothing to do with wage differentials but with short-term 
protlt maximisation at the expense of long-term market position. The number 
of domestic production workers consequently fell from roughly 130 000 in 
1966 to fewer than 60000 by the late 1970s and then to barely 20000 in the 
early 1990s (Cowie, 1999: 93-6.127-30). 

Having done this, domestic manufacturers then accllsed the same Japanese 
companies of illegal export dumping (that is. pricing below cost) and the 
Japanese government of having strategically targeted the US electronics mar­
ket. Although US courts dismissed the char-ges. it was later made clear that 
the Japanese had in fact targeted the industry as part of its larger industrial 
growth strategy, which included an array of TV export subsidies to the US 
and TV import barriers into Japan (Magaziner and Reich. 1983. p. 177). 

The final chance for American workers to make TV sets of any kind came 
and went with high-definition television (HDTV). Again the promise was that 
US electronic manufacturers would use their technological edge to develop a 
superior product, one that would stimulate domestic sales. just as colour TV 
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had in the 19705 and large screen sets had in the 1980s and 1990s. only this 
time they \\'ould be made in the US Again. it was not to be After consider­
able delay and much confusion. glohal industry leaders and government 
officials in North Amel ica. Europe and Japan agreed on a production and 
distribution network that kept financial and technological control of HDTY in 
the advanced industrial nations under the leadership of Phillips. the largest 
European consumer electronics producer. and located manufacturing of HDTY 
receivers mainly in low-wage countries. 

Between 1980 and 2000. therefore. the number of production workers in 
household appliances. hy far the most highly unionised segment of the elec­
tronic and electrical equipment group. declined by a quarter. Figures are not 
available on changes in overall hourly employment for this sector but total 
employment fell slightly during 1980-2000. from L 77 to 1.70 million. Elec­
tronic components and accessories. the only segment in which hourly jobs 
grew. remains largely non-union (Stotislico/ Absrracr oj rhe United States. 

2001. Table 609: Hirsch and MacPherson. 1997. Table 7a). 
In numerous small and large cuts under CEO Jack Welch. General Electric. 

the largest US producer of such equipment. slashed its workforce by nearly 
half during these years. Fearing competition from Japanese producers. he 
concedes. he transformed the company by di\'esting the household appliance. 
electronics and military hardware di\·isions. and instead moved into broad­
casting. medical equipment. and telecommunications (\Velch. :2001). At the 
end of the 1960s. the International Union of Electrical \\orkel s (lUE) repre­
sented some 150000 GE workers. (Ten other unions divided the remaining 
roughly 35 000.) In 2002 the IUE. still the major organisation. represents 
about one-tenth as many GE workers. if that. Moreover. although GE made 
many acquisitions and started many new businesses after Welch took over. no 
union has organised a GE plant in the US dming his chairmanship. indeed not 
since the mid-1980s (Wypijewski. 2001). 

COllllllllllic{[riollS alld i/ljOl'}!wtioil indllstries 

By the J 980s there was no more talk of consumer and industrial electronics 
replacing auto and steel as a source of good jobs No\\' it was computers and 
information processes. But events involving relationships among US firms 
and those in developing countries would soon frustrate these hopes .. 

In 1986 the Indian gO\ernment decided that the country's comparative 
advantage in the global economy was in the English-speaking. highly edu­
cated segment of its labour force. The logical target was the information 
industry. Modern technology made it possible. 'Even if the client is situated 
10000 miles away from the software company in Asia. the client is still able 
to monitor the software development on a minute-by-minute basis. cnsure 
quality checks. communicate with the programmers as if they were just next 
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, door and get efficient software developed', observed the New Delhi trade 
association. 

The Indian government therefore set about establishing a Department of 
Electronics of India, whose task it was to develop the necessary physical 
infrastructure and provide a package of industry incentives and subsidies for 
the purpose of exporting computer software services. This was largely ac­
complished by 1990, with a number of computer parks complete with 
state-funded office space, electricity, and satellite hook-ups to the West. 

The programme was an immediate success. Why pay a domestic computer 
specialist $50 000 to $70 000 a year plus benefits when you can indirectly 
hire someone in India with a master's degree from Cambridge or Oxford for 
less than $10 000. American businesspeople asked themselves? By the mid-
1990s, Hewlitt-Packard, Digital Equipment. Motorola, Novell, Texas 
Instruments, Oracle, IBM, Zenith, Microsoft and Apple, among others, were 
outsourcing computer programming and related work in India. Bangalore 
was becoming the Silicon Valley of Southern Asia. 

After a trip to India in 1989. GE's Jack WeIch decided to outsource the 
company's entire information system. 'The cost-of-living in India, about one­
sixth that of the United States. provides capability for extremely cost-effective 
solutions' he explained to his employees back home. some of whom certainly 
had reason to fear the outcome, considering how many of the company's 
employees he had shed in his rise to the top and after. Welch began with a 
pilot of five outsourcing contracts but when the experiment proved even more 
productive than anticipated he signed 37 more involving projects in eight GE 
divisions. Even though 30 per cent of the work was still done in the States, 
project savings were said to total 60 per cent on each year of work effort 
(Barlett and Steele. 1996. pp. 97-9). 

Finally. there is the matter of computer manufactUling. Americans prob­
ably buy and use more computers than any other people. Making computers 
is a major industry. but it is done largely by contractors rather than computer 
companies and outside the US except for final assembly, the way it was with 
TV sets before production left the States altogether. Household names like 
DelL Compaq, Sony and HP sell them but little-known contractors like 
Flextronics, Jabil Circuit and Solectron make them. or at least the parts that 
go into them. This is because the leading computer sellers want to focus on 
product design and marketing rather than on making the sizeable (and often 
risky) investments of time and money that are involved in parts manufactur­
ing when the consumer neither knows nor cares where they come from or 
who makes them. 

The preferred location for parts production is Mexico. Labour is cheaper 
there, which of course is important in this price-competitive business. But 
perhaps more important, Mexico is closer to the US market than are the Asian 
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countries that make many of the electronic components sold in the US. The 
sooner a product that has such a short life cycle as computers have can be 
produced and put on the retail shelf the sooner it can be sold. Seven of the ten 
largest computer parts contractors thus have chosen to manufacture in Mexico. 

Within Mexico. the preferred location to date is Guadalahara, an interior 
city of 3.2 million inhabitants. This is not the result of random selection. 
Guadalahara was Mexico's shoe manufacturing centre before cheap Asian 
imports wiped it out. With generous business tax breaks, lots of golf courses 
and an ideal climate, the city set out to attract high-tech US manufacturers 
when the North American Free Trade Agreement took effect in 1994. But the 
determining factor, officials say. were Guadalahara's seven universities and 
dozens of technical schools, assuring contractors a trained labour force. 'Here, 
we get the best and the brightest', cummented une of the major contractors. 
The strategy worked. In 1995 the electronics industry employed 5000 
Guadalaharans: in 2000 it employed 60000. 'As darkness falls each day, 
planes owned by cargo handlers Federal Express and United Parcel Service 
take off from the airport here for a short hop to US cities, their bellies full of 
modems. routers and other essential paraphernalia of the Information Age' 
(Friedland and McWilliams. 2000. p. AI). 

Boeing COll/pany commercial aircraji 
'We're not talking about shirts or shoes moving to low-wage countries'. 
complained the US machinists' union official. 'We're talking about the most 
advanced manufacturing technologies in the world, These are the high-tech 
skilled jobs, remember, that were going to be our future, that were supposed 
to save us in the global economy' (Greider. 1997, p. 127). He was comment­
ing on the loss of hundreds of thousands of high-paying jobs at the world's 
largest commercial aircraft manufacturer, an ominous trend since aircraft and 
aerospace is the largest US manufacturing exporter and the nation'S second 
largest manufacturing employer. 

Boeing Company is still the world's biggest aircraft company and the 
largest US manufacturing exporter. The latter may be changing, however. as 
the European consortium Airbus Industrie, the only other major producer, 
gains global market shares at Boeing's expense and as developing economies, 
especially China, pursue infant industry strategies in developing capability in 
aircraft production (Bloomberg, 2000). Jobs at Boeing's main plant in Seattle 
and smaller ones in Kansas and Philadelphia have plummeted. In 1990, 
Boeing employed 156 000 high-paid hourly and salaried workers. It began 
cutting jobs dramatically during the early 1990s, however - 50 000 in Seattle 
alone. By 2002, Boeing employed about 30 000, some 26000 of them repre­
sented by the blue-collar International Association of Machinists (IAIVI) and 
most of the remainder by the white-collar Society of Professional Engineer-
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ing Employees in Aerospace (SPEEA). In :2002. hourly production workers at 
Boeing earned an average of 55:2 000 a year and salaried technical and 
professional employees 572 000.' 

The problem for them is not wages but outsourcing. which often takes the 
form of offset production agreements between Boeing and foreign govern­
ments. To Boeing workers the problem is endemic. Outsourcing involves 
domestic and foreign contracts. usually the latter. in which parts-manufactur­
ing - work traditionally done by union members in Boeing's US plants - is 
transferred overseas. Offset production agreements occur when Boeing agrees 
to manufacture assembly parts in. transfer technology to. and even build and 
equip plants in other countries - in exchange for sales contracts to those 
countries. 

Boeing's IVloscow Design Center. for example. uses 500 engineers (averag­
ing SIO 000 a year) and technicians designing parts for Boeing's 777 and 
others jetliners - work previously performed by SPEEA members. Chinese 
parts vendor Xian Aircraft was making wing components for the Boeing 747 
and complete tail sections for the Boeing 737. Polish vendor WZK-Mielec 
was turning out doors for the Boeing 757. And Mexican vender Mexmil 
produce fuselage-insulation blankets for all of Boeing's jetliners. In Japan. 
Mitsubishi. Kawasaki and Fuji are all offset partners with Boeing in its 777 
production. so much so that 500 Japanese workstations are connected to 
Boeing Seattle on Seattle time. At one time there was talk of developing an 
Asian aircraft consortium involving Boeing. China and Japan. the object 
being to design and produce a laO-seat regional jet. mainly in China. Boeing's 
long-term objective doubtless was to keep out Airbus. 

As a result of myriad offset production arrangements. it is estimated that 
half or more of Boeing's latest model aircraft components are being made 
overseas. This has been a progressive phenomenon. None of Boeing's com­
mercial lead carrier of the 1950s. the 707. was ever outsourced: no more than 
:2 per cent of its 196057:27: less than 10 per cent of its 1970s 737: 15 per cent 
of its 1980s 767: and 30 per cent of its 1990s 777. What explains this 
increase? Outsourcing contracts usually came about when foreign govern­
ments (or airlines) agreed to purchase Boeing planes in return for vendor 
rights. The Chinese. for example, insisted that in exchange for signing a S5 
billion order for 737 s Boeing would contract parts production there, but also 
give to Chinese engineers access to the company's basic aircraft production 
and. more important for the long term. help China develop its own aircraft 
industry. Accordingly, Boeing supplied the necessary tooling technology, 
flight and maintenance training and safety instruction. Boeing also opened a 
support office in Beijing. 

Outsourcing is transforming Boeing from being a vertically integrated 
producer that made its own parts for assembly. to a final assembly producer 
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increasingly dependent on foreign suppliers CEO Philip rvt Condit acknowl­
edged the transition: 'We are all assembler. an integrator'. he told reporters at 
a July 2002. British air show. 'We will probably [make fewer] parts. which 
are most efficiently made by people who focus on doing thac' Condit could 
hardly deny tile trend. He had himself just appointed former US foreign 
ambassador Thomas Pickering as Boeing senior vice-president in charge of 
finding additional 'strategic partners' with which to negotiate new outsourcing 
agreemellts. In defence of the practice Boeing argued that it had to outsource 
in order to be competitive. 

Such agreements nevertheless enable Boeing to cut labour costs signifi­
cantly as part of the deal by gi\'ing it access to cheap labour. The wage 
differentials are enormous. As a result of all the job cuts in the US, Boeing's 
hourly labour force averages 46 years of age and 554 000 a year in earnings. 
In addition. according to investigative reporters Donald Barlett and James 
Steele (1996, pp. 51-2). the Boeing-China deal 'was also made at the ex­
pense of the American taxpayer - on two counts'. First. the US government's 
Export-Import Bank guaranteed S 14 billion in loans for the Chinese to 
purchase Boeing aircraft. 

Second. Boeing and the rest of the civilian aviation industry. perhaps more 
than any other industry, owe their technology leadership to the tens of bil­
lions of taxpayer dollars spent on research and development of military 
aircraft. Now some of Boeing's technology is being given away to China. 

Boeing's outsourcing strategy was short-term and self-destructive, the trade 
unions charged. Giving too much work to parts suppliers and sub-assemblers 
erodes both worker skills and company control over critical design and pro­
duction processes. This has already happened, claims the lAM's chief 
negotiator. Between 1997 and 2002, he points out. Boeing executives spent 
S I 0 billion buying back Boeing stock in order to raise share prices. This is 
about how much money it takes a major aircraft manufacturer to develop a 
new model jetliner. he says, leaving Boeing with nothing more to show 
during these years than a 777 upgrade. as Airbus meanwhile introduced three 
new models. 'So while Boeing is giving money back to investors, Airbus is 
ensuring that it will dominate [product] market share in years to come.' 

In addition, union officials say. Boeing should compete by producing more 
efficiently at home. 'We're looking at being partners at creating value - or 
adversaries who will be fighting over an ever-shrinking pie', explained lAM 
strategic-resources director. Several Boeing technical professionals report­
edly support the union's position. A senior Boeing engineer. for example, 
reminded top managers that McDonnell Douglas outsourced to the point that 
it diverted so much revenue and profit to suppliers that it went into the long­
tem1 decline that led to Boeing's takeover of commercial aircraft and eventually 
of McDonnell itself. In any event. it appears the union is right, for while 
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Boeing officers busied themselves buying back shares, Airbus was proceed­
ing with plans to develop the 500-seat A380, the world's largest passenger 
jet. at an estimated cost of S 11 billion. It already had at least one firm airline 
order in hand. Then, in late 2002, Easy-Jet. Europe's largest discount airline, 
announced a 56 billion order for 120 new jets from Airbus after having 
purchased exclusively from Boeing. The effect was to cut Boeing's expected 
deliveries of commercial jets to little more than half its 2001 output. Boeing 
officials blarned the loss on cut-rate Airbus prices! (Allison, 2002) 

About this time a previously undisclosed Federal Aviation Administration 
special audit of Boeing was obtained and reported by a Seattle newspaper. 
The FAA found no fewer than 107 production and quality control failings in 
the past year, 87 of them in Boeing's production system - many its outsourced 
parts - and 20 in its engineering design system. It attributed these and other 
assembly problems to a 'systemic breakdown' of operations. The audit pro­
duced an unprecedented five areas of further investigation based on the 
agency's concerns about the scope of the difficulties. Ten separate teams 
would have to conduct thorough checks and data collections for all of Boeing's 
commercial jet models aimed at future 'systemic process improvements'. 
This revelation carne on the heels of an unrelated FAA announcement of a 
record S 1.24 million in penalties against Boeing for poor supervision of parts 
suppliers and failure to report cracked parts promptly (Wallace, 2002) 

For years both unions have been, understandably, in conflict with Boeing 
management over job preservation and related issues. The parties have never 
engaged in worker participation programmes and never negotiated profit 
sharing, productivity gains or any of the other jointly beneficial systems 
found in other basic industries (Erickson, 1994). A 69-day strike by the 
Machinists ill 1995 was settled only after Boeing agreed to give the union a 
chance to match the costs of job bids by offshore vendors. When this failed to 
stem the flow of work overseas, another stoppage in 1999 was avoided when 
Boeing accepted limited guarantees against further outsourcing. These too 
failed. Following the attacks of September II, Boeing laid off nearly 30000 
employees in response to subsequent airline cancellations of and reductions 
in aircraft orders. But Boeing also continued outsourcing despite union pro­
tests. Both unions made outsourcing overseas the major bargaining item. 
'They have to stop boxing up our work and sending it to Moscow', SPEEAs 
executive director complained. 

Union concern over outsourcing and the impact of job losses on an ageing 
workforce shaped its demands in bargaining a new contract in 2002. The 
already deteriorating relationship between the parties had only worsened 
following Boeing's announcement that it was relocating company headquar­
ters from the West Coast to Chicago. The union interpreted the move as 
another signal that Boeing had no long-term commitment to domestic pro-
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duction or, for that matter. to production of any kind. Lately, company offi­
cials had taken to saying that Boeing is in the 'aerospace solutions' business, 
one more indication of a diminishing interest in the production end. 

Union negotiators proposed a formula to preserve the jobs it still had, 
Under it. Boeing would guarantee a minimum number of jobs that would rise 
or fall with the company's total revenue OJ number of planes on order. 'If 
your revenues are up. if your orders are up, you hire more workers. you don't 
ship work overseas. But we understand that if your revenues are down, then 
you may lay people off, explained the union's chief negotiator. Boeing 
rejected the proposal: 'The market realities are such that even with our 
efficiencies, even with our abilities to squeeze cost out of our product. we're 
still not cost effective', countered the company negotiator. 'We've got to 
become more competitive.' 

The parties were so far apart that government mediators were called in to 
assist in the talks. The contract had expired, Boeing refused to compromise 
on anything and the members were free to strike if they chose. but they did 
not. They rejected the company final offer by a wide margin but, fearing a 
lengthy walkout at a time when Boeing production was down by half. they 
failed to provide the two-thirds majority necessary for the union to call a 
strike, which under its constitution meant Boeing's final offer was accepted. 
The agreement gives workers modest wage and pension improvements but 
allows Boeing to continue contracting and adds an estimated $2000 a year to 
the amount that each employee must pay for health care coverage. Boeing's 
president was elated: 'We 're looking forward to getting back to the business 
of building airplanes'. he said, without specifying where. 

Finally, it is \vorth noting in all of this that shortly before its demise as a 
major commercial aircraft producer McDonnell Douglas had also struck up a 
sales deal with the Chinese requiring it to produce in that country the MD-
180s it was under contract to sell there. McDonnell Douglas also justified the 
arrangement on grounds of its dwindling market share - 10 per cent of the 
commercial market: ''vVe're in the business of making money for our share­
holders'. explained the company president. 'If we have to put jobs and 
technology in other countries, then we go ahead and do it' (Greider. 1997. 
p. 126). All for naught. as Boeing promptly drove McDonnell Douglas out of 
commercial aircraft and eventually acquired it for its military know-how and 
Pentagon contracts - what would turn out to be valued properties for Boeing 
when the civilian market later collapsed. 

Aircrq/r engines 
Boeing is not the only aircraft manufacturer shedding domestic jobs in order 
to meet short-term performance goals and long-term structural objectives. In 
this instance the transfer of domestic union jobs overseas is less a matter of 
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substituting low-\vage for high-wage labour than of forming strategic cor­
porate alliances. Pratt & Whitney (United Technologies) and GE are the world 
leaders in manufacturing large turbo-jet engines. together having accounted 
for 85-90 per cent of the market over the past three decades. Both are 
profitable businesses. Yet during the 19905 they cut domestic hourly and 
salary jobs altogether by about 35 per cent while succeeding in keeping union 
wages flat ut their major plunts. At the same time. US imports of turbine 
engine parts increased from less than 5 per cent to roughly 30 per cent. all 
from advanced industrial economies - France. the UK. Germany. Canada and 
Japan. in order of importance. 

Both GE and Pratt & Whitney are in fact getting out of the business of 
manufacturing jet engine parts and assembling the final product. Like Boeing. 
they see themselves us aero~pace conceptualists engaged in designing. mar­
keting and servicing jet engines for the global market rather than in making 
thenL Both have acquired corporate partners who are more than happy to join 
in developing new commercial engine designs and more tban willing to 
assume the high-end production and processing function. Simply stated. GE 
and Pratt & Whitney are abandoning the kinds of investments that increase or 
even sustain high-wage jobs domestically. 'Under the banner of focusing on 
their "core competencies". the leading [US I producers have been gradually 
getting out of the business of building equipment in favor of designing. 
marketing. and servicing aircraft engines'. says lAM researcber Beth Almeida. 

At this time [2000]. there is not a single large commercial turbofan engine in 
production at GE or Pratt &: Whitney that was not de\eloped and is not being 
produced \\'ithout some illl"oll"ement of overseas panners Foreign firms ha\"e ill 
many cases moved on from simple 'build to spec' arrangements to key roles in 
prototyping and design work (Almeida. 2000. p" 180) 

Conclusions 
The founding principle of the US was individual freedom. This found expres­
sion in tile US productive system in the Adam Smithian notion of benefits of 
unrestricted marKets. With the increasing concentration of economic power in 
larger and larger corporations the unrestricted rights of the individuals in 
markets was extended to corporations on the pretext that markets work to 

select and toster those forms of power that benefit economic performance. 
On the other hand, any suggestion that such benefits can arise from collective 
action was denied on the grounds that they restrain the market forces generat­
ing efficient economic outcomes. Corporate liberalism therefore served to 
legitimise the power of large corporations whist illegitimatising the power 
that \\"orkers and small organisations can mobilise by \\orking together. The 
incorporation of corporate liberalism into the lm\ and policy in the US 
productive system means there are few legal constraints on big business and 
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that there are few inter-mediating institutions and organisations between 
large corporations and individualso Consequently. tlie US producti\Oe system 
e\olved arm's length non-cooperative relations between firms. low commit­
ment employment relations and antagonistic work organisation, 

The freedom of US corporations to single-mindedly pursue their own 
interests allowed them in the past to rapidly de\'elop new products. processes 

and organisational forms so that the US productive system became highly 
dYIl;Jfllic However. \\'hilst the US productive system is highly creative it is 
also highly destructive, The paucity of the rights of workers and comlllunities 
aIlO\\'s corporations to engage in unrestricted competition and single-mindedly 
to pursue their controllers' interests in the knowledge that they can co\'er 
their downstream risks by firing workers, decimating communities and reneg­
ing on c()mmitments to their customers, supplicrs and creditors, The lack of 
corporate accountability puts a premium on innm'ation in opportunism \\hich 
extend\ t rom new ways of breaking faith with e!11ployees. trading partners, 
host com!11unities and creditors to major coqJorate frauds of \\llich Enron, 

WorldCom and Global Crossing are only the latest examples to come to light. 
As \\'ith its counterpart in primitive agriculture, this slash and burn approach 
to economic activity is dcstructi\'e of the long-term viability of the US pro­
ducti\c system bv progressively eroding its skill and technology base and the 
plObity of its labou!. product and financial lllarkets. and denying labour 
111<11 ket resources to large segments of its plOduction labour force, 

ThIS reality has become increasingly clear over the past 40 years, Until 

the 19605. tecllllological leadership, large-scale mass production and a free­
wheeling market system appeared to give the US productive system 
competiti\e supremacy Blit the market success of US corporations was 
also based on the almost complete closure of the US market to foreign 
competition, Furthermore, the high demand for products based on rapidly 
growing real incomes in the early post-war period created a seller's market. 

In these benign conditions oligopolistic producers could impose upon their 
customers the \ariety and quality of goods dictated by their production 
priorities and the price and non-price consequences of their confiictual 
relations of production, From the early 19605, however. the US markets 
\\ere progressi\'ely opened up to foreign competition to which US produ­
cers increasingly succuI1\bed, Big Three cars, for example. were mechanically 
unreliable. lunctionally obsolete and operationally ineftlcient compared to 
Emopean and Jaranese models, Big Steel was handic;Jpped bv structurally 

ohsolete plant and equipment. price inflexibility. poor product quality and 
managerial desire to ciivest operations into unrelated businesses, Big Four 
tyre maKers adamantly refused to phase out cross-ply tyres in fa\our of 
radials until it was too late, As performance continued to worsen in these 
domestic illdustries. they ila\e either closed or relocated production facili-
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ties rather than contest lost markets or, in tIle case of tyres, they have been 
acquired by foreign producers. 

This 'new competition' (Best. 1990) came from productive systems that 
gave the quality of productive relations much higher priority than did US 
corporations. It originated with Japanese and European producers who had 
evolved high degrees of cooperation with their workers and suppliers. Within 
these productive systems. employment relations tend to be 110n-hierarchical 
and overtly cooperative and inter-finn links are relational rather than hands­
off Priority is also given to good faith in contractual relations. and the state. 
trade associations, trade unions and other organisations and institutions inter­
vene separately and in collaboration to set norms. rules and standards for the 
regulating of labouL product and financial markets. The consequence has 
been the more effective mobilisation of thc skills and knowledge of workers. 
higher rates of product and process innovation. improved design. greater 
variety and higher quality, as well as keener prices than could be achieved in 
the US. 

The demonstration effect of foreign competition was not the only pressure 
for a change to more cooperative forms of productive relations: management 
theory also moved in that direction. With the evolution of the theory and 
practice of work organisation from Taylorism to human resource manage­
ment the role of management has been recast from that of an authoritarian 
initiator. organiser and director of work to that of a democratic 'facilitator' of 
a participatory. cooperative and self-regulating system (Wilkinson, 2002). [n 
this process, workers have been recast from factors of production to full 
partners in cooperati ve production. There can be little disagreement regard­
ing the benefits to be derived from close cooperation in productiorL Not only 
does it allow for the close working together needed to raise and maintain 
productivity. but it also fuels learning within organisations by which new 
information is generated. new knowledge is created and diffused. and prod­
uct. process and organisational innovations are encouraged. The resulting 
operational and dynamic efficiencies are crucial determinants of competitive 
success. as are the ability to create ne\v opportunities and to respond quickly 
and flexibly to changing circumstances" 

Close cooperation between workers and management is therefore a potent 
force for improving industrial performance. Effective cooperation requires 
workers to accept high levels of responsibility for operating. coordinating 
and developing production to high levels of quality and efficiency and to be 
completely open with any knowledge and suggestions they might have to 
improve production" To be successful, this requires goodwill. trust and long­
term commitment But the commitments made by corporations are highly 
conditional when they are pursuing short-term competitive strategies and 
prioritising shareholder demands for short-term gain. The unconditional 
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demands made by management require workers to be totally committed to 
organisational objectives and to collectivise their effort, while conditional 
promises managers make mean that risk is individualised and that workers 
are readily disposable. Considering the illustrative nature of managerial pri­
orities in electronics and aircraft, it is not surprising that high performance 
work systems have proved difficult to implement and sustain in the US 
(Appelbaum' and Batt. 199.:+: Konzelmann and Farrant. 1001). 

The need for high levels of cooperation extends to technical change. As 
competition has intensified, innovation has become more and more important 
and this has been shown to require close collaboration \vithin and between 
firms, and between business and research institutions (Keeble and Wilkinson, 
1999 and 2000). Innovation can best be understood as a process, the begin­
ning stage of which is the development of radical new ideas from the science 
and technology base and the end stage of which is the wide diffusion of new 

products and processes. For any productive system, acquiring Ule full value 
from technical advance requires a balance between a high quality scientific 
and technology base, a high-technology sector for developing the commer­
cial capabilities of new research findings, and an industry tradition in which 
innovations are embodied into new products and processes. The process of 
developing and using new technology also requires an institutional frame­

work that supports technological diffusion and the necessary leaming processes 
within and between these sectors (Wilkinson and Moore. ]0(0) 

During the process of innovation, new technology passes from the 'newly 
emerging' and 'widely diffusing' technologies (McArthur. 1990). The US 
played a leading role in the 'newly emerging' phases of most recent new 
technologies. Howe\'er. the lead in the wide diffusion of these generic changes 
has usually passed to other productive systems. This relative failure by Ameri­

can business can be accounted for by the lack of success in fostering 
cooperative learning processes in the workplace, in supply chains, and with 
the science and technology base because of extreme individualism and an­
tagonistic inter- and intra-firm relationships. It can also be explained by the 
prevalence of adversarial work relations and the idea that skilled work can be 
readily replaced by technology_ The corollary of this supposed deskilling 
effect of technology is a concentration of education and training at higher 
scientific, technological and managerial levels and a neglect of the middle 
range technical skill base - the low levels of which place limitations on 
organisational learning (Lazonick, 1997). This absence ot effective collabor­
ation within the technology de\elopment chain and the weakness of the skill 
base explain why. for example, America lost to Japan the world lead in the 

development and sale of machine tools, a primary route for the diffusion of 
electronics and computing into manufacturing (Forrant. 1997). Finally, the 
US failure to capitalise on its technological lead is explained by the speed 
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with which US corporations internationally outsource the production of new 
products and services and in the process externalise knowledge transfer. 
learning processes and expertise and skill development necessary to deepen 
the technological basee 

Thus. America's relati\'e failure at the 'widely diffusing stage' can be 
explained by a failure to make radical innovations in work and industrial 
organisation and related policies to support its lead in radical new science and 
technology. and the speed by which these processes are outsoulced abroad, 
This conclusion reinforces the argument that the lack of organisational flexi­
bility will lessen the ability to meet the challenge of radical change. The 
locking-in of American business into a mode of rationality (Pratt. 1996) 
typified by extreme individualism. cut-throat competition. and adversarial 
employment and business relationships inhibited learning capabilities 
(Lazonick. 1991) and serves as a barrier to the full exploitation of radically 
new knowledge from its scientific base, 

The twin strategies of sucking in cheap immigrant labour and expelling 
jobs to low-wage areas is a witness to the locking in of the US productive 
system into low road competition at the expense of the high road. and evi­
dence of its long-run competitive decline. In the process of switching from 
US to global sourcing. and in moving from concentrating on producing goods 
and services to concentrating on maximising shareholder value - or. more 
recently. CEO compensation - American corporations have effectively hol­
lowed out the technical capabilities of the US productive system and reduced 
its capacity to innovate and compete. The resulting collapse in productive 
sector jobs precipitated a fall in real wages, which \vas exacerbated by an 
increase in household labour market activity to stave off a fall in the standard 
of life, and by the rising tide of cheap immigrant labour. This was to the 
advantage of what Galbraith (1992) described as the contented classes whose 
real incorne. linked to corporate financial success, has been further enhanced 
by the declining cost of personal and other services provided by the low paid. 
However. many of these became less contented as the inward migration of 
highly skilled workers and the outward migration of highly skilled jobs 
eroded their earning and job opportunities, 

It is also argued that the relocation of production out of the US merely 
reflects the comparative advantage of developing countries in the price of 
low-skilled labour (\Vood. \994). But as was show'n above. the labour migra­
tion and job emigration now affects all grades of workers and the driving 
force of labour immigration and job emigration is tapping sources of low pay 
whatever the level of skill. Moreover. it is not altogether clear how the 
immiseration of a large proportion of the US population benefits world devel­
opment even if jobs are created elsewhere. And. there must be a question of 
the overall effect on jobs as the lowering of pay relative to productivity to 
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enhance profits reduces the capability of the world's workers to consume 
what they produce and therefore the overall level of effective demand. There 
can he no doubt that the transfer of technological enterprise accompanying 
the global activity of US corporations has advantages for other countries but 
this is offset by its destructive capabilities, But the greater threat to the world 
economic order is the globalisation of corporate liberalism, the dominant 
ideology of the US productive system, with its insistence on low-wage and 
flexible labour markets, reduced levels of welfare provision and of unre­
stricted corporate activity, however exploitative and destructive that might be, 
As a consequence, despite the superior economic performance of the produc­
tive systems that lead in establishing the comparative advantages of high road 
competitive strategies, they are currently being pressed to move to the low 
road by deregulating their labour, product and financial markets to free-up 
their corporate sectors. How this propels them down the route pioneered by 
the US will determine the extent to which they replicate that productive 
system's poverty, inequality and operational and dynamic inefficiencies. 

