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Poverty: Enhanced or Diminished?

n Act III, Scene 4 of King Lear, the proud old king, transported pro-

foundly by the tragedy that relentlessly unfolds and engulfs him,

kneels to pray as a storm rages around him, to regret his neglect of
the wretched of the earth:

Poor naked wretches, whereso’er you are,

That bide the pelting of this pitiless storm,

How shall your houseless heads and unfed sides,
Your looped and windowed raggedness, defend you
From seasons such as these? O, I have ta'en

Too little care of this!

and then to cry for empathy and justice:

Take physic, pomp;

Expose thyself to feel what wretches feel,
That thou mayst shake the superflux to them,
And show the heavens more just.

How well Shakespeare’s Lear seems to capture our present situation!
Echoing Lear’s sentiments half a millennium later, nearly 150 prime
ministers and presidents of the world’s nations converged in September
2000 for the UN’s Millennium Summit, embracing poverty removal as
their goal. They resolved to “halve, by the year 2015, the proportion of
the world’s people whose income is less than one dollar a day and the
proportion of people who suffer from hunger.”

They were joined at the time by countless NGOs that had congre-
gated for parallel events, by the bureaucrats that head the international
institutions (such as the World Bank and the UN Development Pro-
gramme) charged with developmental objectives, and by the liberal

media.
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Of course, the acute sensitivity to poverty and the moral commit-
ment to reduce it are nothing new. It would be strange indeed if th
many enlightened leaders and intellectuals of these nations had not al?
ready resolved to wage a war on poverty half a century ago. That, in fact
was the very focus of the leaders in the many independence mox’rement ,
that resulted in extensive decolonization at the end of the Second Worlc?
War. Ijet me just cite India’s first prime minister, Pandit Jawaharlal Nehru
a I?ablan by temperament and training from his student days in Cam-’
brldge'. Writing in 1946, he recalled the resolve of the prewar National
Planning Committee of Mahatma Gandhi’s Indian National Congress to

Insure an adequate standard of living for the masses; in other words, to get
>
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Writing some decades earlier, even the conservative Winston Churchill

who had observed acutely a shift in public opinion i
1880s, had remarked: Y in public opinion in the decade of the

The great victories he.ld been won. All sorts of lumbering tyrannies had been
toppled over. Authority was everywhere broken. Slaves were free. Conscience
was free. Trade was free. But hunger and squalor were also free and the people
demanded something more than liberty.? i

Indeed, fev.v in the twentieth century have not had poverty on their minds
and a passion to remove it in their hearts.

I’s the Policy, Stupid

§o, the compelling question is altogether different as we consider the
issue of poverty as the new century, and even the new millennium, be-
gins: what do we know now, after five decades of experimentation )that
will make our efforts even more effective? In short, drawing on fo’rme
President Clinton’s words, we must assert: “It’s the policy, stupid.” B .
then, which policy? P S
And' that returns us to the central question: does globalization, in
the specific form of freer trade (and inward direct foreign'iﬁVééﬁnént
addressed directly in Chapter 12), imply a closer integration into thé
world economy, part of that poverty-reducfiﬁg policy, ot are wisdom and
knowledge on the side of those who claim the 'éoritfafy? As it ha
the proponents of globalization have it right. . ppen
Two-types of supporting argumentation can be produced: shrewd
observation and scientific evidence. A brilliant observer such as theSwe -

ish journalist Tomas Larsson in his new book, The Race to the Top: The

Real Story of Globalization, has written from his firsthand experiences in
Asia and described with telling stories and portraits from the ground
how poverty has been licked by globalization. Let me cite one example
that stayed with me long after I had read the book:
[Bletting on poultry [in cockfighting] wasn’t what I had in mind when I
came to Navanakorn, an industrial area in the northern outskirts of Bangkok.
I’d taken the afternoon off from the UNCTAD conference to find out for
myself what globalization looks like up close. The combined chicken farm
and gambling den is right next door to a Lucent factory that manufactures
microelé'cv't,r‘o'kn‘ics' components—the factory floor of the ‘broadband revolu-
tion and the kriowledge economy. o o
The work is done in large square buildings that look like giant sugar
cubes. At the entrance stands a shrine honoring Brahma with yellow gar-
Jands and small wooden elephants. . . . Inside are thousands of Thai laborers.
“When they started, the workers came on foot. Then they got motor-
bikes. Now they drive cars,” says the rooster guardian. “Everyone wants to

work there, but it is hard to get in.”
... On my way back into town I amble through the industrial estate in

search of a ride. A shift is ending. Thousands of women (for it is mostly
women who work in the foreign-owned electronics factories) pour through
the factory gates. I pass restaurants, drugstores, supermarkets, jewelers, tai-
lors, film shops, vendors of automatic washing machines.*

The scientific analysis of the effect of trade on poverty is even more
compelling. It has centered on a two-step argument: that trade enhances
growth, and that growth reduces poverty.” =~ ’
“"These propositions have been supported by many economists and
policy makers of very different persuasions over the years. Thus as long
ago as 1940 the famous Cambridge economist Sir Dennis Robertson
characterized trade as an “engine of growth,” a colorful phrase that has
caught on in the scholarly literature on trade and growth.

But the argument that growth would reduce poverty can be found
in Adam Smith himself, as when he wrote that when society is “advanc-
ing to further acquisition . . - the condition of the laboring poor, of the
great body of the people, seems to be the happiest.” And in modern
times, Jawaharlal Nehru wrote just as India was about to become inde-
pendent and all minds were turning to the enormous task of reducing
India’s massive poverty through planning:

[To] insure an irreducible minimum standard for everybody, the national

income had to be greatly increased. . . . We calculated that a really progressive

standard of living would necessitate the increase of wealth by 500 or 600 per

cent. That was however too big a jump for us, and we aimed at a 200 or 300

per cent increase within ten years.

