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Globalisation has received much attention in Europe. It has, for example, prompted official reports from the European Commission
 and the UK’s House of Lords
. Both go into considerable detail on the economics of globalisation and evaluate the concerns of the critics. The Commission’s report was produced by leading European economists of the CEPR. The House of Lords had the benefit of taking evidence from some of the world’s main players: for example, heads of international institutions such as the BIS, UNCTAD, the WTO, the European Commission, finance ministers, governors of central banks, CEO’s of multinationals, representatives of prominent international charities and key academics of international repute. 

The attention being given to globalisation is due in large part to the publicity generated by its critics through high-profile protests and demonstrations in Genoa, Gothenburg, Nice, Prague, Seattle and Washington during international conferences of the world’s leaders. Studies of globalisation tend to take their agenda from that of its critics. The result tends to be a defence of globalisation. These two official reports are a good example of this. There is, however, a more positive case that can be made for globalisation. I shall attempt to put this case here. In my view, and in the view of most economists, globalisation is, and has been for centuries, an intrinsic feature of the development process and the striving for greater individual economic prosperity. Globalisation has many paradoxes and this is one of them: that decisions taken with regard to individual self-interest should be the basis of globalisation.

It is common to begin a study by defining one’s terms. In the case of globalisation this is not so easy. The House of Lords received from its witnesses at least eleven different definitions of globalisation. Given such diversity, it is not surprising that differences of opinion on the merits of globalisation prevail. And it is unlikely that another definition would be very helpful.

In the current debate globalisation does not have positive connotations. The word is used pejoratively as a name for all of the problems that economic (and cultural and social) development creates in its train. It is obvious that development will generate problems, many of them new ones, and that some countries are currently gaining much less benefit than others, particularly many African countries. This is common ground in most studies of globalisation, even in those that find much merit in it.  Much more important are whether the benefits of economic development out-weigh the problems it generates, and what can be done to remove or ameliorate these disadvantages.  Whilst discussing the development process, which I believe is a beneficial and highly and widely desired process, particularly among developing countries, I will seek to show how these problems arise and what might be done about them. It is, therefore, tempting simply to treat globalisation as the negative side of development. Thus, at the outset I concede the argument that globalisation is not without its downside in order to better put a positive case for development.

Since the whole point of globalisation is that it is global, it would be surprising if Europeans take a markedly different view of these issues from others. If the two reports mentioned are representative of official European opinion, then there would seem to be a degree of consensus as their conclusions are similar to those of most economists. Nevertheless, there is a European perspective on both development and its problems. Historically, Europe has been in the vanguard of the development process and is often seen as the cause of many its problems. Today, with the ever-greater unification of European nations into the European Union, it is also experiencing many of these problems.

The development process

In order to understand how and where the problems of globalisation arise, first I describe the development process. This a complex picture in which the pursuit of each individual’s wishes entails the co-ordination of people throughout the world via the market system. At each stage in this process problems arise that comprise the globalisation agenda. These should not, however, blind us to the marvellous intricate and inter-dependent world system that has evolved organically of its own accord. It is system derived from human nature, and reflects its faults. 

I begin with the proposition that individual economic prosperity is widely desired. This is the key assumption in economics. There are, of course, some who, for various reasons, think that economic properity is undesirable. For them, no doubt, the negatives of globalisation outweigh any benefits from development. This has not, however, been the dominant view of mankind through the ages. Focusing on the individual is not necessarily at the expense of others, though sometimes it does entail this. The argument is familiar. It includes Adam Smith’s invisible hand in which markets co-ordinate individual decisions, and also altruistic motives which entail a concern for others. Nonetheless, individualism and the harm it may do are often raised in the debate on globalisation and is clearly something that must be taken into account. Moreover, market failure – particularly lack of access to markets and mis-pricing - is endemic and may result in misallocation.

Economic prosperity is commonly measured through current and expected future consumption. Whether this is the consumption of goods and services, or the freedom to spend time as one prefers, is not at issue. Both require the support given by an income stream and hence, in the absence of inherited wealth, the provision of employment opportunities. Indivisibilities have resulted in the development of markets in which goods and services - including labour services - are traded, and individual actions are co-ordinated. Scarcity, including limited time, means that there is an opportunity cost of doing one thing rather than another. The desire not to waste income or resources gives rise to the search for the most efficient means of production. This has entailed the use of physical capital to replace scarce labour. Balanced growth (roughly growth that is sustainable) requires technological improvements in physical capital and the enhancement in labour (human capital) mainly through education. This has resulted in labour being ever more productive, and the cost of production falling steadily over time. Price competition, due to consumers seeking the lowest price, has diversified production and stimulated the search for new products that give a temporary monopolistic advantage. 

The need to protect future income, either in retirement or due to a loss of employment, causes households to save. Impatience creates the need to borrow. This may be to finance current household consumption, including housing services, or physical investment by firms. Government borrowing, which in some countries dwarfs private borrowing, in effect finances current consumption from future, rather than current, taxes. Financial markets co-ordinate the decisions of borrower and lender.

