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GLOBALIZATION


The question of how globalization affects income inequality and poverty is extremely complex and has no simple answer.  The statements "globalization increases poverty" and "globalization reduces poverty" are both commonly heard in the public debate and both are absurd.  It all depends on the circumstances of particular countries, time periods, and policies.  Unfortunately, that in itself is an empty statement…"Everything depends on everything" is pretty useless.  So we need to establish a framework for thinking about at least the broad implications of globalization for poor people.  I should be clear at this point that I focus on economic factors.  The fact that economic structural transformation has impacts on the viability of villages and cultures, with strong sociological implications, lies outside the scope of this discussion.  All I will say about it here is that whether the disappearance of traditional economic activity is a good thing or a bad thing is not altogether obvious.  Not many opponents of globalization actually take the time to ask poor people if they like working in subsistence agriculture or in street activities.


Back to the economics.  We need to start with a brief review of globalization and its potential impacts.  Here is an outline.


Globalization is the process of increasing interconnections between national markets (or even local markets) associated with falling barriers to trade, investment, and technology flows.


The sources of globalization include: (1) declining transport costs associated with improvements in technologies for communications, monitoring international activities, and moving goods; (2) falling trade barriers, such as tariffs, export taxes, quotas, restrictions on FDI in goods and services, and so on; (3) more recently, the tendency to harmonize such regulatory policies as safety standards, intellectual property rights, and financial regulation.  (But note also that because these are mainly policy variables to some extent they are also the effects of globalization.)


The channels of globalization include: (1) trade in goods; (2) trade in services, especially producer services; (3) foreign direct investment (FDI) by multinational enterprises (MNEs); (4) international financial flows; (5) licensing and other forms of trade in knowledge and technology; (6) migration of workers.


The impacts of globalization are complex and controversial.  Among the major ones we would list: (1) a movement toward equalization of commodity prices; (2) a (highly qualified) movement toward convergence in per-capita incomes; (3) a movement toward equalization of real factor prices; (4) shifts in output mix to reflect comparative advantage; (5) growing access to sources of technology; (6) improved quality and range of choices in products for use by consumers and firms; (7) a complex mix of increased competition and growing concentration among firms; (8) changes in inequality; (9) changes in the incidence of poverty.


There are also possible indirect impacts of globalization, which are even more complex and controversial.  Among these we would list: (1) increasing stress on the use of environmental resources; (2) increasing interactions among peoples of different national backgrounds, with implications for health, culture, and so on; (3) greater flows of information about such items as poor working conditions and child labor; (4) tendencies toward harmonization of standards on stronger levels, not weaker.


We'll get a chance later to consider some of these processes by looking at trade and the environment.

WHO ARE THE POOR?

Poverty is the outcome of a long list of economic, geographic, political, demographic, sociological and cultural factors that disfavor particular segments of society.  (If you'd like to read quite a good study of the nature of poverty and its problems in poor countries, try the World Bank publication Voices of the Poor.  I think some of it is available on their website: www.worldbank.org.)  Any of these issues could support a semester-long course but here is a brief overview of some.  You will see that these factors are not easily characterized or separated.

ECOMOMIC FACTORS

The poor tend to be: unskilled (at least for formal-sector jobs); lacking formal education; engaged in part-time, sporadic work; engaged in subsistence agriculture or informal-sector work; lacking access to credit markets; unable to own property (or unable to convert their property into capital); lacking access to health and sanitation services.

GEOGRAPHIC FACTORS

The poor tend to be: a long way from markets; lacking access to transport infrastructure; and live in small market areas.  (Note landlocked countries have a particular problem with poverty, but remote areas within any country tend to be poor.  Remote, small island states also have a severe problem.)

POLITICAL FACTORS

The poor tend to be: located in countries with little effective political competition; vulnerable to corruption; voiceless in terms of legislation or access to protection of rights.

DEMOGRAPHIC FACTORS

The poor tend to be: young; members of large families; women and girls.

SOCIOLOGICAL AND CULTURAL FACTORS

The poor tend to be voiceless and suffer: discrimination; ostracism; related practices that make economic mobility difficult.


If we take these as important contributing factors to poverty, it follows that relaxing these constraints can reduce poverty.  This is a ridiculously over-simplified statement, of course.  Reforming these problems is a hugely difficult task, takes a long time, and they are interrelated.  For example, trade liberalization may not withdraw many people from the informal sector into the modern wage-earning sector if there are restrictions on entering those job markets or if the government is corrupt and liable to tax away their income gains.  Similarly, instituting stronger property rights may not be effective in a setting where credit markets are risky and non-transparent.  Note the obvious implication: claiming that more or less openness to trade is good or bad for poverty makes little sense on its own. 

GLOBALIZATION IMPACTS ON POVERTY


But at least let's think about the roles of globalization (trade and FDI liberalization) here.  I don't begin to claim that this framework covers all the relevant issues but at least it gets most of the economics together.