Note 
Unless otherwise noted. the Boeing discussion is based on Greenhouse 2002a and 2001b: 
and Lunsford 2002a and 2002b 
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17 An 'ation' not a 'nation': the globalisation of 
world politics 

Richard Woodward 

During the Cold War mainstream theories contented themselves with the 
knowledge that world politics was synonymous with international relations. 
Theories of international relations, as the name implies, presuppose nation 
states to be the locus of the world's political power and authority. From this it 
elegantly follows that the study of states and relations between states was a 
necessary and sufficient basis for understanding and explaining world poli­
tics. In short. world politics amounted to the study of international political 
processes. The backdrop of the Cold War gave these theoretical insights 
practical emphasis, The existence of two world powers standing on the brink 
of mutual annihilation underscored the idea that states constituted the most 
powerful actors on the world stage. The conclusion of the Cold War ushered 
in a period of uncertainty and conjecture about the nature and meaning of 
world politics (sec for example Cox et al., 2000). A voluminous literature 
appeared purporting to reflect the essence of the nascent post-Cold War order. 
This ranged from the liberal triumphalisI11 trumpeted by Fukuyama's (1992) 
'end of history' thesis to Huntington's (1993) prophecy about an impending 
'clash of civilisations' and those who foresaw the aITival of a 'new medievalism' 
(Ruggie, 1993: Cerny. 1998: Kobrin, 1998). Though these accounts pro­
pounded radically different views of the new world order they nevertheless 
shared a common theme. Namely that the image of a world of states inad­
equately captured the intricacies of world politics in a post-Cold War 
environment. In particular, the adoption of the state and the states system as 
the basic framework for inquiry produced an unnecessarily restrictive 
conceptualisation of world politics that squeezed out consideration of non­
state forms of power and authority. It was against this backdrop that 
commentators began to contemplate the impact of 'the globaiisatioll of world 
politics' (Baylis and Smith, 2001). 

The implications of globalisation for the theory and practice of world 
politics is the subject of intense debateo Differing interpretations of the terror­
ist atrocities of September II. 200 I provide a clear illustration of this 
continuing controversy. For many, the events of September II were sympto­
matic of the profound transformations in world politics stemming from 
globalisatioll. These authors suggested that globalisation had diffused power 
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away from states 'empowering indi\'iduals and groups to play roles in world 
politics - including wreaking massive destruction - that were once reserved 
for governments of states' (Nye. 1001. x: see also Keohane, 2002), Others 
were more conservative" They claimed that there is little evidence to support 
the assertion that globalisation has led to any fundamental reordering of the 
global political system and. if anything. the terrorist attacks and their after­
math have served to vindicate more traditional state-centred understandings 
of world politics (Gray, 1001: Waltz. 2002), This chapter argues that 
globalisation does ha\'e important ramifications for the way we think about 
and study \vorld politics. The central contention is that the novelty of 
globalisation, whether it is used to describe a process or to connote an end 
condition. derives from its designation as an '{{fio/l' not a '/lation' (Wood­
ward, forthcoming), This is not just a semantic subtlety but is emblematic of 
the way in which globalisation has challenged the disciplinary trajectory of 
world politics, Whereas 'international' perspectives are imbued with the as­
sumption that world politics is the exclusive province of the nation state. 
globalisation as an 'ation' makes no prior hypothesis about the main actors or 
the dominant patterns of world politics. enabling us to think of world politics 
in a more inclusive manner, As Baylis and Smith (100\, p. 1) put it. world 
politics viewed through the lens of globalisation 'is meant to denote the fact 
that our interest is in the politics and political patterns in the world. and not 
only those between nation-states', States remain crucial but ultimately repre­
sent just one. albeit important. thread in the fabric of world politics. For this 
reason. states are a necessary but not sufficient focus for those seeking to 
understand world politics under conditions of contemporary globalisation. 

'World politics as international relations 
The dominant theoretical approaches to international relations proceed from 
the premise that wOlld politics is organised around the system of states first 
formalised by the Treaty of Westphalia in 1648., Embedded into these the­
ories is a political geography which divides the world up into hermetically 
sealed pan:els of land. each gO\'erned by a so\creign body wielding absolute 
and exclusi\'e authority. Political power and authority are predicated on con­
ceptions of place. and conceptions of place are dictated to an overwhelming 
extent by the territoriality of the state. In this way the state monopolises 
power and authority in the world political system. As Walker (1995. p, 29) 
observes 'because states are. other forms of politics cannot be ... it is not 
possible to make claims about world politics. except as a way of describing 
relations among states' (emphasis in original), This is not to say that non­
state actors were ignored entirely. Theories of international relations 
ackno\\'ledged that other actors including intemational institutions and multi­
national enterprises participated in world politics. However, it was thought 
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that the overarching framework provided by inter-state relations determined 
the behaviour of these actors (Waltz. 1979). To bonow an analogy from 
Kenneth Waltz (1979. p.94) while states scripted and acted out the main 
contours of the drama. non-state actors were the supporting cast working 
within the play's main narrative. 

In the 1970s and 1980s it became increasingly obvious that certain aspects 
of world politics. particularly those pertaining to the management of the 
global economy, were becoming less susceptible to interpretation by ap­
proaches which emphasised an exclusive focus on inter-state relations. 
Scholarly apprehension about the potential shortcomings of analyses that 
overlooked or marginalised the role of non-state actors stimulated a series of 
theoretical innovations. Work on transnational relations (Keohane and Nye, 
1972: Strange, (976). interdependence (Keohane and Nye, 1977) and inter­
national regimes (Krasner. 1983) all assigned a more prominent role to 
non-state actors. These ideas appeared to convey a more complex image of 
world politics. where outcomes were mediated by a variety of different types 
of actors. However, beneath the surface these theories clung to the belief that 
states continued to be the major sources of power and authority. Non-state 
actors were invariably seen as truncating, conditioning or contributing toward 
state action. That is to say they were important only to the extent that they 
shaped the preferences of states and hence inter-state relations. denying them 
the ability to possess or exercise authority in their own right. 

These theoretical innovations were important to the extent that they re­
vealed underlying concerns about the deficiencies of state-centric approaches 
and expanded world politics' empirical terrain to encompass more detailed 
consideration of non-state actors. Nevertheless the value of these theories 
was compromised because of their reluctance to seriously challenge inter­
national relations' epistemological and ontological foundations. This did not 
disguise the fact that many commentators doubted whether a model of inter­
national relations \vas capable of offering a comprehensive explanatory 
framework for understanding world affairs. 

The globalisation of world politics 
The debate on globalisation has largely been conducted between two dia­
metrically opposed schools of thought. Conventional wisdom informed by 
what Held et al. (1999. p. 3) have labelled the 'hyperglobalisation thesis' 
maintains that globalisation has diffused power and authority a\vay from the 
state to regional, global and private actors. Scientific advances in communi­
cations and technology have permitted political. social and economic processes 
to be organised on a global scale generating alternative forms of social 
organisation which are seen to be progressi\"ely displacing the state. The 
state, far from being the principal source of political power and authority. is 
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portrayed as a peripheral actor on the global stage. This has devastating 
consequences for theories of world politics founded on the principle that 
states are the main actors. If the state has ceased to be the sole or the main 
'structure of authority' (Rosenau, 1997) then studies of inter-state relation­
ships are unlikely to tell us much about contemporary world politics. Those 
adopting a more 'sceptical' (Held et a/ .. 1999, p. 5) stance on globalisation 
have challenged these assertions. Sceptics accept that the world is becoming 
more integrated, but that these changes are superficiaL Firstly, they point to 
the fact that current levels of interconnectedness are not unprecedented and 
that therefore we cannot be said to be living in an environment which is 
qualitatively different from the past. Secondly, they argue that the evidence 
points not to globalisation but to intensified illternationalisatioll (Hirst and 
Thompson. 1999). This careful use of language infers that the majority of the 
world's political interactions continue to be between states, allowing them to 
argue that globalisation is a myth, the state is unmolested. and that it should 
continue to form the primary focus for those engaged in the discipline of 
world politics. 

The perspectives of the hyperglobalisers and the sceptics are now widely 
regarded as epistemologically and empirically suspect. From a methodologi­
cal standpoint the state and globalisation are inaccurately presented as 
competing forms of social organisation engaged in a zero-sum battle for 
power and authority in world affairs where any advance for the forces of 
globalisation is automatically assumed to weaken the authority of the state 
(Clark. 1999). This overlooks the reality that many of the trends discussed 
under the rubric of globalisation are sanctioned and enthusiastically sup­
ported by states. Empirically speaking it is difficult to sustain the position 
implied by the sceptics that nothing is changing in world politics. Equally it 
is difficult to sustain the hyperglobalisers' position that globalisation has 
swept away states and the state system. 

The obsession with the effect of globalisation on the state's power and 
authority has deflected attemion away from the more complex transforma­
tions of power and autllority wrought by contemporary globalisation. The 
real significance of globalisation for the study of world politics lies in its 
specification as an 'ation' not a 'nation'. Most writing on globalisation now 
concludes that the state endures as a significant actor but that at the same time 
authority is more diffuse. The 'ation' suffix suggests that authority is not 
monopolised by the state. World politics can no longer be viewed as a world 
of states but is instead a vibrant mosaic of ceaselessly changing authoritative 
actors that includes but is not reducible to the state. The clear, straightforward 
and parsimoniolls conceptualisation of world politics offered up by inter­
national relations perspectives is being supplanted by a vision of the world 
political system that is messy and 'turbulent' (Rosenau. 1997). Using these 
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observations the remainder of the chapter will advance three related proposi­
tions regarding the way we conceive of and study world politics as an ·ation·. 
Firstly. states continue to form an integral part of our physical and imagined 
landscape and so states and inter-state relations form a proper avenue of 
inquiry for those seeking to explain and understand world politics. Secondly. 
scholars of world politics should be sensitive to the redefinition of the role of 
the state and its impact OIl the way that inter-state relations are conducted. 
Finally, while states are still important, world politics is constituted by a 
plethora of other actors. and consideration must be given to how nOll-state 
structures of authority contribute to world order. 

World politics as an 'ation' 
The state has proved to be a remarkably robust and successful method of 
organising political space but this has not prevented periodic consideration 
about its impending or actual demise. The onset of the nuclear age had 
paradoxical implications for the power of the state. On the one hand nuclear 
weaponry was the means through which states could produce massive de­
struction and as such represented a potent symbol of the state's enduring 
power and authority On the other hand. states were \'ulnerable to destruction 
from nuclear warheads owned by their enemies. States were effectively ren­
dered obsolete because they could no longer fulfil their basic function of 
guaranteeing the security of their citizens through maintaining their territorial 
integrity (Herz. 1957). Subsequent events have shown this to be a spectacular 
miscalculation. The state has not only survived, it has positively flourished. 
Over the past 40 years over 100 new sovereign states have corne into exist­
ence sponsored largely by decolonisation and. more recemly, the collapse of 
the former Soviet Union. Given the rapid expansion in the number of states 
plus the many nationalities who aspire to statehood it seems unrealistic to 
forecast the disappearance of the state in the near future. The real debate is 
not whether the state will persist but about what roles it will play in world 
politics. 

Most authors now assert that despite the intensification of globaJising 
tendencies the system of sovereign states is still one of the dominant patterns 
of world politics. These bilateral and multilateral interactions and the treaties, 
institutions and organisations arising from them provide the 'scaffolding' 
(Brenner. 1999) on which globalisation depends. If anything globalisation 
has forced states to increase the intensity and the frequency of their contacts 
as they grapple with urgent new problems arising out of globalisation includ­
ing the environmental degradation, financial crises and instability and the 
proliferation of weapons of mass destruction, In many areas the power and 
authority of the state is paramount and international relations tend to pre­
dominate. If one takes the example of security. the world's flash points of 
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conflict are normally the result of, and resolved by. state mediation. Notwith­
standing the emergence of terrorist organisations and worries about their 
ability to acquire and deploy weapons of mass destruction or disruption.' the 
fact remains that they are peripheral actors. They are no match for the state in 
terms of their ability to finance and sustain violent conflict. Moreover their 
involvement in WO! ld politics tends to be transient. They drift in and out of 
world politics rather than constituting the overarching set of political rela­
tionships. In other areas such as the politics of the global economy and the 
environment the state's grip on power and authority is perhaps more tenuous. 
Nevertheless vast swathes of economic activity are governed. nominally at 
least. by intergovernmental arrangements. most notably by international in­
stitutions such as the International Monetary Fund and the World Trade 
Organisation. Similarly global environmental governance has been marked 
by a growth of international law and regimes (Young. 1997). 

However. the state is not a static entity. There are many who argue that 
states and inter-state relationships are undergoing profound upheaval. Some 
observers believe that the traditional conception of the state as a unitary body 
is outdated. They believe that the state 'is disaggregating into its functionally 
distinct parts' In turn these distinct parts - including government depart­
ments. regulatory agencies. executives and legislatures - are 'networking 
with their counterparts abroad. creating a dense web of relations that consti­
tutes a new, transgovernmental order' (Slaughter. 1997, p. 184). In other 
words alternative forms of inter-state consultation now supplement tradi­
tional inter-state bodies. This phenomenon can be seen across a wide range of 
fields but is has arguably proceeded furthest in the field of global financial 
governance. Since 1974 the Basle Committee on Banking Supervision (BCBS), 
composed of officials from the central banks and main regulatory authorities 
of the so-called Group of 10. has promulgated broad supervisory standards 
designed to promote best practice and improve the quality of banking regula­
tion. Similar bodies exist for the regulation of the securities industry (the 
International Organisation of Securities Commissions (IOSCO)) and the in­
surance sector (thelntemational Association of Insurance Supervisors (lAIS). 

Finally it is now widely recognised that inter-state relationships are en­
meshed in much broader patterns of world politics. Two things are worth 
noting about non-state actors in contemporary world politics. Firstly there are 
a lot more of them. The growth of intemational non-governmental organis­
ations (lNGOs) is indicative of the explosion in the total number of 
non-governmental actors In 1996 there were 5472 INGOs, over 30 times the 
number that existed in 1909 (Held et al.. 1999. p. 53). Secondly, and more 
importantly, scholars of world politics are no longer seeing non-state actors 
as mere adjuncts to the state system but to be the possessors of political 
power and authority which supplement and on occasion supplant the author-
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ity of the state, A number of volumes have recently been dedicated to assess­
ing the role and the extent of private and non-state structures of authority in 
world politics (see for example Cutler et al., 1999: Higgott et ai" 2000; Ronit 
and Schneider. 2001). The general consensus is that private and non-state 
structures of authority in world politics have neither been dormant nor insig­
nificant but the novelty in the current epoch is in the breadth and depth of 
their influence. The surveys also signify that there are \ery few aspects of 
world politics that have not been penetrated by alternative structures of 
authority and where such authority does not operate, Private arrangements 
now govern significant portions of global affairs from the Internet and tele­
communications through to insurance and pharmaceutical and chemical 
safety standards, Non-state organisations have thrived in part because of the 
cmcrgcnce of global issues and problems that states and their various col­
laborative institutions have proved ill-suited or unwilling to deal with. There 
are areas of global politics that are governed largely by private structures of 
authority. The esoteric and arcane world of financial markets has proved to be 
a fertile area for the growth of private authority. This is exemplified by the 
politics of developing standards for accounting and auditing, something that 
has been brought into sharp relief following the recent corporate scandals in 
the United States, International standards have been almost entirely devel­
oped by the International Accounting Standards Board and its predecessor, 
the International Accounting Standards Committee. However. areas where 
private authority is dominant are still the exception, In most cases states share 
the stage with non-state actors. with world order being shaped by a morass of 
authority structures, For example an inter-state body, the Financial Action 
Task Force (FATF), is at the forefront of efforts to combat money laundering, 
However FATF is now augmented by a series of initiatives launched by the 
private sector, most notably the Wolfsberg Anti-Money Laundering Prin­
ciples launched in 2000 by 11 leading international private banks in conjunction 
with Transparency International (an INGO) 

There are a great number and diversity of authoritative actors in world 
affairs, States retain their status as critical structures of authority in world 
affairs but we inhabit a world where 'international' no longer embraces much 
of what transpires across national boundaries (Rosenau. 2000, p. 171) and 
where many of the world's political problems are resolved by a multitude of 
authoritative actors .. 

Conclusion 
Globalisation as an 'ation' is fundamentally altering the way world politics is 
conceived. For many years the state was held to be the main structure of 
authority in world politics. Analysts earnestly believed that the door to the 
mysteries of world politics could be unlocked by probing states and their 
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interactions, This image of world politics was increasingly at odds with how 
many people viewed and experienced the world" The early literature on 
globalisation was insufficiently nuanced, advocating the need for either whole­
sale change or essential continuity in our understanding of world politics, 
More recent literature emphasises that globalisation points to aspects of both 
continuity and change in world politics, There are many areas of world 
politics, such as in the military domain, where states persist as the pivotal 
structures of authority and where inter-state rclations do largely account for 
the outcomes that are observed, At the same time there are other areas, such 
as the economy and the environment. where state authority is contested, 
compromised or gradually evaporating and where the slack is being picked 
up by structures of authority from beyond the state system, Unlike 'national" 
approaches to world politics the 'ation' approach views states as just one set 
of coordinates that should be used to plot patterns of power and authority: 
they should not define the map. We ought to be suspicious of approaches that 
certify inter-state relations to be the totality of \vorld politics 

Finally, and on a more cautious note, the recognition that world politics is 
more complicated than state-centred analysis insinuates is only a first step. 
Theories of world politics that are capable of reflecting and deciphering the 
puzzles posed by our global age remain in their infancy, The challenge 
confronting scholars is to refine these theories to enable us to better under­
stand world politics as we move forward into the twenty-first century 

Note 
The idea of 'ma:;:; disruption' refers to the use of tactics designed to cripple the communi­
cations and logistical infrastructure upon which modern societies depend (Homer-Dixon, 
2002) Weapons of mass disruption might include unleashing computer \'iruses, attempts to 
interfere with the production and distribution of energy supplies and the contamination of 
water sUflplie:; 
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18 Global e:overnance 
'-" 

Mathias Koenig-Archibugi 

Globalisation represents a major challenge to governance. Indeed, for many 
the concept of globalisation itself is inextricably linked to the idea of IIng()\,­

ernabilitl·. This association is comprehensible, since the classic locus of 
governance is the state, and the debate on globalisation concerns mainly the 
allegedly declining capacity of states to regulate what happens within their 
territories as a result of their growing enmeshment in cross-border f1o\\'s and 
networks. I 

This chapter does not address to what extent the governance capacity of 
states has been curtailed by global forces: other chapters in this volume 
assess the extensive literature on this question. Its aim is rather to review a 
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 op­
eration of rule systems facilitating the coordination and cooperation of social 
actors - is conceptually distinct from government - understood as an organ­
isation in charge of administering and enforcing those rules (Young. 1999) 

The literature discussed in this chapter (originating mostly from political 
scientists and international relations scholars) maintains that governance is 
not co-extensive with government, and that government should not be seen as 
a necessary condition of governance. More specifically, it shows that the 
absence of a 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 confonn to the hierarchical 
model of rule setting and enforcement that is typical of states. The combina­
tion of these structures can be said to form a system of global governance 

What is global governance? 
During the 19905, 'global governallce' emerged as the key term of a political 
programme for international reform2 as well as a conceptual tool in political 
research.' Disparate issues have been examined through the lens of global 
governance. sllch as environmental standard-setting.~ civilian police,5 remote 
sensing.6 gender relations'? weapons bans,S AIDS.'l and the reform of the 
United Nations system. 1O 
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Lawrence S. Finkelstein 0995,370-1) probably provided the most com­
prehensive description of what global governance is about: 

Governance should be considered to cover the overlapping categories of functions 
performed internationally, among them: information creation and exchange: For­
mulation and promulgation of principles and promotion of consensual knowledge 
affecting the general international order, regional orders, particular issues on the 
international agenda. and efforts to influence the domestic ruks and behavior of 
states; good offices. conciliation, mediation, and compulsory resolution of dis­
putes; regime formation, tending and execution; adoption of' rules. codes. and 
regulations; allocation of material and program resources; provision of technical 
assistance and development programs; relief, humanitarian, emergency. and disas­
ter activities; and maintenance of peace and order. 

The complexity of this description reflects the problem of conceptualising 
governance with precision. The term 'governance' itself has been used in a 
variety of contexts, II What is common to most uses of the term 'governance' 
is that it denotes a form of social steering that does not necessarily rely on 
hierarchy and command, as the concept of government implies, but also on 
processes of self-organisation and horizontal negotiation. In systems of gov­
ernance, problem solving is not the preserve of a central authority able to 
impose solutions on subordinate agencies and individuals, but the result of 
the interaction of a plurality of actors, who often have different interests, 
values, cognitive orientations, and power resourcesY 

Sceptical views on global governance 
To the extent that governance implies the possibility of 'order without hier­
archy', it is especially relevant to the discussions about the management of 
problems in the global arena, where no supreme political authority exists. But 
to conceive the international or global system as orderly does not necessarily 
imply the recognition that a form of global governance has been established. 
Order is not ipso facto governance. According to the so-called 'realist' tradi­
tion of international studies, the main feature of the international system is 
anarchy - that is, the absence of a world sovereign. The international system 
can nonetheless be orderly, but realists hold a restrictive view of the condi­
tions leading to international order. Order is said to be possible only through 
two mechanisms (stressed by two different strands within the realist tradi­
tion): the balance of power or the hegemony by one state over the rest. In the 
first case, order emerges as a by-product of alignment decisions made by 
states seeking survivaL 13 In the second case it results from some degree of 
'steering' by the most powerful actor in the system. 14 In both cases, order is 
unstable as inter-state rivalry always threatens to disrupt economic relations 
and generate armed conflicts for supremacy. 
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Other components of the realists' conception of international order contrib­
ute to their scepticism towards the idea that global governance exists or is a 
concrete possibility, I) FirsL this tradition is interested in illlenzariolla/ order, 
understood as illfer-.ltale order. States are considered by far the most import­
ant actors in world affairs" To the extent that other actors have an impact on 
global political and economic conditions, this happens within a framework 
constituted and governed by states" 16 Second, in the realist conception of 
international order there is little room for international institutions. Inter­
national institutions are either irrelevant or epiphenomenal, that is devoid of 
autonomous causal power. 17 

Institutionalist perspectives on international governance 
To date the most elaborate response to this restrictive conception of order 
comes from the so-called 'institutionalist' approach to international relations" 
Institutionalist scholars generally retain realism's emphasis on the centrality 
of states, but deny that institutions have no real role in creating and preserv­
ing orderly and cooperative relations between states" On the contrary, 
international institutions can affect deeply how states behave towards each 
other. and enable them to cooperate in matters where otherwise conflictual 
relationships would have prevailed" IX 

The institutional form that has attracted more attention and study is inter­
national regimes, that is 'sets of principles, norms, rules, and decision-making 
procedures around which actor expectations converge in a given issue area of 
international relations' (Krasner. 1983. 2 J. It is the pervasive presence of 
regimes that enabled several scholars to conclude that 'governance without 
government' is a real feature of the global system (Rosenau and Czempiel, 
1992). 

While all institutionalists agree that international regimes do matter in 
international politics, they disagree on the best way to characterise their 
impacL This disagreement reflects a more general divide between rationalist 
(·thin·) and sociological ('thick') institutionalism in political science. 19 Ac­
cording to the former. institutional rules operate as external constraints, 
providing incentives and information to rational actors whose preferences are 
exogenously determined (or assumed for heuristic purposes). According to 
sociological institutionalists, on the other hand, institutions affect actors' 
choices in a broader range of ways: by defining standards of culturally and 
normatively appropriate behaviour and common world views, they structure 
not only external incentives but also the basic goals and identities of actors. 
Institutions affect not only what actors can do, but also what they want to do 
and even who they are. 

These differences are reflected in the study of international regimes (Young, 
1999 J Rational-choice institutionalists in international relations theory often 
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draw on transaction cost economics and other economic approaches, but the 
most developed theoretical framework for studying 'cooperation under anar­
chy' (Oye. 1996) derives from game theory. Non-cooperative game {heory 
examines social situations in which rational actors cannot enter binding agree­
ments and identifies the conditions under which cooperation is nonetheless 
possible (Axelrod. 1984). These results have been applied to the study of 
internatiOlw.l regimes, originating a flow of theoretical and empirical work 
that shows how states - conceived as rational egoists - can benefit from an 
institutionalised environment when interacting with each other. 20 

For sociologically minded regime theorists. on the other hand, the institu­
tional environment in which states interact does not simply affect their 
strategies. but participates in shaping their identity and goals. 21 Cooperation 
under anarchy is possible because states' actions are not oriented only to 
'logics of consequences' (rational behaviour designed to maximise exog­
enous utility) but also to 'logics of appropriateness' (rules, roles and identities 
that stipulate appropriate behaviour in given situations).22 Norms have an 
independent causal impact on the behaviour of actors, which have been 
socialised through domestic and international learning processes, The recent 
wave of constructivist theorising presents in a different form some of the 
insights of the English school, which depicted the international system as an 
'anarchical society' (Bull, 1977) where order is assured by a mix of power 
politics and common values. 

The effects of international institutions in general and of regimes and 
organisations in particular on the behaviour of states are summarised in Table 
18.1. 

From international regimes to global governance 
Regime theory has produced an impressive amount of theoretical and empiri­
cal knowledge on various aspects of international affairs, This body of 
knowledge is an indispensable foundation for the study of global governance. 
Conventional regime theory. howe\'er, tends to ignore the contribution of 
non-state actors to the management of cross-border issues, The concept of 
governance. on the contrary. is frequently llsed to convey the idea that public 
actors have no monopoly over the resolution of public problems and that they 
increasingly collaborate with other actors in various stages of the policy­
making process (Koenig-Archibugi. 2002), This section provides an overview 
of the literature on the contribution of non-state actors to global governance. 
and focuses on three types of non-state actors: not-for-profit non-governmen­
tal organizations (NGOs), business entities, and the staff of intergovernmental 
organisations (lGOs). 