To this must be added that individuals enter with different preferences and endowments. These include their aptitudes, inherited wealth and human and physical capital. These may be affected by family circumstance, nationality and race. Inequality and unfairness is the initial condition of the human race. An issue in the globalisation debate is how far the disadvantaged have shared in the benefits from economic development.

These are the forces that drive all economies. They touch most aspects of life and they know no national boundaries. The whole process relies on the existence of markets to transmit information and allocate resources. Good governance is required to help ensure that markets are operating fairly and to correct market failure. Much of the criticism of the development process arises from market failures. 

Globalisation concerns

The globalisation debate tends to focus on the international dimension of this development process. The list of grievances largely relate to the negative effects of trade. These include import penetration in domestic markets, the loss of exports due to greater competition in foreign markets, the lowering of income due to falling prices, particularly agricultural incomes, tariff barriers to trade, the loss of employment due to import penetration and out-sourcing, the usurping of intellectual property rights, the pressure in some less developed countries to alleviate unemployment by accepting very low wages or to generate income through exporting natural resources despite consequent environmental degradation, and the environmental costs of transporting goods around the world. In addition, there are concerns about the foreign take-over of domestic assets, the lack of domestic control over foreign multinationals, the ability of foot-loose financial capital to cause a domestic financial crisis, international contagion of financial collapse, lack of access to foreign capital markets and the difficulties in persuading international organizations to bail out failing economies. There are many other complaints, but the list is already impressive enough.

In the main these criticisms are probably correct. Many of these problems also arise as a result of economic activity within the domestic economy, but a large number have either been created, or exacerbated, by the international dimension of the development process.  The issue is whether they can be dealt with whilst still obtaining the benefits of the development process. Put another way, do the benefits from eliminating these problems – even if that were possible, which often it is not – exceed the costs? 

The causes of economic growth

Economic growth is achieved by increases in the level of factor usage and by technological progress which raises factor productivity. Evidence on output per capita and the contributions made by physical capital, human capital (education) and total factor productivity (TFP, the amount that can be produced for given factor inputs) is reported in Table 1. TFP includes everything that supports business: technical progress, transport systems, good governance, political stability, the legal and health systems etc. The data for selected countries are expressed relative to the United States.

Table 1. Output per capita

	
	Capital
	Education
	TFP
	Output per worker

	US
	1.00
	1.00
	1.00
	1.00

	France

UK

Japan

India

Kenya

Uganda
	1.09

0.89

1.12

0.71

0.75

0.36
	0.67

0.81

0.80

0.45

0.46

0.39
	1.13

1.01

0.66

0.27

0.17

0.22
	0.82

0.73

0.59

0.09

0.06

0.03


Source: Hall and Jones, “Why do some countries produce so much more output per worker than others?”, The Quarterly Journal of Economics, 1999, 83-116.

These data are extremely interesting. They show that differences in output per worker are due less to differences in capital per worker than to education and TFP. In other words, it seems that economic prosperity has at least as much to do with the general state of the economy as it has with conventional sources of growth such as capital and labour inputs. 

Growth and inequality

One of the more benign predictions of economics is that poor countries will catch up rich countries as poor countries tend to have higher rates of growth.  The reason for this is that more developed countries have greater physical capital, but lower marginal products, hence an increase in capital (labour held constant) benefits less developed countries more. The implication is that inequality (and hence poverty) is temporary as the economic system will eliminate it eventually.

Table 2. Growth

	
	Average % annual rate of

growth of GDP

	
	1990-2000

	World
	2.7

	Low income
	3.2

	Middle income
	3.6

	High income
	2.5

	East Asia & Pacific
	7.9

	Lat. America & Carib.
	3.3

	Middle East & N.Africa
	3.0

	South Asia
	5.6

	Sub-Saharan Africa
	2.5

	US
	3.5

	EU
	1.9


Source: World Bank Development Indicators 2002

Evidence on the convergence of growth rates is reported in Table 2. The average annual rate of growth of GDP for the period 1990-2000 is substantially greater for middle and low income countries than for high income countries. The regional data show that the average rate of growth has been especially strong in Asia. The EU, a high income region, has the lowest average rate of growth. Whereas the output of East Asia and Pacific has increased by 113% over the ten-year period, the EU’s output has only increased by 20%. This indicates how fast the catch-up can be. The rate of growth of the United States is nearly twice that of the EU. This is usually attributed to the high levels of innovation in the US economy and of labour market flexibility. It shows the dynamism of the US compared with the EU economy.

Significantly, the average rate of growth of sub-Saharan Africa, the world’s poorest region, is only 2.5% implying that output has increased by just 28% over the ten years. Although growth has been greater than in high-income countries, it is clearly not large enough and suggests that the region is not performing adequately.

Figure 1. Growth in GDP per capita 1980-2000

($’000 at 1995 prices)

Source: World Bank Development Indicators 2002[image: image1.wmf]growth = 0.68 + 0.05GDP
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Evidence on the relation between GDP growth per capita (over the period 1980-2000) and the initial level of GDP per capita (in 1980) for 133 countries is provided in Figure 1. This evidence does not support the catch-up hypothesis. If catch-up is occurring then we would expect a negative relation between growth per capita and the level of output per capita. The evidence in favour of catch-up is clearly very weak. There is no obvious relation between the growth and the level of output per capita. Even worse, a regression line fitted to these data has a positive and not a negative slope. The weakness of any relation is reflected in the fact that only 4% of the variation in the growth rates is accounted for by the level of output per capita. 