Indeed, this connection between growth and poverty reduction was built
into the earliest five-year plans, starting from 1951: they tried to accelerate




the grgwth of the Indian economy while remaining focused on povert
redgctlon as a general target. But it was made yet sharper by theIl)eadiny
In'd¥an plan.ners in the early 1960s when they zeroed in on the target %
raising the income of the bottom 30 percent of India’s po ulatiog t y
minimum level within a specified period. v e
It fell to me to work on this problem since I had just returned from
Oxford and was the economist assigned to assist the proponents in th
Indian Planning Commission of this plan to raise the minimum incom :
of the poor. Tassembled the income distribution data that were availabT:
at the time; tl}eir quality was pretty awful because of inadequate statisti-
c.al expertise in most countries, nor were they standardized for intern,
tional cc.)mparability. But a quick scan seemed to suggest that there N
no magic bullet: countries seemed to have somewhat similar inc e
dlstrll?utlons regardless of their political and economic cast. So theom‘e
mary inference I made was that if there was no way to signiﬁéantl afIf)ef 1;
th.e share of the pie going to the bottom 30 percent, the most im yortalit
thing was to grow the pie. In short, my advice—what I might cgll with
some immodesty the Bhagwati hypothesis and prescription—was that
frovt{th hafi to be the.: principal (but, as I argue below, not the only) strat-
diyrfd s(;l;) ;eil}f;npgoto};e Incomes, and hence consumption and living stan-
. In this view, growth was not a passive, trickle-down strategy for help-
ing the poor. It was an active, pull-up strategy instead. It required a op
ernment that would energetically take steps to accelerate growth, thr ; v};
a variety of policies, including building infrastructure such as r’oad: ugd
ports and attracting foreign funds. By supplementing meager dom a?'
savings, the foreign funds would increase capital formation and heS .
)obs..Those of us who were present at the creation therefore dism'ence
r}othlng bu_t ignorance and self-serving nonsense the popular and Icfs -
list propositions that, first, growth was regarded as an end in itsell)f Puci
poverty removal was forgotten until a new, socially conscious encil .
tion of economists who worried about poverty arrived on the sceie a?ti
>

1se.cond, that the strategy of growth in order to reduce poverty was a
aissez-faire, hands-off, passive strategy.

Growth and Poverty

We were also aware that growth had to be differentiated. Some types of
growth would help the poor more than others, For instance, as er) u 0d
more fu%ly l?elow, an outward trade orientation helped the F’ar Ea;g’cee

economies in the postwar years to export labor-intensive goods; tlfllz

added to employment and reduced poverty rapidly. In India, the em-
phasis on autarky and on capital-intensive projects reduced both growth
rates and increase in the demand for labor, so the impact on poverty was
minimal.

Then again, growth can paradoxically immiserize a country and
hence its poor as well (unless corrective policies are undertaken simul-
taneously). In 1958, I published a paper on what I called “immiserizing
growth,” where I demonstrated that an economy could become worse
off even though it had grown through accumulating capital or improv-
ing productivity.” The argument was straightforward. Consider Bangla-
desh, which exports a lot of jute. Growth in the shape of more jute
production, resulting in greater exports, would depress the international
price of jute. Suppose then that one hundred additional bales of jute
have been produced. If the world price of jute remains the same at $50a
bale, Bangladesh’s export earnings go up by $5,000. But if the world price
falls such that Bangladesh’s total export earnings fall drastically as the
additional hundred bales are exported, the total earnings of Bangladeshi
jute exports could fall by as much as $6,000. This loss of $6,000 (from
what econoinists call, in jargon, the fall in the Bangladeshi terms of trade)
then outweighs the $5,000.gain from growth. Immiseration is the result.

This paradox earned me a lot of attention, partly because econo-
mists love paradoxes; whoever got attention for saying the obvious?® But
partly it was also because many developing countries feared that inter-
national markets were tight in exactly the way I had hypothesized in
arriving at the paradox of immiserizing growth. This was either because
of economic reasons such as market saturation or because of protec- /&
tionism that would choke off markets as soon as more exports material-
ized. My theory of immiserizing growth showed exactly how crippling
that could be to a developing country’s growth prospects.” The way to
avoid this adverse outcome, of course, is to diversify away from jute pro-
duction and exports.® So when you can depress your export prices by
selling more because you are a major supplier, restrain yourself; push in
other directions. A suitable policy can always nip the immiserizing growth
paradox in the bud, ensuring that growth does amount to an increase in
the size of the pie.

But then consider simpler and more obvious, but no less compel-
ling, examples of immiseration that follows from others; as against one’s
own, growth. Think of the green revolution, the evocative phrase used
to describe the arrival and use of new and vastly more productive vari-
eties of wheat and rice that had been invented with support from the
Ford and Rockefeller Foundations and for which Dr. Norman Borlaug
got the Nobel prize for peace in 1970."' When the new seeds arrived, the
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farmers who benefited were naturally either those who had access to
credit because they had assets and hence adequate collateral, or those
who could afford to be risk takers with new technology because they
had a cushion of wealth to fall back on in case things did not work out
So there you have the divide that attends every transition to a major nevx;
j[echn.ology: rarely do all march in step like a Roman legion. But then
imagine what happens when some innovate and increase their produc-
tion so that the price falls, while others have not innovated and their
stagnant output now is sold at a lower price. Those who lag behind do
not merely fall behind; they fall by the wayside, struck by a blow not of
Fhelr making. Thus many feared that the green revolution would usher
in the red revolution! But this did not come to pass. Why?
For one thing, policies were devised to ensure that immiseration of
the laggards generally did not occur. Agricultural prices did not fall be-
caus§ of increasing demand, which resulted from investments that added
new jobs and incomes. The government in India also actively used price
support schemes, providing a floor to possible declines in prices. And as
f(?r the different fear that landless labor would be replaced by the higher
yields, the reality turned out to be far more agreeable. The joint use of
new seeds and irrigation led to multiple cropping; this resulted in an
increased demand for labor on farms, prompting improvement in wages.
Yet another possible source of immiseration with new seeds is the emer-
gence of new pests and diseases that can be destructive of yields and of
farming more generally. In the Indian case again, the government was
careful to establish a substantial scientific support system that contained
these dangerous possibilities.