Over the last decade there has been a proliferation of studies on NGO 
participation in global public policy. which have examined several issue 
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, Table 1 g 1 FlIllctions oj'international institutions and organisatiolls 

according to institutionalist alJProac/zes to lI'orld POliTics 

Rm iOlla lis t i 1l.llitll tiolla Ii 5111 

U 

INTERNATIONAL INSTITUTIONS AND 
ORGANISATIONS: 
provide information about common problems 
pIO\ide information about preferences 
facilitate the signalling of imentions 
constrain bargaining strategies 
provide focal points in negotiations 
facilitate tactical issue linkage 
increase the credibility of promises 
multiply interactions 
disseminate information about past behaviour 
define obligations and cheating 
define appropriate sanctions for non-compliance 
improve the monitoring of compliance 
cOOldinate decentralised sanctioning 

detine standard operating procedures 
stabil ise routi nes 
generate cognitive models 
define rules of appropriate behaviour 

11 consolidate nonnative world vicws 
Sociological institlitionalislIl shape the formation of identities 

areas: human rights,2) rules of war,2~ humanitarian emergencies,2o gender 
issues.26 economic development,27 demography.2H health policy,29 business 
regulation.3u and environmental protection.'1 Several studies provide com­
parisons across issue areas or general reflections on public-private 
cooperation. 32 

According to Thomas Risse (200 I ). it is no longer disputed that NGOs and 
other 'not for profit' transnational actors make a difference in world politics: 
now the interesting question is why. and under what conditions. Some go as 
far as claiming that, in the steering of global affairs, states have been joined 
by other actors that are 'equally important' (Rosenau. :2000. 187), 

The available evidence does not support the 'equal importance' thesis: global 
public policy making is characterised by conspicuous asymmetries in power 
and tasks, and the CUlTent balance of power (still) favours states. Having said 
that. it seems indeed indisputable that NGOs are nearly ubiquitous. having 
established their presence in virtually all intemational policy domains. They are 
\vell entrenched in traditional areas such as development policy, humanitarian 
assistance and environmental protection. but their presence is increasing also 
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on previously less accessible issues like finance (debt cancellation) and anTIS 
control (land mines). Wolfgang Reinicke and his associates (2000) showed that 
a number of important global problems are dealt with by tripartite networks. 
bringing together public agencies, business actors and advocacy groups on an 
informal basis. It has even been argued that 'human rights NGOs are the engine 
for virtually every advance made by the United Nations in the field of human 
rights since its founding' (Gaer, 1996. 51).. 

On the other hand, presence is not necessarily influence. For instance, the 
authors of a comprehensive study of the relationship between three global 
social movements (en\'ironmental, labour and women's movements) and three 
multilateral economic institutions (the IMF, World Bank and WTO) conclude 
that some change in the way the institutions make policy has occurred as a 
result of this relationship, bUl they add: 'While signalling an alteration to the 
method of governance, it is less clear that there is a change either in the 
content of governing policies or in the broad interests they represent' (O'Brien 
et aI., 2000, 206). Another study. comparing NGO 'participation' in the UN 
World Conferences on the environment, human rights and women held dur­
ing the 1990s, shows that NGOs were granted high visibility and access to 
many official fora, but there is little evidence that the states accepted the 
NGOs' perspective on the problems debated. Considering moreover that ac­
cess itself was conditional, the authors conclude: 'state sovereignty set the 
limits of global civil society' (Clark et al., 1998,35). In sum, the existing 
empirical literature on the contribution of NGOs to global governance does 
not seem to allow general conclusions yet. 

With regard to the role of the business actors in the management of cross­
border activities and excbanges. several recent studies demonstrate that this is 
significant. Some sceptics hold that 'International firms create the need for 
improved international governance. but they do not and cannot provide it' 
(Grant, 1997,319), but other researchers have shown that, in many areas, 
business actors have established transnational regimes that give order and 
predictability to the massive flow of transactions that takes place across state 
borders. A major study on global business regulation finds that in al! the 
sectors considered 'state regulation follows industry self-regulatory practice 
more than the reverse' (Braithwaite and Drahos, 2000. 481). Other research­
ers have highlighted several regimes whose members are mainly or exclusively 
private actors.·11 These transnational regimes overlap with and sometimes are 
functional equivalents of the international regimes established by govern­
ments. In addition, business actors - that is interest associations or powerful 
corporations - participate regularly in the international policy-maKing pro­
cess, and in many cases have a decisive influence on the outcomes. 34 

Conventional regime analysis tends to neglect not only non-state actors 
such as NGOs and companies, but also international organisations as orga/l-



324 COl'er/w/lee 

, isatiollS. Most institutionalist analyses focus on the operation and effective­
ness of regimes. which are not actors in their own right and affect outcomes 
only by influencing the behaviour of members and others subject to their 
provisions. In comparison. less attention has been paid to intergovernmental 
organisations. which often are at the centre of a regime and which in prin­
ciple are capable of agency. 

Research on IGOs as autonomous policy-mak.ing actors has been quite 
scarce.J ; However, in the past few years a number of studies have advanced 
interesting hypotheses about the goals. functions and power of IGOs, which 
can provide a theoretical foundation for further empirical research36 Case 
studies of rnultilateral negotiations have already highlighted the active role of 
the bureaucrats who staff international organisations. showing that they are 
able to exercise influence by forging strategic alliances. sponsoring research. 
mobilising technical expertise. raising public awareness. and playing a lead­
ership role in negotiations,37 This involves a certain degree of operational 
autonomy. that is the officials' capacity to act independently of their 'princi­
pals' - namely. the governments that have collectively delegated functions to 
them. 

In sum, the management of global affairs is not the preserve of govern­
ments. but involves a broad range of actors. at the domestic and transnational 
levels. Specifically. global governance implies that firms and NGOs are not 
simply the passive recipients of the rules negotiated by governments above 
their heads. but participate in various ways in the formulation of those rules 
through public-private partnerships. or even by establishing purely private 
regimes to regulate certain domains in their common interest. Therefore. 
actor pluralism should be added to the possihilit\' of non-hierarchical order 
and the role of institutions as a defining characteristic of global governance. 

Normative perspectives on global governance 
This chapter had focused on analytical and empirical work on global govern­
ance. but normative approaches to the problem deserve at least a brief mention. 
The legitimacy of global governance can be assessed frolll a variety of per­
spectives, most of which are based on the commitment to democracy as an 
essential condition for the legitimisation of political orders.38 Roughly two 
main positions can be distinguished: democratic inter-governmentalism and 
democratic cosmopolitanism. 

According to democratic inter-governmentalism. global governance cannot 
receive direct democratic legitimisation. but must obtain its legitimacy in­
directly through the participation of democratically elected governments in 
global policy making,3,! In this view. democracy requires a public sphere. and 
no transnational public sphere exists now or is in sight. There are at least two 
formidable obstacles to the formation of a public sphere beyond the nation 
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state, one cognitive and one affective. On the one hand, democratic delibera­
tion is impossible when de facto the majority of people is excluded from 
global networks of political communication, notably because of insufficient 
foreign language skills. Deliberation in supranational fora would be monop­
olised by educated elites and therefore remain undemocratic. On the other 
hand, the acceptance of the results of collective and possibly majoritarian 
decisions requires a degree of solidarity and sense of common belonging that 
is extremely weak beyond the national level. 

According to democratic cosmopolitanism, democratic legitimacy can and 
should be conferred through multiple channels, in a pattern that corresponds 
to the pluralistic character of global governance. Moreover. the democratisa­
tion of international institutions itself can extend the focus of concern and 
loyalty of individuals and groups beyond the national dimension, and for this 
reason democratic restructuring should be conceived as a dialectical process 
of mutual reinforcement. Cosmopolitan institutions (such as a global assem­
bly of peoples and international tribunals) will enhance the effectiveness of 
global public policy making by increasing its legitimacy and at the same time 
they will promote domestic democracy.-10 
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19 The political economy of the third way: the 
relationship between globalisation and 
national econornic policy 

Simon Lee 

Introduction 
There have been few more important recent debates in the discipline of 
political econOlllY than those relating to the relationship between globalisation 
and national economic policy. Three principal perspectives have been ad­
vanced (Held et aI, 2000). First, the 'hyperglobalisers' who have contended 
that globalisation has rendered national economic policy largely redundant 
(Ohmae. 1995), Second. the 'sceptics' for whom the notion of the powerless 
state has been exaggerated to the point of mythology (Weiss, 1998). Third, 
the 'transformationalists' for whom globalisation has unleashed an unpre­
cedented period of social change upon states and societies (Giddens, 1998; 
Blair. 1996L These perspectives have been accompanied by a parallel dis­
course concerning the transition from government to governance in the 
relationship between the public and private. and the state and market, in the 
conduct of economic policy making at all levels from the local to the global 
(Pierre. 2000). The ideological context of these discourses has been a vigor­
ous argument concerning the viability and legitimacy of the econOlnic policy 
prescriptions of the neo-liberal orthodoxy of the 'Washington Consensus' 
(Will iamson. 1993) On the one hand. tile market fundamentalism of the 
'Washington Consensus' has been vigorously promoted in the policies of the 
International Monetary Fund (IMF) (Lee. 2002). World Bank and World 
Trade Organisation On the other hand, the likely dividend both for global 
growth and national economic development has been contested by academics 
(Gray. 1998: Hutton. 2002). market traders (Soros. 1998), Nobel Prize win­
ning economists (Sen, 1999; Stiglitz. 2002) and the anti-capitalist movement 
(Bircharn and Charlton, 200 I). 

This chapter analyses the relationship between national economic policy 
and globalisation by initially exploring the changing global el1\'ironment for 
policy making during the 1990s. It then focuses upon the political economy 
of the third way as implemented by the Blair Go\ernments in the United 
Kingdom (UK) since May 1997. The UK provides a particularly important 
case study for analysing the impact of globalisation upon national economic 
policy choices for three reasons. First, the era of globaiisation has been much 
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'10nger and more pronounced for the UK economy than for most of its major 
competitors (Hirst and Thompson. 2000). Second, the presence of the volatile 
markets of the City of London since long before the UK became the world's 
first industrialised economy has confronted successive UK governments with 
the challenge of attempting to implement and reconcile expansionist domes­
tic modernisation strategies, designed to alTest the UK's longstanding relative 
economic decline. with the more orthodox and prudential economic policies 
required to maintain sufficient confidence among the City's investors to avoid 
undermining the value of the pound sterling, Third, the economic policies of 
the third way implemented by the Blair Governments have assumed that there 
is no insurmountable conflict between New Labour's domestic modernisation 
agenda and the exigencies of globalisation. Indeed, New Labour has been 
almost messianic in its advu(:a(:y of the opportunities provided by liberalised 
markets and globalisation, not only to remedy national decline but also to 
both improve the performance of the European Union's economies (HMT, 
2001) and eliminate world poverty (DtlD, 2000). However, the chapter con­
cludes that the third way has overestimated the capacity of national 
governments to manage the economic, political and social consequences of 
the risk, volatility and contagion which is characteristic of liberalised global 
markets. 

'One size fits all': the rise of' the Washington Consensus 
The global environment for national economic policy making has changed 
dramatically since the early 19705. Liberalisation of markets for capital, 
goods and services, the spectacular growth of Foreign Direct Investment 
(FDI), the volatility of financial markets allied to the increasing incidence of 
financial crises, and the huge political and economic power exercised by 
transnational corporations (Hertz, 2001) have all served to constrain the 
autonomy of national monetary. fiscal and competitiveness policies. For ex­
ample. FDI in global markets grew by 18 per cent in 2000 to reach a record 
S 1.3 trillion, propelled by the more than 60000 transnational corporations 
and their 800000 overseas affiliates (UNCTAD, 200 I: I). At the same time, 
national governments now confront a context for economic policy making in 
which their policies and performance are regularly audited and benchmarked 
in a series of monitoring reports and scoreboards produced by public institu­
tions, notably the regular economic outlooks and national surveys produced 
by the IMF and the Organisation for Economic Cooperation and Develop­
ment (OECD), and by private market institutions, notably the annual World 
Competitiveness Scoreboard and Yearbook produced by the Institute for Man­
agement Development. In addition, some national governments. notably that 
of the UK, and the European Union now publish their own annual reports on 
national competitiveness. 
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Given this challenging global context for economic policy making, nat­
ional governments have cominued to search for the optimum model among 
rival national capital isms. Following the collapse of communism, it was 
suggested that the 'Rhine model' (characteristic most notably of Germany 
and Japan) would triumph over the 'neo-American' model (characteristic of 
the US and UK) because of its economic and social superiority resulting 
from an interpenetration rather than a separation (as in the US and UK) of 

finance and industry (Albert, 1993 L In the evenL the ~OO 1 World Competi­
tiveness Scoreboard has ranked the US as the world's most competitive 

economy for the fifth consecutive year. By contrast. Japan has been ranked 
only 26th out of 49 major industrialised economies (liVID, ~OO 1). Indeed, 

where once Japan's developmental state had been identified as the model 
for ri\'al economies to emulate, including the US (Vogel. 1979), by the 
early 1990s Japan's status had changed to that of an economy facing immi­
nent collapse (Readi ng, 199~: Wood. 199:2) The growth of Japan's real 
GDP has declined from an anIlual average of 45 per cent hom 1971-1980 
to 4,0 per cent froIll 1981-1990 and only 1.4 per cent from 1991-2000 
(World Bank, :2001 :: 34). This decline has led eIllinent COIllmelltators to 

question whether the Japanese economy can still compete in international 
markets and to advocate the competitive strategies of both the Japanese 
government and Japan's pri\ate corporations moving closer to the Anglo­
American model of competitiveness (Porter et al . :2000), 

In a departure from the capital controls and managed exchange rate regime 
of the post-war Bretton Woods intemational economic order. national gO\­

emments have increasingly adopted the economic policy prescriptions of the 
dominant neo-liberal orthodoxy of the 'Washington Consensus' (Williamson. 
1993). This American model for reconciling national economic policy choices 
with globalisation has prescribed the pursuit of monetary stability and fiscal 
prudence, with budget deficits small enough to be tlnanced without extra 
taxation; the establishment of priorities in public expenditure through a trans­
fer of resources from politically sensiti\'e areas, such as welfare payments, 
towards negleued fields with high economic returns. such as investment in 

tangible and intangible infrastructure: and tax refOlI11S to broaden the tax base 
and cut marginal tax rates to provide incentives. Despite the repeated promise 
of a dividend of macroeconomic stability and higher rates of economic growth, 
the 'WashiIlgton Consensus' has actually deli\·ered slower growth. During the 
iIlflationary and recession-riddeIl 19705, annual world output growth had 
increased by 4.4 per cent. but this duly declined to only 3,4 per cent during 
the 1980s in the era of Thalcherisl1l and Reaganomics. Following the collapse 
of comIllunism and the further rolling forward of the frontiers of the market, 
during the 19905, world output growth has barely averaged 30 per cent (IMF. 
1999: 2,:27) 
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Having grown by 4.7 per cent in 2000, world output growth has fallen back 
to only 2.5 per cent in 2001 and is predicted to reach only 2.8 per cent in 
2002 (Ii'vIE 2002: 6). Furthermore. as the IMFs own data have demonstrated. 
far from delivering increased stability. the 'Washington Consensus' has fos­
tered greater volatility in global markets and an increasing incidence of 
recessions. Most of the Bretton Woods era (1950-1972) was characterised by 
recessions which averaged 1.1 years and led to an average 2.1 per cent 
decline in output. A total of 94.4 per cent of these recessions were only one 
year in length. In overall terms. only 5.6 per cent of the Bretton Woods era 
was spent in recession. By comparison, the IMF has shown that the post­
Bretton Woods era (1973-2000) has witnessed recessions averaging 1.5 years 
and leading to a 2.5 per cent average decline in output. While 60 per cent of 
these recessions were one year in length, no fewer than 32.5 per cent were 
two years in length and the remainder three years or longer. There were no 
recessions of more than three years in length during the Bretton Woods era. 
In terms of expansions. Bretton Woods was characterised by a 102.9 per cent 
average increase in output compared to an average of only 26.9 per cent since 
1973. Moreover Bretton Woods saw an average 5.3 per cent annual growth 
rate, arising from expansions averaging 10.3 years in length which occupied 
no fewer than 94.8 per cent of the years from 1950-1972. In sharp contrast, 
the post-Bretton Woods era has seen an average aIlnual growth rate of only 
2.6 per cent and expansions which have averaged only 6.9 per cent and 
occupied only 86.6 per cent of the period from 1973-2000 (lME 2002: 45). 

The political economy of the third way 
Confronted by a global context for national economic policy making charac­
terised by increasing volatility. slower rates of economic grO\vth, and greater 
external scrutiny ot policy. some national governments have chosen to pursue 
a third way, claimed to lie beyond the post-war social democratic Keynesian 
consensus and the more recent neo-liberal political economy of the New 
Right. This third way has been defined by its leading academic proponent. 
Anthony Giddens, as 'the renewal of social democracy in contemporary 
social conditions'. Globalisation. the emergence of the knO\vledge economy. 
and the rise of individualism have been held to have transformed the land­
scape of politics. In response to this challenging context, Giddens has claimed 
that the third way is able to deliver a politics capable of reconstructing the 
public realm. renewing public institutions, and offering an integrated and 
robust political programme based upon the key insight that 'a strong civil 
society is necessary both for effective democratic government and for a well­
functioning market system' (Giddens. 2000: 2-3. 29). Although not exclusively 
an Anglo-American project, the ideology and policies of the third way have 
been most widely promulgated in the US by the Clinton Administration and 
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in the UK by the Blair Governments, Thus, it was Bill Clinton who pro­
claimed in his 1998 State of the Union Address that 'We have moved past the 
sterile debate between those who say government is the enemy and those who 
say government is the answer. My fellow Americans, we have found a third 
way' (Clinton, 199K 1), For his parI, Tony Blair has followed Giddens in 

defining the third way as a 'modernised social democracy', one which under­
stands that 'Effective markets are a pre-condition for a successful modem 
economy' (Blair. 1998: I), 

Prior to any evaluation of lts economic policies, it is important to acknowl­
edge the strength of the critique of the broader ideology of the third way, 
especially from those on the Left of the politic;ll spectrum Giddens has 
himself ad,nowledged the criticism that the third way is 'an amorphous 
political projcct. difficult to pill down and lacking direction', which has failed 
'to sustain the [lroper outlook of the left and hence, whether deliberately or 
noL lapses into a form of consenatism' (Giddens, ::2000: 22). The assertion 

that it is fundamentally a ll1arket·dri\en AnglO-American project. which has 
accepted the basic tenets of neo-liberalism. particularly with regard to global 
markets, had led some of the third way's most \'ehement critics to suggest 
that third way governments have merely 'emhraced and in certain respects 
radicalised the neo-liheral policies of their predecessors' (Callinieos, 200 I: 
107). Moroevec the third way has been portrayed as 'the best ideological 
shell of neo-liberalism today' (Anderson, 2000: 11) Despite this critique, 

because it has claimed to be able to reconcile globalisation with national 
economic development. the third way has assumed particular importance in 
the political economy of the UK because successive British governments 
have found the implementation of their respective state-led modernisation 
programmes undermined by repeated currency crises and a loss of investor 
confidence in the City of London's financial markets. While raising interest 
rates and cutting public expenditure has enabled past UK governments to 
restore confidence and stabilise the value of the pound. such short-term 
austerity measures have been at the expense of long-term investment in the 
modernisation of Britain'5 infrastructure, frequently resulting in damaging 

strikes as public sector unions have sought to defend their members' pay and 
employment. 

The third way of economic policy implemented by the New Labour 
Governments led by Tony Blair therefore constitutes hoth a reaction to and 
a critique of the perceived failure of the post-war economic policies of the 
first and second ways. For New Labour, the first way denotes the social 
democratic Keynesian weltare state political settlement implemented by 
Labour Gnd Consenati\e gO\ernments bet\veen 19-15 and 1979, The eco­

nomic policies of this era have been criticised for both their 'exaggerated 
belief in demand management' and theil fail UI e to pI 0\ ide macroeconomic 
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stability 'Even in the most successful years of the postwar period' (Blair, 
1996: 77. 79). For New Labour, the election of the first Thatcher Govern· 
ment in 1979 marked the beginning of the second way or 'British Experiment' 
which lasted until the defeat of the Major Government at the 1997 General 
Election (Blair. 1996: 82). Blair has criticised the macroeconomic policy 
regime of the Thatcher and Major Governments for changing 'whenever it 
seemed convenient' and failing ·to respond to excessive imbalances in the 
economy even if they are produced by the private sector' (Blair, 1996: 82-
3). As a consequence, the absence of a 'tough. credible and transparent' 
macroeconomic framework. allied to a failure to see macroeconomic and 
microeconomic policy as inseparable and complementary had destabilised 
domestic policy, especially given the UK's location 'in the middle of an 
active global market for capital - a market which is less subject to regula· 
tion today than it has been for several decades'. Given this context, 
controlling public expenditure would be a long and gruelling slog' for New 
Labour and the third way (Blair, 1996: 84-6). 

A fixation with stability and prudence 
To sumlOunt the errors of the first and second ways, for the Blair Govern­
ments the implementation of national economic policy in an era of globalisation 
and open-deregulated markets has meant a fixation with stability and pru­
dence in monetary and fiscal policy. The Blair Government's primary monetary 
policy objective for the Bank of England has been the maintenance of price 
stability. Indeed, the Bank should only support the Government's growth and 
employment objectives, subject to the maintenance of price stability. To 
demonstrate New Labour's commitment to low inflation and stability in 
monetary policy. one of Gordon Brown's first acts as Chancellor of the 
Exchequer in May 1997 was to grant the Monetary Policy Committee (MPC) 
of the Bank of England full operational independence. To achieve price 
stability, the MPC was charged with setting interest rates to an inflation target 
(the Retail Prices Index excluding mortgage interest payments) of 2.5 per 
cent. Like many elements of New Labour's economic policy. this constituted 
a refinement of the policies first adopted by the Major Government. In Octo­
ber 1992, the Conservative Chancellor Norman Lamont had set an explicit 
inflation target of 1-4 per cent. a target whose range was narrowed to 2.5 per 
cent by his successor, Kenneth Clarke. Inflation had averaged 2.8 per cent 
from 1993-1997 under the Consen"atives' monetary policy framework. The 
accomplishment of an average inflation rate of 2.4 per cent during the Blair 
Government's first term of office. with inflation moving within the range of 
1.8-3.2 per cent appears to have vindicated the third way's framework for 
monetary policy. The spectre of currency instability, devaluation crises and 
rising inflation, which had haunted the previous 'Old Labour' Callaghan 
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Government and seen inflation above 10 per cent in every year between 1974 
and 1981. resulting in a tripling in prices (Richards, 2002: 9), appears to have 
been banished for good. However. this achievement of price stability has 
come at a very high price for the UK's manufacturing sector. 

While the MPCs interest rate setting has neither damaged the growth of 
the UK's services sector nor dampened the rampant property market in Lon­
don and the South East of England, the biggest shortcoming of New Labour's 
monetary policy has been its failure to create the conditions to redress either 
the process of deindustrialisation or the deterioration in the UK's balance of 
payments. Accounting for around 5 per cent of global trade, the UK remains 
the world's fifth largest exporter of goods and services. Exporting more per 
capita than either the US or Japan, in 2000 exports accounted for 27 per cent 
of the UK's GDP (ONS, 2002a: 383). However, under the Blair Govern­
ments. the UK's annual balances on its current account and overall balance of 
payments have continued to deteriorate. accentuating the trend established by 
the economic policies of the second way. During the 1990s. UK manufactur­
ing had grown at an annual rate of only 0.5 per cent. Having recorded a 
surplus of £2.7 billion in 1980, the UK's trade balance in manufactured 
goods had fallen into deficit in 1984. a trend sustained throughout the re­
maining tenure of the Thatcher and Major Governments. 

Under New Labour. there have been few signs of a reversal of 
deindustrialisation. In 1999, the UK's current account deficit was £9.9 
billion. but this increased to £16.2 billion in 2000. The figure for 2001 
witnessed a further deterioration to £20.5 billion. with a further deficit of 
£5.6 billion recorded for the first quarter of 2002 - compared with a deficit 
of £4.3 billion in the first quarter of 200 I (ONS. 2002b: I) These figures 
have concealed an even worse performance on the UK's trade in manufac­
tured goods. Although the services sector accounted for 3.8 times as much 
GDP and more than five times as much employment in 2000, manufactur­
ing nevertheless accounted for 18.7 per cent of gross added value (at current 
basic prices) and 3.9 million jobs or 15.2 per cent of UK employment. 
Manufacturing producti\'ity in the UK is also 25 per cent higher than in the 
other sectors of the UK economy. Moreover. manufacturing exports in 2000 
of £187.1 billion vastly exceeded the £67.2 billion of UK exports of serv­
ices. Imports of goods to the UK in 2000 were £215.9 billion. resulting in a 
then record trade in goods' deficit of L?8.8 billion (ONS. 2002a: 468) 
Unfortunately. the UK's trade balance in goods has continued to deteriorate 
in 2000 and 200 I with record deficits being recorded of £3004 billion and 
£33.6 billion respectively (ONS, 2002b: I). The cumulative impact of suc­
cessive deficits has been to move the UK's overall financial account and 
investment position from one of substantial surplus to one of substantial 
deficit. Indeed. at the end of 2000. despite a net balance on direct invest-
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ment of £281 billion, UK external liabilities exceeded assets by £ 123 bil­
lion (ONS, 2002a: 415). 

From negotiated discretion to centralised prescription 
In the field of fiscal policy, the Blair Government's inheritance was an in­
crease in taxation by the Major Government equivalent to around I per cent 
of GDP in 1994-5 and more than twice that in 1995-6 and 1996-7. Despite 
this fiscal conservatism, Gordon Brown signalled New Labour's own com­
mitment to fiscal prudence and his own status as the 'Iron Chancellor' by 
adhering to the Major Government's very tight spending plans for 1997-8 
and 1998-9, which meant that public expenditure would be £4 billion or 1.2 
per cent lower in real terms (at 1999-2000 prices) in 1998-9 than in 1996-7. 
Indeed, public expenditure would fall from 41.2 per cent of GOP in 1996-7, 
the final year of the second way's economic policies, to 37.8 per cent of GOP 
in 1999-2000, a real terms decline in spending of £ 1.4 billion or 0.4 per cent 
(Dilnot et ai" 2001: 11-12). In this way, New Labour has chosen to 'lock in' 
fiscal prudence and stability through a rules-based approach to fiscal policy. 
A 1997 General Election manifesto pledge 'not to raise the basic or top rates 
of income tax tlHoughout the next Parliament' was reinforced by the imple­
mentation of two further fiscal policy rules. First, the 'golden rule' of public 
expenditure, that is 'over the economic cycle, we will only borrow to invest 
and not to fund current expenditure'. Second, the 'sustainable investment 
rule', that is 'over the economic cycle, public debt as a proportion of national 
income is of a stable and prudent level' (Labour Party, 1997: 11-12). These 
rules were subsequently given greater coherence by their incorporation in 
March 1998 into the Code for Fiscal Stability, a measure which enshrined the 
Blair Govemment's five principles of fiscal management. transparency, sta­
bility, responsibility. faimess and efficiency. 

Since most of the policies and principles incorporated in the Code for 
Fiscal Stability had already been put into practice by Gordon Brown, the 
Code constituted little more than a retrospective device for codifying and 
justifying fiscal policy choices to investors in the City of London's financial 
markets. Moreover. the 'golden rule' and 'sustainable ill\'estment rule' have 
been damned with faint praise by leading commentators who have depicted 
them as 'sensible rules of thumb, but they are no more than that'. Moreover, 
it has been asserted that 'There is nothing sacrosanct about these two rules. 
nor are they necessarily optimal' since, while adherence to these rules might 
maintain fiscal discipline, it might not necessarily meet New Labour's goal of 
spreading the burden of public expenditure across present and future genera­
tions. Indeed. 'slavish adherence to the golden rule may also be suboptimal' 
(Emmerson and Frayne, 2001: 2). Furthermore. eventual departure from these 
fiscal rules might not necessarily undermine the public finances because the 
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Blair Government had failed to provide any substantiation either for its 
selection of a target for net public debt of 40 per cent of GDP. or why it 
should remain constant over time. even if it was to prove to be the optimum 
leveL 

By far the most important tiscnl policy innovation introduced by New 
Labour has been the implementation of biennial spending reviews in 1998. 
2000 and 2002 because these have given the Treasury an unprecedented 
degree of control over the domestic policy agenda. However. this role has 
been consistent with Brown's own redefinition of the mission for the Treas­
ury to act as 'the guardian of the public finances and the guarantor of monetary 
stability". so as to be 'not just a Ministry of Finance. but also a Ministry 
working with other departments to deliver long-term economic and social 
renewal' (Brown, 1999: 11). Under previous governments. the Treasury's 
capacity to control public expenditure and to intervene in domestic policy 
choices had been based upon 'the exercise of discretionary authority con­
strained by the exercise of countervailing discretionary power by each 
autonomous spending department in the particular circumstances of an ex­
penditure proposal' (Thain and Wright. 1995: 537l. New Labour's spending 
reviews. commencing with the year-long Comprehensive Spending Review 
(CSR), published in July 1998, have helped to accomplish a 'paradigm shift' 
in expenditure planning and control. This has threatened 'the permanent 
abandonment (not merely temporary relaxation) of the pre-existing paradigm 
of negotiated discretion' (Thain and Wright, 1995: 5,,(3) in favour of a Treas­
ury-driven system of central prescription over expenditure and policy choices. 