The evidence appears to indicate widening inequality between countries, and hence no tendency for poverty to be eliminated over time. Interestingly, it does not necessarily imply that world inequality is growing. If a group of countries with a large share of the world’s population were growing very rapidly then world inequality could still be declining, even though country inequality is not. China and India, for example, have about 43% of the world’s population and have high growth rates. If growth rates are weighted by population size then the slope of the regression line becomes negative. World inequality, therefore, does appear to be declining. Encouraging as this finding is, it does not dispel the fact that country inequality is increasing due to the low growth rates in many poor countries. The growth process is not, therefore, eliminating inequality and poverty, only concentrating it in particular countries.  

Trade issues in development

How important is trade for development? Table 3 provides information on the total value of trade as a percentage of GDP for 1990 and 2000 and the share on total world exports in 2000. The former is a measure of openness to the world economy. These data show that although there is a clear link between income levels and the share of world exports, there is a much less obvious link between income levels and openness to trade.

Table 3. Trade

	
	Total trade

% GDP
	Exports

% of world

	
	1990
	2000
	2000

	World
	32.4
	40.0
	100

	Low income
	26.7
	41.3
	3.4

	Middle income
	36.6
	53.5
	24.0

	High income
	32.0
	37.1
	72.6

	
	48.8
	65.6
	11.2

	Lat. America & Carib.
	23.2
	37.7
	5.6

	Middle East & N.Africa
	45.4
	51.6
	3.3

	South Asia
	16.5
	24.3
	1.0

	Sub-Saharan Africa
	41.2
	56.8
	1.5

	US
	15.8
	20.7
	12.3

	EU
	44.9
	56.3
	28.7


Source: World Bank Development Indicators 2002

Middle income countries trade a much higher proportion of GDP than low and high income countries. One of the reasons for the low openness of high income countries is the US which has a very low level of openness. Until recently, the US has been a relatively closed economy as far as trade is concerned. In contrast, the EU as a collection of individual countries has a very high degree of openness. However, 63% of EU trade is with other EU countries. If the EU were to be recorded as one economic unit, its trade as a proportion of GDP would fall to around 21% and its share of world exports would fall to around 11%. These are similar figures to those of the US. 

Although size means that there is no clear relation between trade and income levels, the rate of change of openness appears to decrease with income level. The trade of low income countries increased by 55% over the ten year period, middle income countries by 46% and high income countries by 16%. This shows that low income countries are integrating into the world economy the fastest.  East Asia and Pacific is the most open region with total trade equal to 66% of GDP while Latin America and the Carribean is the region integrating fastest. Interestingly, sub-Saharan Africa appears fairly open as trading has increased by 38%. This suggests that perhaps its relatively poor growth performance should not be attributed to trade.

A number of factors have had an important impact on trade and development. Among these are tariffs, transport costs and foreign direct investment. The first two have a direct affect on prices and the third has an indirect effect on prices via costs of production. All are examples of protectionism.

(i) Protectionism

Protectionism has long been one of the most powerful inhibitors of trade. This is what protection is designed to achieve. It has caused international conflict and even wars, and has had a huge influence on policy. Economists are virtually unanimous that protection benefits neither those being protected nor those against whom protection is aimed. But even today there is strong resistance to this from the public and politicians. 

The economic argument is simple. Even if a country can produce something cheaper than another country (absolute advantage), it may be able to produce something else even more cheaply. Given scarce resources, it may therefore be beneficial in terms of costs for consumers in both countries if each country specialises in supplying the goods and services that they produce most cheaply (comparative advantage), even if the other country could produce it more cheaply.  In practice, of course, small differences in products tend to result in more than one country supplying a commodity. Even so, this is a powerful argument. It applies particularly to agricultural products and has great relevance for the EU’s agricultural policy, one of the world’s more highly publicised abuses of openness of trade. 

Protection usually is for the benefit of the producer over the consumer. The aim is usually to secure income levels and employment. Perhaps the best-known example of the former is agricultural protection in the nineteenth century. Supplies of grain from abroad caused the corn laws in the UK from 1815-1842. This resulted in higher and more volatile corn prices in the UK. Supplies from the new world and Russia in the 1870’s caused land prices to fall in Europe. This brought a protectionist response and led to mass emigration from the old to the new world. 

Another argument in favour of trade barriers is to protect infant industries. It was used by the US in the middle of the nineteenth century to defend high tariffs on manufactured goods, and is currently used by China and India. This is a difficult argument to assess. It is clear that it has little merit in the short run as it causes higher prices. The question remains about whether it brings benefits in the longer run. The problem is that there may be large set-up costs in the short run. These have to be set against the longer-term benefits. In principle, and in the absence of uncertainty and capital controls, high set-up costs should not deter private investors from undertaking the development. In practice, an unwillingness to bear the uncertainty without government sharing the risk, and a lack of access to capital markets may prevent entry into a market. Since much of the uncertainty results from being unable to compete with lower price competition, it is tempting for government to agree to protection.  In effect, current tax payers are then subsidising the benefits to future tax payers. 

