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Introduction 

Globalization is not a recent phenomenon. The world has witnessed successive waves of globalization, sometimes interrupted by periods of relative isolationism. In fact, some observers have taken a very long view
, recognizing that globalization occurred as far back as when the Ottoman empire expanded into Europe, or when the Iberian powers conquered the Americas. Certainly, such episodes involved many of the features we associate today with the idea of globalization: diffusion of technology, substantial migration, the fusion of cultures, and an expansion of trade to name a few. 

By contrast, other observers have emphasized the differences between the current wave of globalization and earlier episodes, with some concluding that we are living under a new paradigm. Thomas Friedman for one has saluted globalization as a new world system, dating its beginnings to the fall of the Berlin Wall.
 This difference of view is important. Has there been a qualitative threshold change in international economic relations that signifies a new stage in the evolution of the global economy? To answer this question, one would need to look, not only at historical patterns, but also at the nature of the present international integration process. We will take these two tasks in order, and then turn to the implications of globalization for public policy.

Past waves of globalization

A number of interesting papers have recently explored the rise of globalization during the century before World War I.
 During that time, falling shipping costs reduced the natural barrier of distance, contributing to a rise in merchandise trade to levels comparable to today and also facilitating the emigration of thousands of European workers and their families to other continents. It has been estimated, in fact, that towards the end of the nineteenth century, over 1 million people migrated to the Americas every year.

The interwar years saw a backlash against integration. In the political arena, this included the debacle of the League of Nations, and in the United States, the passage of the National Origins Act of 1924, which introduced generalized barriers to immigration. The world depression led to the imposition of barriers to trade, such as the infamous Smoot-Hawley Act. Trade and migration fell, politics turned inward, and financial markets were repressed and retooled as instruments of industrial policy.

A new wave of globalization started after the Second World War. This wave was characterized by a significant expansion in international trade and by increased income levels throughout the world. Indeed, in  the second half of the twentieth century, world GDP in real terms grew at an average annual rate of 4 percent. Multilateral organizations, such as GATT and the IMF, contributed to this trend, helping countries to see integration as a two-way street, and providing a safety net for countries embracing openness.  

This wave of globalization was also characterized by the expansion of multinational corporations (MNCs), beginning in the 1960’s. This type of corporation was not a new phenomenon, as the story of Standard Oil exemplifies.
 But the expansion of MNCs since WWII has been dramatic. To illustrate, U.S. direct foreign investment abroad, which had hovered around 6 percent of GDP through the first six decades of the 20th century, jumped to 20 percent by the mid-nineties.
 This repre​sented a revolution in the organization of corporations, and was often motivated by the desire to work around barriers imposed by culture, language, and even national commercial policies.

In effect, since the early 1990’s, we are living in a new wave of globalization. Its most salient feature is once again a technological revolution. The unprecedented ease with which information can be exchanged and processed as a result of new developments in computer and telecommunications technologies is constantly expanding the range and quality of services that can be traded. The ratio of the world’s merchandise exports-to-GDP recovered to its previous (pre-WWI) peak of 9 percent in the late sixties, and has continued to climb since then. By 1990, this ratio had reached 13 percent. The growing interconnectedness of the world through better and faster information has also stimulated the movement of capital across countries. Thus, the stock of foreign assets was equivalent to 57 percent of world GDP in 1995, considerably above 18 percent, which had been the peak during the previous wave of globalization early in the 20th century.
 Manuel Castells, a noted sociologist from Berkeley, sums up well the widespread view of the engine powering this new economy: “the fundamental source of wealth generation lies in an ability to create new knowledge and apply it to every realm of human activity by means of enhanced technological and organizational procedures of information processing.” 
 

Hecksher-Ohlin-Samuelson: another vantage point for understanding globalization

From a theoretical perspective, the Hecksher-Ohlin-Samuelson model of trade still provides useful insights on the globalization process. The model starts with the idea of an integrated world economy.
  In such an economy there are no national boundaries or frictions of any kind to the movement of goods and factors of production, and some well-defined conditions such as price-taking behavior, convex technologies, and perfect information are assumed to hold. The general equilibrium for such a world is a set of prices and outputs satisfying the first theorem of welfare economics for the world as a whole. Then, the following question is posed: if there are boundaries between countries that completely restrict the movement of factors, can free trade in goods reproduce the equilibrium outputs and prices from the integrated world economy? 