The Treasury's increasing control over domestic policy choices. especially 
in the English regions beyond London which have lacked the counterbalance 
of elected. devolved governments similar to those operating in the other 
constituent nations of the UK, has been entrenched further by the principle of 
'money for modernisation'. Whitehall departments and other public spending 
bodies have been allocated additional resources by the Treasury, but only in 
accordance with Public Service Agreements (PSAs) and Service Delivery 
Agreements (SDAs) which haw incorporated new objecti\·es. defined by 
central government. and measurable efnciency targets, including measures of 
policy outputs. inputs and processes. The creation of the spending reviews, 
the PSAs and SDAs, and the role this has accorded the Treasury. has attracted 
a withering critique from the House of Commons' Treasury Select Commit­
tee (TSC). IL has taken a malign view of the Treasury's greatly increased 
power over 'the strategic direction of the Government'. claiming that 'The 
Treasury as an institution has recently begun to exert too much influence over 
policy areas which are properly the business of other departments and that it 
is not necessarily in the best interests of the Treasury or the Government as a 
whole' (TSC. :2000: paras 19. 21). iv10reover. in exercising this undue influ-
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'. ence, rather than practising transparency the Treasury's role has been portrayed 
as being "opaque, hidden behind a curtain of Whitehall secrecy (TSC. 
200 I: para 48). 

The failure of the UK competition state 
If its monetary and especially its fiscal policies have proven controversial. the 
third pillar of the Blair Government's third way approach to economic policy 
has been much more aligned with developments in policy elsewhere, 
Globalisation of markets has inspired a transformation in the role of the 
advanced industrialised state away from its previous incarnations as a social 
democratic welfare state or industrialisation-driven developmental state. and 
towards a competition state, Having previously served as a decommodifying 
hierarchy. attempting to withdraw certain economic activities from the realm 
of the market. the contemporary competition state has acted increasingly as 
'a collective commodifying agent that is, putting activities into the market 
and even as {/ murket actor ilseU' (Cemy. 1997: 267). This transformation has 
in turn been marked by a movement from industrial policy through competi­
tiveness policy to enterprise policy. that is a shift in public policy 'away from 
policies that constrain the freedom of firms to contract and towards policies 
enabling the start-up and viability of knowledge-based entrepreneurial finns·. 
not least because 'the comparative advantage of the high-cost countries in the 
OECD is increasingly based on knO\vledge-driven innovative activity' 
(Audretsch and Thurik. 2001: 5. 29), 

One of the most conspicuous trends in competitiveness policy has been the 
emphasis, both rhetorically and in the substance of policy. placed upon the 
importance of the quality of the institutional and policy environment for 
fostering an entrepreneur-driven enterprise culture capable of generating new 
sources of innovation. employment and prosperity, The Blair Government 
has been at the forefront of these trends in economic policy, Drawing upon 
the insight that 'The only meaningful concept of competitiveness at the 
national level is national productivity', and that certain characteristics of a 
nation can create and sustain competitive advantage through a highly local­
ised process (Porter, 1990: 6-13), Gordon Brown has defined the objective 
for the UK economy for the forthcoming decade as achievement of "the 
fastest rise in productivity of competitor economies' so as to create 'a wider 
and deeper enterprise culture that promotes investment and entrepreneurship 
and rewards success' (Brown, 200 I a: 2-3), However, despite its attempts to 
bridge the productivity gap, the Blair Government's own most recent evalu­
ation of the UK's competitiveness has concluded that the UK's 'overall 
performance in terms of GOP per head and productivity is disappointing' 
(01'1. 2001: 80). While the UK's GDP per head remains near to the EU 
a\erage, it is nevertheless 21 per cent below the G7 average. More import-
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anti)" whether in terms of output per worker or output per hour \vorked, the 
UK remains far behind the US, France and Germany, with the gap widening 
(in terms of output per worker) between the UK and the US during the first 
three years of the Blair Government. This poor performance has been attri­
buted by New Labour to some of the poorest levels of basic literacy and 
numeracy in the OECD countries, an R&O performance which is falling 
further behind the UK's principal competitors, a failure to de\'elop attitudes 
to risk-taking characteristic of a genuine enterprise society, and 'decades of 
underinvestment. both public and private' (OTt :2001: 80). None of these 
weaknesses are likely to be redressed in the short to medium term by the 
economic policies of the third way. 

Conclusion 
In implementing its third way of economic policy making, in an attempt to 

reconcile domestic policy choices in the UK with globalisation. New Labour 
has claimed not only to have stabilised both monetary and fiscal policy but 
also to ha\e brokell 'deci,ilcly \\ith the short-termist secretilc and unstable 
record ot macroeconomic policy-making of the past two decades' (Brown. 
1999' 10). Indeed. prior to the 200 I General Election, the Blair GO\ernment 
was able to claim '.-'>, ne\\' and Iwrd won stability', manifested in 'the lowest 
inflation fO! 30 years: the lowest long term interest rates for 35 years: mort­
gages now a\'eraging f 1.200 a year IO\\Tr than under the last Government; 
Illore people in work than ever before: and the lowest unemployment since 
1975' (Brown. 200 I b I). Howe\er. if the UK has enjoyed low inflation and 
,;tahilitv in monetary policy, this has been as much a consequence of gener­
ally 10\\ global comlllodity prices. especially for oil, a scenario which could 
rapidly change should the US opt tor further military action against Iraq, If 
prudence has been attained in fiscal policy. with the national debt falling from 
-+-+ per cent of GOP in 1997 to 3 1.8 per cent in 200 I, it has owed as much to 
all initial austerity in public expenditure which has served only to further 
delay long overdue modernisation of the UK's deteriorating physical and 
human infrastructure, and to a rise in gO\'ernment re\'enues from 37.6 per 
cent of GOP in 1997 to -+05 per cent of GOP in 2001 - rises in indirect 
taxation more than compensating fur nIts in direct taxation on hoth individ­
uals and businesses Furthermore. the Blair Government's competitiveness 
policies have singularly lailed to bridge the productivity gap with the UK's 
principal competitors. 

The third way has not reconciled UK domestic economic policy choices 
with globalisation [n a manner that ha~ been able to insulate domestic mod­
ernisation from the consequences of inCleasing volatility and contagion in 
global financial markets Thus. in the year to June 2002, UK manufacturing 
output had fallen by 5) per cent. the largest tall since January 1979 ([he 
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Guardian, 6 August 2002). Long-tenn stability in monetary and fiscal policy 
cannot be guaranteed in a world of liberalised financial markets and volatile 
short-tem1 capital flows. When the sources of imprudence, debt, risk and 
instability can emanate from the private sector and liberalised markets over­
seas rather than solely from the public sector or domestic markets. the provision 
of a prudent framework for national macroeconomic policy may not be 
sufficient to guarantee economic stability. This is especially true for a nat­
ional economy like the UK 's, whose unusual degree of intemational integration 
and openness to international market forces may be 'both exposing itself to 
externally generated economic shocks to a greater degree than its competitors 
and hollowing out domestic control of manufacturing industry to the point 
where it falls below the critical mass necessary to sustain a distinctive national 
system' (Hirst and Thompson. :WOO: 352). 
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20 The WTO and its GATS 

Scott Sinclair 

Introduction 
The General Agreement on Trade in Services (GATS) has been described as 
'perhaps the most important single development in the multilateral trading 
system since the GATT itself came into effect in 1948.' I Despite its import­
ance, the GATS was hardly known when the Uruguay Round of international 
trade negotiations concluded in 1994, It has only recently begun to attract 
deserved public scrutiny. This broadly worded treaty to enhance the lights of 
international commercial service providers has potentially far-reaching pub­
lic policy impacts that merit serious attention and debate. 

From the GATT to the WTO 
The GATS came into being when the World Trade Organization (WTO) was 
created on I January 1995, after eight years of complex and difficult negotia­
tions. The WTO Agreements subsumed and ranged far beyond the General 
Agreement on Tariffs and Trade (GATT) which had regulated international 
trade since 1948. While the GATT system had gradually been amended and 
elaborated throughout the post-war period, the advent of the WTO suddenly 
and profoundly transformed the multilateral trading regime in several funda­
mental respects. 

Some of the most important of these fundamental changes include: 

• While the GATT was simply an international agreement among 'con­
tracting parties', the WTO is a fully-fledged multilateral institution 
with 'member governments'. It now takes a place alongside the Inter­
national Monetary Fund, the World Bank and other elite international 
economic institutions. 

CD While GATT rules primarily covered tariffs and trade in goods, the 
WTO rules cover not only trade in goods, but agriculture, standards­
setting, intellectual property and services. 

• While the GATT focused primarily on reducing tariffs and other 'at­
the-border' trade restrictions, the far broader scope of the WTO means 
that it intrudes into many 'behind-the-border' regulatory matters. 

• While the GATT was concerned primarily with challenging discrimina­
tory policies, many of the new WTO agreements (SPS, TRIPS, TBT and 
the GATS) aim to discipline explicitly non-discriminatory measures, 
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either by stipulating substantive norms," procedural norms,3 or by putting 
the WTO dispute settlement machinery in a position to impugn explic­
itly non-discriminatory public standards or measures if they are deemed 
to be more burdensome than necessary on foreign commercial interests . .) 

• While the GATT agreements had gradually expanded to cover new 
matters such as procurement or standards-setting. adhering to such 
'side codes' was optional. By contrast, the WTO agreements are a 
'single undertak.ing'. meaning that member governments have no choice 
but to be bound by all WTO agreements. 

• Perhaps most significantly, while the GATT dispute settlement system 
was essentially 'diplomatic' (panel rulings had to be adopted by con­
sensus, including the agreement of the defendant government), the 
WTO dispute system is 'legally binding' (the adoption of panel rulings 
can only be blocked by consensus, including the agreement of the 
complaining government). 

These changes qualitatively transformed not only the GATT regime, but the 
entire multilateral system. Taken together, they amount to a constitutional 
shift: a fundamental rework.ing of the basic legal precepts of the multilateral 
trading regime and of its role in the international system. There is IIOW a huge 
asymmetry between multilateral rules - and particularly enforcement - to 
protect broadly defined commercial trading interests and multilateral rule­
making and enforcement in vital areas such as environmental protection, 
human rights, public health and cultural diversity. These changes. relatively 
unnoticed and undebated at the conclusion of the Uruguay round. are now 
proving both controversial and destabilising. 

This constitutional shift has resulted in serious tension and instability in 
the multilateral system. These strains are evident along at least three axes. 
There has been north-south conflict over the development impacts of the 
Uruguay round agreements. Developing countries charge that implement­
ing the WTO Agreements has beel! arduous and costly and that the promised 
development benefits have generally not materialised. Meanwhile, there 
have been serious East-West disputes between the major trading powers. 
The US and the EU, for example, have clashed over approaches to regulat­
ing food safety and environmental protection (especially regarding the role 
of the precaution).' Finally, there has been a growing critique of the WTO's 
'democratic deficit' and commercial biases from within civil society. Non­
governmental organisations (NGOs) have criticised the WTO rules on an 
array of important issues ranging from decreased access to essential medi­
cines, increased food insecurity, and the institution's closed decision-making 
and dispute settlement processes. Increasingly, NGOs have begun to direct 
attention to the GATS and its far-reaching policy implications. 
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The GATS debate 
There is now a lively - and sometimes caustic - international public debate 
on the GATS 6 The main protagonists have been a range of non-governmental 
analysts and activists on the one side, whose GATS critiques have provoked 
an angry and defensive backlash from Quad trade negotiators, and the WTO 
secretariat and OEeD trade officials on the other. More recently, certain 
developing country representatives have articulated some similar concerns to 
those raised by NGOs and other distinct, offensive negotiating interests with 
respect to the GATS,7 

The GATS imposes, for the first time, multilateral trade law restrictions on 
trade and investment in the vast services sector. It has become a political 
flash point because it intensifies already existing pressures to commercialise 
and commodify services that have traditionally been provided through non­
market means - including social services such as health and education and 
basic services such as water, electricity and postal services. It is doubly 
controversial because, as we will see, it also aims to restrict public interest 
regulation in the universally acknowledged 'regulation-intensive' service sec­
tors (OEeD, 200 I). It is an imperfect, but potentially pO\verful, tool for 
transnational services corporations to 'break out of the boundaries that close 
non-market spheres to commodification and profit-making' (Leys, 2001: 4). 

Fathoming the GATS legal complexities is challenging. The best place to 
turn for enlightenment is to the GATS text itself, but this is unusually compli­
cated - even for a trade treaty. The purpose of this chapter is to assist the 
discerning reader to understand the legal text of GATS itself and the emerg­
ing debate about its role and significance. It argues that the GATS seriously 
overreaches, intruding into vital areas of public policy making that are only 
indirectly related to conventional international trade matters. It contellds that 
the GATS unacceptably restricts democratic policy-making, by privileging 
international commercial interests over other legitimate societal interests. 
And it asserts that, contrary to the sometimes strident denials of many propo­
nents. the GATS does. in fact. threaten serious harm to public services and 
public interest regulation. 8 

The scope of the GATS 
First. a few basic facts. As previously noted, the GATS was concluded in 
1994 as part of the Uruguay Round. It took effect on I January 1995. It is part 
of the WTO's single undertaking and therefore binds all WTO member gov­
ernments. It is subject to a legally binding dispute settlement. The GATS 
consists of a 'top-down' framework of rules that cover all services, measures, 
and ways (or 'modes-) of supplying services internationally. This framework 
is combined with more intrusive rules that apply only to services that govern­
ments explicitly agree to cover. Further negotiations to expand GATS rules 
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and to increase its coverage are built in to the agreement. The first of these 
successive rounds to broaden and deepen the GATS is currently underway in 
Geneva, 

GATS critics and proponents agree on at least one critical point. The scope 
of the GATS is very broad: far broader than traditional rules governing trade 
in goods. Indeed. the subject matter of the GATS - services - is immense. 
These range from birth (midwifery) to death (burial); the trivial (shoe-shin­
ing) to the critical (heart surgery): the personal (haircutting) to the social 
(primary education): low-tech (household help) to high-tech (satellite com­
munications); and from our wants (retail sales of toys) to our needs (water 
distribution). 

Moreover, the GATS applies to all measures affecting services taken by 
any level of government, including central, regional and local governments. 
Therefore, no government action, whatever its purpose, is, in principle, be­
yond GATS scrutiny and potential challenge. As noted. all service sectors are 
also on the table in ongoing, continuous negotiations. 

For the critics, this breadth and the GATS' novel restrictions set off alarms. 
As a former director general of the WTO has admitted, the GATS extends 
'into areas never before recognized as trade policy' Y Not limited to cross­
border trade, it extends to every possible means of providing a service 
internationally, including investment. While this broad application does not. 
of course, mean that all services-related measures violate the treaty, it does 
mean that any regulatory or legislative initiative in any WTO-member coun­
try must now be vetted for GATS consistency, or risk possible challenge. 

How flexible is the GATS? 
The proponents, however, while acknowledging the treaty's universal scope, 
stress its 'remarkable flexibility' .10 They also point to its controversial exclu­
sion for governmental services and the range of exceptions available to protect 
otherwise non-conforming measures from successful challenge. 

Proponents sometimes refer to the GATS as a 'bottom-up' agreement. This 
refers to a treaty that applies only to those specific government measures and 
sectors that individual governments explicitly agree to coveL By contrast. 
'top-down' treaties automatically apply to all measures and sectors unless 
governments explicitly exclude them by negotiating them off the table. The 
GATS, however, is not a purely bottom-up agreement. It is, in fact, a hybrid 
agreement that combines both bottom-up and top-down approaches. 

Certain GATS obligations, notably the most-favoured-nation treatment 
(MFN) rule, already apply unconditionally across all service sectors. And 
while it is true that the most forceful GATS obligations only apply to sectors 
that governments explicitly agree to cover, there are serious limits to this 
flexibility: 
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• Most governments have already given up much flexibility by not mak­
ing full use of their one-time chance to specify limitations to their 
initial GATS commitments. 

• Members remain under intense pressure to cede flexibility in succes­
sive rounds of negotiations to expand GATS coverage. 

• The GATS requires governments that withdraw previously-made com­
mitments to compensate other governments whose service suppliers 
are allegedly adversely affected. 

• Protective country-specific limitations will endure only if all future 
governments are committed to maintaining them. 

The GATS' vaunted flexibility is therefore considerably less than is often 
claimed by its proponents. Indeed, much of what passes for flexibility in the 
GATS is temporary and deliberately designed to disappear over time. I I 

The GATS governmental services exclusion 
The GATS covers all services, except those 'supplied in the exercise of 
governmental authority'. At first glance, this controversial exclusion is a 
potentially broad one. But it is highly qualified. GATS Art. 1:3 excludes 
services provided 'in the exercise of governmental authority', but it goes on 
to define these as services provided neither on commercial nor a competitive 
basis. These terms are not further defined and, if left to the dispute settlement 
process, will most likely be, according to the rules of treaty interpretation, 
interpreted narrOWly. 

'Public services' are rarely delivered exclusively by government. They are 
complex, mixed systems that combine a continually shifting mix of public 
and private funding, and public, private not-for-profit and private for-profit 
delivery. A truly effective exclusion for public services should safeguard 
governments' ability to shift this mix and to regulate all aspects of these 
mixed systems. When the GATS exclusion is most needed - when govem­
ments want to expand or restore the public, not-for-profit character of the 
system - it is least effective. This controversial exclusion is therefore am­
biguous at best and ineffective at worst. 

The GATS preamble and the 'right to regulate' 
A common refrain in every official rejoinder to GATS critics is that the GATS 
specifically recognises governments' right to regulate. Regrettably, it is terr­
ibly misleading to suggest that the mere affirmation of the right to regulate, 
contained in the treaty preamble, fully protects the right to regulate. It does 
not. While the preamble does contain a clause that 'recognizes the right of 
Members to regulate', this language has strictly limited legal effect. It would 
have some interpretive value in a dispute but should not be construed as 
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, providing legal cover for regulations that would otherwise be inconsistent 
with the substantive provisions of the treaty, In short, governments retain 
their freedom to regulate only to the extent that tbe regulations they adopt are 
compatible with the GATS. 

The MFN rule 
The GATS most~favoured nation treatment rule, which applies to all service 
sectors. has proven to be a surprisingly powerful obligation in two recent 
GATS~related disputes. 12 This rule (GATS Article II) is best understood as a 
most~favoured~foreign compally rule, as it requires that any regulatory or 
funding advantage gained by a single foreign commercial provider must be 
extended, immediately and unconditionally, to all. The MFN obligation has 
the practical effect of consolidating commercialisation wherever it occurs. 
While not legally precluding a new policy direction, this rule makes it far 
more difficult for governments to reverse failed privatisation and commer­
cialisation, 

The national treatment and market access rules 
The hard core of the GATS is comprised of restrictions that apply only to the 
sectors, or sub-sectors, where governments have made specific commitments. 
These commitments, together with any country-specific limitations, are listed 
in each government's GATS schedule. 

The GATS national treatment rule (GATS Article XVII) requires govern­
ments to extend the best treatment given to domestic services (or service 
providers) to like foreign services (or service providers), In tile GATS, this 
rule is quite intrusive, as it explicitly requires government measures to pass a 
very tough test of de facIo non-discrimination. That is, measures that at face 
value are impartial can still be found inconsistent if they modify the condi­
tions of competition in favour of domestic services or service providers. This 
gives dispute panels wide latitude to find measures 'GATS-illegal' even when 
they seem to be non-discriminatory or when such measures alter the condi­
tions of competition merely as an unintended consequence in the legitimate 
pursuit of other vital policy goals. The GATS' stiff national treatment require­
ment thus opens the doors for non-discriminatory public policy to be frustrated 
for reasons that are unrelated to international trade. 

The GATS Market Access rule (GATS Article XVI) is one of the treaty's 
most novel, and troublesome, provisions. There is nothing quite like this rule 
in other international commercial treaties. Framed in absolute rather than 
relative terms, it precludes certain types of policies whether they are dis­
criminatory or not. A government intent on maintaining otherwise inconsistent 
measures is forced to inscribe them in its country schedules when it makes its 
specific commitments. This rule prohibits governments trom placing restric-
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tions on: the number of service suppliers or operations; the value of service 
transactions; the number of persons that may be employed in a sector; and, 
significantly, the types of legal entities through which suppliers may supply a 
service. 

Such prohibitions call into question, for example, the GATS-consistency of 
government-set limits to conserve resources or protect the environment To 
take another example, many governments restrict the private delivery of 
certain social services such as childcare to legally constituted non-profit 
agencies. Many also confine certain basic services such as rail transportation, 
water distribution, or energy transmission to private, not-for-profit providers. 
Such public policies certainly restrict the market access of commercial pro­
viders, whether domestic or foreign. But they have never before been subject 
to binding international treaty obligations. Now, these vital policies are ex­
posed to the GATS challenge. 

GATS restrictions on monopolies and exclusive service suppliers 
The GATS restrictions on monopolies and exclusive service suppliers (GATS 
Article VIII) impose new restrictions on monopolies and exclusive service 
supplier arrangements. In fact, monopolies and exclusive service suppliers 
are GATS-inconsistent and must be listed as country-specific exceptions in 
cornmitted sectors. Any government wislling to designate a new monopoly in 
a listed sector is required to negotiate compensation with other member 
governments or face retaliation. 

Monopolies, while not as prevalent as formerly, are still relied upon to 
provide basic services in many countries. Postal services, the distribution and 
sale of alcoholic beverages, electrical generation and transmission, rail trans­
portation. health insurance, water distribution, and waste disposal are just 
some of the more widespread examples. Exclusive supplier arrangements are 
commonplace in post-secondary education. health care and other social ser­
vices. The consequences of these GATS rules, which so far have gone largely 
unexamined, are likely to be significant in all of these important areas. 

GATS restrictions on domestic regulation 
If proposed GATS restrictions on domestic regulation (GATS Article VIA), 
no\v being negotiated in Geneva, were ever agreed to, they would constitute 
an extraordinary intrusion into democratic policy-making. At issue is the 
development of 'disciplines' on a member country's domestic regulation -
explicitly non-discriminatory regulations that treat local and foreign services 
and service providers evenhandedly. The subject matter of these proposed 
restrictions is very broad, covering measures relating to qualification require­
ments and procedures. technical standards and licensing procedures - a wide 
swathe of vital government regulatory measures. 
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providing legal cover for regulations that would otherwise be inconsistent 
with the substantive provisions of the treaty_ In short, governments retaill 
their freedom to regulate only to the extent that the regulations they adopt are 
compatible with the GATS. 

The MFN rule 
The GATS most-favoured nation treatment rule, which applies to all service 
sectors. has proven to be a surprisingly powerful obligation in two recellt 
GATS-related disputes. Ie This rule (GATS Article II) is best understood as a 
most-Favoured-foreign C Dill/HI m' rule, as it requires that any regulatory or 
funding advantage gained by a single foreign commercial provider must be 
extended. immediately and unconditionally. to all. The MFN obligation has 
the practical effect of consolidating cornmerciillisiltion wherever it OCCUIS. 

While not legally precluding a new policy direction, this rule makes it far 
more difficult for governments to reverse failed privatisation and commer­
cialisation. 

The national treatment and market access rules 
The hard core of the GAfS is comprised of restrictions that apply only to the 
sectors, or sub-sectors. \vhere governments have made specific commitments. 
These commitments, together with any country-specific limitations. are listed 
in each government's GATS schedule. 

The GATS national treatment rule (GATS Article XVII) requires govern­
ments to extend the best treatment given to domestic services (or service 
providers) to like foreign services (or service providers). In the GATS, this 
rule is quite intrusive. as it explicitly requires government measures to pass a 
very tough test of de facto non-discrimination. That is, measures that at face 
value are impartial can still be found inconsistent if they modify the condi­
tions of competition in favour of domestic services or service providers. This 
gives dispute panels wide latitude to find measures 'GATS-illegal' even when 
they seem to be non-discriminatory or when such measures alter the condi­
tions of competition merely as an unintended consequence in the legitimate 
pursuit of otber vital policy goals. The GATS' stiff national treatment require­
ment thus opens the doors for non-discriminatory public policy to be frustrated 
for reasons that are unrelated to international trade 

The GATS Market Access rule (GATS Article XVI) is one of the treaty's 
most novel, and troublesome, provisions .. There is nothing quite like this rule 
in other international commercial treaties. Framed in absolute rather than 
relative terms, it precludes certain types ot policies whether they are dis­
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measures is forced to inscribe them in its country schedules when it makes its 
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tions on: the number of service suppliers or operations; the value of service 
transactions; the number of persons that may be employed in a sector; and. 
significantly. the types of legal entities through which suppliers may supply a 
servIce. 

Such prohibitions call into question, for example, the GATS-consistency of 
government-set limits to conserve resources or protect the environment. To 
take another example. many governments restrict the private delivery of 
certain social services such as childcare to legally constituted non-profit 
agencies. Many also confine certain basic services such as rail transportation, 
water distribution, or energy transmission to private, not-for-profit providers. 
Such public policies certainly restrict the market access of commercial pro­
viders, whether domestic or foreign. But they have never before been subject 
to binding international treaty obligations. Now, these vital policies are ex­
posed to the GATS challenge. 

GATS restrictions on monopolies and exclusive service suppliers 
The GATS restrictions on monopolies and exclusive service suppliers (GATS 
Article VIII) impose new restrictions on monopolies and exclusive service 
supplier arrangements. In fact, monopolies and exclusive service suppliers 
are GATS-inconsistent and must be listed as country-specific exceptions in 
committed sectors. Any government wishing to designate a new monopoly in 
a listed sector is required to negotiate compensation with other member 
governments or face retaliation. 

Monopolies, while not as prevalent as formerly, are still relied upon to 
provide basic services in many countries. Postal services, the distribution and 
sale of alcoholic beverages. electrical generation and transmission. rail trans­
portation. health insurance, water distribution. and waste disposal are just 
some of the more widespread examples. Exclusive supplier arrangements are 
commonplace in post-secondary education, health care and other social ser­
vices. The consequences of these GATS rules. which so far have gone largely 
unexamined. are likely to be significant in all of these important areas. 

GATS restrictions on domestic regulation 
If proposed GATS restrictions on domestic regulation (GATS Article VIA), 
now being negotiated in Geneva, were ever agreed to, they would constitute 
an extraordinary intrusion into democratic policy-making. At issue is the 
development of 'disciplines' on a member country's domestic regulation -
explicitly non-discriminatory regulations that treat local and foreign services 
and service providers evenhandedly. The subject matter of these proposed 
restrictions is very broad. covering measures relating to qualification require­
ments and procedures, technical standards and licensing procedures a wide 
swathe of vital government regulatory measures. 
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Critically, these proposed restrictions are intended to apply some foml of 
"necessity test', that is, that regulations must not be more trade restrictive than 
necessary and that measures must be necessary to achieve a specified legitimate 
objective. Perversely, the proposed GATS restrictions would tum the logic of 
the long-established GATT necessity test on its head. They would transfoffil it 
from a shield to save clearly discriminatory measures from challenge into a 
sword to attack clearly non-discriminatory measures. 13 The proposed GATS 
restrictions on domestic regulation are a recipe for regulatory chill: they are 
among the most excessive restrictions ever contemplated in a binding intern­
ational commercial treaty. This excess is concrete evidence of the hazards of 
leaving the ambitions of commercial ministries. and the cOl1lOrate lobbyists 
driving them on, unchecked by broader public scrutiny and debate. 

Conclusions 
The GATS is a deservedly controversial agreement. Its broadly worded pro­
visions give too much weight to commercial interests, constraining legitimate 
public interest regulation and democratic decision-making. 

As GATS proponents frequently insist. the treaty does not force govern­
ments to privatise public services. But, nevertheless, as previously discussed: 

• Through continuous negotiations it exerts constant pressure to open 
services to foreign commercial providers. 

El The GATS MFN rule helps consolidate commercialisation. 
e The GATS monopoly provisions make it more difficult for govem­

ments to maintain public services by hamstringing their ability to 
compete. 

It Where GATS commitments are made. the GATS restricts the ability of 
governments to restore, revitalise or expand public services. and 

• In such cases, compensation must be negotiated or retaliatory sanc­
tions faced. 

Similarly, the GATS does not eliminate govemments' ability to regulate. but 

• The recognition of the right to regulate in the preamble has little legal 
effect. 

e The GATS clearly applies to government regulatory measures, what­
ever their form or purpose. 

It The GATS applies a very tough test of non-discrimination when con­
sidering the possible adverse effects of domestic governmental measures 
on foreigners. 

• The GATS prohibits certain types of measures, whether they are dis~ 
criminatory or not, and 
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• Negotiations to apply a necessity test to non-discriminatory domestic 
regulation pose a very serious threat to crucial regulatory instruments. 