(ii) Tariffs

Trade protection can take many forms, from simple tariffs, to quotas, to trade preferences (e.g. most favoured nations and trade blocs), to satisfying quality characteristics. The former raises price directly, the others raise price by reducing supply.  All inhibit trade. 

Clemens and Williamson (2001) report that the world average tariff rate was around 12% in 1865, rose to 17% in 1910 and 25% in the 1930’s, was around 15% after WWII until the 1970’s, and fell to 8% in the late 1990’s. Tariff rates for individual commodities and countries differ considerably from this. Table 4 gives some examples. We note the fall in tariffs over this ten-year period and the high tariffs in India both for agricultural and manufactured products.

Table 4. Tariff rates

	
	Average tariff
	Primary products
	Manufactured products

	
	1989/90
	1999/2000
	1989/90
	1999/2000
	1989/90
	1999/2000

	Bangladesh

India

US

EU
	106.6

79.0

5.6

4.1
	21.3

32.5

4.0

2.4
	79.9

69.1

3.7

8.7
	24.1

30.9

4.3

4.6
	110.5

80.2

6.0

2.7
	21.0

32.8

4.0

1.8


Source: World Bank Development Indicators 2002

We also note the effect of the EU’s agricultural policy on the EU’s primary product tariff. The aim of this is to protect farmer incomes, especially in France and Germany, by preventing cheaper produce from the rest of world competing with European production. It is clear that this policy involves a straight trade-off between the interests of the general European consumer, who faces high food prices, and the European farmer. Moreover, it is the largest farmers who benefit most as about 80% of total EU aid goes to the largest 20% of farmers
. 

Although agriculture generates a relatively small share of EU output, it has been estimated that a 40% liberalisation of trade would have the equivalent effect of a 40% liberalisation of manufactured tariffs
. If the effects of this policy were confined to Europe then it would remain a domestic political choice, but it does not. It hugely restricts agricultural exports from developing countries and is a legitimate issue in the globalisation debate. 

The good news is that not every European country supports this policy and that a planned reduction in agricultural tariffs is being phased in. A major concern is that this could lead to a de-population of the countryside as, for example, in the UK where agriculture has been less than 1.5% of total GDP for the last 30 years. This is part of the growing concern for the rural environment. Increasingly, farmers are being regarded as the custodians of the countryside rather than its exploiters. There are, however, other ways of supporting farm incomes. Direct subsidy by the general tax-payer to maintain the environment for all is the obvious way forward in return for lower food costs and higher incomes in developing countries. Given how small the agricultural sector is in these economies, it is surprising that so far European politicians have tended to favour the farm vote over those of the consumer.

Economic theory says that the benefits of lowering tariffs are such that it pays a county to do so unilaterally. In practice, however, countries are willing to reduce tariffs only if others do so too. This has led to a series of international negotiations on tariff reduction: the Kennedy round, the Uruguay round and currently the Doha round. To increase their bargaining power, countries often act as a bloc. The EU and the Cairns bloc of Asian and Pacific countries are examples. The negotiations are conducted under the auspices of the World Trade Organisation (WTO). A familiar complaint heard in the globalisation debate is that it is the WTO that is at fault in not reducing tariff barriers. In his evidence to the House of Lords, Mike Moore, then Director General of the WTO, explained that this was a misconception of the role of the WTO. The WTO is unable to impose tariff changes. It acts simply as a go-between, or facilitator, in the negotiations. It tries to bring the parties together, but cannot force them to adopt any particular policy. The blame, if blame there be, lies with individual countries.

Figure 2. Estimated gains from liberalising all merchandise trade by 2015

Real income gains ($bn at 1997 prices)
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Increasing access to foreign markets, especially those of high income countries, is one of the main ways of assisting the development process for poorer countries. This lies behind the slogan “Trade not Aid”. Not only does this benefit developing countries, it also benefits developed countries. Nonetheless, a common criticism heard in the globalisation debate is that through trade barriers the rich countries are hindering the development of poor countries.

Figure 2 provides some surprising evidence on this issue. It gives an estimate of the total real income gains for low and middle income countries (LMICs) and for high income countries (HICs) from liberalising all merchandise trade by 2015. The most striking finding is that the main benefits would come to LMICs from their own liberalisation, not from liberalisation by HICs. Whilst there are benefits to LMICs from other countries (mainly HICs) liberalising, these amount roughly only to an extra 28%. The message from this is clear: it is not protection by rich countries that is the main problem for LMICs, but  their own protectionism. This is not to say, of course, that more liberalisation by developed nations would have no benefits to developing countries, or that dismantling the EU’s agricultural policy would have little benefit to developing countries.

Despite this evidence, it has been claimed that the trade-round negotiations have been harmful to developing countries. The former Chief Economist of the World Bank, Joe Stiglitz, told the House of Lords that after the Uruguay round the World Bank concluded that sub-Saharan Africa would be worse off because the market for goods for which they had comparative advantage were not being opened up to them. The new Director General of the WTO, Dr. Panitchpakdi, agreed, saying that developing countries were looking for more benefits - market access for agricultural products and reductions in interventions and subsidies - as a result of the Uruguay round, which they did not get in the end, but they had to bear the burden of respecting intellectual property rights (TRIPS) which benefit developed countries. These arguments imply that the unilateral removal of trade barriers do not benefit all countries. However, it is not clear that this is correct. What does emerge from this is that the developed countries may have benefited more than the developing countries. If so, this is a valid criticism of developed countries and their attitudes to the trade rounds, but not an argument against global development.

