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1
Introduction

Sisay Asefa
Western Michigan University

This collection is based on the papers presented at the 2007-2008
Werner Sichel Lecture-Seminar series held at Western Michigan Uni-
versity. These papers address the issue of globalization with a special
emphasis on its impact on poverty. The dawning of the twenty-first
century is a propitious time to examine this issue. Advances in trans-
portation and, especially, telecommunications have imposed virtual
synchronicity on nations. Information and communication flows are
virtually instantaneous. However, wide differences in cultures, politi-
cal systems, languages, and ethnicities impose barriers to optimal use
of the technological advances that have occurred. Extreme variation in
the international distributions of wealth, income, and poverty remain as
enormous social problems to be addressed.

The general perspective of the economists who have contributed to
this collection of papers is that expanding “flows” between countries
is the appropriate direction for economies both in terms of accelerat-
ing growth and reducing inequalities. These flows include international
trade and capital, migration, remittances, and foreign aid. But in addi-
tion to these hard commodities and dollars, there are flows of ideas,
knowledge, and technical assistance. Of course, as one of the authors
reminds us, appropriate intellectual property rights need to be enforced
concomitantly with the flow of ideas and knowledge.

The book begins with the chapter by Ian Goldin and Kenneth A.
Reinert, who explore how globalization in the structure of trade and
capital flows in its various forms (foreign direct investment, portfolio
investment, and commercial bank lending) affect poverty. They also
discuss the effect of foreign aid, international migration, and remit-
tances, including the global flow of ideas in the form of knowledge and
information.
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Goldin and Reinert offer a historical view of globalization and
describe three distinct stages of modern globalization, the first of which
dates back to approximately 1870. In discussing the historical relation-
ship among these three stages, they note that globalization and global
poverty can be either positively or negatively related to each other.
From 1870 to 1929 and the beginning of the Great Depression, glo-
balization and global poverty increased together. However, the retreat
from globalization during the Great Depression and World War Il was
accompanied by a continued increase in global poverty. A key public
policy challenge facing humankind, they say, is to eliminate this still-
prominent level of extreme poverty.

Goldin and Reinert write that while globalization has the potential
to be a vehicle for shared growth, prosperity, and reductions in pov-
erty, that potential is not yet being adequately realized. They conclude
their chapter with several recommendations to improve the effects of
globalization.

Chapter 3 by Susan Pozo emphasizes that globalization through
migration is a powerful global force with potential benefits for indi-
viduals and community out-migrants. Pozo discusses the role of cur-
rent remittances and how these forms of capital inflows to developing
countries have the potential to reduce sudden stops or shocks. In other
words, countries that experience large inflows of remittances appear
less vulnerable to economic recessions from sudden withdrawal of cap-
ital, assuming these inflows are motivated by altruism. Altruism inflows
to developing countries are countercyclical, reducing the damage that
foreign investors may impart when they perceive sudden shock in poor
performance and withdraw financial resources.

Pozo reminds us that free flows of capital where it is abundant
should earn low returns to areas where it is abundant and earn higher
returns where it scarce, as in developing countries. Globalization driven
both by trade and capital flows generally leads to a positive sum out-
come, and not a zero sum game. The same idea is true for migration,
which involves the flow of human capital. She concludes by arguing
that despite political impediments to labor migration, migration and
other forms of globalization driven by technical changes, trade, and
capital flows are likely to lead to growth of the world economy with the
potential to reduce global poverty.
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Chapter 4 by Joseph Joyce explores the impact of globalization on
income and wealth inequality. Joyce reviews the evidence on the deter-
minants of disparities in per capita income with a focus on the institu-
tions that affect globalization. He implies that globalization can be bet-
ter managed to benefit the poor. The United States and other industrial
countries have a major responsibility to help promote globalization with
a human face. In particular, the greatest challenge of global poverty and
inequality exists in Africa and the Middle East in the coming century,
with symptoms that pose serious global challenges: deadly conflicts,
human rights abuses, terrorism, rebellion, and dictatorships. Overcom-
ing these challenges, Joyce says, will make a significant contribution to
globalization and result in global peace, stability, poverty alleviation,
and human security.

Linda Tesar, in Chapter 5, examines how the composition of global
and financial flows has changed and the role of the markets in the pro-
cess. She discusses the history of financial flows and their responses
to the Washington Consensuses I and II. Washington I refers to policy
recommendations by Washington-based global institutions, such as the
International Monetary Fund, the World Bank, and the U.S. Treasury,
which recommended to developing countries to liberalize market prices
by “getting prices right.” This policy later proved too limited and led to
the Washington II Consensus of “getting institutions right.”