The answer, a qualified “yes,” is often expounded with the aid of an Edgeworth box
 whose dimensions are given by the world supply of factors of production and where each point represents a possible allocation of those factors between the two countries of the basic model. Inside the box, we can find a diamond-shaped area consisting of those national factor combinations that will support, through free trade in goods, the attainment of the integrated world equilibrium. Allocations within that region are characterized by some minimal degree of similarity between countries: they are alike enough in their relative factor endowments that free trade will essentially not induce total specialization in production. Within that region, free trade in goods will result in the equalization of factor prices and thus in the choice of identical production techniques everywhere.  

If we had to draw a point on one such diagram to represent our world at the start of the 21st century, we would draw it outside the factor price equalization diamond, remarking on the inequality in the relative and absolute endowments of factors across countries. Starting from that point, we would note that factors desire to migrate in search of better returns, since goods trade will not obviate the need for factor trade. 

In actuality, goods trade is not fully free, and most factors can move. Moreover, competi​tion and information are imperfect. But, however simplified, this depiction of our world economy already indicates that, despite goods trade, there is a pent up demand for factors to move, and it is for this reason that we have spent some time on it. Globalization is a process that increasingly permits this potential energy to be released through the movement of goods, capital, and even people towards where they can find better returns. In short, economic globalization can be pictured as the evolution of national economies toward the world integrated equilibrium with which we started this presentation. 

Yet, the classical Hecksher-Ohlin-Samuelson (HOS) model makes many demanding assumptions and simplifications that, naturally, do not hold in real life. Yet there are several ways in which the technological change characterizing today’s globalization process is facilitating a convergence toward the conditions assumed in the HOS model:  

· Recent developments in transportation, computer, and telecommunications technologies are increasingly allowing a closer approximation to conditions of perfect information and frictionless adjustment. Search costs for exploring price alternatives are rapidly falling; transaction costs (including shipping), which prevented many production and consumption opportunities from being exploited, are being slashed. And the possibility of production frontiers being explored to maximize the opportunities afforded by relative factor prices is already the norm—with subcomponents of products produced in many different countries.

· Countries have increasingly less scope to introduce policy wedges that distort the basic rates of return to factors of production, particularly with respect to capital, but also to labor.

· Finally, the capacity of countries to pursue autonomous policies limiting or expanding consumption and production alternatives (determining some goods or services to be “illegal” or subject to prohibitive taxes; or conversely, to be heavily subsidized) is correspondingly being reduced. Making nonstandard national regulations “stick” can be costly, engendering smuggling and side trade. Even protecting property rights is now more complex. Under the WTO’s Uruguay round, member countries agreed to a regime of protection of intellectual property rights. However, demand for differentially priced access to treatment of the “diseases of poverty” has become more urgent—witness the pressures on pharmaceutical companies to relax their patent protections and lower the prices of AIDS-related drugs.
 

However, other assumptions of the simple HOS world are harder to maintain in the current wave of globalization, and this points to the need for a broader conceptual framework for understanding that process.

· The speed with which information and capital can move, which as we saw is bringing the law of one price closer to reality, is intensifying the problems associated with information asymmetries. Herding behavior, and the financial “contagion” to which it contributes, are a prime example of the risks facing emerging market countries which have opened their capital accounts. Despite being under close observation, the economies of these countries are particularly vulnerable to decisions of investors who sometimes seem (or need) to be better attuned to other investors’ attitudes than to the particular events affecting the “fundamentals” in these countries. Too often, in fact, the key events affecting these countries are the changes in the way international investors perceive these economies.  Thus, key economic variables are now affected as much by the changes in expectations about their underlying determinants, as by real developments. Expectations of a slowdown or of technological breakthroughs or of profit developments have real effects, independent of whether the event actually occurs. Most important, the speed of reaction of economic agents to expectations has accelerated dramatically in recent years.
· Externalities across national boundaries increasingly cannot be ignored. Globalization increases the density of the media through which economic and non-economic effects can propagate, whether they have a direct impact through markets (as in the case of so-called “pecuniary externalities”) or through other means, as in the case of “technological” externalities. The ripple effects of actions taken in one country on the citizens of others are far greater, as is the speed with which they are felt.
  Externalities can manifest themselves in a number of ways. The most obvious forms emerge from the actions of countries—changes in the economic policy of a particular country or economic developments (actual or perceived changes) can have repercussions on other regions. The recent financial contagion in Asia is an obvious example. But the actions of group(s) of individuals as well can be reflected surprisingly quickly and have ripple effects on other countries; actions can be economic, but can also take place in the political or cultural spheres.
 

· This externality phenomenon is particularly of concern for our global commons.
 The combination of a growing world population and the increased scale of absolute economic development, at current technologies, is resulting in the global commons being increasingly infringed upon. The growing weight of evidence suggests that economic activities in many countries are having a palpable impact on overall global climatic conditions, with important potential future effects on other countries (particularly those in the Southern Hemisphere and the Equator). Some argue that many of these effects may potentially prove largely irreversible within any time frame worth considering. The difficulties involved in coordinating and motivating large numbers of countries to tackle such international spillovers cannot be minimized.