1. Impacts of Price Arbitrage
Globalization is the process of integrating markets.  A central feature of that integration is that prices tend to move together by virtue of competition.  Prices of imported goods fall and prices of exported goods rise, at least relative to each other.  This is a real phenomenon.  For example, when Vietnam decided in the early 1990s to eliminate its quotas on rice exports, the volume of rice trade nearly tripled while the domestic price of rice increased by over 40% (paper by Edmonds and Pavcnik, 2001).  Sounds bad if you're a rice consumer.  But it's good news if you produce and sell rice and  a great many people in poverty in Vietnam are rice farmers.  Vietnam's poverty rate plummeted in this period (see figures in GGP and Oxfam).  

Now the interesting question is how this price arbitrage in goods affects incomes and consumption possibilities.  Here are some hypotheses:

A. Stolper-Samuelson Effects.  We know from our trade theory that more exposure to trade tends to raise the real incomes of abundant factors and reduce the real incomes of scarce factors.  In short, trade in goods and services is a substitute for trade in factors.  In poor countries with abundant unskilled labor, we would anticipate that globalization would be a force for reducing inequality by raising the real wages of the unskilled.  The evidence is that over long periods of time in countries with reasonably competitive markets, this impact does emerge in liberalizing countries.  The most prominent examples are in East Asia (Korea, Taiwan, Malaysia, Thailand, and now China).  Others include Costa Rica, Mauritius, Morocco, Egypt, Spain, Chile, and Mexico.  The process generating this outcome is an expansion in output of labor-intensive goods (textiles, toys, luggage, electronics, etc.).  Working conditions in these jobs may be really awful.  The incomes they generate are almost always unambiguously higher than the available alternative jobs could produce.  I should also point out that in largely agricultural economies the traditional policy of high trade protection to promote industrialization has severely penalized farmers while doing little for urban consumers and workers.  Trade reform under these circumstances can dramatically reduce poverty.

B. Specific-Factor Effects.  In essence, the SF model says that if you are a specific factor (eg, a specialized kind of capital or skilled labor) in an expanding sector, your real income rises.  If you are a specific factor in a declining sector, your real income falls.  This is clearly a problem for landowners in agricultural importing countries (and explains why it is so hard to liberalize agricultural trade in rich countries).  This process is likely contributing to rising poverty among corn farmers in Mexico, who find themselves selling land at low prices (or simply departing it).  In general terms, since skilled workers and landowners tend to have more specific factors (in the short run) and unskilled workers tend to be more mobile, we find that wealthy individuals in export sectors are gaining from trade liberalization while wealthy individuals in import-competing sectors are losing.  Of course, these are often the same people. As for unskilled workers, the adjustment can be painful (see below) but over a period of years they tend to be better off in developing countries.

C. Globalization when the Economy is Severely Distorted.  Later in the course we will discuss the impacts of trade when there are other distortions (environmental problems, corruption, etc.) in the economy.  The only general rule is that there are no general rules: in theory economies can gain or lose from free trade in such circumstances.  Economists tend to believe that the efficiency gains from trade (and especially the dynamic gains; see below) outweigh the losses caused by the distortions.  There is considerable evidence, for example, that opening internal and external markets in China and Poland have brought far greater productivity to those economies compared to the prior regimes.  In China's case much of the dramatic decline in poverty is associated with higher agricultural prices (and greater farm incomes), which came from freeing up controlled prices. But much also came from the expansion of labor-intensive exports, which has drawn many people into the cities and generated urban unemployment.  It has also greatly widened income disparities between rural and coastal areas.  Perhaps the most spectacular problems exist in places like Russia, the Ukraine, and much of sub-Saharan Africa (SSA).  Market deregulation and trade liberalization in those countries so far has essentially permitted the well connected to increase their control over key sectors of the economy, with damaging impacts on poverty.  In much of SSA the problems stem from corruption and civil wars.  Trade has an impact where policy and infrastructure exist (Lesotho is rapidly expanding its exports of clothing to the US under terms of the African Growth and Opportunity Act) but can be a negative factor where declines in commodity prices are pushed through to farmers. 

D. Impacts on the Informal Economy and Services.  Production in the informal sector and most services is not traded internationally.  As a result there are few direct impacts of trade liberalization on those sectors.  But there are indirect effects through labor markets and demand.  Informal sectors in East Asia (except Indonesia, Vietnam, Cambodia, and Laos) have contracted to small levels as resources have been allocated to manufacturing for exports.  This is consistent with rapidly falling poverty rates.  