Tesar shows the change in composition for global financial flows
to emerging markets during the post—financial crisis period. External
development finance is now more likely to take the form of a sale of
domestic assets, with control rights shifting to the acquiring firm, which
is a natural response to weak institutions in emerging markets. While
control of foreign subsidiaries allows both for capital flow and for pro-
tection of property rights of the acquiring firm, it is not a substitute for
strong institutions that would extend to all firms in emerging markets.
The upshot is this: getting institutions right is critical to attracting FDI
in developing economies.

In Chapter 6, Lisa Cook investigates the issue of intellectual prop-
erty rights based on evidence from plant patents from 1977 to 2007 for
selected developing countries. She addresses the problem of the provi-
sions of Trade Property Rights Intellectual Protections in developing
countries. With weak capacity to protect intellectual property rights at
home, low-income countries are robbed of their innovations, including
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cultural and historical property asset rights. Cook explores the question
of how a developing country may respond to the challenge of greater
intellectual property protection, and whether foreign patent offices have
become complements and substitutes for domestic patent offices.

The book concludes with Chapter 7 by Hadi Esfahani, who asks
whether we as a society and as individuals are developing the right
skills and procedures to deal with the challenges of new global oppor-
tunities. To address this question, Esfahani discusses previous trends
in globalization, which have consisted of greater integration of world
markets with the help of technological progress and improved gover-
nance across countries. He then turns to future trends in globalization,
and says that policy reforms are unlikely to make countries uniform in
terms of governance and regulation, but they will bring about greater
harmony. Esfahani concludes his chapter by discussing the types of
skills necessary to compete in a future global economy.

One of the goals of this lecture series is that reading these thought-
provoking papers will stimulate action. It will stimulate the reader to
search for additional resources on the issues raised. It will stimulate the
reader to bring a more well-grounded understanding to debates about
globalization. It will stimulate readers to confront xenophobic proscrip-
tions to let other countries solve their own problems. Like many aspects
of progress, globalization has great potential and has its downsides.
The goal of collecting papers that analyze issues of globalization is to
inform readers about both.
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Can Globalization Help?

Ian Goldin
Oxford University

Kenneth A. Reinert
George Mason University

Globalization broadly refers to the expansion of worldwide link-
ages within and increasing interdependence of human activity in the
economic, social, cultural, political, technological, and even biological
spheres. The areas in which globalization operates can interact with one
another. For instance, while HIV/AIDS is a biological phenomenon,
it interacts with economic, social, cultural, political, and technological
forces at global, regional, national, and community levels. The relation-
ship between globalization and development is not well understood,
and disagreement regarding this relationship abounds. Globalization is,
to many, the best means of bringing prosperity to the greatest number of
people all around the world. For others, it represents an important cause
of global poverty.

The five economic dimensions of globalization examined here are
trade, finance, aid, migration, and ideas. Whereas trade is the exchange
of goods and services among the countries of the world, capital flows
involve the exchange of assets or financial instruments among these
countries. Foreign aid involves the transfer of loans and grants among
countries, as well as technical assistance or capacity building. Migration
takes place when people move between countries, either temporarily or
permanently, to seek education and employment or to escape adverse
political environments. Ideas represent the broadest globalization phe-
nomenon. They involve the generation and international transmission
of intellectual constructs in areas such as technology, management, or
governance.

One can hope that these dimensions of economic globalization
would contribute to development and poverty alleviation, and this is

wn
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indeed often the case. In other instances, however, the link between
globalization and development breaks down. As we will argue here,
there are no statements regarding the relationship between globaliza-
tion and development that are both simple and accurate. Rather, state-
ments regarding this relationship are necessarily complex if they are to
be accurate.'

A HISTORICAL VIEW

Economic historians date the modern era of globalization to approx-
imately 1870. The period from 1870 to 1914 is often considered to be
the birth of the modern world economy, which, by some measures, was
as integrated as it is today. Historians have observed that, from the point
of view of capital flows, the late 1800s were an extraordinary time.’
The global integration of capital markets was facilitated by advances
in rail and ship transportation and in telegraph communication. Euro-
pean colonial systems were at their highest stages of development, and
migration was at a historical high point in relation to the global popula-
tion of the time.