Many of the pronouncements by trade policy elites based in Geneva, Paris 
and Quad capitals are carefully worded to obscure these basic points about 
the agreement. But they are unlikely to succeed in this, The negotiations to 
broaden and deepen GATS coverage will make services one of the centre­
pieces of the new round of WTO negotiations launched recently in Doha,14 
The existing GATS and the negotiations to expand it raise such serious 
challenges to democratic governance and social cohesion that they are certain 
to stimulate even greater public interest and controversy 

List of Acronyms 
EC European Communities 
EU European Union 
GATT General Agreement on Tariffs and Trade 
GATS General Agreement on Trade in Services 
MFN Most Favoured Nation 
NAFTA North American Free Trade Agreement 
NGOs 
OECD 
SPS 

TBT 
TRIPS 
WPDR 
WTO 

Notes 

Non-Governmental Organizations 
Organization for Economic Cooperation and Development 
Agreement on the Application of Sanitary and Phytosanitary 
Measures 
Agreement on Technical Barriers to Trade 
Agreement on Trade-Related Aspects ofIntellectual Property Rights 
Working Party on Domestic Regulation 
World Trade Organization 

World Trade Organization (1999) p 
2 Such as the minimum 20-year term of patent protection in TRIPS, 
3 Such as risk assessment in the SPS Agreement 
.\ For example. under Article VI of the GATS 
5 The successful North American challenge of the European ban on hormone-treated beef 

may foreshadow an eyen more contentious WTO dispute over Europe's aprroach to 
regulating genetically modified foods 

6 A yaluable collection of NGO critiques of the GATS can be found on the GAl SWatch 
website at hltp:llwww.xs.\all.nll-ceo/gats\\.atch/factficL Both the WTO and the OECD 
have responded directly to GATS critics. World Trade Organization nO(Jla). "yailable on 
the WTO website at www.wto org OECD (200 I ) 

7. Communication from Cuba. Senegal. Tanzania, Uganda. Zimbabwe and Zambia, 'Assess-
ment of Trade in Services'. 6 December. 2001. S/CSS/WIl32, para .. 8 

8 These themes are developed more fully in Sinclair and Grieshaber-Otto (2002), 
9 Renato Ruggiero. former WTO Director, 2 June 1998, 

10 See WTO (200 I a). p., 6 and OECD (200 I), p, 10 para, 12, 
II, The public policy and development impacts of an international treaty should not be judged 
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against the ability of the countries to opt out of particular GATS provisions or to limit 
their application .. It is fair rather, to judge its impacts assuming, as is intended over time, 
that its provisions are fully applicable (cL Luff, 2002). 

12 The two cases are: 'Canada: certain measures affecting the automotive industry', WTO 
(2002) and 'European communities - regime for the importation. sale and distribution of 
bummus', WIO (1997) For summaries and analysis of these cases see Sinclair (2000). 
chapter 3 

13 Under GATT Article XX. a government can. as a last resort. try to sa\·e an otherwise 
GATT-inconsistent measure from successful challenge by arguing that it is necessary to 
achieve a GATT-sanctioned legitimate objective .. But this general exception has been 
interpreted very restrictively. Indeed. under GATT jurisprudence, 'a measure cannot be 
deemed necessary if satisfactory and effective alternative means to achieve the same 
objective are reasonably available to the Member enacting it'. World Trade Organization. 
Council for Trade in Services. 'Article VIA of the GATS: Disciplines on Domestic 
Reguilltion Applicable to all Services'. Note by the Secretariat. March I. 1999, para. n 
(S/C/W/96). 

14 WTO (200Ib). 
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21 The International Monetary Fund (IMF) and 
the World Bank (WB) 
John Toye 

The fund's original aims and its modalities 
The IMF was established in 1947, as an international institution to manage 
international payments, in the chaotic economic conditions that obtained at 
the end of World War II. The Fund's objectives, stated in its Charter, were to 
restore a system of multilateral payments for current transactions between its 
members: to shorten the duration and lessen the degree of disequilibrium in 
the international balances of payments of members: to promote exchange 
stability; and (the one most usually forgotten) 'to facilitate the expansion and 
balanced growth of international trade, and to contribute thereby to the pro­
motion and maintenance of high levels of employment and real income'. 

In promoting all of these objectives, the Fund acted as an enforcer of a set 
of rules of international monetary behaviour. The IMF was originally de­
signed to manage a system of fixed, but adjustable, exchange rates against the 
US dollar. which itself was pegged to gold. In order to keep exchange rate 
fluctuations within set limits, each member country - and the membership 
then (59) was much smaller than it is now (over 180) - paid into the Fund a 
capital sum, determined according to its importance in world trade, and was 
given a bon'owing 'quota' related to its capital. Voting power in the organis­
ation is related to the size of this capital. 

If a balance of payments deficit began to threaten the stability of their 
exchange rate, member countries were permitted to borrow from the Fund 
and repay over the follO\ving two or three years. In facilitating deficit country 
borrowing and repayment, the Fund acted as a bank, but the scale of the 
'banking' operation was initially small. Between 1947-55, 14/59 members 
made drawings. at an annual rate of $46m. This equalled 0.06 per cent of 
world imports. In 1990-98, when 78/182 members made drawings. the rate 
was $13.4bn, or 0.29 per cent of world imports. 

The gold exchange standard devised at Bretton Woods succeeded in re­
establishing current account convertibility in the industrialised nations, while 
permitting countries to maintain capital account controls. Controversy was 
related to the IMF's role as a banker. particularly about its success in shorten­
ing and reducing the severity of balance of payments disequilibria (Killick. 
1985). Nevertheless, under this system. international trade did grow rapidly, 

358 
www.ebook3000.com

http://www.ebook3000.org


The International Monetarv Fllnd and the World Bank 359 

and employment and real income also grew at faster rates than subsequently, 
so that the period 1946-71 has been called' the Golden Age' . 

The anchor of the whole system was the fixed parity between the official 
price of gold and the US dollar, at $35 an ounce. In 1968. this price became 
unsustainable, as confidence in the dollar-gold convertibility guarantee be­
gan to evaporate. It was partly to forestall this outcome that Special Drawing 
Rights (SDRs) in the IMF were created in 1967: this was the First Amend­
ment of the Fund's Articles of Agreement. but it was already too late. The 
ratio of US gold reserves to its liquid liabilities had fallen from 2.73 in 1950 
to 0.41 by 1968. Once the private market gold price rose above the official 
gold price. dollar-gold convertibility was suspended de facto. Revaluation of 
gold to $38 an ounce was no lasting solution, as it simply strengthened the 
forces of speculation against the dollar, and the US commitment to buy and 
sell gold at a fixed dollar price was officially abandoned in 197 L The col­
lapse of the gold exchange system was thus due to an inherent design flaw, 
and not to particular failures of its umpire and manager, the IMF 

The IMF in the post Bretton Woods world 
The end of the system of fixed parities was also the end of the Fund's role as 
banker to the OEeD countries (with the exception of its loans to the UK and 
Italy in 1976). This was important for two reasons. The Fund as an organis­
ation began to cast around for a new role for itself, and it looked increasingly 
to find new clients in the developing countries. However, as this happened, a 
divorce occurred between the countries whose entrenched voting power still 
directed the Fund, the industrial countries, and the users of the Fund, the 
developing countries. The Fund thus changed from an institution of collective 
action into an instrument to discipline others. 

At first, the move towards floating exchange rates was thought to be 
temporary, but none of the various grand designs for a new international 
monetary system commanded general agreement (Williamson, 1977). In­
stead, the industrial countries learned to live with a non-system. The Second 
Amendment to the IMF Articles in 1978 allowed all forms of national ex­
change rate mechanism, except pegging to gold. Many of the larger economies 
chose to float their currency, for example the US, UK, Japan and those in the 
European Union. Many of the smaller economies chose to peg their exchange 
rate to other currencies or baskets of currencies. The role of the IMF was thus 
reduced to surveillance and reporting on the exchange rate arrangements 
chosen by members, plus advocating 'principles of guidance' which it had no 
power to enforce. 

Freely floating exchange rates produced rate fluctuations among major 
currencies greatly in excess of changes in macroeconomic fundamentals of 
the real economies, measured in terms of departures from purchasing power 
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,: parity. The first half of the 1980s saw a 40 per cent real appreciation of the 
dollar, followed by an equal depreciation in the second half. The uncertain­
ties created by currency speculation have acted to magnify the exchange rate 
effects on real income and employment. Yet international economic coordina­
tion was abandoned in favour of periodic communiques from G7 meetings 
that tried to 'talk down' or 'talk up' particular key currencies. 

Under the gold exchange standard, developing countries were of little 
interest to the IMF. Many had never been properly integrated into the gold 
exchange system at all, apart from certain Latin American countries (Peru, 
Paraguay) that had been the arena in which the Fund pioneered the use of 
policy conditionality to its lending. From the early 1960s onwards, largely 
under pressure from the United Nations, the Fund did develop additional 
'banking' facilities relevant to the needs of developing coulltries, character­
ised by concessional interest rates compared with commercial sources of 
finance. The Compensatory Financing Facility, established in 1963, made 
limited credit available to countries experiencing a temporary fall in their 
export revenues. More significant was the Extended Fund Facility (EFF) of 
1974, which provided medium-term finance, beyond the limits of normal 
lending, to support agreed stabilisation programmes requiring structural ad­
justments. The EFF was backed up in 1976 and 1977 by a new Trust Fund to 
provide balance of payments loans on highly concessional terms to low­
income countries, and a new Supplementary Facility to assist countries that 
might otherwise be liable to debt default, subject to adoption of policies to 

restore the external position of the borrowing country. 

The Fund and the debt crisis of the 1980s 
In the wake of the oil price rises of the 1970s, private commercial banks were 
left to undertake the task of recycling the savings of the oil-producing coun­
tries to the non-oil-producing developing countries. The election of Reagan, 
Thatcher and Kohl at the turn of the 1980s began a process of severe disinflation 
in the industrialised world, which sparked off a deep debt crisis in Latin 
America. The Mexican debt crisis (1982) was a turning point in the history of 
the Fund and the World Bank. Following the Baker Plan of 1985, the US 
Administration recruited the Fund, along with the Bank, to be its managers at 
one remove of the prolonged debt crisis which for some years threatened the 
survival of major Western banks. The capital available to both institutions 
was increased. Building on the EFF, new longer-term lending facilities were 
created to channel credit to indebted developing countries. The Structural 
Adjustment Facility (SAF) was set up in 1986, followed by the Extended 
Structural Adjustment Facility (ESAF) in 1987. 

SAF/ESAF resources are provided as loans to low-income countries suf­
fering protracted balance of payments problems. Interest is very low at 0.5 
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per cent and repayment is made in five and a half to ten years. Policy 
conditionality is strong under ESAF loans, specified in the annual Policy 
Framework Papers (PFPs) drawn up jointly with the Bank. (At the end of the 
1990s, these were re-titled Poverty Reduction Strategy Papers - PRSPs.) 
SAF and ESAF allowed the Fund to adopt a mediating role between debtors 
and creditors .. IMF stabilisation programmes were intended to restore macr­
oeconomic balance in the countries that adopted them, so that they would be 
able to pay their debt service obligations (re-scheduled if necessary) to their 
creditors in an orderly manner. Participation in an IMF programme was 
therefore expected to be a 'seal of approval' that would encourage private 
creditors to roll over existing loans and supply new loans to the debtors. Thus 
IMF money was expected to 'leverage' or 'catalyse' private flows. 

In the event, matters did not work out quite so well. On the one hand, the 
stabilisation programmes did not always have the intended effect of render­
ing the borrowing country creditworthy. They frequently broke down before 
completion. Between 1979 and 1993, 53 per cent of 305 Fund programmes 
were uncompleted. This was for a variety of different reasons, but was 
often connected with inadequate financing (Killick, [995: 58-65). Esti­
mates of the impact of IMF programmes showed that they improved the 
current account and the overall balance of payments, and slowed inflation, 
but that there was also a short-term reduction in the growth rate. On the 
other hand, the IMF seal of approval was not effective in catalysing new 
private lending. The overall balance of payments rarely improved by more 
than the improvement on the current account, as would have happened if 
the catalytic effect had been positive. Although private markets (and aid 
donors) valued a government's commitment to sound economic policies, 
they might doubt that the Fund would prescribe the best policies, or that 
Fund conditionality would ensure that prescribed policies were pursued. 
They might also judge the amount of IMF financing to be inadequate (Bird 
and Rowlands, 2000). 

The IMF, along with the World Bank, found a second new area of influence 
after the fall of the Berlin Wall in 1989 and the collapse of the Soviet Union. 
Both had to absorb many new members and to attempt to provide them with 
appropriate financial assistance. to help them to undergo the transition from 
socialist to proto-capitalist economies. The Fund established a Systemic Trans­
formation f{/cility under pressure from OEeD countries in 1993. Nevertheless, 
the transition countries did not displace developing countries as the main 
users of IMF funds. Over the period 1988/93. developing countries borrowed 
four times as much as transition countries. Lending in transition countries 
was highly political, and heavily influenced by the policies of the US Treas­
ury. The Fund policies of liberalisation, stabilisation and privatisation were 
controversiaL Whether the economic failures that followed in Russia should 
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be attributed to the Fund policies or the way they were implemented con­
tinues to be debated. Reform in Russia was made even more difficult by the 
outbreak of the Asian financial crisis (1997-99 J, 

The Asian financial crisis and criticism of the fund 
The outbreak of the Asian financial crisis, in Thailand in July 1997, took the 
Fund unawares, and led to dramatic falls in the exchange rates of Asian 
countries, losses of income and employment and rises in poverty. This was 
followed outside the region by debt repudiation in Russia and a fiscally 
driven economic crisis in Brazil in 1998. There was a knock-on effect in 
Africa. as the pre-existing recovery of primary commodity prices was re­
versed .. At the time, this was the worst global recession since 1945, although 
it hardly touched the US or European economies. As a result, there was 
strong criticism of the Fund. Critics claimed that the Fund should have been 
aware of, and warned about. the fragility of the economies of East Asia; that 
the Fund should have been able to prevent the crisis from happening; and that 
the Fund's remedies, especially its insistence on higher interest rates. were 
counter~productive, deflating the economy in the face of GDP contraction 
(Stiglitz. 2002). Finally. critics saw moral hazard in the fact that the costs of 
the crisis were borne wholly by the public taxpayer, while Western bankers 
who had made unwise loans were repaid in fulL 

Those who call for an effective early warning system for financial crises 
will probably be disappointed. Financial crises are products of complex non­
linear causes. Government policy preferences, investors' expectations and 
herd behaviour all enter the equation. as well as measurable economic quanti­
ties such as the assets and liabilities of the banking system, the balance of 
payments deficit and the size of the foreign exchange reserves. This makes 
forecasting crises extremely difficult. Moreover. the Fund's surveillance faces 
a problem to the extent that countries do not insist on publication of informa­
tion that might reveal fragility. Limited disclosure is not the whole story, 
however. rVluch vital macroeconomic and financial information was in the 
public domain in July 1997. What was lacking was its adequate evaluation 
both by the Fund and the Bank, and by the markets. 

The Fund published a Special Data Disselllinatioll Standard (SDDS) for 
macroeconomic variables in April 1996. This was broadened in 1998 to 
include net reserves and private debt. The Fund is encouraging the definition 
and promulgation of appropriate accounting standards for firms and banks. 
and insisting that its members adopt such standards for the information 
provided to the Fund. In 1999 new transparency guidelines were agreed for 
authorities conducting monetary policy. financial regulation and the oversee­
ing of payments systems. The Fund, until recently the most secretive of 
public organisations. has improved the transparency of its own operations. 
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putting the onus on a member govermnent to embargo the disclosure of any 
information supplied to the Fund. 

The fundarnental defect of floating exchange rates is the large and frequent 
misalignment of the three key world currencies - the dollar. the euro and the 
yen .. The solution would be to specify exchange rate targets for these curren­
cies. and find instruments to move them towards the specified targets. The US 
and the rest of the 08 countries are wholly unwilling even to contemplate 
this. The financial systems of developing countries are relatively small, and 
often fragile. Poor credit evaluation and poor control of banks' foreign cur­
rency exposure are typical aspects of fragility. These weaknesses become 
much more dangerous after liberalisation of the capital account. A crisis 
develops when foreign transactions, induced by interest rates in combination 
with investors' expectations of exchange rate movements, are large in relation 
to the system, though small in relation to the foreign investor's portfolio. 
Moreover. the quality of bank assets changes with changes in economic 
conditions. and no amount of Fund surveillance can prevent this kind of 
·contagion·. This is a new danger which developing countries face ill a more 
financially integrated world. 

The Fund faces a genuine problem when it suspects that a crisis is about to 
happen. By giving a public warning, or giving exceptional assistance to a 
country. it may provoke an earlier or worse crisis than would otherwise have 
occurred. It may not be able to provide sufficient help to prevent a crisis. 
without at the same time signalling that a crisis is imminent. Similarly. while 
the improvement of dOinestic banking supervision would clearly help to 
prevent crises, it is doubtful whether the time to try to begin to improve 
standards is in a period of banking fragility. or whether doing so is consistent 
with moving to full disclosure of all relevant information: either could trigger 
the collapse of already weakened banks. 

As an aid to crisis prevention. the Fund introduced in 1999 a Contingency 
Credit Lille. Countries who want to be eligible for such assistance have to 
agree to six-monthly macroeconomic reviews. although the IMF will nOl 
impose its preferred macroeconomic policies in advance. A large proportion 
of the funding will now be made available immediately on demand. If the 
IMF later concludes that national policies were a cause of the crisis. the 
remainder wiJi be conditioned on macroeconomic reforms. The interest on 
eCL loans will be at a concessional rate. Few countries have shown an 
interest in this facility. and its efficacy remains to be tested. 

The Fund's defence against the accusation that the conditions of its \ending 
to the Asian crisis countries were misconceived was that. in a short-term 
crisis. the resources at its disposal are fixed. and they cannot fully substitute 
for the private outflow (and indeed should not. given the moral hazard). Thus. 
private capital outflow has to be balanced by loss of foreign exchange re-
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serves. by a depreciation of the exchange rate or, failing these, interest rate 
rises to make the adjustment via loss of output, and/or to reverse the outflow 
of private capitaL Practically, it appeals to the outcome from the IMF condi­
tions, pointing to the speed of recovery of tile countries, like Korea. that 
complied with them most fully. compared with the slowness of recovery of 
those. like Indonesia. that resisted most Critics maintain that looser mon­
etary and fiscal policy, combined with rapid corporate re-structuring. would 
have restored confidence and reversed the capital outflow with less damage to 
the real economy. 

More radical ideas for fund reform 
The G8 governments. who effectively direct the Fund. like to keep it on a 
short leash. So its main handicaps in discharging its tasks arc (1) its limited 
resources and (2) political interference in its handling of particular situations. 
Should its resources therefore be increased? With greater resources at its 
disposal. the Fund could possibly in future act as a lender of last resort to 
countries facing the possibility of destabilising private capital outflows. A 
lender of last resort must lend in unlimited amounts, and with no conditions 
apart from a penalty interest rate. Even if the IMF were put in the position to 
do this. it could create moral hazard, encouraging imprudent lending by 
foreign banks, and/or imprudent borrowing by public agencies. 

An alternative to an international lender of last resort would be a scheme to 
manage international bankruptcies when they occur. Orderly debt work-outs 
would be an intemational equivalent to domestic bankruptcy proceedings, 
which apply to public authorities as well as private enterprises. They involve 
(a) an automatic debt standstill or moratorium (b) access to working capital 
on a preferred creditor basis (C) financial and managerial reorganisation to 
restore viability and then payoff pre-standstill creditors on an equal basis. 
There are many detailed problems of legality, timing and the prevention of 
abuse that are involved in deciding how such arrangements could be effec­
tively brought into force for cross-border transactions. Clearly they would 
involve private sector burden sharing. and it is in this policy area where least 
progress has been made in building an international consensus. The US in 
particular argues that any form of private sector burden sharing will kill off 
foreign investors' interest in emerging markets. However, a scheme is now 
under consideration that would require debt contracts to include a clause 
providing in advance for collective action agreements in the event of debt 
crises. The adoption of such clauses would probably render debt crises much 
more manageable (Akyuz, 2002). 
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The World Bank's original mandate and its early years 
The Intemational Bank for Reconstruction and Development (IBRD) was 
established in 1946 in order to provide medium-term, lower than commercial 
interest rate loans to governments for (post-war) reconstruction and for the 
developlnent of capital-poor areas. Since then other parts of what is now 
called the World Bank Group have been added, There are three organisations 
that deal with the private sector. the International Finance Corporation (IFC) 
set up for lending to the private sector in 1956, the International Centre for 
the Settlement of Investment Disputes (1966) and the Multilateral Investment 
Guarantee Agency (MIGA) of 1988. However, the most significant addition 
was the International Development Agency (IDA), which was added in 1960 
to provide long-term, highly concessionalloans to the poorest countries. This 
was a response to a long campaign in the UN for a new source of develop­
ment capital for poor countries. Initially, the Bank opposed the idea, but was 
finally persuaded by the US government to agree to it, as a way of preventing 
this facility being set up under UN auspices. 

The IBRD played a minimal role in the reconstruction of Europe, because 
the US decided not to channel their Marshall Aid through the Bank. Marshall 
Plan aid amouIlted to S12.7bn in 1948-51, while IBRD loans to Europe were 
less than $1 bn during this period. Having largely missed out on reconstruc­
tion lending, the Bank began to focus on project lending for economic 
development. The procedure chosen was to borrow on the developed country 
capital markets and re-Iend (plus a small margin) for specific investment 
projects in developing countries. In the early years. this was a slow process. 
explained by Bank officials in terms of the low absorptive capacity of devel­
oping countries. and their failure to prepare a sufficient number of sound 
projects. 

The initial mode of operation, as a public sector development bank. was 
justified on the grounds of private capital market imperfections. Engineers 
and engineering dominated the early operations. The project portfolio of the 
Bank was originally concerned with large physical infrastructure schemes. 
such as dams and electricity generation. After the 1960s, the composition of 
Bank investments began to change. gradually including agricultural and ur­
ban redevelopment projects. The lending vehicle remained the project. however. 
The evaluation of project success was with reference to calculations of the ex 
post rate of return on each project. A semi-independent Operations Evalu­
ation Department was established for this purpose. 

In its first 30 years. the Bank provided both project finance and technical 
assistance in formulating and executing projects. and in developing associ­
ated pricing and maintenance policies. The Bank's participation in these 
projects almost certainly produced a better quality of project than would 
have occurred in its absence. However. the force of the argument of the 
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fungibility of funds was increasingly recognised. In the presence of fungi­
bility, the economic effect of the investment cannot be measured by its ex 
post rate of return. If the government would have undertaken the project 
that the Bank financed even in the absence of the loan. then the loan 
actually financed some other project ~ the one that would not otherwise 
have been undertaken. In that case. the economic effect of the loan was to 
fund the (unidentified) marginal investment project. whose rate of return 
might be much less satisfactory than that of the Bank-iinanced project. 
Although fungibility need not concern a de\elopment bank. whose chief 
aim is to recowr its loans. it should worry a Il1ultibteral aid agency tunded 
by public capital. whose main objecti\'e is to promote the sound de\'elop­
ment of the borrower's econom)" To ensure that. projects need to be part of 
a comprehensi\'e development plan. precisely in order LU a\'oid the fungibil­
ity problem, 

The moye to policy-based lending after 1979 
In the 1970s. the economies ot developing countries were disturbed by sub­
stantial economic shocks. favourable and lInfa\'ourable. arising from oil price 
increases. and the recycling of petro-dollars by commercial banks. The World 
Bank came to the view that the success of their indiyidual loan projects, as 
measured by their ex post rates of return. was being affected negatively by the 
broader economic environment in which they had to operate (rising oil price, 
high inflation. fixed nominal exchange rates, import restrictions. and so on), 
In 1979. after a number of previously unsuccessful forays. the Bank initiated 
a new type of lending. called programme lending. This had previoLlsly been 
regarded as unsound banking. but the need for additional balance of payment 
finance \\as very pressing. aIld programme loans could be justified on tire 
grounds that. if successfuL they would render themselves redundant in future. 
The new types of loans. structural (SAL) and sectoral (SECAL) adjustment 
lending. provided rapidly disbursing foreign exchange on condition that the 
borrowing gOlernment undertook economic policy changes. either economy­
\\ide or sectorall), This form of lending rose to be one third of new lending. 
the other two-thuds rcmaining as project finance. 

Programme lending with policy conditions attached provided the instru­
ment that the Bank could hring to the task of co-managing the 1980s debt 
crisis with the Fund. At the same time it blurred the previous functional 
boundaries of the t\\'O organisations. The Bank took up economy-wide policy 
issues just as. through SAF and ESAE the Fund moved into adjustment 
lending, This brought them into potential conflict. Various coordination prob­
lems arose from their overlap of functions. notably the inddent in 1988 when 
the Bank (under US pressure) made a loan to Argentina. I\'hile thc Fund 
refused its support A Fund~BaIlk 'concordat' 11989) established effective 
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(though not formal) cross-conditionality of Fund and Bank loans. Bank ad­
justment lending became conditional on a pre-existing Fund programme, and 
a statement of economic policy for the borrowing country had to be agreed by 
both institutions. In usual practice, they jointly drafted the Policy Framework 
Paper, and the country's government agreed to it. 

Evaluation of bank lending 
The Bank, through its Operations Evaluation Department, evaluates the out­
come of its projects. This is done on the simplifying assumption of ceteris 
pariblls - nothing changes outside the project. Overall, the ex post rate of 
return on Bank projects has been 10 per cent, although this has been lower in 
recent years (despite the Bank's efforts to reform the overall economic envi­
ronment!). This is certainly a good performance, given that developing 
countries provide a relatively risky environment for most forms of invest­
ment. Nevertheless. the need to continue Bank lending of the IBRD type has 
been questioned, both by appeal to the fungibility argument, and on the 
grounds that private flows to developing countries can do the job instead 
(Krueger. 1998). In 1970, IBRD net lending was about 10 per cent of net 
private flows. In 1996. this share had fallen to 0.7 per cent. In 25 years, 
private flows had increased forty-fold, while IBRD flows had increased three­
fold in nominal terms. The original justification of IBRD loans in terms of 
imperfect private capital markets seems weak in the light of these figures, 
although private finance is very concentrated geographically and the Asian 
crisis showed how short-term and volatile private money can be. 

The evaluation of the effects of programme lending is more difficult and 
controversial. Governments of developing countries have been reluctant to 
comply with some of the conditions for policy change laid down in the loan 
agreements. This is often described as a result of their lack of ownership of 
the economic reform process. The Bank itself faces incentives that make it 
unlikely that it will react to non-compliance consistently with a discontinu­
ation of funding (Mosley ef al .. 1995). Thus the evidence suggests that the 
Bank's loan conditionality is a weak instrument for inducing policy change. 
At the start of the twenty-first century. the Bank was moving towards a 
lending strategy of selectivity, in which future loans are directed increasingly 
to countries that have already demonstrated their zeal for reform> 

The Bank's contribution to the development dialogue 
Apart from project and programme lending. the Bank undertakes many other 
activities. It conducts what is probably the largest single publication pro­
gramme on development issues in the world. This includes its own research 
across the field of development problems, published in two house journals. 
flagship reports like the annual World Del'eloplllellt Report. a host of mono-
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graphs and a multitude of Working Papers. The Bank has also become a 
major provider of statistical data, including regular published series and data 
from household and firm surveys. 

Complementing its publications are its other methods of disseminating its 
views on development. At the Economic Development Institute, the Bank 
maintains an in-house training facility for developing country economics 
professionals, many of whom return to work at the Bank. Policy advice is 
also provided separately from loan operations, something that the strategy of 
more selective lending is likely to increase 

The Bank's justification for undertaking research and its dissemination in­
house is that this gives it better control over the topics of research. and makes 
it more likely that the results will be used in its operations. Critics note that 
in-house research is less independent of management's desire to promulgate 
a particular perspective. which became compelling in the early 1980s, and 
that top-level editorial control will have the inevitable effect of dampening 
in-house intellectual creativity. Attempts to evaluate the quality of the Bank's 
research and publication activities have noted that their extensive influence 
on policy makers and educators has not been matched by the extent of their 
intellectual comprehensiveness or innovation. 

Lines of criticism and possible reforms for the Bank 
The Bank has faced powerful criticism in the last 20 years as it has increased 
both its policy salience and its research dissemination capacity. A major 
focus of criticism has been on the effect of Bank-financed projects on the 
environment. both physical and human. Large dam projects, in which the 
Bank has seemed to breach its own guidelines on resettlement of existing 
inhabitants, have been at the centre of fierce conflict with NGOs. New meas­
ures of accountability have since been put in place, but the power of NGOs to 
lobby the US Congress has brought a more widespread change of political 
stance at the Bank. Under President James Wolfensohn, the Bank has been 
more pro-active in reaching out to these powerful critics, and shaping its 
policies to reflect their concerns. 