Recently, after three years of frustration, it appears that progress in cutting trade barriers is now being made again by the WTO, and that concessions on agricultural protection by the EU have played a significant part in this. In November 2001, two years after the collapse of the Seattle conference and its disruptions, the WTO launched the Doha round of trade talks. In September 2003 the WTO conference in Cancun ended in disarray after a group of twenty important developing countries that included Brazil, China, India and South Africa mounted an unprecedented challenge to the US, the EU and Japan over agriculture and investment rules. In August 2004 the WTO put the Doha round back on track by announcing agreement on a framework to end export subsidies and tariffs on farm products and cut import duties across the world. A significant factor in this progress was the isolation of France in opposing agricultural reform and the acceptance by the EU of the need to cut the €40bn a year grants to EU farmers. 

(iii) Transport costs

A feature of trade patterns is that more trade takes place between countries that are geographically close. However, over the centuries, falling transport costs have proved a huge stimulus to trade and have resulted in the development of trade on a world scale. In the eighteenth and nineteenth centuries falling shipping costs were central to the development of the European trading nations, especially the UK, the Netherlands, Spain and Portugal. As they roamed the world for new sources of supply and for new goods, this reduced prices and also provided additional income for the exporters. In the twentieth century the falling cost of air transport has intensified this process. Transport costs have affected mainly trade in goods. In the twenty first century, we are already witnessing that electronic communications are affecting trade in services. The out-sourcing of call centres is an example. If falling transport costs have increased trade, then trade has also led to falling transport costs due to economies of scale. This is another example of the fact that development is a process.

Capital markets

Financial capital plays a crucial role in the development process and is major issue in the globalisation debate. Borrowing in domestic financial markets to finance investment and increase the stock of physical capital is a key feature of economic growth. And where domestic savings are not adequate, as in many developing countries, borrowing from abroad is necessary. This is often done by a third party, domestic banks, who then make loans to domestic investors. Governments are also heavy borrowers, typically through sales of debt. The other principle source of financial capital is foreign direct investment (private investment in business enterprises) mainly for the purposes of acquisition or new investment in existing businesses. Table 5 reports data on global capital flows in 1990 and 2000 for these categories.

Table 5. Global financial flows ($bn)

	
	Net private capital flows
	FDI
	Portfolio investment 
	Bank lending

	
	1990
	2000
	1990
	2000
	1990
	2000
	1990
	2000

	World
	-
	-
	200.0
	1168.0
	-
	-
	-
	-

	Low income
	6.6
	4.6
	2.2
	6.6
	0.6
	5.3
	3.9
	-7.3

	Middle income
	35.9
	221.3
	21.9
	160.1
	3.4
	62.4
	10.6
	-1.3

	High income
	-
	-
	175.8
	1001.3
	-
	-
	-
	-

	East Asia & Pacific
	19.4
	65.7
	11.1
	52.1
	1.5
	29.2
	6.8
	15.6

	Lat. America &  Carib.
	12.6
	97.3
	8.2
	75.1
	1.3
	14.4
	3.2
	7.9

	Middle East & N.Africa
	0.4
	1.1
	2.5
	1.2
	-0.1
	1.3
	-1.9
	-1.5

	South Asia
	2.2
	9.3
	0.5
	3.1
	0.3
	7.0
	1.4
	-0.8

	Sub-Saharan Africa
	1.3
	7.1
	0.8
	6.7
	-0.0
	1.9
	0.5
	-1.5

	US
	-
	-
	48.5
	287.7
	
	-
	-
	-

	EU
	-
	-
	58.5
	401.9
	
	-
	-
	-


Source: World Bank Development Indicators 2002

Net private capital flows consist of private debt and non-debt flows and includes commercial bank lending which is also reported separately. FDI is net investment flows to acquire a lasting management interest in an enterprise. Portfolio investment is the sum of bond and equity flows. 

These data show a considerable increase in capital flows to developing countries. Private capital flows have increased from around $44bn in 1990 to $257bn in 2000, while official flows have decreased from $57bn to $39bn. FDI has become the major form of international finance for developing countries, accounting for about 70% of private capital flows in 2000. Mergers and acquisitions, especially resulting from the privatisation of public companies, were the most important component of FDI. 

There are also less encouraging aspects of these data. It will be noted, for example, that 86% of world FDI went to high-income countries in 2000, and this is virtually the same as 1990 when it was 88%. In other words, although world FDI has grown in nominal terms between 1990 and 2000 nearly six-fold, the share going to developing countries remains roughly the same. Further, the four largest recipients of FDI (Argentina, Mexico, Brazil and China) received more than half the total FDI going to developing countries. This implies that most developing countries receive little FDI.