This first modern stage of globalization was followed by two addi-
tional stages, one from the late 1940s to the mid-1970s and another from
the mid-1970s to the present. These, however, were preceded by World
War I, the Great Depression, and World War II. During these events,
many aspects of globalization were reversed as the world experienced
increased conflict, nationalism, and patterns of economic autarky. To
some extent, then, the second and third modern stages of globalization
merely involved regaining lost levels of international integration.

The second modern stage of globalization began at the end of World
War I1. It was accompanied by a global, economic regime developed by
the Bretton Woods Conference of 1944 establishing the International
Monetary Fund (IMF), what was to become the World Bank, and the
General Agreement on Tariffs and Trade (GATT). This stage of global-
ization involved an increase in capital flows from the United States,
as well as a U.S.-inspired production system that relied on exploiting
economies of scale in manufacturing and the advance of U.S.-based
multinational enterprises (MNEs).
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This second stage also involved some reduction of trade barriers
under the auspices of GATT. Developing countries were not highly
involved in this liberalization, however. In export products of interest
to developing countries (agriculture, textiles, and clothing), a system of
nontariff measures in rich countries evolved. Also, a set of key develop-
ing countries, especially those in Latin America, pursued import substi-
tution industrialization with their own trade barriers.® These develop-
ments, along with the Cold War, suppressed the integration of many
developing countries into the world trading system.

The third modern stage of globalization began in the late 1970s.
This stage followed the demise of monetary relationships developed
at the Bretton Woods Conference and involved the emergence of the
newly industrialized countries of East Asia, especially Japan, Taiwan
(China), and the Republic of Korea. Rapid technological progress, par-
ticularly in transportation, communication, and information technol-
ogy, began to dramatically lower the costs of moving goods, capital,
people, and ideas across the globe.*

What has been the historical relationship among these three stages
of modern globalization and development? A partial view is found in
Figure 2.1. This figure combines a single measure of globalization—
exports as a percentage of world gross domestic product (GDP)—with
a single measure of poverty—the number of extremely dollar poor peo-
ple—in a time series from 1870 to 1998. What is clear from this figure
is that, historically, globalization and global poverty can be either posi-
tively related or negatively related to each other. From 1870 through
1929 and the beginning of the Great Depression, globalization (trade)
and global poverty increased together. However, the retreat from glo-
balization during the Great Depression and World War Il was accompa-
nied by a continued increase in global poverty. This can be seen from
the 1950 data in the figure showing that, when exports as a percentage
of GDP had declined nearly back to the 1870 level, extreme poverty
reached a peak of approximately 1.4 billion persons.

As seen in Figure 2.1, the increase in globalization as measured by
trade in the second and third stages of modern globalization has been
associated with a gradual decline in extreme poverty to approximately
1.1 billion people. During these stages, globalization and poverty have
been negatively associated with each other, albeit mildly so. A key public
policy challenge facing humankind is to eliminate this still-prominent



8 Goldin and Reinert

Figure 2.1 Trade and Extreme Poverty in Historical Perspective
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Maddison (2001). Dollar poor from Bourguignon and Morrisson (2002) and Chen and
Ravallion (2004).

level of extreme poverty. Understanding how to do this requires a deep-
er understanding of the links between globalization and poverty.

TRADE

Of all aspects of globalization, international trade is held out as the
great hope for poverty alleviation.® Trade can contribute to poverty alle-
viation by expanding markets, promoting competition, and raising pro-
ductivity, each of which has the potential to increase the real incomes
of poor people. But it would be a mistake to rely on trade liberalization
alone as a means of reducing poverty.® A more comprehensive approach
is needed that addresses multiple economic and social challenges simul-
taneously and that emphasizes the expansion of poor people’s capabili-
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ties, especially in the areas of health and education.” Nevertheless, trade
has some vital roles to play.

Since the mid-1980s, developing countries have increased their
global trade exports significantly, even in services where their com-
parative advantage is typically seen as weak. For various reasons,
not the least of which are trade barriers maintained by rich countries,
developing country agricultural (primary) exports have been stagnant
(see Figure 2.2). There is also a divergence of export experience across
developing countries, with Africa’s share of world exports declining
over time.