So appropriate policies will always enable us to profit from growth
and to moderate, even prevent, unpleasant outcomes for the poor. While
some governments have not been careful (as discussed in Chapter 16 on
coping with the potential downsides of globalization), other governments
have not been blind to these problems. Other interesting issues, how-
ever, must be addressed. ,

. First, recall that different types of growth (e.g., growth paths result-
ing fr'om reliance on heavy industry as against light industry, or those
favoring capital-intensive as against labor-intensive investments) affect
the poor differentially. Many economists in the early years of develop-
ment.planning favored a growth strategy that relied on massive import
substitution in heavy industry (such as steel and electrical machinery)
rather than on the exports of light manufactures (such as toys and gar-
ments), on the choice of high capital intensity in production techniques

and on the proliferation of public enterprises (beyond utilities) that,

turned out to be white elephants making gargantuan losses. Such a de-
velopment strategy undermined the cause of the poor by reducing growth
and by delinking it from increased demand for the low-grade labor that
constitutes the bulk of the poor.2 If growth had been outward-oriented,
with labor-intensive goods and light manufactures being exported in
far greater quantities, it would have increased the demand for labor and
helped the poor far more." So freer trade would have promoted growth
that was even more effective in reducing poverty through the salutary
effects of increased demand for unskilled labor.

Second, what can we do to improve the access of the poor to ex-
panding opportunities in a growing economy? It is not always true that
growth will pull up the poor into gainful employment. Even though
growth opens the doors, the traction in the legs of the poor may not be
enough to carry them through these doors. For example, tribal areas in
India where poverty is acute may not be connected sufficiently to the
mainstream economy where growth occurs. And we know from inner-
city problems in the United States that the supply response of its youth
to jobs downtown may be minimal unless we also address structural
problems such as the allure of drugs, transportation bottlenecks, and
the lack of role models in broken and single-parent families struggling
against terrible odds. I should add that those who grow up in the inner
city also need to acquire the carriage and demeanor that are critical for
service sector jobs downtown—though you need them less in the kitchen,
where you flip hamburgers, than in the front, where you face the cus-
tomers. This reminds me of the economist Alan Blinder’s sophisticated
spoof of the tendency by us economists to reduce everything to eco-
nomic terms: he produced an economic analysis of why chefs have bad
teeth and waiters have good teeth!

But if you know the history of developmental economics, then you
also know that the earliest development-policy makers tried hard to
improve the access of the poor to growing incomes by making it easier
for them to borrow to invest. This was done in India by forcing banks to
open branches in rural areas and by asking them to lower collateral re-
quirements. The problem with this policy was that it often resulted in
bad debts. A breakthrough, however, came with the invention of micro-
credit programs, which go down to the very poor. The problem was
solved by lending very small sums to a number of poor clients for tiny
investments that improved their ability to earn a livelihood, and by
letting each borrower (or “agent,” as economists call her) effectively
monitor other borrowers. This, as against the lender (or “principal”)
trying to monitor the borrower, works wonders: it reduces bad debts

dramatically."




. But an alternative innovative idea for improving the poor’s access to
investment has come from the economist Hernando de Soto in his book
The Mystery of Capital." Essentially, de Soto argues not that we ought to
forgo collateral from the poor, but that we must recognize that thi of-
ten have a huge amount of capital in the form of land and other p}r,o -
erty. The problem, de Soto says, is that these assets do not enjoy pro erI’Z
rfghts and the associated rule of law that protects and enforces fhosz
'rlghts. This prevents the poor from being able to collateralize these assets
in orfler. to borrow and invest. De Soto has made this case beautifully and
Fonvmcmgly, citing the nineteenth-century American experience. There
is no doubt that his prescription must be tried. .

We must also improve the poor’s access to investment by makin
sure that bureaucrats are replaced by markets wherever possible As}i’
remarked earlier, the anti-market protesters do not adequately apl;reci-
ate that, as has been documented by numerous development economists
V\.IhO .have studied both the working of controls and the rise of corrup-
tion in Fleveloping countries, far too many bureaucrats impose senselezs
restrlstlons just to collect bribes or to exercise power.'s Letting markets
function is therefore often an egalitarian allocation mechanism. I can
do no better if I am to persuade skeptics than to tell here the bo.n mot
that Sir Arthur Lewis, the Nobel laureate in development economics from
St. Lucia (which has the distinction of having produced two Nobel lau-
reatfes, the other being the poet Walcott) shared with me." Lewis was
gdv1ser to the centrist, intellectually inclined Hugh Gaitskell in the Brit-
1§h Labor Party. When he met Thomas Balogh, a radical economic ad-
viser to British prime minister Harold Wilson, he told him: “Tomm the
difference between your socialism and mine is that when you thiI}l”k of
yqurself as a socialist, you think of yourself as behind the counter: when I
think of myself as a socialist, I think of myself as being in front o% it
' But the ability of the poor to access the growth process and to ;hare
in .the prosperity depends at least as much on their ability to get their
voices heard in the political process. Without a voice, it is highly un-
likely .that they will get appropriate and effective legislation. ! De}rlnoc-
racy gives the poor precisely that voice, but it obviously works well onl
Whel? there are political alternatives instead of a single-party state NGO}SI
provide yet another support mechanism for the poor; and the.Indian
supreme court took great strides in the 1980s and 1990s by giving legal
stapdlng to social action groups (as the Indian NGOs are called) togbrii
action before the courts on behalf of the poor.2° ®
. Let. me add that growth is also a powerful mechanism that brings to

life soc1.a1 legislation aimed at helping the poor and peripheral groi s
Thus, rights and benefits for women may be guaranteed by legislatilc:n‘

that prohibits dowry, proscribes polygamy, mandates primary school
enrollment for all children (including girls), and much else. But it will
often amount to a hill of beans unless a growing economy gives women
the economic independence to walk out and even to sue at the risk of
being discarded. A battered wife who cannot find a new job is less likely
to take advantage of legislation that says a husband cannot beat his wife.
An impoverished parent is unlikely, no matter what the legislation says, to
send a child to school if the prospect of finding a job is dismal because of
a stagnant economy. In short, empowerment, as it is called today—a fancy
word for what we development economists have long understood and
written about—proceeds from both political democracy and economic
prosperity, and it is a powerful tool for aiding the poor.

Finally, we need to go beyond just having incomes of the poor grow.
Growing incomes would do little good if frittered away, for instance. So,
drawing on a 1987 lecture I gave on poverty and public policy, let me say
that we have a final set of problems that need to be addressed once in-

come has been provided:

First, as sociologists of poverty have long known, the poor may spend their
incomes on frills rather than on food. As the Japanese proverb goes, to each
according to his taste; some prefer nettles. Perhaps you have heard of the seamen’s
folklore that recounts the story of the sailor who inherited a fortune, spent a
third on women, a third on gin, and “frittered away” the rest.