E. Impacts on Consumer Prices and Variety.  One of the little-known secrets about trade barriers is that they tend to be highly regressive (that is, poor people pay a greater share of their income in tariffs and higher prices of goods protected by tariffs).  This finding is common in both rich and poor countries (for the US see the recent report by the Progressive Policy Institute).  Now there are many prices in the consumption baskets of individuals and these prices may be expected to move in many directions.  To the extent that imports (or goods competing with imports) feature disproportionately in consumption, trade liberalization tends to increase real living standards for poor people.  Recent household surveys have discovered this to be the case in India, Vietnam, Chile, and Mexico (for Mexico see a paper in the July 2002 issue of THE WORLD ECONOMY).  Things may not go this way in places where food products are exported and their prices rise.  A final observation here is that openness to imports clearly expands the range of choice available to consumers (though presumably not greatly for poor consumers).  It also expands the range of choice of technologies available for firms, which can raise productivity.

F. What about FDI and Financial Capital Flows?  MNEs are widely criticized simply for being big, though they are also criticized for employing workers under poor and unsafe conditions.  Figuring out which way all of this will go takes some thinking.  MNEs are sources of technology and improved management procedures.  As such, their entry into an economy tends to raise local productivity and wages.  While this is generally true we would like to know if this knowledge and higher wages spill over into other sectors.  Such spillovers don't seem to happen in extractive industries (mining, oil) and are limited in labor-intensive sectors.  They do seem to diffuse knowledge in higher-technology sectors, especially through buying inputs from local producers.

Why do MNEs pay higher wages?  They tend to be export-oriented and require workers with skills (or need to train them) to produce to world standards; they need to pay these workers a premium to avoid their leaving the firms; they have production techniques that establish higher productivity.   The evidence that MNEs pay a wage premium in poor countries is deep, broad, and incontrovertible; the premium is as much as 25% (see recent book by T. Moran).  MNEs also tend to establish plants with better working conditions than are available in the local economy, though not always.   

Any downside to MNEs?  Because they are large and generally more efficient they may drive out local competitors.  This is not necessarily bad in a resource-allocation sense but can cause adjustment problems.  And the promise of higher-paying jobs can attract an excessive amount of labor to urban areas, increasing unemployment and informal production.

Financial capital is quite different.  Openness to inflows of capital can bring strong benefits in terms of access to capital markets and lower costs of capital.  However it also permits capital flight, which can be damaging.  And high volumes of capital flows when local capital markets are weak, not transparent, and poorly regulated can generate cycles of rapid expansion and contraction.  As you might guess, when an economy enters a recession/depression the hardest hit are the poor.  I would say the jury is out on the net impacts of financial capital on poverty.

G. Agglomeration Effects.  There is considerable discussion of this in GGP and Oxfam.  Agglomeration refers to the process in which economic activity becomes concentrated in a particular location (that's why we have cities).  Good examples are Silicon Valley (information technology), the U.S.-Mexico border (electronics), and Shanghai (textiles and finance).  Agglomeration exists because of increasing returns to scale associated with being near your competitors and/or suppliers.  Often high-technology sectors locate near universities to have access to technical skills, for example.  Other sources of agglomeration can be physical amenities, proximity to ports, and an abundance of designers.  Agglomeration can rapidly reduce poverty in those areas where activity concentrates (though it also can make unemployment worse).  It can rapidly expand poverty in remote areas that are far from markets and lack skills. It is quite likely that trade liberalization expands pressures for agglomeration, which can be a source of international divergence rather than convergence.  Consider how electronics or cars are made, for example.  There are several stages of production that can be separated across borders but the need for information flows and rapid delivery tends to establish centers of production, sometimes in just a few countries.  Those countries and localities that fail to be linked to these "supply chains" can be squeezed out of markets for a long time.  One big challenge of development economics is finding ways to expand access to these chains.

H. Growth and Dynamic Impacts. It is fair to claim that trade liberalization generates a number of important dynamic impacts on an economy.  To the extent it expands markets and opportunities, people and firms are more willing to invest in capital and education, which has positive impacts on employment and poverty.  

HOW COULD RICH COUNTRIES IMPROVE PROSPECTS FOR REDUCING POVERTY IN POOR COUNTRIES?


This is a virtual no-brainer.  If Europe, Japan, and the U.S. would open their markets to agricultural goods even marginally (say 30% more than now) the impacts on agricultural incomes in poor countries would be in the hundreds of billions of dollars annually (dozens of studies find these kinds of outcomes).  Here's an example: it is estimated that EU and U.S. protection against sugar imports (and the EU's practices of subsidizing sugar exports to poor countries) cost sugar farmers in developing economies around $30 billion per year.  That is in the same ballpark as the annual flows of development aid to all developing nations.  


Opening textile and apparel markets further is also important.  Such quotas are scheduled to disappear in 2005 but there are concerns that the U.S., EU and others will offset the reduced protection by using anti-dumping tariffs.  So a commitment to limit the use of anti-dumping would also help reduce poverty.  


The one thing developed countries should emphatically not do if they are truly interested in reducing poverty is set up a system in which the U.S. or EU could impose trade barriers against exports of countries with weak labor standards.  
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