\Volfensohn has pursued this political approach by promoting the use of his 
Comprehensive Development Framework, which is a coordinating matrix for 
all development activities. This allows the Bank to adopt a central position in 
the development process, providing a diverse range of services to the entire 
development community. The Bank is able to identify itself as a development 
partner and facilitator. instead of as a banker insisting on loan conditionality. 
Conditionality is being phased out. and selectivity is being phased in. Mean­
while, Bank lending has been increasingly diversified to support a new 
de\,elopment agenda that would find favour with the US NGOs - gender 
equality, participation, the environment. ci\'il society and good governance. 
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Although the Bank has managed to distance itself from the wave of criti­
cism that surrounded the Fund's handling of the Asian financial crisis, the 
present populist approach is not without its dangers. Critics complain of a 
consequent loss of focus and comparative advantage in the Bank, an over­
extension of staff capacities to areas where they have little competence and 
potential loss of political support among governments of developing coun­
tries, not to mention among the G8 if the political wind should change 
direction. 

A more radical strategy has also been discussed - the transformation of the 
Bank into a 'university of dcvelopment". specialising in non-lending educa· 
tional activities that can be justified as public goods, and subsidising their 
provision with income from the Bank's subscribed capital and accumulated 
reserves. Lending would continue in a selective mode to safe borrowers, but 
would cease to be the Bank's major function. The prospects for re-inventing 
itself as a 'knowJedge bank' depend on the extent to which its research and 
publication activities could continue in the same way if its lending were 
scaled dOWJl, and on the feasibility of introducing greater selectivity in lend­
ing, which as yet remains under-explored. 

Bibliography 
Akyuz. Y (2002). ReJorming 1111: Global Finllncial Archill'Clllr" IISlfL'S llud Propo.wlr. Geneva: 

UNCTAD. 
Bird. G. and D. Rowlands COOOI. -The catahllng rok of policy-based lending by the [!\·IF and 

the World Bank: fact or tiction·'·. jOl/ntal oflll(erll[J[ional Del"e/o[Jl1IeJll, 12(71. 951-70.1-
Ferreira F and L.C Keel\ (20001. 'The World Bank and structural adjustment: lessons from the 

1980s. in D.. Vines and C Gilhert (cds). The \I ,lilt! Blink .. Sll"IIClllre olld Polides. Cambridge: 
Cambridge University Press. pr 159-95 

Killick. T (1985). The Qllel! .If)! Eco/lomic Stahi/hl/ioll The tMF IIlId !iIe Tliird 1\ {))"id. 

Aldershot: Gower. 
Killick. T (1995). tMF Programmes ill DI'\'e/opiIl3 COlllllli,'s Dnigll i/I/d III/poc!. London: 

Routledge 
Krueger. A.O. (1998). 'Whither [he World Bank and the [l\IF:' .. jOl/nwl (If ECOIIOl1l11 Lilera· 

III Ie. XXXVl(o.I-). 1983-2020. 
l"v!iller·Adall]';. M. (1999). The World Bank. Nell Agelldol' ill a Chongillg lIillM. London: 

Routledge 
Mosley. P. 1. Harrigan and 1. Toye (1995). Aid and Po Ii a lite World Balik alld Polin-based 

Lending. London: Routkdge. 2nd edn. Vol. L 
Stiglitz. JOseph (20021. G/ol",/i:(i/iol/ IlIld III DilL O/llI'IILI. London: Allen Lane 
Vines. D. and C Gilben (eds) (200m. ! h" IliuM /Jwlk S(rcrullrc alld Policin. Cambridge: 

Cambridge University Press 
Williamson. John (1977). The fili/Ille o(\\illili '\/(1/)('/01"\ RI!/{!I7I1. 197t-7-/.. Sunbury·on·TIJallles. 

Thomas Nelson and SOilS Ltd 



22 A new Bretton Woods? 
Mica Panic 

The idea of a new Bretton Woods raises three important questions. Is it really 
necessary? What would be its objectives? And how would they be achieved? 

The first question is relatively easy to answer. The world has changed almost 
beyond recognition since that famous conference at Bretton Woods, New Hamp­
shire in luly 1944. The need for the international community to observe certain 
rules of behaviour. essential if economically interdependent countries are to 
achieve their domestic policy objectives, has become even greater as a result of 
the profound changes that have taken place since the Second World War -
many of them as a result of decisions made in 1944. That, in tum, has increased 
the need for supranational organisations that would promote international har­
mony of interests by acting for the benefit of all their members. 

These changes mean that. for reasons explored briefly in the next two 
sections, 'a new Bretton Woods' might have to differ significantly from the 
'old' one both in its concept and practice. 

The spirit of 'Bretton Woods' 
It is impossible even to think of a comprehensive reappraisal of the 1944 
initiatives without a clear notion of what the concept 'Bretton Woods' stands 
for. This is essential because. as I show elsewhere (Panic, 2003, chapter 10), 
there was a significant difference between the Bretton Woods System as 
conceived by its architects and the way that it actually operated. This section 
highlights some of the key concerns and aims that inspired what is still the 
only successful attempt by a large number of countries to construct a new 
global economic order. 

The process of industrialisation involves continuous specialisation - nat­
ional and international- and. consequently. a progressive reduction in national 
economic self-sufficiency. This is true of all countries. though the reduction 
is normally more extensive in small than in large economies. As a result. the 
higher the level of industrialisation. the greater the dependence of national 
economies on the performance and policies of other nations. especially those 
with which they have close economic links. The willingness of the inter­
national community to pursue similar economic and social objectives and to 
collaborate in achieving them is, therefore, of critical importance. 

This was demonstrated in the 19305 at an exceptionally high cost in social 
welfare to all countries. It was that experience that led to the 1944 Confer-
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ence and shaped the blueprint for a new world economic order that is associ­
ated with 'Bretton Woods', 

There was a significant increase between 1870 and 1913 in the proportion 
of exports in GOP in virtually all the countries for which we have relevant 
data (cf. Maddison, 2001, p. 363: Panic and Vacic, 1995, p.4). Increases in 
international capital flows were even greater (Bloomfield, 1963 and 1968). 

The growth of the international economy and optimism about the existing 
economic order that it generated were reversed dramatically during the Great 
Depression in the 1930s, as all countries resorted to a variety of protective 
measures in order to minimise the economic and social cost of the Depres­
sion. That, as they were to discover, made it even more difficult to stage the 
strong, sustainable economic recovery required to lift them out of the slump. 

Between 1929 and 1932 the volume of world exports declined by 27 per 
cent (Maddison. 1995. pp. 238-9), To make matters worse, the flow of inter­
national capital dried up in the 1930s and international immigration was 
reduced to less than 20 per cent of the average annual level between 1911 and 
1930 (Panic. 1988. p. 172) In many industrial countries GOP did not recover 
to the level reached in 1929 until after the Second World War: and it was only 
in the early 19505 that peacetime unemployment in most industrialised coun­
tries fell back to the 1929 level (Maddison, 1991). 

Those who lived through these events were convinced that the economic 
failure, social divisions and the rise of political extremism that led eventually 
to World War II were avoidable. What the world needed was a combination of 
national policies that would maximise social welfare, and an effective inter­
national institutional framework for dealing collectively \vith economic 
problems that affected all countries. 

The result was a unique consensus that included countries at different 
levels of development and with different economic and political systems (see 
US Department of State. 1945a. b). A radically new global economic order 
had to be created after the war to preserve world peace by preventing losses 
in economic welfare, social friction and political instability within countries; 
and that was possible only through active international cooperation spear­
headed and supervised by supranational organisations The cooperation was 
essential because 'world prosperity. like world peace. is indivisible .. " (US 
Department of State, 1948b, p. 1600 l. 

It is this recognition by governments as diverse as those represented at the 
1944 Conference that, in the words of the US Secretary of the Treasury 
Morgenthau, 'the wisest and the most effective way to protect our national 
interests is through international co-operation' (ibid .. p. 1226), which has 
come to symbolise 'Bretton Woods'. Even more remarkably. they translated 
their conversion to internationalism into something that the world has failed 
to achieve before or since: an agreement in principle concerning the ends, the 
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means, the policy instrumcnts and the institutional framework that the new 
global economic order would requirc 

The ends were detined in strictly national terms. Those auending the 
Bretton Woods Conference never pretended that they were doing anything 
other than, as Morgenthau told them approvingly, act 'in the particular nat­
ional interests' that they were 'sent ... to represent' (US Department of State, 
1948b, p. 1225). The 'interests' are reflected in the national objectives that 
they set out to achieve: a high level of employment and income, balanced 
economic development and sustainable external balance. Together with price 
stability and an cquitable distribution of income. they became the social 
welfare goals pursued by many governments, especially in industrial coun­
tries, after World War II. (See Panic. 2003: Goodin et al .. 1999.) 

However. the inter-war period taught them an important lesson.' to realise 
these goals they had to re-establish the old trading links. The main task of the 
two institutions set up at Bretton Woods was, therefore, to help restore 
IIIlI/ri/Oleral international trade so that individual countries could achieve 
their national objecti\es (cL US Department of State. 1948a, pp.942 and 
1016) 

At the same time. it was recognised tilat there was a great difference in the 
ability of countries to ['cconcile internal and external balances. The degree of 
trade liberalisation and the period over which it was to be achieved would 
have to vary, therefore. if all of them were to benefit significantly from a 
more open international economic system. Consequently. there was no at­
tempt at Bretton Woods. in the General Agreement on Tariffs and Trade 
(GATT) or in the policies pursued by the United States after 1948, to impose 
uniform institutional arrangements and an identical package of policies on all 
countries. 

The IMF Articles ot Agreement permitted cOllntries to introduce 'restric­
tions on payments and transfers for current international transactions' if they 
could not balance their external account withom such restrictions (Article 
XIV). For the same reason. GATT allowed member states to resort to restric­
tions OIl imports (General Agrcement. Article XII). It also recognised the 
importance of infant industries and gave a wide measure of discretion to 
developing countrics to employ tariffs and quantitative cOlHrols: (a) to make 
it possible for them to establish such industries and (b) to enable them to 
balance their current account (Article XVIII). The United States adopted a 
similar attitude when providing external assistance to Western Europe in the 
early post-war period (Panic. 1991). 

There was. hmve\er. one 'impediment to trade' that they agreed to remove 
as soon as possible cxchange rate protection througb the competitive cur­
rency devaluation. All the countries that signed the IMF Articles of Agreement 
undertook to adhere strictly to a regime of fixed exchange rates. But, as in the 
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case of trade policy. this arrangement contained an important element of 
discretion: the rates were to be fixed but adjustable (see IMF Articles of 
Agreement in US Department ot State. 1948a. pp. 942-8-\). A country expe­
riencing 'fundamental disequilibrium' was permitted to devalue its currency. 
The concept was never defined officially. although. given the primacy of the 
domestic objectives that they had adopted, this could mean only one thing: 
that the country was incapable of balancing its external balance 'in the long 
term at socially acceptable levels of unemployment and inflation' (Panic, 
1988. p.66). Countries that could reconcile internal and external balances 
risked provoking costly retaliation if they devalued their currency, 

The advantage of a regime of fixed parities was that it would facilitate the 
revival of multilateral trade by removing exchange rate protection as well as 
exchange rate risks. That could be achieved only, experience had taught 
them, by maintaining exchange controls, because a regime of fixed exchange 
rates was incompatible with free flows of capital between countries. IMF 
Article V/.3 states. therefore, that: 'Members may exercise such controls as 
are necessary to regulate international capital movements ... ·. In other words. 
it was left to individual countries to decide whether the pursuit of domestic 
objectives made it necessary for them to maintain/impose controls on capital 
flows. 

The need to continue with exchange controls (on capital movements other 
than those connected with current account transactions) meant that they had 
to find an alternative way of ensuring adequate provisions of short-term 
finance to enable individual countries to deal with temporary. unforeseen 
external disequilibria witholll resorting to deflationary policies and/or devalu­
ation. This was essential if they were to avoid a return to the economic 
stagnation and 'beggar-my-neighbour" policies of the 19305. destroying the 
new global order and spirit of internationalism that the Bretton Woods Con­
ference was trying to create. 

The same reasoning made it also essential to secure adequate international 
provisions of long-term capital to finance the reconstruction of advanced 
economies and the development of low-income countries. That \\ould make it 
unnecessary for them to impose restrictions on trade in order to economise on 
their limited holdings of foreign exchange. needed to Dnance domestic in­
vestment and development (see Panic. 1988. Pan II). 

The result was that most visible and enduring of Bretton Woods initiatives: 
the creation of supranational financial institutions to manage the new inter­
national order instead of relying. as in the past, on the dominant economy to 
perform this role. There were important reasons for this. all based on what 
actually happened towards the end of the Classical Gold Standard and, even 
more so, during the inter-war period (cf. Panic. 1992 and 2003, chapter 10: 
and Kindleberger. 1973). 
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. First. a dominant economy will pursue policies that are in its interest 

There is no guarantee that the same policies will be in the interest of other 
countries. Second. the proportion of external trade in its total output may be 
so small that it will lack financial institutions with the experience to perform 
a global role. Third. even if this is not the case. the country's authorities may 
not be willing. unlike the British Government and the Bank of England in the 
inter-war period, to sacrifice its economic welfare in the hope of sustaining 
the existing international financial system and their role within it. Finally, in a 
dynamic \vorld economy no country is likely to retain its economic domi­
nance for more than a relatively short period .. Hence. the creation of a viable. 
lasting international trading and t1nancial system requires a different. 
supranational solution 

The proposals tabled al (he Brctton Woods Conference dealt. therefore. 
specifically with the establishment of supranational financial institutions (see 
US Department of State. 19-18a. b). The International Monetary Fund was 

created to provide short-term finance and to supervise the maintenance of 
fixed exchange rates. The Intell1ational Bank for Reconstruction and Devel­
opment (World Bank) was given the responsihility of providing the long-term 
capital that could not he raised from other sources. 

There were also plan, to set up a third supranational institution. the Inter­
national Trade Organisation (ITO). to facilitate and supervise extensive trade 
liberalisation. However. national concerns about its responsibilities and po­
tential power ensured that the plans \\ere soon abandoned (see iVlacBean and 
SnO\vden. [981). Instead. the General Agreemem on Trade and Tariffs (GAfT) 

was created in 1948. Although it was gi\·en much more limited responsibili­
ties than those planned for the ITO. it provided a useful forum for tariff 
bargaining It was superseded in 1995 by the World Trade Organization 
(WTO). 

The old spirit in a new century 
The Bretton Woods System rnay never have operated as planned. but the 
spirit that made it possible had a lasting influence on the institutions created 
and the pol icies pursued by national governments after World War II. Hence, 
it is the spirit and US adherence to it while it managed the System- rather 
than the supranational institutional blueprint that made it possible to realise 

maIlY of its objectives to all extent that Keynes and his contemporaries could 
never have expected. In the process. new conditions have been created and 
new problems have emerged. Is the spirit still strong ellough for the inter­
national community to translate it into the institutions and policies appropriate 
to the international ell\·ironment at the beginning of the twenty-first century" 

To answer this question. even in the very brief and sketchy form that the 
space allows here. it is necessary to take into account the extent to \\hich the 
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Bretton Woods aims ha\'e been realised, whether they are still relevant, and 
how the existing framework of international organisations might be reformed 
to reflect the far-reaching changes that have taken place since the 1940s. 

The starting point now. as in 1944, would have to be the ends - ·the 
primary objectives' - of national economic policy. They determine the nature 
of economic institutions. national and international, and the policies that 
individual organisations pursue. Furthermore, the capacity of individual coun­
tries to implement successfully the policies needed to achieve their desired 
ends will influence the nature and extent of international cooperation. 

The improvements in economic welfare achieved over the last 50 years in 
many countries are without historical parallel (cL Maddison, 2001). But 
progress has been unequal, increasingly so since the 1980s (Milanovic, 2002). 

Poverty, homelessness and deprivation have not been eliminated, even in the 
most advanced economies. They are widespread in large parts of the develop­
ing world. where over a billion people live in conditions of extreme poverty 
(World Bank, 2000). Moreover. there is a good deal of dissatisfaction with 
existing economic performance even in countries where levels of prosperity 
are rising. Persistently high unemployment, job insecurity and growing in­
equalities are among the main reasons for this. In addition, aspirations tend to 
grow with income. for reasons that I discuss elsewhere (Panic, 2003). 

Not surprisingly. surveys of social attitudes show remarkable agreement 
between countries in the importance which people attach to the Bretton 
Woods economic objectives of high levels of employment, economic devel­
opment and rising income equally distributed (Goodin et ar, 1999). 

To help satisfy these aspirations a new Bretton Woods would have to solve 
two difficult, interrelated political problems. 

First, the prevalence of autarky and extensive wartime controls made it 
possible in 1944 to assume that governments would be able to apply success­
fully whatever policies were needed to achieve national economic objectives. 
The unprecedented increase in international interdependence over the last 40 
years has diminished national economic sovereignty even of the largest econ­
omies to such an extent that it would be impossible to build a new global 
order starting from such a premise. That would require a completely new, 
much more complex approach to international economic cooperation (see 
Panic, 2003). 

The second problem stems directly from the first, and raises questions of 
fundamental importance for the optimum level of economic openness and 
interdependence. As recognised explicitly at the 1944 Conference, countries 
at different levels of development, or with different institutions, can realise 
the same objectives only if they follow different. but compatible, policies -
appropriate to their particular circumstances. problems and priorities. To 
impose the same policy package on all of them in these conditions - rather 
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than to let them develop their own programme of action - is to condemn, as 
the recent African experience demonstrates (Devarajan et al .. 200 I). a large 
proportion of the world's population to unacceptable. sub-optimal outcomes. 
The inter-war experience SllOWS tllat an integrated international system is 
unsustainable under these conditions. 

Trade liberalisation since the 1970s illustrates the danger inherent in such a 
system. Restoration of multilateral international trade. intended by the Bretton 
Woods blueprint to be one of the means to a general improvement in social 
welfare of all nations. has become a major obstacle to economic progress in 
developing countries. 

GATT negotiations over the years have reduced tariffs and quotas to. 
probably, their lowest level since the beginning of the Industrial Revolution. 
The task of the WTO is to oversee and accelerate this process further (see 
Trebilcock and Howse, 1995; Hoekman and Kostecki, 1995; Krueger, 1998). 
The extent of tr<1de liberalis<1tion achieved so far might have been a remark­
able realisation of one of the key Bretton Woods intentions. However, contrary 
to the intention. the quest for ji-eer trade has degenerated over the last three 
decades into~ a rapid. indiscriminate, across-the-board pursuit of 'free trade' 
in those industries in which OEeD countries. especially the United States. 
dominate. 

Even the classical economists warned of welfare losses that could result 
from premature trade liberalisation (Panic, 1988. chapter 7). The pace of 
liberalisation. both Adam Smith and Ricardo cautioned, should reflect the 
ability of a country to adjust. Ceteris pariblls, this depends, for reasons given 
by John Stuart Mill, on its relative level of development - which is particu­
larly relevant now. Oligopolistic competition, economies of scale, capital 
intensity of production. unequal endowment in human capital and capacity 
for technical change give the established firms in advanced economies an 
advantage that few developing countries can challenge without protecting 
their ;infant' industries (Panic, 2003; Krugman, 1986). Yet. far from becom­
ing more prominent. available evidence suggests that the inverse relationship 
between levels of economic development and protection broke down in the 
closing decades of the twentieth century (Panic, 2003, chapter 5). 

This breakdown makes it difficult for developing countries to pursue an 
outward-looking growth strategy (as urged by international donors) based on 
exports of primary commodities and labour-intensive manufactures in which 
they have comparative advantage. The reason is that agriculture and labour­
intensive products, such as textiles and clothing. are precisely the sectors that 
industrial countries are allowed to protect under the various GATT agree­
ments (see McGovern, 1986). In addition, they have often used anti-dumping 
rules to make it difficult for developing countries to exploit the one advantage 
that they have in trade in manufactures: low costs and prices. 
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A new Bretton Woods would, clearly, have to reform the existing inter­
national trade rules and policies, That \lIould require the constitution. 1Il0dllS 

operandi and governance of the WTO to be changed radically, Trade policies 
and 'transition periods' would differ according to a country's level of devel­
opment and capacity for adjustment. Trade negotiations would have to take 
fully into account the welfare, health, safety and environmental consequences 
of trade liberalisation. To ensure that these decisions are carried out, the 
WTO would have to monitor the actions not only of governments but also of 
transnational enterprises, the driving force behind the process of globalisation 
(see Panic. 2003), Many past decisions might. therefore. have to be reversed 
because, as Samuelson (1939, p. 203) concluded after examining possible 
gains from trade: 'If self-sufficiency is not an end in itself ... trade is always 
preferable to no trade, although it is not necessarily true that./i-ee trade is the 
best policy'. Despite claims to the contrary, it cannot be demonstrated 'rigor­
ously that fiee trade is better (in some sense) for a country than all other 
kinds of trade .. .' (ibid., p.195). 

Compared to trade, a new Bretton Woods would have to adopt a com­
pletely different approach to exchange rate protection and international capital 
movements from the one in 1944. 

A regime of fixed exchange rates is impossible to resurrect in the condi­
tions of massive capital flows common since the 1970s: and a return to 
extensive exchange controls would be impracticaL The choice is. therefore, 
between managed flexibility of currencies and the creation of a global mon­
etary union with a single currency. As the latter belongs to a distant future. a 
continuation of the regime of managed floating is unavoidable. Moreover, it 
is also less of a threat to multilateral trade now than it was in 1944. One of 
the lessons of the 19705 and 19805 is that competitive devaluations or depre­
ciations are ineffective, even counterproductive, in conditions of economic 
interdependence (IMF, 1984; Goldstein and Kahn, 1985: and Panic 2003, 
chapter 6). This means that, unlike in 1944, it is now the scale of global 
capital movements and the crises that they generate which would require 
special attention. Strict capital controls cannot be implemented effectively 
for long in dynamic capitalist economies, especially when they are domi­
nated by transnational enterprises (Panic, 2003). The result is financial crises 
(Kindleberger, 1978: Goldstein, 1997) - too serious to be prevented by meas­
ures like the Tobin tax (Tobin, 1982: Haq et al., 1996; Davidson, 1997). 

An effective system of regulation and supervision becomes. therefore, essen­
tial (Goodhart, 1998: Goodhart et al., 1998). As no regulatOIY framework can 
eliminate the crises completely. the main purpose of such a system is to reduce 
their scale and frequency. However, even this more modest aim can succeed 
only if there is active control and cooperation at the three levels: within financial 
institutions. national and international (Panic, 2003, chapter 9). 
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The main concern of a new Bretton Woods would be the last of these. 
There would have to be an international organisation within which the inter­
national community would set the standards for dealing with common 
problems, monitor that all its members observe them, and organise technical 
assistance to enable developing countries to implement effective regulatory 
frameworks. Equally important, the institution would not be allowed to pur­
sue a dogmatic policy towards financial deregulation and liberalisation. The 
sterling crisis in 1947 and the Asian Crisis in 1997 demonstrated how highly 
destabilising the two could be if a country is forced to adopt them before it is 
ready. Hence, as in 1944, no country would be required to introduce such 
policy changes if they threatened its social welfare. Given its experience in 
this field (d. Basle Committee on Banking Supervision, 1991: 1997: 1999), a 
reconstituted Bank for International Settlements (BIS) would be the obvious 
institution to coordinate international regulation and supervision of financial 
institutions. 

However. it is those two flagships of the 1944 system, the IMF and the 
World Bank. that would present a new Bretton Woods with its greatest chal­
lenge. 

Their role has changed in many ways since the 1940s (see James, 1996: 
Nayyar. 2002). The problem is that these changes are widely seen as betray­
ing the principles of Bretton Woods. Both are accused of acting in the interest 
of powerful financial and commercial interests in industrial countries by 
promoting dogmatically the ideology of neo-liberalism to the detriment of 
social welfare in developing countries (Payer, 1974 and 1982). The high 
economic and social cost of the policies imposed by the two organisations on 
many developing and transition economies and, more recently, on countries 
at the centre of the Asian Financial Crisis - also raises serious doubts about 
their ability to contribute to global public goods (Nayyar, 2002: Stiglitz, 
2002; Lavigne, 1999). The letter written at the beginning of July 2002 by 100 
members of the Indonesian Parliament to the Heads of the IMF and World 
Bank is a devastating criticism of their contribution to the collapse of the 
country's economy and its social consequences. It also adds a question of 
fundamental importance to those already raised: are these organisations sup­
posed to be the servants of the international community or its masters? (The 
letter is reported in Bretton Woods Update July/August 2002.) 

The need for Bretton Woods-type institutions to help achieve global public 
goods is as great now as it was half a century ago (see Kaul et aI., 1999 for a 
discussion of global public goods). The growth of transnationals and the 
liberalisation of international capital flows have removed the risk, which 
concerned Keynes and his contemporaries, that a shortage of international 
liquidity could plunge the world into another round of protectionism, depres­
sion and war. The problem is that all countries do not have equal access to the 
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private funds available on international financial markets. Most developing 
countries still rely heavily on the kind of assistance that the IMF and World 
Bank were created to provide. A new Bretton Woods would have to ensure 
that they receive it on conditions consistent with the Bretton Woods inten­
tions, 

This would require specific measures to prevent the potential misuse of 
authority and resources at the disposal of the two organisations. These could 
range from avoiding overlap in their responsibilities to changes in their 
accountability, governance and restrictions on 'Conditionality' to ensure that 
it is not a threat to global public goods. Each would be required to establish 
branches in different parts of the world, making it better informed about local 
conditions, needs and resources. Neither would be allowed to impose the 
neoclassical or any other ideology on the borrowing countries, Given that 
resources are limited, strict auditing would be needed to prevent them from 
lending to corrupt governments as an inducement to support the policies of 
the US or other major industrial countries (see BalTo and Lee, 2002; Devarajan 
et al .. 200 I: Alesina and Dollar, 1998). 

Finally, it is clear even from the sketchy analysis in this section that a new 
Bretton Woods would have to broaden the original institutional framework. 
Bringing a revamped BIS within it would help the stabilisation effort. Even 
more urgent now is the need for a global environmental agency - something 
along the lines of the World Environment and Development Organisation 
suggested by Simonis (2002). Given the effect of industrialisation on the 
environment so far, a long-term global development strategy that does not 
take into account its impact on the environment is unlikely to be sustainable 
in the twenty-first century (cf. IPCe. 2001), 

To avoid costly duplications of effort or conflicts of interest, the inter­
national community would have to define clearly the interrelationship between 
the five core economic organisations (that is those covered in this section) 
and their relations with other important international institutions whose re­
sponsibilities may overlap with theirs. 

Conclusion 
Whatever the original intentions, the performance of supranational or any 
other institutions depends on those who exercise effective control over 
them. Hence, in the absence of a global government, the failure of the 
Bretton Woods institutions to act in accordance with the principles that led 
to their creation lies not so much with the institutions themselves as with 
the attitude and policies of the governments of their dominant members. 
Members of the Indonesian Parliament should, therefore, have addressed 
their letter to the heads of these governments rather than to those of the 
IMF and World Bank! 
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Given the extent of global economic interdependence, the need for a new 
Bretton Woods is obvious. The objective of achieving global public goods 
through improvements 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 obviolls 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 mon­
etary unions. 

Globally, however, the most that one can hope for is an improvement in 
the work of the existing institutions along some of the lines suggested in 
this chapter. Unfortunately_ the present (2003) US Administration in Wash­
ington makes even the objective of such modest improvements look positively 
utopian. 
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23 Kicking away the ladder - globalisation and 
economic development in historical 
perspective I 

Ha-Joon Chang 

1. Introduction 
To most of those who govern the global economy today the developed 
country policy-makers, international business leaders, and the international 
economic organisations (the IMF, the World Bank, and the WTO) the 
solution to the problem of economic development is obvious. What the devel­
oping countries need, they argue, is the 'good' economic policies and 
institutions that the developed countries themselves used in order to develop 
- such as liberalisation of trade and investment and strong patent law. Their 
belief in their own recommendation is so absolute that in their view it has to 
be imposed on the developing countries at all costs, through strong bilateral 
and multilateral external pressures. 

As is well known, there have been heated debates on whether these poli­
cies and institutions are suitable to the developing countries. However, the 
curious thing is that even those who are sceptical of their suitability rarely 
question whether these are the policies and the institutions that the developed 
countries actually used in order to become rich. 

The historical fact is, though, that the rich countries did not develop on the 
basis of the policies and the institutions that they now recommend to, and 
often force upon, the developing countries. In this chapter, I will establish 
this fact and draw from it some implications for today's debates on 
glohalisation and economic development. But before doing so, let me first 
critically examine what I call the 'official history of capitalism' which in­
forms these debates. 

2. The official history of capitalism 
According to the 'official history of capitalism', the world economy has 
developed in the following way over the last few centuries. 