In fact, there is now considerable econometric evidence . . . that supports
the commonsense view that increases in income do not automatically result
in nutritional improvement even for very poor and malnourished popula- |
tions.?! Their high income elasticities of expenditure on food reflect a strong
demand for the nonnutritive attributes of food (such as taste, aroma, status
and variety), suggesting strongly that income generation will not automati-
cally translate into better nutrition.

... Should we actively intervene so that the poor are seduced into better

fulfillment of what we regard as their basic needs? I do [think so]. In fact, I
see great virtue in quasi-paternalistic moves to induce, by supply and taste-
shifting policy measures, more nutrient food intake, greater use of clean wa-
ter, among other things, by the poor. In thus compromising the principle of
unimpeded and uninfluenced choice, for the poor and not for the others,
evidently I adopt the moral-philosophical position that I do not care if the
rich are malnourished from feeding on too many cakes but do if the poor are
malnourished from buying too little bread, when their incomes can buy them
both proper nourishment if only they were to choose to do s50.In this,Iamin
the ethical company of Sofya (Sonia) Marmeladova in Dostoevsky’s Crime
and Punishment who, in turning to prostitution to support her destitute
mother, sacrifices virtue for a greater good.”

Of course, the question then also arises as to the distribution of the con-
sumption, even when adequate and desirable, within the household. This
obviously takes us right into the question of gender discrimination, a




question whose relationship to globalization is discussed in Chapter 6

This is, of course, an active issue today, with the rise of feminism.?

Trade and Growth

But then, was our earlier optimism about the benign relationship be-
twegn t.rade and growth also justified despite the fact that one could
readily imagine circumstances where, instead of helping growth, trade
coulfrl harm or even bypass growth? Indeed, economists can a;ld do
readily build formal models to derive these unpleasant possi,bilities 2
We r}efed, however, to know empirically what happens in practice AI;d
emplr.lcal evidence supports the optimism. -
First, consider the late nineteenth century. Historians of this period
h?ve often thought that protection, not free trade, was associated with
high growth. Paul Bairoch, in the Cambridge Economic History of Eu-
rope, h.aS argued that “protectionism [went with] economic growth and
expansion of trade; liberalism [went with] stagnation in both.”? Recentl
the econ(?mic historians Kevin O’Rourke and Jeff Williamson have reiny—,
f(?rced this impression by deriving a statistical association, through run-
ning what statisticians call regressions, between economic growth and
import tariffs from 1875 to 1914.%
Bu'g the later work of Douglas Irwin has refuted that proposition.?’
By flddlng to the regression analysis several countries that were on t}.le
per{phery of the world economy but integrating into it, as one should
Irwin manages to break the positive association between tariffs anci
gr.owth. Equally important, he shows that the rapidly growing coun-
tries, Canada and Argentina, had high tariffs but that these tariffs were
for revenue and had few protective side effects. The two countries were
in f?,ct splendid examples of outward-oriented countries that built -
perity on their pro-trade orientation. P
.Sefcond, we can also turn to analyses that take into account com-
ple).ﬂtles that the many-country regressions necessarily ignore. These
typlFally involve deeper examination of specific episodes that sI‘>eak to
the issue at hand or consist of sophisticated country studies in depth
Two examples of such analyses, both supportive of the merits .of
fref:r trade, can be found in the empirical literature. Just because specific
ta'rlffs led an industry to grow, we cannot conclude that the strategl; con-
tr1b}1ted to economic prosperity and hence growth. Recognizing this
.Irwm has produced a fascinating case study of whether a classic “?nfant’
lndustr).r” tariff levied in the late nineteenth century in the United States
on the tinplate industry really promoted that industry and whether that

promotion was cost-effective.” Irwin’s careful answer is that the McKinley
tariff protection accelerated the establishment of the industry by a mere
ten years, since the U.S. prices of iron and steel inputs were already con-
verging with those in Britain and therefore making U.S. production of
tinplate profitable in any event, but that this acceleration was economi-
cally expensive because it does not pass a cost-benefit test.
At the same time, the modern evidence against an inward-looking
or import substitution trade strategy is really quite overwhelming. In
the 1960s and 1970s, several full-length studies of the trade and indus-
trialization strategies of over a dozen major developing countries, in-
cluding India, Ghana, Egypt, South Korea, the Philippines, Chile, Brazil,
and Mexico, were undertaken at the Organization for Economic Coop-
eration and Development (OECD) and the National Bureau of Economic
Research, the leading research institution in the United States.” These
studies were very substantial and examined several complexities that
would be ignored in a simplistic regression analysis across a multitude
of nations. Thus, for instance, in examining whether the 1966 trade lib-
eralization in India worked, T. N. Srinivasan and I wrote a whole chap-
ter assessing whether, after making allowance for a severe drought that
blighted exports, the liberalization could be considered to have been
beneficial compared to a decision to avoid it. Only after systematic ex-
amination of the actual details of these countries’ experience could we
judge whether trade liberalization had truly occurred and when; only
then we could shift meaningfully to a limited regression analysis that stood
on the shoulders of this sophisticated analysis. The result was to over-
turn decisively the prevailing wisdom in favor of autarkic policies.” In-
deed, many of us had started with the presumption that inward-looking
policies would be seen to be welfare-enhancing, but the results were strik-
ingly in the opposite direction, supportive of outward orientation in
trade and direct foreign investment instead. Why?*!

+  The outward-oriented economies were better able to gain from
trade. The layman finds it hard to appreciate this because, as the
Nobel laureate Paul Samuelson has remarked, perhaps the most
counterintuitive but true proposition in economics has to be
that one can specialize and do better.

+  Economists today also appreciate that there are scale economies
in production that can be exploited when trade expands mar-
kets. This is particularly the case for small countries. For this
reason, Tanzania, Uganda, and Kenya, which had protected
themselves with high tariffs against imports in the 1960s, found

_that the cost of their protection was excessively high, with each




country producing a few units of several items. They decided in
the 1970s therefore to have an East African Common Market so
that they could specialize among themselves and each could pro-
duce at lower cost for the larger combined market.