The main incentive for foreign direct investment is, and has always been, the opportunities for high rates of return on capital. This was, for example, the main reason for the huge British investment in railways in the US in the nineteenth century. Rates of return tend to be largest in developing countries and these are often due to the exploitation of natural resources. On the other hand, the risks of investing in developing countries are also higher. A component of the higher returns must, therefore, be regarded as reflecting risk premia. 

Even for government debt the global sovereign spread in 2000 was about 10%, and the corporate spread must be added to this. For example, in recent years Russia has been a popular destination for investment. Many of these investments have proved highly risky. Default, and the threat of default, on government bonds caused the enormous and highly publicised crisis at Long Term Capital Management. And most recently political factors have brought the financial viability of huge trading companies like Yukos into question. The better risk characteristics of investment in high income countries is an important factor in explaining the high level of FDI in high income countries and is an offset to the lower returns. The general lack of domestic stock markets in developing countries, and hence poor liquidity, is a further disincentive to invest as it is difficult to sell a business.  

Witnesses to the House of Lords were particularly keen on FDI, even those from developing countries. Tito Mboweni, Governor of the South African Reserve Bank, in answer to the question of whether FDI had exploited South Africa or assisted development, responded that without doubt it had been of benefit. Yilmaz Akyuz, the Director of Globalisation and Development Strategies at UNCTAD, went further. He said it wasn’t sufficient for trans-national companies to employ unskilled labour in developing countries, what was also wanted was their technology and the establishment of links with domestic industry.

Portfolio investment in developing countries is not large. Such investment is partly to achieve high returns, but also to spread risk. If risks are high and liquidity low then risk management is unlikely to be a major factor in portfolio investment in developing countries. However, even among developed countries, there is too little diversification of portfolios. This is known as the home bias problem. 

A discussion of capital flows would not be complete without a reference to the various financial crises that have occurred in recent years. The most notable are the Asian crisis and the debt problems of Argentina, Brazil and Mexico. The Asian crisis was caused by domestic banks accumulating large short-term liabilities in foreign currencies (i.e. borrowing short term in dollars), and lending long-term in domestic currency. This appeared to be helpful to domestic businesses as banks were able to provide more loans and at a lower cost than would have been possible had firms borrowed directly from abroad. However, it only required a relatively small depreciation of domestic currency, and hence to the cost of borrowing from abroad, to threaten their solvency. The result was that the banks had to foreclose on loans or raise rates. The collapse of confidence and the contagious effects of this precipitated the crisis. There were not dissimilar problems in the case of Argentina, Brazil and Mexico. Short-term government borrowing in foreign currencies and depreciation of the domestic currency caused the threat of default which was only staved off by re-scheduling debt and write-downs.

It has been estimated by the World Bank that the ten largest debtor nations account for 57% of total external debt and heavily indebted poor countries for only 8%. The problem for these countries is that debt service costs are large relative to government budgets. Only three countries (Argentina, Brazil and Indonesia which account for 22% of total external debt) were classified by the World Bank as severely indebted. Their debts exceed 220% of their exports and 80% of their national income. This gives some idea of the difficulties these countries have in meeting their liabilities both in terms of servicing the debt and paying it off. The IMF and World Bank have been searching for a solution to the situation. They have been seeking ways of  encouraging private investors to continue to lend to these countries. The problem is that without lender government guarantees of some form of bail-out in case of actual default, the risks are very high. In the end the cost of bail-out would fall on foreign tax payers. The alternative would be for the borrower to pay correspondingly large, and probably unmanageable, risk premia to provide the required inducements to investors.  Short of writing off the debt, the problem will be longstanding.

One of the arguments in the globalisation debate is that short-term capital flows may destabilise an economy and long-term capital investment. This had led to pressure to impose a capital transactions, or Tobin, tax. In their evidence to the House of Lords War on Want said a Tobin tax “ …is a pivotal issue for our times. The tax is both necessary, in order to deal with the risks of currency crises, and entirely possible, on a practical level.”
  Significantly, there was no support from other witnesses for this. Although it would deter capital flows it is not clear that this is desirable. It would have harmful effects on the ability to hedge risk by discouraging short-term positions, and would make short-term borrowing in a crisis more expensive and difficult. And unless it was introduced globally, which would be next to impossible to achieve, it would put countries that had such a tax at a major competitive disadvantage.

All of this illustrates the dangers for foreign investors in developing countries, and may go some way towards explaining why the share of capital going to developing countries has not increased significantly over the last ten years, despite the potentially high returns possible.

Such is the globalisation of capital markets that the European perspective on these issues is not markedly different from those held elsewhere. One difference is that through long-standing ties arising from colonisation, European countries tend to direct official aid selectively to old colonies. This may affect private capital flows too, though a common language probably plays an important role in this. Nor should it be thought that Europe is immune to movement of businesses and hence capital elsewhere. Recently, Bayer CropScience, DuPont, Monsanto and Syngenta have relocated their operations from Europe to the US partly to take advantage of the more innovative environment for leading-edge science in the US.

Labour markets

It was argued above that increased labour input, as one of the factors of production, generates economic growth. However, an increase in population without a corresponding increase in employment will cause a fall in income per capita, and an increase in employment will be unlikely to raise productivity and hence real wages. It was found that education, by increasing skills (human capital), was a major factor in labour raising the level of income per capita.