From the eighteenth century, Britain proved the superiority of free-market 
and free-trade policies by beating interventionist France, its main competitor 
at the time, and establishing itself as the supreme world economic power. In 
particular, once it had abandoned its deplorable agricultural protection (the 
Corn Law) and other remnants of old mercantilist protectionist measures in 
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1846, it was able to play the role of the architect and the hegemon of a new 
'liberal' world economic order. This liberal world order, perfected around 
1870, was based on: laisse::faire industrial policies at home: low baniers to 
the international flows of goods, capital and labour: and macroeconomic 
stability, both nationally and internationally, guaranteed by the Gold Stan­
dard and the principle of balanced budgets. A period of unprecedented 
prosperity followed 

Unfortunately. according to this story, things started to go wrong with 
World War 1. In response to the ensuing instability of the world economic and 
political system, countries started to erect trade baniers again. In 1930, the 
USA abandoned free trade and raised tariffs with the infamous Smoot­
Hawley tariff, which the famous free-trade economist Jagdish Bhagwati called 
·the most visible and dramatic act of anti-trade folly· I Bhagwati. 1985. p. 22. 
fn. 10) The world free trade system flnally ended in 1932. when Britain, 
hitherto the champion of free trade, succumbed to the temptation and re­
introduced tariffs. The resulting contraction and instability ill the world 
economy and then finally World War II destroyed the last remnants of the first 
liberal world order. 

After World War II, so the story goes, some significant progress was made 
in trade liberalisation through the early GATT (General Agreement on Trade 
and Tariffs) talks. However. unfortunately, dirigiste approaches to economic 
management dominated the policy-making scene until the 1970s in the devel­
oped world, and until the early 1980s in the developing world (and the 
Communist world until its collapse in 1989). 

Fortunately, it is said, interventionist policies have been largely abandoned 
across the world since the 19805 with the rise of neo-liberalism, which 
emphasises the virtues of small government. loisse::. {oire policies, and inter­
national openness. Especially in the developing world, by the late 19705 
economic growth had begun to falter in most countries outside East and 
South-east Asia, which were already pursuing 'good' policies (of free market 
and free trade). This growth failure, which often manifested itself in eco­
nomic crises of the early 1980s, exposed the lImitations of old-style 
interventionism and protectionism. As a result. most developing countries 
have come to embrace 'policy reform' in a neo-liberal direction. 

When combined with the establishment of new global governance institu­
tions represented by the WTO, these policy changes at the national level have 
created a new global economic system, comparable in its (at least potential) 
prosperity only to the earlier 'golden age' of liberalism (1870-1914). 

As we shall see later. this story paints a fundamentally misleading picture, 
but a no less powerful one for it. And it should be accepted that there are also 
some senses in \vhich the late nineteenth century can indeed be described as 
an era of laisse:,faire 
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To begin with, there was a period in the late-nineteenth century, albeit a 
brief one. when liberal trade regimes prevailed in large parts of the world 
economy.. Between 1860 and 1880, many European countries reduced tariff 
protection substantially. At the same time, most of the rest of the world was 
forced to practise free trade through colonialism and through unequal treaties 
in the cases of a few nominally 'independent' countries - such as the Latin 
American countries, China, Thailand (then Siam), Iran (then Persia), and 
Turkey (then the Ottoman Empire), and even Japan (until 1911). Of course, 
the obvious exception to this was the USA, which maintained a very high 
tariff barrier even during this period (see below). However, given that the 
USA was still a relatively small part of the world economy, it may not be 
totally unreasonable to say that this is as close to free trade as the world has 
ever got (or probably ever will). 

More importantly, the scope of state intervention before World War II (or 
at least before World War I) was quite limited by modern standards mainly 
for institutional reasons - such as the absence of income tax, the absence of 
the central bank, and the Gold Standard. 

Despite these limitations, as we shall see in the next section, virtually all 
now-developed countries (NDCs) actively used interventionist industrial, trade 
and technology (ITT) policies which are aimed at promoting infant industries 
during their catch-up periods. 

3. History of industrial, trade and technology policies: widespread use 
of tariffs and subsidies 

Almost all of today's rich countries used tariffs and subsidies to develop 
their industries in the earlier stage of their development. It is particularly 
important to note that Britain and the USA. the two countries that are 
supposed to have reached the summit of the world economy through free­
market. free-trade policy, are actually the ones that most aggressively used 
protection and subsidies. 

Contrary to the popular myth, Britain was an aggressive user, and in 
certain areas a pioneer. of activist policies intended to promote its industries. 
Such policies, although limited in scope, date back from the fourteenth cen­
tury (Edward III) and the fifteenth century (Henry VII) in relation to woollen 
manufacturing, the leading industry of the time. At the time, England was an 
exporter of raw wool to the Low Countries, and various English monarchs 
tried to change this by protecting domestic woollen textile producers, taxing 
raw wool exports, and poaching skilled workers from the Low Countries. 

Particularly between the trade policy reform of its first Prime Minister 
Robert Walpole in 1721 and its adoption of free trade around 1860, Britain 
used very dirigiste trade and industrial policies, involving measures very 
similar to those that countries like Japan and Korea later used in order to 
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develop their economies. During this period, it protected its industries a lot 
more heavily than did France, the supposed dirigiste counterpoint to its free­
trade, free-market system (Nye, 1991). Germany, another country frequently 
associated with state interventionism, had much lower tariffs than Britain 
during this period. although the German states tended to use other means of 
economic intervention more actively. 

Given this history, argued Friedrich List, the leading German economist of 
the mid-nineteenth century, Britain preaching free trade to less advanced 
countries like Germany and the USA was like someone trying to 'kick away 
the ladder' with which he had climbed to the top. He is worth quoting at 
length on this point. 

It is a very common clever device that when anyone has attained the summit of 
greatness. he kicks {IIray the ladder by which he has climbed up. in order to 
deprive others of the means of climbing up after him. In this lies the secret of the 
cosmopolitical doctrine of Adam Smith, and of the cosmopolitical tendencies of 
his great contemporary William Pill. and of all his successors in the British 
Government administrations. 

Any nation which by means of protective duties and restrictions on navigation 
has raised her manufacturing power and her navigation to such a degree of devel­
opment that no other nation can sustain free competition with her. can do nothing 
wiser than 10 throu' {/\\'(/y these ladders of her greatness. to preach to other nations 
the benefits of free trade, and to declare in penitent tones that she has hitherto 
wandered in the paths of error. and has now for the first time succeeded in 
discovering the truth (List, 1885, pp. 295-6, italics added1-

The USA, today's supposed champion of free trade, was even more protec­
tionist than Britain throughout most of its history before World War II. 
According to the authoritative study by Paul Bairoch (1993), between the 
Civil War and World War II. it was literally the most heavily protected 
economy in the world. Indeed, even the Smoot-Hawley Tariff of 1930, which 
Bhagwati ill the above quote portrays as a radical departure from its free­
trade tradition, only marginally (if at all) increased the degree of protectionism 
in the US economy. The average tariff rate for manufactured goods that 
resulted from this bill was 48 per cent. and it still falls within the range of the 
average rates that had prevailed in the USA since the Civil War (40-50 per 
cent), albeit in the upper region of this range. 

In this context. it is also important to note that the American Civil War was 
fought on the issue of tariffs as much as, if not more than, on the issue of 
slavery. Of the two major issues that divided the North and the South, the 
SOllth had actually more to fear on the tariff front than on the slavery front. 
Abraham Lincoln was a well-known protectionist who had cut his political 
teeth under the charismatic politician Henry Clay in the Whig Party, which 
advocated the 'American System' based on infrastructural development and 
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protectionism (thus named on recognition that free trade was in 'British' 
interests). On the other hand, Lincoln thought the blacks were racially infe­
rior and slave emancipation was an idealistic proposal with no prospect of 
immediate implementation - he is said to have emancipated the slaves in 
1862 as a strategic move to win the War rather than out of some moral 
conviction. 

The USA was also the intellectual home of protectionism throughout the 
nineteenth century. It was in fact American thinkers like Alexander Hamilton, 
the first Treasury Secretary of the USA, and the now-forgotten economist 
Daniel Raymond, who first systematically developed the so-called 'infant 
industry" argument which justifies the protection of manufacturing industries 
in the less developed economies. Indeed. List, who is commonly known as 
the father of the infam industry argument. started out as a free-trader and 
learnt about the Hamiltonian infant industry argument during his exile in the 
USA during the 1820s. 

In heavily protecting their industries, the Americans were going directly 
against the advice of such prominent economists as Adam Smith and Jean 
Baptiste Say, who saw their country's future in agriculture. However, they 
knew exactly what the game was. They knew that Britain had reached the top 
through protection and subsidies and therefore that they needed to do the 
same if they were going to get anywhere. Criticising the British preaching of 
free trade to his country, Ulysses Grant, the Civil War hero and the US 
President between 1868-1876. retorted that 'within 200 years. when America 
has gotten out of protection all that it can offer. it too will adopt free trade'. 
When his country later reached the top after World War II, it too started 
'kicking away the ladder' by preaching and forcing free trade on the less­
developed countries, 

The UK and the USA may be the more extreme examples. but almost all 
the rest of today's developed countries used tariffs, subsidies and other means 
to promote their industries in the earlier stages of their development. Cases 
like Germany. Japan and Korea are well known in this respecL But even 
countries like Sweden, which later came to represent the 'small open economy' 
to many economists. also strategically used tariffs. subsidies, cartels and state 
support for R&D to develop key industries. especially textile. steel and engin­
eering. 

There were some exceptions like the Netherlands and Switzerland that 
have maintained free trade since the late eighteenth century. However, these 
were countries that were already on the frontier of technological development 
by the eighteenth century and therefore did not need much protection. Also, it 
should be noted that the Netherlands had deployed an impressive range of 
interventionist measures up till the seventeenth century in order to build up 
its maritime and commercial supremacy. Moreover, Switzerland did not have 
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a patent law until 1907. More interestingly. the Netherlands abolished its 
1817 patent law in 1869 on the grounds that patents were politically-created 
monopolies inconsistent with its free-market principles - a position that 
seems to elude most of today's free-market economists - and did not intro­
duce a patent law again until 1912. 

4. History of institutional development: the long and winding road 
The story is similar in relation to institutional development. Contrary to what 
is assumed by today's development orthodoxy, most of the institutions that 
are regarded as prerequisites for economic development emerged after, and 
not before, a significant degree of economic development in the now-devel­
oped countries. Without claiming to be exhaustive, let us examine the six 
categories of institutions that are widely believed to be prerequisites of devel­
opment: democracy. bureaucracy, intellectual property rights, institutions of 
corporate governance. financial institutions (including public finance institu­
tions). and welfare and labour institutions. 

Whatever one's position is on the relationship between democracy and 
economic growth in today's world, it is indisputable that today's developed 
countries did not develop under democracy. Until the 1920s even universal 
male suffrage was a rarity. It was not until the late twentieth century that all 
developed countries became truly democratic. Spain and Portugal were dicta­
torships until the 1970s, votes were given to all ethnic minorities in Australia 
and the USA only in 1962 and 1965 respectively, and women in many 
countries were given the suffrage only after World War II, and in Switzerland 
as late as 1971. Until World War II, even when democracy formally existed, 
its quality was extremely poor. Secret balloting was introduced only in the 
early twentieth century even in France and Germany, and corrupt electoral 
practices, such as vote buying, electoral fraud and legislative corruption. 
lasted in most of today's developed countries well into the twentieth century. 

In terms of bureaucracy, sales of offices. spoils system and nepotism 
abounded in most countries until the early twentieth century Modern profes­
sional bureaucracy first emerged in Prussia in the early nineteenth century, 
but much later in other countries - even Britain got a modern bureaucracy 
only in the mid-nineteenth century. Until the Pendleton Act in 1883, none of 
the US federal bureaucrats were competitively recruited, and even at the end 
of the nineteenth century, less than half of them were competitively recruited. 

A similar story emerges in terms of intellectual property rights institutions, 
which have become a key issue following the recent controversy surrounding 
the TRIPS (trade-related intellectual property rights) agreement in the WTO. 
Until the late nineteenth century. many countries allowed patenting of im­
ported inventions. As mentioned earlier, Switzerland and the Netherlands 
refused to protect patents until the early twentieth century. The US did not 
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recognise foreign citizens' copyrights until 1891. And throughout the nine­
teenth century, there was a widespread violation of British trademark laws by 
the German firms producing fake 'Made in England' goods. 

Even in the most developed countries (the UK and the US). many key 
institutions of what is these days regarded as a 'modern corporate govern­
ance' system emerged after, rather than before, their industrial development. 
Until the 1870s, in most countries limited liability, without which there 
would be no modern corporations based on joint stock ownership, was some­
thing that was granted as a privilege to high-risk projects with good government 
connections (for example, the British East India Company), and not as a 
standard provision. Until the 1930s. there was virtually no regulation on 
company audit and information disclosure. Until the late nineteenth century, 
bankruptcy laws were geared towards punishing the bankrupt businessmen 
(with debtors' prison being a key element in this) rather than giving them a 
second chance. Competition law did not really exist in any country until the 
1914 Clayton Act in the USA. 

As for financial institutions. it \vould be fair to say that modern financial 
systems with widespread and well-supervised banking, a central bank, and a 
well-regulated securities market did not come into being even in the most 
developed countries until the mid-twentieth century (Kindleberger, 1984). In 
particular, until the early twentieth century, countries such as Sweden, Ger­
many, Italy, Switzerland and the US lacked a central bank. 

A similar story applies to public finance. The fiscal capacity of the state 
remained highly inadequate in most now-developed countries until the mid­
twentieth century, when most of them did not have income tax. Even in 
Britain, which introduced the first permanent income tax in 1842. William 
Gladstone was fighting his 1874 election campaign with a pledge to abolish 
income tax. With limited taxation capability, local government finance in 
particular was in a mess. A most telling example is an episode documented in 
Cochran and Miller (1942, p. 48), where the British financiers put pressure in 
vain on the US federal government to assume the liabilities of a number of 
US state governments after their defaults on British loans in 1842 - a story 
that reminds us of the events in Brazil following the default of the state of 
Minas Gerais in 1999. 

Social welfare institutions (for example, industrial accident insurance, health 
insurance, state pensions, unemployment insurance) did not emerge until the 
last few decades of the nineteenth century, although once introduced they 
diffused quite quickly. Germany was a pioneer in this respect. Child labour 
regulations started emerging in the late eighteenth century, but until the early 
twentieth century, most of these regulations were extremely mild and poorly 
enforced. Until the early twentieth century, in most countries regulation of 
working hours or working conditions for adult male workers was considered 
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unthinkable. For example. in 1905 the US Supreme Court declared in a 
famous case that an Act introduced by the New York state restricting bakers 
to a I O-hour working day was unconstitutional because 'it deprived the baker 
of the liberty of working as long as he wished' (Garraty and Carnes, 2000, 
p.607). 

One important conclusion that emerges from historical examination is that 
it took the developed countries a long time to construct institutions in the 
earlier days of their development. Institutions typically took decades, and 
sometimes generations, to develop. Just to give one example, the need for 
central banking was perceived, at least in some circles, from as long ago as 
the seventeenth century, but the first 'real" central bank, the Bank of England 
(founded in 1694), was instituted only by the Bank Charter Act of 1844, 
some two centuries later. 

Another important point emerges from historical comparison of the levels 
of institutional sophistication in today's developed countries in the earlier 
period with those in today's developing countries. 

For example, measured by the (admittedly highly imperfect) per capita 
national income level. in 1820, the UK was at a somewhat higher level of 
development than that of India today, but it did not even have many of the 
most 'basic' institutions that India has today. It did not have universal suf­
frage (it did not even have universal male suffrage), a central bank, income 
tax, generalised limited liability, a generalised bankruptcy law, a professional 
bureaucracy, meaningful securities regulations, and even basic labour regula­
tions (except for a couple of minimal and hardly-enforced regulations on 
child labour). 

This kind of comparison can go on, but the point is that the developed 
countries in earlier times were institutionally less advanced compared to 
today's developing countries at similar stages of development. Needless to 
say, the quality of their institutions fell well short of the 'global standards' 
institutions that today's developing countries are expected to install. 

5. Concluding remarks 
If the policies and institutions that the rich countries are recommending to the 
poor countries are not the ones that they themselves used when they were 
developing, what is going on? We can only conclude that. whether intention­
ally or not, the rich countries are effectively 'kicking away the ladder" that 
allowed them to climb to where they are now. 

It is no coincidence that economic development has become more difficult 
during the last two decades, when the developed countries have been turning 
up the pressure on the developing countries to adopt the so-called 'good' 
policies and institutions. Their average annual per capita income growth rate 
has been halved (from 3 per cent to 1.5 per cent) between the 1960-80 period 
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and the 1980-2000 period. And e\en this disappointing growth rate would 
not have been achieved except for rapid growths in large countries like China 
and India. which ha\e not follo\\ed the onhodox strategy but ha\'e reformed 
and opened up their economies at their own pace. During this period. Latin 
America has virtually stopped gro\\ing. \\hile sub-Saharan Africa and most 
ex-Communist countries have experienced a fall in absolutC' income. Eco­
nomic instability has increased markedly. a, manifested in the dozens of 
financial crises \\e ha\'e witnessed over the last decade alone. Income in­
equality has been growing in many developing countries and [loverty has 
increased. rather than decreased. in a significant number of them. 

What can be done to change this situation') 
First. the facts about the historical experiences of the de\'eloped countries 

should be more widely publicised. This is not just a matter of 'getting history 
right', but also of allowing the developing countries to make more informed 
choices about their strategies of economic development and global integration. 

Second. the conditions attached to bilateral and multilateral financial as­
sistance to developing countries should be radically changed .. It should bl? 
accepted that the orthodox recipe is not working, and also that there can be 
no single 'best practice' policies that everyone should use. More speci fically. 
the 'bad policies' that most of today's developed countries used with so much 
effecti\'eness when they were de\eloping countries themselves should be at 
least allowed. if not actively encouraged. by the developed countries and the 
international financial institutions that they controL While it is true that 
activist trade and industrial policies can sometimes degenerate into a web of 

red tape and corruption. this should not mean that these policies should never 
be used. 

Third, the WTO rules should be re-written so that the developing countries 
can more actively use tariffs and subsidies for industrial development. They 
should also be allowed to have less stringent patent laws and other intellec­
tual property rights laws. 

Fourth. improvements in institutions should be encouraged. but this should 
not be equated \\ith imposing a fixed set of (in practice. today's - not e\'en 
yesterday's - Anglo-American) institutions on all countries. There need to he 
more serious attempts. both i.ll the aCCldemic and the practical le\·els. to 
explore exactly \\hich institutions are necessary. or at least benellcial. for 
what types ot" countries. given their stages of development and their eco­
nomic. political. social and e\en cultural cOIlditions. Special care has to be 

taken in order not to demand excessi\'ely rapid upgrading of institutions by 
the de\'eloping countries. especially gi\en that they already have quite 
sophisticated institutions when compared to today's developed countries at 
comparable stages of development. and given that establishing and running 
new institutions is costly. 
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'unthinkable. For example. in 1905 the US Supreme Court declared in a 
famous case that an Act introduced by the New York state restricting bakers 
to a 10-hour working day was unconstitutional because 'it deprived the baker 
of the liberty of working as long as he wished' (Garraty and Carnes, 2000, 
p.607). 

One important conclusion that emerges from historical examination is that 
it took the developed countries a long time to construct institutions in the 
earlier days of their development. Institutions typically took decades, and 
sometimes generations, to develop. Just to give one example, the need for 
central banking was perceived, at least in some circles, from as long ago as 
the seventeenth century, but the first 'real' central bank, the Bank of England 
(founded in 1694), was instituted only by the Bank Charter Act of 1844, 
some two centuries later. 

Another important point emerges from historical comparison of the levels 
of institutional sophistication in today's developed countries in the earlier 
period with those in today's developing countries, 

For example, measured by the (admittedly highly imperfect) per capita 
national income level, in 1820, the UK was at a somewhat higher level of 
development than that of India today, but it did not even have many of the 
most 'basic' institutions that India has today. It did not have universal suf­
frage (it did not even have universal male suffrage), a central bank, income 
tax, generalised limited liability. a generalised bankruptcy law, a professional 
bureaucracy. meaningful securities regulations, and even basic labour regula­
tions (except for a couple of minimal and hardly-enforced regulations on 
child labour), 

This kind of comparison can go on, but the point is that the developed 
countries in earlier times were institutionally less advanced compared to 
loday's developing countries at similar stages of development Needless to 
say, the quality of their institutions fell well short of the 'global standards' 
institutions that today's developing countries are expected to install. 

5. Concluding remarks 
If the policies and institutions that the rich countries are recommending to the 
poor countries are not the ones that they themselves used when they were 
developing, what is going on? We can only conclude that, whether intention­
ally or not, the rich countries are effectively 'kicking away the ladder' that 
allowed them to climb to where they are now. 

It is no coincidence that economic development has become more difficult 
during the last two decades, when the developed countries have been turning 
up the pressure on the developing countries to adopt the so-called 'good' 
policies and institutions. Their average annual per capita income growth rate 
has been halved (from 3 per cent to 1.5 per cent) between the 1960-80 period 
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and the 1980-2000 period. And even this disappointing growth rate would 
not have been achieved except for rapid growths in large countries like China 
and India, which have not followed the orthodox strategy but have reformed 
and opened up their economies at their own pace. During this period. Latin 
America has virtually stopped growing. while sub-Saharan Africa and most 
ex-Communist countries have experienced a fall in absolute income. Eco­
nomic instability has increased markedly. as manifested in [he dozens of 
financial crises we have witnessed over the last decade alone. Income in­
equality has been growing in many developing countries and poverty has 
increased, rather than decreased. in a significant number of them. 

What can be done to change this situation? 
First, the facts about the historical experiences of the developed countries 

should be more widely publicised. This is not just a mattcr of 'getting history 
right', but also of allowing the developing countries to make more informed 
choices about their strategies of economic development and global integration. 

Second, the conditions attached to bilateral and multilateral financial as­
sistance to developing countries should be radically changed. It should be 
accepted that the orthodox recipe is not working, and also that there can be 
no single 'best practice' policies that everyone should use. More specifically. 
the 'bad policies' that most of today's developed countries used with so much 
effectiveness when they were developing countries themselves should be at 
least allowed, if not actively encouraged, by the developed countries and the 
international financial institutions that they control While it is true that 
activist trade and industrial policies can sometimes degenerate into a web of 
red tape and corruption, this should not mean that these policies should never 
be used. 

Third, the WTO rules should be re-written so that the developing countries 
can more actively use tariffs and subsidies for industrial development They 
should also be allowed to have less stringent patent laws and other intellec­
tual property rights laws. 

Fourth. improvements in institutions should be encouraged, but this should 
not be equated with imposing a fixed set of (in practice. today's - not even 
yesterday's - Anglo-American) institutions on all countries. There need to be 
more serious attempts, both at the academic and the practical levels, to 
explore exactly which institutions are necessary. or at least beneficiaL for 
what types of countries, given their stages of development and their eco­
nomic. political. social and even cultural conditions. Special care has to be 
taken in order not to demand excessively rapid upgrading of institutions by 
the developing countries, especially given that they already have quite 
sophisticated institutions when compared to today's developed countries at 
comparable stages of development. and given that establishing and running 
new institutions is costly. 
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By having the freedom to choose policies and institutions that are more 
suitable to their conditions, the developing countries will be able to develop 
faster. This will also benefit the developed countries in the long run, as it will 
increase their trade and investment opportunities. That the developed coun­
tries cannot see this is the tragedy of Ollr time. 

Note 
This chapter summarises the arguments prescnted in Ha-Joon Chang (2002). Kickillg Almy 
rhe Ladder - Del'e!opmcllr Srrategy ill Historiwl Perspecti\·e. London: Anthem Press, 
References and notcs ha\'e been kept to a minimum in this chapter: further references can 
be found in the bOOK, 
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24 Tirne to replace globalisation with 
localisation 

Colin Hines 

Corporate globalisation v. Internationalism 
It is crucial to make a clear distinction between for example a global flow of 
technology, ideas and information to rebuild sustainable local communities -
that is a supportive 'internationalism' - and the process of globalisation. In 
essence, the latter is the systematic reduction of protective barriers to the flow 
of goods and money by international trade rules shaped by and for big 
business. It pits country against country, community against community and 
workers against workers. That is the point of it, because such a structure and 
process is the route to maximising profits. Internationalism can be thought of 
as the flow of ideas, technologies, information, culture, money and goods 
with the end goal of protecting and rebuilding local economies worldwide. Its 
emphasis is not on competition for the cheapest. but on cooperation for the 
best. 

Linguistic clarity is vital since the advocates and beneficiaries of 
globalisation rnisuse the indisputable benefits that can accrue from such 
constructive international flows to justify the destructive process of 
globalisation. In tandem with this misleading approach is invariably a prom­
ise that some day the growth resulting from globalisation will somehow 
trickle down to benefit the majority. 

Corporate globalisation 
Corporate globalisation: the ever-increasing integration of national econ­
omies into the global economy through trade and investment rules and 
privatisation. aided by technological advances. These reduce ban-iers to trade 
and inYestment and in the process reduce democratic controls by nation states 
and their communities over their economic affairs. The process is driven by 
the w"idespread lobbying of large corporations who use the theory of COIll­

parative advantage. the goal of international competitiveness and the growth 
model to achieve the maximisation of their profits. It is occurring increas­
ingly at the expense of social, environmental and labour impro\"ements and 
rising inequality for most of the world. 

Or more bluntly. Globalisation: (1) the process by which governments sign 
away the rights of their citizens in favour of speculative investors and 
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transnational corporations. (2) the erosion of wages. social welfare standards 
and environmental regulations for the sake of international trade. (3) the 
imposition worldwide of a consumer monoculture. Widely but falsely be­
lieved to be irreversible. See also financial meltdown. casino economy. Third 
World debt and race to the bottom. (16th century: from colonialism. via 
development). I 

An alternative: localisation 
Localisation: a process which reverses the trend of globalisation by discrimi­
nating in favour of the local. Depending on the context. the 'local' is 
predominantly defined as part of the nation state. although it can on occasions 
be the nation state itself or even occasionally a regional grouping of nation 
states. The policies bringing about localisation are ones which increase control 
of the economy by communities and nation states. The result should be an 
increase in community cohesion. a reduction in poverty and inequality and an 
improvement in livelihoods. social infrastructure and environmental protection. 
and hence an increase in the all-important sense of security. 

Localisation is not about restricting the flow of information, technology. 
trade and investment. management and legal structures - which further 
localisation. indeed these are encouraged by the new localist emphasis in 
global aid and trade rules. Such transfers also play a crucial role in the 
successful transition from globalisation to localisation. It is not a return to 
overpowering state control. merely governments' provision of a policy and 
economic framework that allows people, community groups and businesses 
to rediversify their own local economies. 

The route to localisation consists of seven interrelated and self-reinforcing 
policy areas. The basic steps are: 

reintroduction of protective safeguards for domestic economies; 
11. a site-here-to-sell-here policy for manufacturing and services domesti­

cally or regionally: 
Ill. localising money such that the majority stays within its place of origin; 
1\'. local competition policy to eliminate monopolies from the more pro­

tected economies: 
v. introduction of resource taxes to increase environmental improvements 

and help fund the transition to the 'Protect the Local, Globally' ap­
proach: 

VI. increased democratic involvement both politically and economically to 
ensure the effectiveness and equity of the movement to more diverse 
local economies: 

VI!. reorientation of the end goals of aid and trade rules such that they 
contribute to the rebuilding of local economies and local control. 
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Under these circumstances, beggar-your-neighbour globalisation gives way 
to the potentially more cooperative better-your-neighbour localisation. 

A wake-up call for the politically active - globalisation can't be tinkered 
with 
What we have at present is an array of largely futile efforts by political 
activists from trades unionists to development NGOs, to tame globalisation. 
Campaigns for 'labour standards' or 'fair trade' or 'voluntary ethical codes' 
fundamentally mistake the nature of the trade [ibera[isation beast. These 
attempts are [ike trying to lasso a tiger with cotton. It is now time to return 
this tiger to its original habitat. Trade was initially a search for the novel: 
Europeans went to India for spices and other exotics. not coal. That is pre­
cise[y the 'localisation' approach, but without the former's disastrous social 
effects. Long-distance trade is only for acquiring what cannot be provided 
within the region where people live. The rules for this diminished internat­
ional sector then become those of the 'fair trade' movement. where preference 
is given to goods supplied in a way that benefits workers. the [ocal commu­
nity and the environment. 

The po[itically active need to demand a new direction and end goal for 
trade rules. The latter must contribute to the rebuilding and protection of 
loca[ sustainable economies. In the process, the myriad goals of movements 
for social and animal welfare, development. human and labour rights and 
environmental protection have much more potential to be Inet. 

Bringing about the change in direction 
To bring about this change it is crucial to play the globalisers at their own 
game. They have a clear end goal: maximum trade and money flows for 
maximum profit. From this end goal comes a clear set of policies and trade 
rules supporting this approach. Those seeking a more just. secure, environ­
mentally sustainable future need to have their own clear end goal and policies 
for achieving it. This will require the 'mindwrench' mentioned above. away 
from mostly concentrating on opposing g[obalisation towards considering the 
detailed po [icy route to its alternative - localisation. 