"l.“hen there are the gains from increased competition. Restric-
tion of trade often is the chief cause of domestic monopolies. Freer
tr.ade prf)duces enhanced competition and gains therefrom. In-
dia Prov1des an amusing illustration. Sheltered from import com-
petition, Indian car manufacturers produced such shoddy cars
that, when they went up to India’s Tariff Commission for renewal
of t.heir protection, the commissioners wryly remarked that in
Indian cars, everything made a noise except the horn!

In order to maintain outward orientation, countries must create
macroec.onomic stability (chiefly, low inflation). Inflation-prone
economies with fixed exchange rate regimes, where countries only
reluctantly adjust their exchange rates in response to inflation
would soon find that their currency had become overvalued. This’
pvervaluation would make exporting less profitable and import-
Ing more rewarding, thus undermining the outward-oriented
trade strategy. Hence countries committed to export-promoting
trade strategy had to have macroeconomic stability, and they
therefore earned the economic advantages that follow from good
management of the economy.

Today, some critics of the advantages of outward-oriented
trrflde strategy argue that we proponents of such a trade strategy
fail to appreciate that the gains come not from the trade strat-
egy but from “fundamentals” such as macroeconomic stability.
They are wrong. Aside from the fact that we did think of this
almost a quarter of a century ago, it is wrong to suggest that
macFoeconomic stability—for example, an economy not plagued
by high inflation—will necessarily lead to an export-promoting
tr.ade strategy. India and the Soviet-bloc countries enjoyed splen-
did macroeconomic stability, to the point where a wit observed
that Karl Marx and Milton Friedman were strange bedfellows
l?ut the economies were autarkic in trade: trade policy itself nul-.
h'ﬁed the advantages that macroeconomic stability would bring
Finally, as discussed in Chapter 12, direct foreign investment.:
would also be lower in the presence of trade restrictions. It would
?llSO be less productive. Trade barriers would mean that such
investment would have to be primarily for the domestic market
wllnch was generally limited, whereas in outward-oriented econo—’
mies it would be for world markets, which were not. Then again,

just as trade barriers reduce the efficiency of domestic invest-
ments and incur the loss from protection, so do they reduce the
efficiency of foreign investments.

Third, consider the contrasting experience of India and the Far East.
From the 1960s to the 1980s, India remained locked in relatively autarkic
trade policies; the Far Eastern countries—Singapore, Hong Kong, South
Korea, and Taiwan, the four Little Tigers—shifted to outward orienta-
tion dramatically. The results speak for themselves: exports and income
grew at abysmal rates in India, at dramatic rates in the Far East. India
missed the bus. No, it missed the Concorde!

Of course, the trade strategy has to be put into the full context of
other policies that enabled it to translate into gigantic growth-enhancing
outcomes for the Far East and into tragic shortfalls for India. To see this,
consider the East Asian “miracle,” as economists christened it: it is not
surprising that the practitioners of the dismal science call a splendid
economic performance a miracle! This spectacular performance was, it
is widely recognized now, due to very high rates of productive invest-
ment almost unparalleled elsewhere. Sure enough, the Soviet-bloc coun-
tries had experienced similar rates of investment, but it had all turned

out to be unproductive investment. The “blood, sweat, and tears” strat-
egy of getting Soviet citizens to forgo consumption in the interest of
investment and growth of income had proven to be a failure.

The high rates of investment reflected, in turn, the fact that the East
Asian countries turned outward beginning in the 1960s and therefore
had world markets to work with when planning their investments. By
contrast, India turned inward, so its investment was constrained by the
growth of the domestic market. Growth in that market in a largely agri-
cultural country meant the growth of agricultural output and incomes.
But nowhere in the world has agriculture grown, on a sustained basis, at
more than 4 percent annually, making it a weak basis for a strong invest-
ment performance!

The Far East’s phenomenally high investment rates also were excep-
tionally productive. They were based on export earnings, which there-
fore enabled the investment to occur with imported capital equipment
embodying advanced and productive technology.” Besides, these coun-
tries had inherited tremendously high literacy rates that ensured the
productive use of new technologies. Accommodating, even ahead-of-
the-curve expansion of higher education also helped to increase the pro-

ductivity of the investment. So the Far East generally was characterized
by a virtuous interaction among beneficial policies: outward orienta-
tion, high literacy, and emphasis on higher education.




But the primary role must be assigned to the outward orientation
tha.t set up the system for high and productive investments.* Education
by '1tse1f, especially higher education, is unlikely to help. Unemployed
educated youth will likely burn tram cars rather than lead to re;tter
growth. The Kevin Costner movie Field of Dreams, in which thisg ifted
actor’s character builds a baseball field and dreams that the superstirs of
baseba.ll .have come there to play (but do not in fact when the realit
che.ck is in) is probably the best corrective to those who think that edu}—’
cation by itself was the magic bullet that created the East Asian miracle

' Fourth, what do the many multi-country cross-sectional studies o%
this question show today? Not all show a positive relationship between
gzzlle and l;grow’:ihi What one can say, however, is that such statistical

ence, by and large, is i i
proponents}.’ g consonant with the views of the free trade

The latest set of such studies, by David Dollar and Aart Kraay of the
World Bank, show that if one focuses on post-1980 globalizers such as
Vl.etr%am and Mexico, which were in the top third of developing coun-
tries in terms of the increase in the share of trade in GDP during 1977~
1997, they show better growth performance. Since trade will generall
grow even if trade barriers are not reduced, it is important to note tha}t’
this group also cut import tariffs by three times as much as the non-
globa.hzlng two-thirds.** These authors also observe that while growth

rates in the non-globalizing developing countries have generally slowed
d.own in the past two decades, globalizers have shown exactly the oppo-
site pattern, with their growth rates accelerating from the level o?l:he
1960§ and 1970s.* This is certainly true for China, and to a lesser but
 Certain degree for India, two countries that together have nearly 2.5 bil
lion people within their borders. e

India, China, and Elsewhere

Sp, with the usual caveat that in the social sciences one can rarely estab-
lish the degree of credibility for one’s argument that one can aspiyre toin
tl}e physical sciences, one can conclude that freer trade is associated with
higher growth and that higher growth is associated with reduced poy-
erty. Hence, growth reduces poverty. ’