· The current wave of globalization has also increased the size of markets and raised the stakes for the adoption of common standards. In principle, this could allow for increased competition. But such conditions provide a fertile ground for activities with increasing returns to scale, which, although promoting increased productive efficiency, may also foster the emergence and entrenchment of monopolies. Moreover, to provide impetus to further technological advances, temporary monopolies may have to be accepted, requiring the international protection of intellectual property rights. With due qualification, one may still quote Schumpeter, who wrote almost 60 years ago that monopoly, “which looks so restrictive when viewed in the individual case and from the individual point of time,” can be necessary for economic progress.

· The exogeneity of preferences can no longer easily be assumed. Cultural interpenetration is increasingly the norm, with creativity in one part of the world rapidly influencing tastes in others; the export of the entertainment culture of the U.S. is obvious, but the reverse is also true—for example, in 1997 salsa surpassed ketchup as the best selling condiment in the U.S., and not just among consumers of Latin American roots.
 This is, however, not an unadulterated benefit of globalization. Some observers conclude that much discontent, even among upwardly mobile citizens of developing countries, arises from the revolution in aspirations generated by the visibility (many times exaggerated by the media) of the high consumption standards of the wealthier nations of the world.
  The old concern that “supply may create its own demand” may never be more relevant. Indeed, the rapid accumulation of knowledge by corporations (and potentially the government) on the particular tastes and characteristics of individuals (amassed from computerized records of most personal and commercial transactions and behavior) allows unprecedented possibilities for the tailoring of advertising to the situations of particular individuals.

· The forces of globalization are constantly redefining the boundaries of the “local” environment, blurring the previously clear cut definition of which goods and factors are tradable or nontradable. For example, the mobility of the consumer himself has been enhanced by the mass popularity of long-distance transportation, especially by air, increasing the range of traded goods to include more geographically fixed goods and services. In the global economy, Alaska competes with Iceland and Patagonia for the eco-tourist dollars. Just as dramatically, a consumer can engage in “window-shopping” through the internet, comparing prices offered by retailers located in different cities, and inviting bids from providers who want to get his business. 

· The underlying ground rules for the consummation of transactions also appears more fragile in a globalized world. Malcolm Waters
 has noted that globalization involves a “Janus-faced mix of risk and trust,” with individuals extending “trust to unknown persons, to impersonal forces and norms….The fiduciary commitment of all the participants is necessary for the well-being of each individual member.” 

· Finally, a simple reading of the HOS model, starting outside the factor price equalization diamond, could lead to the notion that as factors move in search of better rates of return, nations will converge. However, the evidence suggests this to be only partly the case; previous waves of globalization and in this one, convergence may be said to happen only within small groups of countries; divergence appears far more the norm for the whole set of nations.
 Moreover, the globalization process, propelled by the creation and diffusion of knowledge, has put a special premium on social capability. As Crafts notes, it is “a country’s culture, institutions, and policy framework which influence the attractiveness of investment and innovative activity and the efficiency with which technological possibilities are exploited.”
 Catch-up will not happen spontaneously, nor will it be free from important resource costs.

To recapitulate, globalization has resulted in a reduction in the technological, political and informational barriers to the international movement of goods and factors (and among these we must include information itself and ideas more generally). The more recent significant push towards increased integration has been spurred mainly by technological advances, such as those in transportation, information processing, and communications, that have made economic exchange larger and more fluid, bringing us closer than ever to the idea of a global economy, or a global market. At the same time, however, certain market imperfections are exacerbated by this ease of communication and movement. The interconnectedness of economic agents throughout the world has meant that individual actions taken in a certain place are far more likely to have often unpredictable consequences over shorter time intervals and a wider geographic expanse.
 

However, we have also observed that globalization involves the evolution of a world self-awareness of sorts, as remarked by Roland Robertson.
 This world view arises from the exposure of the individual to information regarding events and ways of life of other places. Individuals integrated in the world economy are, so to speak, ever more conscious of their global citizenship. In this regard, two final developments influence our understanding of globalization and of the challenges it poses. 