A programme for localisation 
To achieve such a dramatic turnaround I have drawn from many people's ideas 
and detailed in my book (Hines. 2002)2 a 'Protect the Local. Globally' set of 
interactive and self-reinforcing policies that can bring about localisation. 

Protecting the local economy 
The first step must be a 'mind-wrench' away from the passive acceptance that 
globalisation is as inevitable as gravity and towards support for a set of self-
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~reinforcing measures that will bring about a 'Protect the Local, Globally' end 
goal internationally. Protective safeguards. such as import and export con­
trols. quotas. subsidies and so on. will need to be introduced over a clearly 
agreed transition period to all continents. This will not be old style protec­
tionism which seeks to protect a home market whilst expecting others to 
remain open. The emphasis will be on local trade. Any residual long-distance 
trade will be geared to funding the diversification of local economies. Such a 
dramatic, radical change will need to overcome TNC opposition and so will 
need to take place at the level of regional groupings of countries, especially 
the most powerful - in Europe and North America. 

Loculising prodllction and cOlltrolling TNCs 
Industry and services will be localised by site-here-to-sell-here policies to 
ensure localised production. Threats by TNCs to relocate thus become less 
plausible, as the market is lost to existing, or government encouraged, new 
local competitors. Once TNCs are thus grounded, then their domestic activi­
ties and the levels of taxation paid are back under democratic control. 
Campaigners' demands for social, labour and environmental standards also 
become feasible. Adequate company taxation can help compensate the poor 
for any increases in prices. 

Localisillg mOlle\' 
The disastrous eifects of the unfettered international flow of money have led 
to global calls for some controls to be reintroduced. What is required is a 
regrounding of money to remain predominantly in the locality or country of 
origin to fund the rebuilding of diverse, sustainable local economies. Meas­
ures include controls on capital flows. Tobin-type taxes. control of tax evasion, 
including off-shore banking centres, the floating of civic bonds and the reju­
venation of locally orientated banks, credit unions, Local Exchange and 
Trading Schemes (LETS) and so on. Public and private flows of money to 
other countries must also be directed to strengthen the local economies of the 
countries concerned. 

A localist competition policr 
Local competition policies will ensure that high quality goods and services 
are provided by ensuring a more level, but more local, playing field. Free of 
the 'race to the bottom' competitive pressures from foreign competition. 
business can be carried out within the framework of ever-improving labour. 
social and environmental regulations. enhanced by the best ideas and tech­
nologies from around the world. Government competition policy will cover 
the structure and market share of businesses. plus regulate the behaviour of 
firms. 
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Taxes for localisation 
To pay for the transition to localisation and to improve the environment the 
majority of taxation will come from gradually increasing resource taxes, such 
as on non-renewable energy use and pollution, To promote a more equitable 
society, the removal of the option of relocation or the availability of foreign 
tax havens will make it possible to tax companies and individuals according 
to their wealth, their income, their spending through value added tax and 
their land, Part of this taxation will be used to compensate the poorer sections 
of society for any price rises and by shifting taxes away from employment to 
encourage more jobs 

Democratic localism 
A diverse local economy requires the active democracy of everyday invol ve­
ment in producing the maximum range of goods and services close to the 
point of consumption, To ensure the broadest distribution of the ensuing 
benefits will simultaneously require wider, politicaL democratic and eco­
nomic control at a local leveL A Citizen's Income will allow involvement in 
the economy as a matter of right. Political funding will be strictly constrained 
and power will pass from the corporations to the citizens, This will involve 
the encouragement of maximum participation in defining priorities and plan­
ning local economic, social and environmental initiatives. This will require a 
balance of involvement of the state, community networks and organisations 
and citizen's movements, 

hade and (lid for localisation 
The GATT rules at present administered by the WTO should be revised 
fundamentally to become a General Agreement for Sustainable Trade 
(GAST), administered by a democratic World Localisation Organisation 
(WLO), Their remit would be to ensure that regional trade and international 
aid policies and flows, information and technological transfer, as well as 
the residual international investment and trade, should incorporate rules 
geared to the building up of sustainable local economies. The goal should 
be to foster maximum employment through a substantial increase in sustain­
able, regional self-reliance 

Localising food security 
Globalisation is increasing control of the world's food system by transnational 
companies (TNCs) and big fanners. There is a backlash from both consumers 
and farmers to this process that provides less safe food, environmental threats 
and rural impoverishment Localisation can reverse this trend, Food security 
both for rich and poor countries requires an increase in the level of self­
sufficiency. Also needed is a dramatic reduction in international trade in 
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foodstuffs until the commerce left becomes a useful adjunct to increased self­
reliance. This should be governed by fair trade rules benefiting small farmers 
and food producers, animal welfare and the environment. Land reform and 
the rebuilding of rural economies is an integral part of such food localisation. 

Finally. 'localisation' is not about trying to put the clock back. Globalisation 
is doing that as it reduces the security, basic needs provision and employment 
prospects for billions for whom things had been improving since World War 
II. The 'Protect the Local, Globally' policies of 'localisation' could return us 
to a path that advances the majority and doesn't mire them in cruel insecurity. 
It is not against trade, it just wants trade, where possible, to be local. The 
shorter the gap between producer and consumer, the better the chance for the 
latter to control the former. Adverse environmental effects are more likely to 
be experienced through long-distance trade and lack of consumer control 
over distant producers. Local trade should significantly lessen these problems 
and make possible the tighter regulation required. 

Why should this radical change come about? 
The widespread resistance to globalisation can be built upon to help fashion a 
viable loealist altemative. There are aiready countless people and groups strength­
ening 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 inadequate 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 shift from just 
fighting separate issue-specific aspects of glohulisation to realising that their 
individual successes can only be secured as part of an overarehing change to 
localisation, but in an internationally supportive manner. 

Development professionals' calls for a 'fairer' liberalised trading system 
ignore the reality of what the rules of trade liberalisation have done to the 
poor in the South. Development NGOs also adhere to the flawed paradigm 
that exports from the South to the North are a major route for the poor's 
development. Southern critics of this approach point to the inevitability of 
adverse competition between poor exporting countries. its hijacking of nat­
ional priorities to the provision of the cheapest exports, the adverse working 
conditions and country-hopping demanded by the companies involved and 
instead propose the alternative of a localist development policy. 

Development NGOs must recognise these facts and make their campaigns 
more effective by putting them within an overarching and internationalist 
'localisation' context. Thus campaigns against the World Bank, IMF. Debt, 
WTO and so on must recognise that it is not the actual institutions or the 
people \vorking in them that are the problem. Rather it is the end goal of their 
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activities and policies. What must be challenged up-front is the fact that they 
are geared to the continued contortion and distortion of every country's 
economy in order to prioritise international competitiveness and obey the 
diktats of globalisation. 

Were trade and aid rules and debt forgiveness geared to the radically 
different end goal of protecting and rebuilding local communities globally 
then such dramatically altered institutions could play a useful part in the 
necessary transition of saving the world from globalisation by shifting it to 
localisation. 

Just as the last century saw the battle between the left and the right, what 
needs to become the big battle of this century must be an alliance of localists, 
red-greens and small 'c' conservatives pushing a localist agenda, defeating 
the doomed globalists of the political centre. So, with apologies to Karl Marx 
and Margaret Thatcher, the rallying cry should be: 'Localists of the World 
Unite - There is an Alternative'. 

Notes 
International Society for Ecology and Culture (1999). From Global to Locol - resisting 
mOl/oelliture. rebuilding commllnitv. ISEC, Devon 

2 Hines, Colin (2002). Locali:ation - A Global Manifesto. London: Earthscan 



'25 Free trade or social tariffs? 

George DeMartino 

Introduction 
The last quarter of the twentieth century was marked by dramatic steps 
toward the achievement of global neo-liberalism. This is a policy regime in 
which largely unregulated market forces override the state in directing inter­
national trade and investment flows. It therefore comprises 'free' trade, the 
liberalisation of international financial markets, the global protection of prop­
erty rights, and so forth. It has been constructed through a series of important 
international agreements, including notably the North American Free Trade 
Agreement, the GATT agreement that established the World Trade Organiza­
tion, and through other explicit policy choices taken at the national and 
multilateral levels. 

The history of economic integration since the late nineteenth century sug­
gests that global neo-liberalism will prove to be unsustainable. As in the past, 
(cf. Polanyi, 1944), the dislocations and instability that are associated with 
today's increasingly market-driven international trade and financial flows are 
instigating political reaction in the form of demands on national governments 
for economic protection and security. But global neo-liberalism has made it 
difficult for national governments to provide these protections, not least since 
this regime creates ample opportunity for private investors and firms to es­
cape taxation by relocating their assets internationally. At just the time that 
workers and other vulnerable groups need greater state assistance, then, the 
burden of taxation required to fund social programmes has shifted onto the 
shoulders of these very same groups. While free trade promises economic 
growth which might be expected to offset the effects of growing instability, 
recent estimates find that trade has a larger effect on inequality than it does 
on growth (cf. Rodrik, 1997). 

Facing these difficulties, states will be pressed by diverse constituencies to 
establish protective barriers to insulate their domestic economies from global 
economic forces. Not least, they will be pressed to renege on their commit­
ment to free trade. The important question that arises in this context is what 
will come next. after the current experiment with free trade has been aban­
doned" 

Many heterodox economists and social movements across the globe have 
begun to advocate new trade and investment regimes that can reap the poten­
tial benefits of international economic integration, while protecting vulnerable 
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groups from the most damaging tendencies of neo-liberalism. Many worry 
that if the campaign for a new, just trade and investment regime fails, we risk 
the prospect of a return to the antagonistic. nativist and neo-mercantilist trade 
policies of the past that have proven so destructive. Indeed, the impulse to 
pursue nationalist trade policy is in evidence today even in the US (some 
would say especially in the US), which has arguably done more to advance 
the cause of global neo-liberalism than has any other country. Like all his 
recent predecessors, President Bush has been more than willing to resort to 
protectionist measures (most recently in the case of steel imports) whenever 
domestic political circumstances dictate. As opposition to free trade mounts, 
so will the pressure on political actors to install belligerent, nationalist trade 
measures. 

In this context, neo-classical trade theorists have retained their commit­
ment to free trade, and indeed have advocated further liberalisation. 
Unfortunately, they have been equally hostile to progressive, egalitarian trade 
initiatives - initiatives that promise to retain an internationally open regime -
as they have been to patently nationalist, reactionary measures. 

In this chapter I explore one important aspect of the trade controversy - it 
concerns the proposal by labour and human rights advocates to incorporate 
labour standards into trade agreements. Neoclassical economists have argued 
that such measures would subvert the project to establish free trade. Making 
this argument has required them to re-theorise the concept of comparative 
advantage that is at the heart of trade theory. Many critics find this re­
theorisation to be deeply objectionable. In what follows, I will examine this 
theoretical innovation, argue that it is flawed, and then conclude with a very 
brief survey of new trade (and investment) proposals that seek genuine global 
equality and economic security. 

Rescuing free trade 
The neoclassical case for free trade based on the existence of comparative 
advantages is appealing. Since countries differ amongst themselves in critical 
ways, they will exhibit different levels of competence in the various indus­
tries in which they engage. A country that is well endowed with fertile soil is 
likely to be relatively efficient (and therefore have a comparative advantage) 
in agricultural production, while a country that enjoys a large supply of 
skilled workers will have a comparative advantage in manufacturing. Given 
these differences, each country can improve its situation by specialising in 
what it does best (relative to other countries), and then trading with other 
nations to secure those goods for which it is not so well suited. It can be 
shown that with each country specialising in this way, even those countries 
that are deficient relative to their neighbours in all industries can gain through 
trade. 
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This account begs an important question: just why do nations differ among 
themsel ves in industrial performance? Why might one country be better 
suited to agriculture, and another to industry? The example given above 
suggests one part of the answer: countries enjoy different resource endow­
ments, such as fertile soil or supply of skilled labour. Countries also exhibit 
different levels of technology: moreover. their inhabitants might hold distinct 
preferences. For instance. workers in one country might prefer agriculture to 
manufacturing, while workers in another might prefer the opposite. These 
three categories of differences - in endoll"ments. technology and preferences 
- will yield different levels of economic efficiency and costs of production. It 
must be emphasised that these differences. Wllich give rise to distinct com­
parative advantages. are taken to be entirely natural and, partly on that account, 
unobjectionable. The determinants of comparative advantage are not right or 
wrong in this account, they just are. A couIltry should not complain about the 
endowments or technology of its neighbour - it should instead trade freely to 
reap the benefits of its neighbour's greater competencies. 

So far. this account of comparative advantage has ignored the matter of 
labour standards. which are now at the heart of the controversy over free 
trade. Critics of neo-Iiberalism have begun to demand that trade and invest­
ment agreements include labour standards that will ensure basic worker 
rights across trading partners. They claim that without such protections, free 
trade will put undue pressure on workers to accept deficient working condi­
tions in order to save their jobs in the face of foreign competition and threats 
of capital flight. 

Re-theorising cOlllparatil'e advantage 
Neoclassical defenders of free trade have resisted the momentum building for 
labour standards in trade agreements by extending the concept of compara­
tive advantage. As the demand for labour standards strengthened over the 
past decade. they began to argue that cross-national differences in labour 
standards simply represent another natl/lol and therefore legitimate determi­
nant of comparative advantage. This argument is crucially important: it places 
gO\'emments' policy choices 011 an equal normative footing with nations' 
natural resources in driving trade flows. It therefore inoculates a nation's 
labour standards from outside inspection or complaint by those who seek to 
establish global economic policies that will ensure equality and justice. 

How do neoclassical theorists sustain this claim? Consistent with the 
thorough reductionism of neoclassical thought. I these economists now claim 
that a nation's labour standards are the direct result of its endowments, 
technology and preferences. One country may be wealthy enough (owing to 
favourable endowments and technology) to be able to afford strong labour 
standards. Moreover, its citizens might prefer to allocate substantial funds to 
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ensure such labour protections. In such a nation. strong standards are per­
fectly natural and legitimate since they reflect its particular endowments. 
technology and preferences. But another country. with fewer resources and 
relatively impoverished workers who are willing to sacrifice safety in order to 
find employment. is wananted in establishing much weaker standards - in 
keeping with its particular endowments. technology and preferences. The key 
point is this: when we encounter differences between countries in labour 
standards. we should treat them as entirely natural and legitimate determi­
nants of comparative advantage since they result from natural differences 
between countries. Rather than complain about lower standards abroad. then. 
we should recognise that everyone benefits when a higher-standard country 
imports goods now produced more cheaply in a low-standard country. The 
importing country gains access to inexpensive goods, while workers in the 
low-standard country get jobs and income that would otherwise be unavail­
able to them. To complain about the weaker labour standards abroad that 
generate this mutually beneficial trade would be as nonsensical as complain­
ing about the fertility of its soil or the quality of its other natural resources. 
From the neoclassical perspective, far better that we should all enjoy the 
growth and prosperity that trade allows. ilTespective of the basis of the 
comparative advantages that induce this trade. 

The campaign to write labour standards into trade agreements is therefore 
unwise, since it will necessarily undermine economic welfare (KJ'ugman, 1997). 
But it is also unfaiL Neoclassical theory treats a nation's labour standards (and 
other policies) as a consequence of the preferences of its citizens in the context 
of the endowments and technology they face, as we have just seen. Since these 
agents are assumed to be rational, they are taken to know what is in their own 
best interests. Hence, it is inappropriate for the economist (and by extension, 
people in other countries) to assess their choices. This refusal to judge agents' 
preferences stems equally from the neoclassical pursuit of objective science. 
Assessing agents' choices would require the economist to impose an explicit 
set of value judgements - something that would disqualify neoclassical thought 
as an objective account of social affairs. 

The treatment of national policy as the outcome of simple choice. com­
bined with an antipathy to judging the preferences that induce those choices, 
generates in neoclassical thought a strident commitment to what is called 
cultural relativism. Speaking simply, this is the idea that each society should 
be allowed to choose for itself how to live. in accordance with its own 
cultural norms (or preferences). free of unwarranted inte[\'ention by outsi­
ders. Given this commitment, neoclassical theorists argue that it is unfair for 
activists in one country to try to impose their own preferences and ensuing 
policies on those in other countries with different preferences and policy 
choices. In this view, the campaign to write labour standards into trade 
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agreements amounts to cultural imperialism. even when those advocating 
universal labour standards claim that they are ad\'ancing the interests of 
workers worldwide. 

To surn up: neoclassical theorists have corralled and domesticated the new 
challenge to free trade emanating from labour rights acti\'ists by expanding 
the concept of comparati\'e advantage to comprise international differences in 
labour standards, Just as countries exhibit different bundles of endowments. 
technology and preferences. so do they exhibit different levels of labour 
standards. Indeed. since the latter is a direct consequence of the former. we 
must take differences in standards to be entirely natural and legitimate deter­
minants of comparati\'e advantage. Rather than complain about weak standards 
abroad. we should celebrate the difference not just because it is right to do 
so. but because it will also make us rich 1 

Contesting free trade 
Labour rights advocates object to the extension of comparative advantage to 

include countries' labour standards (and other policies) on multiple grounds, 
In what follows. I will examine several of their most important arguments. 

First. labour rights advocates view the neoclassical claim that a country's 
labour standards reflect a simple national choice as an extraordinarily naive 
and. indeed. dangerous fiction. On important policy matters. members of a 
society typically differ among themselves about the right course of action, 
This implies that any policy will reflect the views of some groups and conflict 
with the views of others. But this also implies that when evaluating the 
legitimacy of nations' standards we must always attend to the matter of power 
- to the institutional alTangements under which policies are devised and 
enacted. and ultimately to the ability of the relatively powerless to achieve 
political voice and effective representation. 

This simple insight leads us to what ought to be a rather obvious point. but 
which eludes most free traders: citi;:cns ill cOlllltries lacking basic )l'orker 
protections and rights do Ilot t\picallY choose \\"cok stondwd.l. Instead, op­
pressive standards are imposed on them by autocratic regimes. Weak standards 
are routinely enforced across the globe through the liberal use of the military 
to break strikes. through harassment. imprisonment and even execution of 
labour activists. and through the concerted denial of basic political rights (cL 
Dorman. 1988) Gi\'en the obvious record of coercion across the globe. the 
economist's claim (hat weak standards represent a simple national choice. 
based on aggregated preferences. strikes labour advocates as not just wrong 
but disingenuous. 

A focus on political ,mangements and power leads to the view that a coun­
try's labour standards at allY given moment are an indicator of the balance of 
political forces in that coulltry. In the view of its critics. global neo-liberalism is 
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now weakening labour's power, certainly in the US where the labour move­
ment has withered over the past 40 years but even in those countries that have 
historically featured stronger labour movements. Labour advocates contend 
that it is far more accurate to interpret this trend toward weaker labour stan­
dards as an effect of the coercive force of global neoliberalism, than as an 
unproblematic choice reflecting national preferences. 

It must be said that neoclassical economists typically reject the argument 
that neo-liberalism has in fact undermined labour standards. They claim that 
the evidence on this point is at best inconclusive, not least since too few fimls 
migrate to low-standard countries to affect workers' bargaining power 
(Bhagwati and Srinivasan, 1996). But in researching this matter they have 
missed the mark on two counts: they have focused on explicit revisions to 
standards. when the more prevalent danger is lax enforcement of existing 
standards: and they have focused narrowly on actual corporate relocations, 
when the broader danger lies in ri1reats of relocation. These two matters are 
related. The effective enforcement of labour standards depends on labour's 
political and economic power. When labour's power is eroded, existing stan­
dards provide weaker protection And under neo-liberalism, the mere threat of 
corporate relocation often succeeds in undermining workers' power and rights. 

The situation facing labour in the United States today exemplifies the 
connections between neo-liberalism. the erosion of labour's effective power. 
and the diminution of labour rights. In the United States, workers seeking 
unionisation must petition the National Labor Relations Board to secure a 
government-supervised election. Under NLRB rules, the union must secure a 
majority of the vote in order to secure bargaining rights. In the months 
leading up to the election. employers do whatever they can to dissuade their 
workers from voting for the union 

In the 1950s, about one third of all eligible workers in the US were 
represented by unions. Today. about 13 per cent enjoy union representation. 
To what degree is global neo-liberalism culpable in this trend? The evidence 
on this is instructive. A series of recent studies by Bronfenbrenner (1996: 
2000) found that during the late 1990s. following the passage of the North 
American Free Trade Agreement (NAFT/\). 70 per cent of firms in mobile 
industries such as manufacturing threatened to relocate abroad when facing 
unionisation drives. These threats were found to be effective in dissuading 
workers from voting for unions. In finns in which workers actually voted to 
unionise despite these threats. the rate at which firms made good on their 
threats and actually relocated abroad tripled as compared with the 1980s. In 
short. US workers are effectively losing their ability to form unions, in part as 
a consequence of global neo-liberalism. But because there has been no for­
mal change in US labour law - indeed. on paper US workers enjoy the same 
rights to unionise today that they have for decades - this erosion has occurred 
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below the radar screen of those economists who refute the connection be­
tween neo-liberalism and worker rights. They infer from union defeats a 
preference on the part of workers to remain union-free. In this way, they 
shield neo-liberalism from any culpability for de-unionisation in the US. 

In short, the idea that a nation's standards simply reflect the preferences of 
its citizens is naIve, dangerous and even disingenuous. It overlooks the obvi­
ous ways in which weak standards are imposed on relatively powerless 
members of society; and it also overlooks the more subtle ways in which neo­
liberalism undermines the efforts of workers to secure basic rights. In the 
view of labour rights advocates, weak labour standards therefore distort the 
trade patterns that would otherwise occur, and disrupt the benefits from trade 
that would otherwise flow to vulnerable workers. 

Labour advocates also reject the cultural relativism that underlies the neo­
classical antipathy to universal labour standards. I pursue this matter at length 
elsewhere (DeMartino, 2000); here, I want to make just one argument against 
neoclassical theory's romantic view of culture. As many theorists have by 
now argued, culture is never unequivocally benign. All cultures affect the 
rights and freedoms of societies' members. People contest culture all the 
time, precisely because there is so much at stake in this domain. We rightly 
contest our own; and for those of us who are concerned about global justice, 
we must also contest cultures abroad. But we must also be prepared to 
welcome the complaints voiced abroad against our own, especially when it 
can be shown that the way we live undermines the well-being of those who 
are worse off in other societies. 

The main problem with neoclassical theory's refusal to judge culture is 
this: in any society in which oppression is rife, we can be certain that its 
culture will obscure and/or defend the legitimacy of that oppression. In very 
few societies do oppressors rely merely on the threat of force. Even slave 
societies typically produce elaborate accounts of the justness of that kind of 
social order. Justifications for slavery typically draw in equal measure on 
biology and religion for sustenance; they posit the slaves as biologically and 
morally deficient. and in need of the kinds of control and spiritual enhance­
ment that slavery affords them. 

For better or worse, it appears that those who are oppressed often come to 
accept their situation; Jon Elster (1982) calls this a case of 'adaptive prefer­
ences'. The idea is that those who are denied vital rights and freedoms may 
lose the aspiration to achieve them as a way of coping with their predicament. 
Some may even come to embrace the very cultural norms that oppress them. 
In the words of Amartya Sen, 'acute inequalities often survive precisely by 
making allies out of the deprived. The underdog comes to accept the legiti­
macy of the unequal order and becomes an implicit accomplice' (Sen, 1990, 
cited in Crocker, 1992). But this suggests that the stronger is the regime that 
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secures the oppression, the more likely it is that those who are oppressed will 
resign themselves to their plight. Hence, we may find less rather than more 
cultural contest in those societies where oppression is most egregious. 

The problem with the stridency of the neoclassical embrace of cultural 
relativism, then. is that it strips from us any normative foundation to indict 
practices beyond our own borders that perpetuate even egregious exploita­
tion. It romanticises culture, treating it as the natural compilation of a society's 
preferences, rather than seeing it as the outcome of a struggle among differ­
ent groups in society to order their lives and their communities. It fails to 
appreciate that preferences are shaped (for better or worse) by the social 
circumstances in which people find themselves. It then validates whatever 
labour standards emerge as simple national choices that can and should form 
the basis of beneficial trade. 

After free trade: in pursuit of international egalitarianism 
The controversy over free trade runs even deeper than all this, however. It 
derives from a fundamental conflict between normative perspectives. Neo­
classical theory is rooted in a normative commitment to what is called 
. welfarism ' , a perspective that judges social arrangements by exclusive refer­
ence to the preferences of the people affected by those arrangements. whatever 
those preferences might be (or how they were formed). This perspective 
yields the famous Kaldor-Hicks 'compensation' criterion, under which one 
social outcome is deemed better than another if the winners under the former 
can fully compensate the losers and still enjoy net benefit. 

Labour rights advocates, along with political theorists and philosophers 
and most heterodox economists, typically reject this normative perspective. 
In the first place, as Elster's emphasis on adaptive preferences reminds us, 
preferences are an inadequate indicator of people's well-being. Second, 
welfarism pays scant attention to the matter of inequality, and so has little to 
say about the legitimacy of measures that would redistribute from the wealthy 
to the poor.2 It seeks social arrangements in which people are 'formally' free 
- that is, where each is able to choose the best course of action, given her 
opportunity set. But this perspective has little to say about whether people 
should all enjoy the same opportunity set. It can therefore be taken to justify 
even egregious levels of inequality. 

In contrast, those advancing universal labour standards in trade agreements 
generally advance internationalist egalitarianism as the appropriate normative 
foundation for assessing global social arrangements. This perspective holds 
that just social arrangements are those that ensure that people enjoy equal 
'substantive' freedom - that they face the same opportunity sets.3 To the 
degree practicable, global policy regimes must seek to achieve this outcome. 
A just policy regime would be one that seeks to expand the substantive 
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freedom of the relatively impoverished - by increasing their access to re­
sources and consumption goods, to be sure, but also by enhancing their 
political and economic power so that they can achieve more effective repre­
sentation and secure the rights to which they are formally entitled. 

Labour rights advocates have offered several policy measures to advance 
the cause of global justice. These include (for instance) the incorporation of 
labour standards directly into trade agreements, just as these agreements 
presently comprise strong property rights protections; the adoption of a social 
charter of labour rights as a precondition for trade; the adoption of corporate 
codes of conduct that would require a corporation that invests in a country 
with lower standards to live by the higher standards that obtain in its home 
country;4 and the imposition by a high standard country of 'social tariffs' on 
imports from countries with lower standards, to offset the cost advantage 
gained on the basis of these lower standards (Dorman, 1992). In my own 
work (2000) and in joint work with Stephen Cullenberg (1994) I have ad­
vanced a new multilateral approach to trade policy, called the Social Index 
Tariff Structure (SITS) regime, which would penalise countries for pursuing 
advantage based on weak standards through social tariffs, while substantially 
rewarding those countries that take steps to promote worker rights (and 
human development more generally) through subsidies funded by the social 
tariffs. The SITS regime advances international equality by inverting the 
incentive structure that exists under neo-liberalism to erode worker rights. 
Under SITS, countries achieve open access for their exports in global markets 
by enhancing worker rights, while the burden for subsidising these measures 
falls on wealthier countries and on those poorer countries that refuse to 
promote the substantive freedom of their citizens. On balance, the SITS 
regime would induce a substantial net flow of resources from the North to the 
South, with the largest beneficiaries in the South being those countries that 
most aggressively promote the rights of workers and the dispossessed. 

Conclusion 
Contrary to the view of most neoclassical economists, global neo-liberalism 
is not the best imaginable economic system. It is inducing extraordinary 
inequality, and it threatens to deepen that inequality in the future. It is likely 
to prove to be unsustainable, owing to the insecurity, crises, political back­
lash and ecological degradation that it is inducing. But even if it does prove 
to be sustainable, it ought not to be sustained. 

Fortunately, those who oppose global neo-liberalism have begun to exam­
ine and propose just policy regimes that can and should be built to replace it. 
I have offered SITS as one possibility, though it surely must be coupled with 
a range of complementary policy regimes that speak to other facets of global 
economic integration such as short-term capital flows (see Grabel, 2003), 
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labour mobility (see Sutcliffe, 1998), and corporate taxation, subsidies and 
codes of conduct (DeMartino, 2000, ch. 7; Rodrik, 1997). The immediate 
challenge is to make substantial progress toward realizing these initiatives 
since, if history is any guide, the most likely alternatives to neoliberalism are 
apt to be neither internationalist nor egalitarian. 

Notes 
Space precludes an extended examination of neoclassical reductionism here. but I treat this 
mailer at length in DeMartino (2000). See also Wolff and Resnick (1987) 

2. See DeMartino (2000, chs. 2 and 3) for an explication of welfarism and a survey of its chief 
defects. 

3. See Sen (1992) for a thorough explication of the 'capabilities' approach to equality. which 
focuses on substantive freedom. DeMartino (2000 chs. 5-7) examines the global policy 
implications of capabilities equality. 

4. This proposal is reminiscent of the Sullivan Principles which governed the behaviour of 
corporations that invested in South Africa during the apartheid era; see Bhagwati (\ 993). 
who endorses this approach reluctantly. in order to ameliorate the concerns of labour rights 
advocates. 
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