P The best way to see that is to focus on the two countries, India and
| Clr}ma, that have the largest pool of world poverty. Both shifted ,to outward
orientation roughly two decades ago, and this contributed to their higher
gI‘?W’Ch in the 1980s and 1990s. China adopted aggressively outwird—
oriented economic policies in 1978. India also began opening its insular

economy in a limited fashion in the 1980s and more systematically and
boldly in the 1990s. According to World Bank estimates, real income.
(gross domestic product) grew at an annual average rate of 10 percent in
China and 6 percent in India during the two decades ending in 2000. No
country in the world had growth as rapid as China’s, and fewer than ten
countries (and, except for China, none with poverty rates and popula-
tion size comparable to India’s) had a growth rate exceeding India’s dur-

ing these years. What happened to their poverty? Just what common f b

sense suggests: it declined.™ ™

Thus, according to the Asian Development Bank, poverty declined
from an estimated 28 percent in 1978 to 9 percent in 1998 in China.
Official Indian estimates report that poverty fell from 51 percent in 1977
78 to 26 percent in 1999-2000. Contrast what happened in India during
the quarter of a century prior to the economic reforms and the abys-
mally low annual growth rate of 3.5 percent. During that period, the
poverty rate remained stagnant, fluctuating around 55 percent. China’s
track record on poverty reduction in the pre-reform period is dismal as
well, but there were also major adverse effects from the huge famine
during the Great Leap Forward of Chairman Mao and from the disrup-
tive Cultural Revolution. This experience, showing how growth will in
fact reduce poverty, just as I had predicted and prescribed at the Indian
Planning Commission in the early 1960s, has been shown to be valid in
other countries where Dollar and Kraay have examined the experience
carefully, among them Vietnam and Uganda.

More recent estimates by my Columbia colleague Xavier Sala-i-
Martin have underlined the same conclusion dramatically. He has esti-
mated poverty rates worldwide, using data for ninety-seven countries
between 1970 and 1998. His conclusion on the relationship of growth to
poverty reduction is as strong a corroboration as I can find of my 1960s
conjecture that growth must be reckoned to be the principal force in

alleviating poverty:

[T]he last three decades saw a reversal of roles between Africa and Asia: in
the 1970s, 11% of the world’s poor were in Africa and 76% in Asia. By 1998,
Africa hosted 66% of the poor and Asia’s share had declined to 15%. Clearly,
this reversal was caused by the very different aggregate growth performances.
Poverty reduced remarkably in Asia because Asian countries grew. Poverty
increased dramatically in Africa because African countries did not grow. As a
result, perhaps the most important lesson to be learned . . . is that a central
question economists interested in human welfare should ask, therefore, is

how to make Africa grow.*

So when we have moved away from the anti-globalization rhetoric and
looked at the fears, even convictions, dispassionately with the available
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[ empirical evidence, we can conclude that globalization (in shape of trade

and, T will argue later in Chapter 12, direct equity investment as well)
* helps, not harms, the cause of poverty reduction in the poor countries.

What about Inequality?

Poverty, of course, is different from inequality. True, as many sociolo-
gists have reminded us, I may feel poorer if the rich consume commodi-
ties in a way that makes me feel more deprived. Equally, the same degree
of inequality will often appear more intolerable if it is in the presence of
acute poverty. Thus in a country such as India, where poverty is still
immense, affluence and its display are particularly galling. So are they in
Russia today, where the nouveaux riches, a few of whom have fortunes
similar to those of Western tycoons such as George Soros and Ted Turner,
and their offspring, who spend holidays in St. Moritz and drive through
Moscow in BMWs and Mercedes-Benzes, coexist with substantial num-
bers of people immiserized during a mismanaged transition.
Whether increased inequality matters, and if so, how, depends there-
fore very much on the society in question. In contrast to modern Russia,
~asociety where income and wealth are unequal may nonetheless be stable
if that income is not spent ostentatiously but instead devoted 6 social
uplift. The Jains of India and the Dutch burghers who siiffered the “eii-
“barrassment of riches” referred to in the title of Simon Schama’s book
about them accumulated capital and amassed wealth but spent it not on
self-indulgence but on doing social good.”” That made capitalism’s un-
equal outcomes inoffensive, softening capitalism and its inequalities. Yet
another way in which inequality becomes acceptable is if those who are
at the bottom of the scale feel that they can also make it: inequality is
accepted because it excites not envy but aspiration and hope. Capitalism’s
inequalities then become tolerable, not because the rich deny themselves
self-indulgence but because they make the poor fancy that these prizes
may come to them someday too. Evidently this part of the American
dream frustrates the inequality-conscious Americans, who see the poor
not voting the way they “should.”

Indeed, the consequences of increased inequality, in any event, might
be paradoxically benign, rather than malign. If a thousand people be-
come millionaires, the inequality is less than if Bill Gates gets to make a
billion all by himself. But the thousand millionaires, with only a million
each, will likely buy expensive vacations, BMWs s, houses in the Hamptons,
and toys at FAO Schwarz. In contrast, Gates will not be able to spend his
billion even if he were to buy a European castle a day, and the uncon-

scionable wealth would likely propel him, as 'in fact i.t has., to spend ’chce1
bulk of the money on social good. So exlt.refne inequality will have turne
tter than less acute inequality!
o ;(r)lbs;(l:ret, the preoccupation with inequality measgres——and }'iher(e1
are several—is somewhat ludicrous unless the economist has bot ere._
to put them into social and political context. Qross—countr})lr Fonllparlt
sons, no matter what measure is deploy'fed, are ?us.t so muc irre evar;_
data mongering, it must be confessed, since societies are d1vercsle ori rz
evant dimensions and therefore inequality cannot be judged outside
partj:rlﬂlaft}:.:i(;nlfrﬁscy—how else can one descril?e it?—extends to V}Zhat
the World Bank, with its abundance of economists and funds,}}llas eeig
doing in recent years, which is to put all the.house.:holds of3 8tBe wo}r1 )
onto one chart to measure worldwide inequality of incomes. u}’i wha
sense does it make to put a household in Mongoha .along31de a Zui.el-l
hold in Chile, one in Bangladesh, another in the United Sta‘(c(es, and sti
another in Congo? These households do not belong to a soc1etyth1ari
which they compare themselves with the .others, and so a measure
includes all of them is practically a meamngless. construct. .
But since some play this particular global 1pequa11ty game, oic1 ers
must follow suit. Since the World Bank found, in a 2001 study, tdatil a
small increase in inequality had occurre<'1 between the ¥ate '19803 }?n t e_:
early 1990s-—an astonishingly small perlc?d to Work w1'.[h sm}cle the Siejn
sured changes are likely then to be transient, justa bhp—h—t e qﬁestud
has been posed in just this way by others. Thus, in the t _orougl't \ g
cited earlier on poverty, Sala-i-Martin calculates also the 1neq11ad1 ytzlirl g
World Bank, using nine alternative measures thereof. He concludes that |
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according to all these measures, global inequality declined substantially ;

during the last two decades. These findings are supp.orted also by c‘?leg
recent work of Surjit Bhalla.”” Between them, they raise a massive dis-
cordant note in the chorus singing from a libretto lamenting increasing
inequality in the age of globalization.