First, as some observers, such as Amartya Sen, have emphasized, globalization has accentuated the differences between those who are integrated in the global economy and those who are not. Here, the concepts of “social exclusion” and “marginalization” apply forcefully. There is increased polarization between those population groups in a country whose social and economic, and often cultural identity, is closer to that of the Western industrial countries and those groups which are operating according to more traditional values or whose limited educational experience has left them functioning in a very different world. For the former, their expectations, aspirations, and cultural context are powerfully influenced by what is the norm in Western industrial society. 
 Those operating within the global economy, whether they are in the United States, France, or the urban areas of Sao Paolo, Jakarta, Beirut, Beijing, and Chenzen in China are increasingly functioning in a very different market economy than those who are on the outside—living in rural areas, in the informal sector, or in countries with marked cultural, educational, or communication barriers. In some ways, it is as if those in the first group are in a different country from those in the second, and where the analytic issues raised above are thus germane. Thus, the barriers to factor movements may not be between countries as much as between “insiders” and “outsiders” to the global economy. 

Also drawing on Sen’s insights, one must emphasize the importance of the standard qualification to any welfare assessment of market outcomes, viz., that countries start with very different legacies in their assets of human capital and institutional development. Even today, the long hand of colonialism and its aftermath still have a powerful impact on the impoverishment of many countries, particularly in Africa, and is reflected in low literacy rates, weak governance and institutions, poor health, and limited infrastructure. 

The colonial legacy has always been a factor in understanding differences across countries and in justifying external assistance to the poorest countries. What makes these legacy effects now more powerful than ever is that the absence of a capacity to participate in the communications and technological revolution of the globalized economy becomes far harder to overcome, thus further accentuating the extent of marginalization created by a lack of education and by cultural barriers. 

Amartya Sen has emphasized the impact of such institutional or non-market deficiencies in his discussion on the limited capacity of the poor to participate in the market mechanism: 

The benefits of the market economy can indeed be momentous…But then the non-market arrangements for the sharing of education, epidemiology, land reform, micro-credit facilities, appropriate legal protections, women’s rights and other means of empowerment must be seen to be important even as ways of spreading access to the market economy.”

In other words, the present wave of globalization differs from previous ones by the enormous growth in the flow of information and in its complexity. However, to take full advantage of these dimensions of globalization, individuals must be able to access, interpret, and act on  these information flows. Individuals and nations left out of the information loop risk falling further and further behind. Commenting on the fact that only three percent of residents in Latin America and the Caribbean have access to the internet versus a corresponding rate of 40 percent in the U.S. and Canada, the President of the World bank, James Wolfensohn, said a few months ago that, “If we fail to bridge this digital divide, the incredible power of new technologies could actually reinforce the exclusion of millions of people.” 

Can public policy and institutions support or hinder the globalization process? 

A number of economists have speculated on the impact of globalization on the public sector. Vito Tanzi,
 for example, has emphasized the constraints that may be felt on fiscal revenues, as mobile capital becomes harder to tax, with tax competition pressuring governments to lower tax rates on capital or offer tax incentives. Others, such as our colleague, Stanley Fischer, have noted that globalization may create pressures for increased spending on education and research and development, as the pressures to compete in the global economy force nations to upgrade the skill mix of their labor force and to develop a capacity to assimilate new technological developments. These authors also note that the emergence of new revenue constraints is occurring at the same time as many central government face pressures for decentralization of basic social services. Yet the shrinking revenue base available to the central government needs to be reconciled in many cases with the increased pressure for spending on social protection, particularly in the context of aging populations. Tanzi thus calls into question whether nation states will be able to meet both the pressures emanating from within and without.

There are other ways in which globalization may affect the public sector, not only in developing countries but in industrial ones as well. Not only capital, but labor as well is increasingly mobile (albeit imperfectly). Indeed, in contrast to past eras of globalization, it is the skilled rather than the unskilled whose emigration may be of the largest concern. For example, one could imagine that there would be incentives for countries with aging populations to seek to attract certain skill groups in the labor force from mobile skilled groups from LDCs, whether to foster higher growth or to perform tasks that existing residents may not wish to do at the prevailing market wage rates. 

In their turn, developing countries may increasingly come to see it as important to actively seek, through public policies, to retain the more skilled members of their society, limiting “brain drain.” Within developing countries, globalization may contribute to reinforce the incentives for migration to urban areas, reflecting diminished expectations by households for the prospects for real income growth in the rural areas. This can have important implications for the public sector, leading inevitably to greater demands for infrastructural investments—for water, sewage treatment, and basic public amenities.

Globalization brings competition to the public policy arena, and not just to the private markets for goods and factors. Governments used to be able to claim success if they had been somewhat better than their predecessors. Today, governments have to be better than the governments of other countries. Whether they like it or not, such comparisons are made everyday by financial markets, which issue opinions that can be measured in dollars and cents. The premium on the bond spread  “talks!” This has had no doubt a powerful disciplining effect on governments. Similarly, anyone can go to the web to check the latest “corruption rankings” compiled by  organizations such as Transparency International, which reflect perceptions of the ethical standards of governments and corporations in a large number of countries. 