There are considerable differences in the population and labour input characteristics of countries, and this does not depend just on the level of development. For example,  the quantity of European labour input has changed little over the last twenty years. The labour force has remained stable (the average annual rate of increase is 0.7%), there is more participation from women (female participation is 76% in Sweden but only 49% in Spain) but average hours of work have fallen - but by about one hour. In comparison, the US has seen an increase in labour input due largely to immigration increasing the population (the average annual increase in the labour force is 1.4%, double that of the EU), hours of work per week are substantially higher than in most Western European countries (38 in the US compared with 27 in Norway and 30 in Germany and Sweden). Population growth rates and labour force participation in developing countries is much larger. In low-income countries the average annual rate of growth has been 2.4%. Hours of work tend to be much longer too (52 in Bangladesh, 46 in India and 53 in Sri Lanka).

One of the concerns often heard in the globalisation debate is the so-called “race to the bottom”, the exploitation of cheap labour and the local environment. Most witnesses to the House of Lords thought that this was over-stated and that where it occurs, it could easily be stopped through domestic legislation that, for example, forbad very low wages or child workers. In other words, foreign companies were not so much exploiting developing countries, as exploiting the lack of protection the laws in these countries gave to their populations.

By way of contrast, another labour issue in the globalisation debate is the harm it is said to do to developed rather than to developing countries. Much has been written recently about the out-sourcing of jobs from high wage to low wage countries. This often takes the form of business re-locating their production. Examples are Japanese investment in lower wage Asian countries, and Western European investment in East European accession countries. This is accompanied by capital flows, and requires not only low wage costs but also a skilled labour force. Out-sourcing is, however, just another way in which costs and prices can be reduced to the benefit of the consumers of all countries.

Looked at in a broader context, the out-sourcing of agricultural production has been occurring since the start of the industrial revolution in Europe in the eighteenth century, while manufacturing production has been in decline in European economies since WWII. For example, in the UK in the 1960s the share of GDP of manufacturing was about 60% whereas in 2000 it is 18% and in the EU it is 21%. In contrast the share of agriculture in the EU in 2000 is 2% (1% in the UK) and that of services is 68% (70% in the UK), a 10% increase since 1990. This has required a corresponding revolution of occupation.

These changes in the structure of the European economies reflect a key feature of the development process. The search for lower costs and the ease of transfer of well-known technologies has over time caused massive changes in the structure of economies. First the development process brings a decline in agriculture as resources are switched to manufacturing, it then causes a decline in manufacturing and an increase in service industries. Many developing countries with their increase in manufacturing and decrease in agriculture are currently going through the stage that the developed countries were in 50 to 100 years ago.

A globalisation concern arising from this is the migration of highly qualified labour from the service industries of developing countries to those in developed countries. This is in response to the increasing demand for such staff in developed countries and the search for higher wages by skilled workers in developing countries. This is particularly relevant for health services, a major growth area in developed countries. The UK, for example, has been notable for employing people from Eastern Europe and developing countries in its service industries. The trend of Eastern European workers to Western Europe has accelerated recently due to the expansion of the EU and the removal of employment restrictions. At the same time, there is continued migration of scientists and other highly educated people from Europe to the US.

Income

The quantity of labour input does not appear to have any effect on economic prosperity or wage income. Average annual labour costs for the period 1995-2000 were, to take a few example, $81,353 in the US, $79,616 in Germany, $61,019 in France, $47,016 in Spain, $37,480 in Argentina, but only $3,118 in India and $1,711 in Bangladesh. Figure 2 also shows that there is little relation between GDP per capita and population size. The US and EU have relatively small populations but high GDP per capita. In comparison, all other regions have a similar GDP per capita no matter their population size. Both the low average wages in India and Bangladesh and Figure 3 show the divide between rich and poor countries very clearly.

Figure 3. GDP per capita ($thousands) against population (bn) by region
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How extensive is poverty?

The presence of large numbers of people in severe poverty is one of the world’s most pressing problems. How can such poverty arise in the midst of economic prosperity? Essentially poor people are missing out on, or denied, most of the benefits of the development process.

Two headline measures of economic poverty are the proportions of the population with incomes below $1 a day and below $2 a day. It has been estimated that in 1950 54.8% of the world’s population had incomes below $1 a day and 23.7% in 1992. This consists of about 1.2 billion people. The corresponding figures for $2 a day are 71.9% and 51.3% (the data are inflation adjusted). Although poverty is declining, it is still considerable in some countries. To take the worst case, in 1994, 73% of the population in Mali were below $1 a day and 90.6% were below $2 a day. The corresponding figures for India in 1997 were 44.2% and 86.2%. In the World Bank’s World Development Indicators for 2002, 48 countries were reported to have more than 10% of their population below $1 a day and 52 countries had 10% of their population below $2 a day.  The fact that doubling the income level does not change the number of countries very much suggests that the divide between those in poverty in these countries and those that are not is considerable. Put another way, there appears to be substantial income inequality, even in developing counties. The problem of poverty is, therefore, not just the responsibility of high-income countries.