International trade is a means of expanding markets, and market
expansion can help generate employment and incomes for poor people.
Comparisons are often made between the wages of workers in poor-
country export industries and the wages of workers in developed coun-
tries. In these comparisons, the wages of workers in developing-country
export industries often appear to be very low. Consequently, trade has
often been identified as poverty worsening. However, the more rele-

Figure 2.2 Nominal Exports of Developing Countries
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vant comparison is between the wages of export sector workers with
agricultural day laborers, both in the same developing country. Here it
can often be seen that the alternative of agricultural day labor is much
worse. It is precisely this type of income comparison that draws work-
ers into export industries.®

It must be kept in mind that not all export activity is equal from
the point of view of raising the incomes of poor people. Exporting can
best contribute to poverty alleviation when it supports labor-intensive
production, human capital accumulation (both education and health),
and technological learning. In addition, the incomes of poor individuals
depend on buoyant and sustainable export incomes, which in turn are
dependent on export prices.

International trade is also a means of promoting competition, and
in many instances, this can help poor people. Increased competition
lowers the real costs of both consumption and production. For exam-
ple, domestic monopolies charge monopoly prices that can be signifi-
cantly above competitive prices. The competition introduced by imports
erodes market power, lowering prices. These procompetitive effects of
trade can expand household budgets and lower the costs of production.
The latter can have additional employment effects that are advanta-
geous to poor individuals by lowering nonwage costs in labor-intensive
production activities. Procompetitive effects can also arise in the case
of monopsony power. Here, sellers (small farmers, for example) to the
monopsony buyer are able to obtain higher prices for their goods as the
buying power of the monopsonist is eroded.

There is some evidence that international trade can promote pro-
ductivity in a country, and it is possible that productivity increases can
in turn support the incomes of poor people.” Exports of all types or in
all countries cannot generate positive productivity effects, but in cer-
tain instances they can. Export postures can place the exporting firms
in direct contact with discerning international customers, facilitating
upgrading processes. There is no consensus within international eco-
nomics on the extent of these upgrading effects, but they are present in
some cases.'’

There are occasions when international trade can have direct health
and safety impacts on poor individuals—impacts that can be beneficial
or detrimental. Perhaps most importantly, improving the health out-
comes of poor people usually involves imports of medical products. It
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is simply not possible for most small, developing countries to produce
the entire range of even basic medical supplies, no less more advanced
medical equipment and pharmaceuticals. However, many developing
countries import large amounts of weaponry and export sexual services,
both of which can have dramatically negative outcomes for the health
and safety of poor individuals.'" In addition, the production processes
of some export industries can adversely affect the health of workers in
those industries, and a small but important amount of trade involves
hazardous waste dumping.

CAPITAL FLOWS

Private capital flows are an important resource for developing coun-
tries. They augment domestic savings and can contribute to investment,
growth, financial sector development, and technology transfer. How-
ever, there is also substantial evidence that capital flows entail potential
costs that are both much larger than in the case of trade and dispropor-
tionately carried by the poor. Additionally, it has become clear that not
all capital flows are the same in their benefit and cost characteristics.
For these reasons, the cost and benefit characteristics of distinct types of
capital flows must be considered in some detail.'” Here we distinguish
among foreign direct investment, equity portfolio investment, bond
finance, and commercial bank lending.

The financial markets involved in equity portfolio investment, bond
finance, and commercial bank lending are characterized by a number
of market failures. In normal circumstances, these imperfections tend
to contribute to a certain amount of market volatility, as shown in Fig-
ure 2.3. Under certain circumstances that are not fully understood (but
are particularly important in emerging economies), they can lead to
full-blown financial crises. Imperfections in financial markets appear
to be particularly problematic when commercial banks in developing
countries are given access to short-term, foreign lending sources.'* The
resulting problems have three causes. First, systems of financial inter-
mediation in developing countries tend to rely heavily on the banking
sector, while other types of financial intermediation typically are being
underdeveloped. Second, developing countries have been encouraged
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Figure 2.3 Nominal Flows of Aid, FDI, Portfolio Investment, and
Remittances to Developing Countries
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to liberalize domestic financial markets, sometimes before systems of
prudential bank regulation and management are put in place. Third,
developing countries have sometimes prematurely liberalized their cap-
ital accounts.'* Consequently, care must be taken in managing evolving
financial systems and their access to international capital flows.

Foreign Direct Investment

Foreign direct investment (FDI) can have positive impacts on pov-
erty by creating employment, improving technology and human capi-
tal, and promoting competition. Not all kinds of FDI contribute in this
way, however, and some can adversely impact certain dimensions of
poverty through unsafe working conditions and environmental degra-
dation. Nevertheless, as it pertains to poverty alleviation, FDI is the
most promising category of capital flows."* As can be seen in Figure
2.3, these flows have risen substantially in recent years.