We have touched on how globalization may affect the public sector. It is equally interesting to speculate on whether a country’s fiscal policies support or prove an obstacle to the globalization process. One issue is whether a country’s fiscal policies enable it to be reasonably exposed to the positive forces of globalization. This extends to both macroeconomic and microeconomic issues. For the former, it includes the pursuit of a fiscal policy stance that allows for fiscal policy to be preemptively positioned to minimize the risk of external contagion. Yet fiscal policy must also be able to withstand the adverse impact of external shocks and to ensure that the fiscal policy response to such shocks (even if originating from outside the fiscal sector) is not constrained by an initially weak fiscal position (in terms of public debt levels). At the microeconomic level, governments will be confronted with increased demands for harmonization of policies to the norms of those countries actively participating in global markets (including provision of adequate transparency in the fiscal accounts and in terms of public policy initiatives; adequate supervision and regulation of the domestic financial sector, etc). Their ability to meet these demands may be a crucial factor for the degree of integration of a county into the world economy.

Another important question is whether a country seeks to address, by public policy, some of the adverse externalities arising from globalization or to counter the ways in which globalization injects undesirable “uncompetitive” elements into the market economy. While it is easy to consider policies that are “supportive” of the globalization process (such as investments in education and R&D, adherence to universal standards and codes, greater transparency, promotion of the quality of life in a country as an “attraction” to migrants), it is far more difficult to see how most nation states can, on their own, counter the more important of the undesirable elements.

Some nations or groups of nations have certainly tried. Recent efforts to put “sand in the wheels” of capital mobility have offered some, though only limited, short term benefit in terms of reducing the degree of volatility of capital flows, or the extent of exposure to short-term capital movements (though possibly at the cost of also limiting the attractiveness of the investment climate for longer term investments). Coordinated efforts to limit “harmful tax competition” practices or money laundering are noteworthy new developments. It remains to be seen whether such efforts can gain enough adherents to make a significant difference for the world. 

But ultimately, it may be that, rather than seeking to wall off inevitable externalities, countries are better advised to participate in supranational efforts to limit the impact of at least some of the harmful externalities arising from globalization.
  To speak of only a few possibilities, one can highlight multilateral approaches to prevent financial contagion or to contain its impact; internationally coordinated efforts at addressing environmental externalities; international funding of global public goods to address market failure; establishment and promotion of international standards and codes;
 international conventions to protect genetic patrimony; and last, but certainly not least, resource transfers (ODA) to counter the intensified forces promoting marginalization and social exclusion of much of the poorest populations of the world. As the UN High Level Panel on Financing for Development recently concluded,
 

Increasing polarization between the haves and the have-nots has become a feature of our world. Reversing this shameful trend is the pre-eminent moral and humanitarian challenge of our age. For people in the rich world, elementary self-interest is also at stake. In the global village, someone else’s poverty very soon becomes one’s own problem.

If for no other reason, then, such actions are needed from the perspective of the self interest of that part of the world’s population benefiting from globalization (whether living in industrial or developing countries). What globalization tells us is that those not benefiting cannot be walled off; their lack of benefits will adversely reverberate and force the developed countries in particular to take this marginalization as a challenge to be confronted and remedied.

Where does this leave us? 

First, globalization is here to stay and is a development to be welcomed. The powerful forces of globalization have the capacity to facilitate high rates of productivity growth and potentially poverty reduction, particularly for those countries capable of participating and taking advantage of it. Yet there are many countries for which the challenge of taking advantage of globalization will be difficult—indeed, without heavy financial and technical assistance of the industrial and emerging market economies, perhaps almost impossible in any but the most modest scale. And as we have emphasized, a failure of the world community to make globalization work for those who could potentially be left behind, will be ultimately self-defeating and damaging to all. 

Thus, the challenge for the world community, as put succinctly by the Managing Director of the IMF, Mr. Horst Köhler, is “to make globalization work for all.” This means that countries alone and the international community jointly must grapple with the twin issues of assisting those countries that are presently marginalized and addressing those facets of a globalized world that the market itself can only imperfectly deal with. For these latter issues, there can be no substitute for intensive efforts at international coordination and well-functioning global agencies.

* The authors are, respectively, the Deputy Managing Director of the International Monetary Fund (IMF); the Deputy Director of the Fiscal Affairs Department of the IMF, and Senior Economist, IMF. The views expressed are those of the authors and do not necessarily represent those of the IMF. 
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