Average annual labour costs give another basis for comparison. For example, for the period 1995-2000, they were $81,353 in the US, $79,616 in Germany, $61,019 in France, $47,016 in Spain, $37,480 in Argentina, but only $3,118 in India and $1,711 in Bangladesh.

The cost of reducing poverty

Extreme poverty only affects around 2 or 3 billion people. The cost of aid to these people is therefore trivial in terms of the national incomes of the developed nations. In 2000, the total official aid from these nations is estimated by the World Bank to be 0.26% of their total national income, or $60bn.  The US gives only 0.12% of its national income, while Denmark gives 1.16% and most European countries give around 0.36%. An extra $1 a day to the 3m poorest would therefore raise world aid by $3bn (ignoring costs), or by 5% of current aid. This would make total aid only 27.3% of world national income. This is a trivial sum and well within the measurement error of GDP for virtually every developed country. 

Given that the sum involved is so small, it seems unlikely that size is the problem. One of the main difficulties with aid is getting it to people who most need it. Many of the countries with extreme poverty also have large inequalities between rich and poor, which is a further indication that lack of financial resources alone is probably not the issue. Poor governance in these countries, and even corruption, seems to be a major factor. Based on an evaluation of the last five years of the World Bank’s activities, its internal auditor, in a report in July 2004 concluded that the Bank should steer clear of lending to countries where it has little knowledge of local conditions or where there is a poor policy environment
. Similar concerns will also apply to aid.

Globalisation within Europe

The discussion so far has related almost entirely to the development process and to globalisation concerns as they apply world-wide. Europe’s position is similar to most other developed nations. As Europe is comprised of a high proportion of the developed countries, the general comments are especially apposite for Europe. With the formation of the European Union, Europe itself has been involved in one of the world’s largest globalisation projects since WWII. Initially involving only high-income countries, recently it has absorbed a number of middle income countries from Eastern Europe. The globalisation debate has therefore come closer to home in Europe.

Many of the problems that have been mentioned above have arisen in this unification process. In the initial stages the high-income countries focused on creating a single market for goods, services and capital. This entailed removing internal barriers to trade and capital controls. The result has been greater trade between European countries and higher capital movements. It is nonetheless interesting that labour mobility, cross-country mergers and acquisitions, and inter-country banking have remained low or minimal. This gives some idea of the impediments and resistance to globalisation. The EU has been focusing on harmonising governance and monetary and fiscal rules in order to promote integration, but has faced considerable opposition from a number of European countries, especially those least central to Europe geographically. Their argument is that the removal of barriers to trade is sufficient on its own to reap most of the benefits of globalisation.

 The new “accession” countries from Eastern Europe have brought many of the existing problems into sharper focus. Mainly agricultural nations, possibly also with a manufacturing tradition and a skilled labour force, but with low real wages, the accession countries are seen as a threat to jobs in many high-income European countries. Equally, the accession countries, whilst happy to receive inward investment, are wary of the loss of newly acquired sovereignty this might entail. Thus both the high-income and, from a different direction, the accession countries face nearly all of the concerns raised in the globalisation debate, but within the boundaries of the EU. It remains to be seen how quickly integration takes place in a situation where there is a will to succeed.

Concluding comments

Starting from the proposition that economic development has been the basis of increased individual prosperity over the centuries, I have tried to show that globalisation is a necessary consequence of this. The issue therefore is not whether globalisation is bad, for it is essential, but what harm it may do, how this happens and whether these undesirable aspects can be ameliorated. It is clear that globalisation spreads the benefits of economic growth around the world. It also incontrovertible that some countries have benefited more than others, and there are major inequalities between peoples in different countries. To a large extent these are maintained due to the different starting points and endowments of countries.

One of the more benign predictions of economics is that output per head in developed and developing countries will show a tendency converge over time. Unfortunately, whilst the time horizon of the catch-up has proved to be remarkably quick for some countries, it has been slower or non-existent in others. The evidence indicates that country inequality has been increasing, not decreasing. However, as the two countries with the largest populations have been growing very rapidly, world inequality has been declining. In general, high population growth increases poverty, but higher income tends to slow population growth.

Even so, catch-up is an important feature of the world’s economies. Where it has occurred, it is due to developed countries pursuing their own self-interest. In striving for greater prosperity, firms seek to increase their competitive advantage by innovating and reducing costs. This results in a search for new and cheaper sources of supply, and new markets for exports. This has caused the richer nations to trade with the poorer nations to everyone’s ultimate benefit.

 The changes that this brings in its train are often strongly resisted. These range from the cultural homogeneity brought about by efficient communication in a common language, to life-style changes from the land to the factory and from the factory to the office and service industries. The globalisation debate tends to focus on the downside of the development process. It is clear that many of the issues raised in this debate are legitimate sources of concern, but many are unfounded or mistaken. Some of the problems are due to the behaviour of the developing nations, others are caused by the developing countries themselves.

The principle concern must be to eliminate severe poverty. Most of this is in developing countries with high levels of inequality. The problem is not the cost of raising the incomes of the poorest as they are not as numerous as one might think, and aid levels are quite low in developed countries. A few billion dollars a year is all that is required which is well within the measurement error of many countries’ GDP. The problem is how to get the aid to them. 
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