Lo

A

And so globalization cannot be plausibly argued to have increased (\,

poverty in the poor nations or to have widened world inequality. The
evidence points in just the opposite direction.
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Child Labor: Increased or Reduced?

not disz.ippeared from the rich countries altogether (even a coun
A try as rich as the United States still has children at work, not j ;
selling lemonade and cookies on the roadside or hosing down, ou o
for a buck, but in the poor counties in the South where mi ra}rrlt lrbCar
WOFkS under exploitative conditions). The International Lab%)r Or ani.
zatlor} (ILO), the international agency charged with overseei ga’(nhl -
world’s labor issues, has estimated that 100 million to 200 milliolrl1g h'le
dren under.ﬁfteen are at work. Of these, ILO estimates that almoct ;5—
| percent are in poor countries, and half of these are in Asia. An esti S d
| 100 million of these children often do not g0 to primary .school :mate
< ?he piol?lem has been long-standin'g and is historically inherited. Tt
xtremely improbable, therefore, that it has much to do with today’
or even yesterday’s, rather than yesteryear’s—globalization. Its pri y's_l
causes are altogether different and lie rooted in poverty inst.ead Iﬁ)( tnCIPa
antl-globalization and anti-child-labor activists tend to mer. : 'S(t)me
\ zmblotflc }tiellcelitliogship. Globalization is regarded by them ifgrelc:tn a(; :
 cause of ¢ abor in the workforce, at least as a pheno;nen h
| Increases the incentive to use it and hence as a cau i oaation
: and even enlargement. Yet there is little evidencesgf0 tf}i;[ss 11321;5:;;1 auog
malevolen‘F relationship. The truth is that globalization—wher ver
translates into greater general prosperity and reduced povert o 1lt
accelerates the reduction of child labor and enhances pll)rimar y—}(l)n}l’
enrollment and hence literacy. And as I argued from my analys)i’ss(ff tol(l)e

- East Asian miracle, lit i
: , literacy in turn enables rapid
here a virtuous circle. pic growth. So we have

Chlld labor is a continuing scourge in poor countries, and has sadly

~
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The Blame Game

| Often the word globalization is smuggled into a galling description of

| exploitative child labor, creating the impression that globalization some-

| how has something to do with the wicked situation. Many examples could
be cited. One might suffice.

In a disturbing pamphlet on the exploitation of children as domes-
tic servants—indeed, their occasional subjection to near-slavery and even
physically abusive treatment—the South Asian Coalition on Child Ser-
vitude (SACCS) writes, in a pamphlet titled Invisible Slaves, abouta child,
Ashraf, who was beaten and badly burned by his employer, Hamid
Hussain, a senior civil servant in New Delhi, for the crime of drinking

the remnants of milk left over by the employer’s children:

Now Ashraf [after being rescued)] is staying at Mukti Ashram, one of the rehabili-
tation centers of SACCS. . . . SACCS after observing the growing cases of tor-
ture on domestic child laborers in different levels of society in post-globalization
India . . . vowed to focus on this sector. [Italics added)?

Of course, SACCS has not documented that there are “growing cases” of
such reprehensible torture. And even were its increasing incidence true,
the organization certainly has not linked the phenomenon to globaliza-
tion. Yet the admirable activists who lead SACCS have fallen into the
trap, so assiduously set by some of their civil society counterparts abroad,
that lays all the ills of the world at the door of globalization. Indeed, as
you read and are shaken by the story of what happened to Ashraf, it
needs a wild imagination to think that Hussain’s actions had anything
to do with India’s globalization, halting and limited as it has been in the
half century after independence in 1947.

What Does Economic Analysis Tell Us?

But forget what SACCS and other activists believe and let us look at
what economic analysis suggests and what careful studies show.

Now, it is easy enough to construct models of family household be-
havior where improved incomes—as a result of increased trade oppor-
tunity, for instance—prompt greedy parents to put children to work. Yet
the evidence seems to suggest exactly the opposite, for a variety of rea-
sons. Poor parents, no less than rich parents, generally want the best for
their children. Poverty is what drives many to put children to work rather
than into school. Parents will choose to feed their children instead of
schooling them if forced to make a choice. When incomes improve, poor
parents can generally be expected to respond by putting children back




in school. This is what economists call the “income effect”: education of
one’s children is a superior good, the consumption of which rises as
incomes rise.

Besides, even if one thinks of children’s education as an investment
good, one might well expect the parents to react to increasing income by
sending children to schools—often it means that the third or fourth child,
or the female child, who was at work, is now put into school—for two
reasons. First, the incentive to invest in children’s education should rise
because a stagnant economy offers fewer job prospects than a growing
one. This incentive will not always translate into effective response if
there are serious structural constraints (for example, inner-city children
cannot access jobs that are in areas they cannot get to because of lack of
transportation), but these inadequacies themselves may change as the
demand to ease these constraints rises with available opportunities that
people want to exploit.

More importantly, increased income can also enable poor parents
who have been previously constrained from sending children to school
by lack of access to credit to do so now. In fact, there is substantial evi-
dence that the credit-constraint argument has relevance in many poor
countries.

The economists Priya Ranjan, Jean-Marie Baland, and James Robin-
son have argued that the returns to primary education have been esti-
mated as being so attractive in many poor countries with a great deal of
child labor that the most likely hypothesis for children not being sent to
school is that poor parents are unable to borrow money to send their
children to school and then repay their loans later.? In short, the credit
markets are imperfect. So the growth of parental income and hence the
easing of this credit constraint (which can certainly follow from im-
proved incomes following globalization) should lead to greater school
enrollment and reduced child labor.

The economists Rajeev Dehejia and Roberta Gatti have empirically
 explored this theory, with data for 163 countries, They argue that devel-
\opment in the form of improvements in the financial sector, which in

_{‘turn is correlated in other studies with the ability of small borrowers to
|access credit, is associated with a reduction in the use of child labor.*
These authors and Kathleen Beegle use household-level data in Tanza-
nia to demonstrate more convincingly the role of credit constraints in
the phenomenon of child labor. They examined how agricultural house-
holds responded to temporary declines in income. Since the fall in in-
come is temporary, one would expect households to borrow, if they could,
rather than take children from schools and put them to work in order to
earn. They found that in response to such income shocks, the credit-

constrained households increased the use of child labor, wheregs housz:
holds with access to credit in fact borrowec}1 eigci \l/)vere; able in cons
i i i ofr.

e to offset over half of the increase in ¢ 1' . a . —
quer’II‘Chis implies, of course, that simply proscr.lbmg the use of child lad
bor is unlikely to eliminate it; it will only dFlVe poor parents‘.( to ser:11 1
their children to work by stealth and often into evelndwo;se . ;)hccsl(l)[r)n i B

ituti i d in Bangladesh, wi
tions” such as prostitution.® This happene |
1c())trllng gmé falling into prostitution when garment employers ng? fearec:
Zhe passage of the U.S. Child Labor Deterrence 11;;;( (19913%—— ! ox;vl;ltgr
in Bi i the well-known liberal se
the Harkin Bill because of its sponsor, . .  senator
i ts of textiles using chi

Harkin—which would have banned impor chile

igobnc?r dismissed an estimated fifty thousand children from factories.

More Evidence -

As it happens, we do have some additional, compelling evildence, b\z;.setd
, i lysis using extensive data on Viet-
on state-of-the-art econometric analysis e do e
he view that globalization actually
amese households, that supports the : :
?educes child labor. The economists Eric Efimonds and Nlna .Pavcfn\lllze(:_f
Dartmouth College essentially use change in the domest'1c price 1(') et
nam’s primary staple and export product, rice, to exalr;;glet thle9 91;1 e
izati he use of child labor. From 0 ,
tween globalization and t f ch ' Jp o8, the
i i Vietnam increase percent, partly
find that the average price of rice in i o pa
i -i Vietnamese exports had been
se a rice export quota self-imposed on _ shad been
l;;ileld 8 “Since I[)l 989], the government had gradualg hl)eragzect 13ts eﬁ
o ing ri than double (to about 3 mil-
ort regime, allowing rice exports to more 30
Fion tor;gs in 1996). By 1997, Vietnam’s export quota was no longer Elndmg,
and Vietnam was fully exposed to the international price of rice.
Vietnam happens to be a country where 26 percent of chlldrel? alges
six through fifteen work in agriculture and aboutd7 Iilercen'{ vgo; ‘ aet isoer—1
idi tunity to study how globalr
where, providing therefore an oppor y how glopa et or
i hild labor. It turned out that hou
e e foon i i i bstituted these extra earn-
earned extra income from higher rice prl,ces su pese exira carr-
i i their children’s work. Interestingly, anticip
ings for the earnings from {eresting y, anficipat
i i hapter on the gender imp
ing my focus in the next ¢ " ications o
izati i to benefit older girls, who
lobalization, the extra income appeare : .
f);ieanced “the largest declines in child labor and the largest increases in
hool enrollment.” N .
” OAnd so economic argumentation and the emplrllcal evidence dlo gl(it
lend support to the feared adverse link between child labor and global-

jzation in the shape of trade.
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A Caveat

I\lllqlr:ieichgless, F)nfa caveat must be entered. I have considered the effect on
‘(;'v }: t ; or w1th1n. the. poor countries when globalization proceeds. But
what about globalization and trade in children across borders? Here there
1s some reason for concern and action.
East'el“rhe 1n§reased. c}llemand for labor in some of the labor-scarce Middle
n nations without modern protections and ri i
! nd rights, especially Saudi
Arabia, has led to the cross-border movements of Womén and the);r chil-

. dren, employed as domestic labor, often in poor conditions. Child pros-

gtutloll; ‘has also intensified, with female children being transported
t'cross 1orflers and _sﬂgl@_1nto brothels. These are products of globaliza-
lon only in the sense that thiere are profits to be had in movements

g
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Women: Harmed or Helped?

apan comes at us like images in a kaleidoscope. Less than two de-

cades ago we were panicked by its economic prowess into declaring

the end of the American century and the arrival of the Pacific century.
Its economic might and its uniquely different and impenetrable ways
also fed our paranoia: many thought of the Japanese as Superman and
Lex Luthor rolled together, omnipotence and evil genius, into the for-
midable Godzilla of Japanese monster movies. But today the country is
almost an economic wasteland, mired in recession and paralyzed into
inaction. Today Japan is seen as a threat not because of its strength but
because of its weakness.'

Japan’s paradoxes continue when we think of Japanese women. Ja-
pan has the unique distinction of having produced the first female nov-
elist of gravitas, Lady Murasaki, in the eleventh century. Her novel The
Tale of Genji is widely considered to be the greatest work of Japanese
literature; in its nostalgia for the passing society, it recalls Marcel Proust’s
Remembrance of Things Past and Junichiro Tanizaki’s In Praise of Shad-
ows. And no student of Japanese literature can ignore her contempo-
rary, ten years her senior, Sei Shonagon: a talented writer, her major opus,
Makura no Soshi, is a classic read even now. Yet when one sees Japan
today, the state of its women is almost tragic, closer to that in traditional
societies than in the West; indeed, it offends our modern sensibilities.

This was brought home to me when, several years ago, I was at a
conference in Tokyo. My Oxford tutor, Sir Donald MacDougall, who
had been a wartime adviser to Winston Churchill and was now in Lon-
don, was there along with his economist wife, Lady Margaret Hall, an
Oxford don at the time. As we were boarding the bus, the respectful
bureaucrat from Japan’s Economic Planning Agency shepherding us
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announced the MacDougalls as “Professor MacDougall and Mr

MacDougall” So I interrupted him to say: “Excuse me, they are MS.
MacDougal.l and Professor Mrs. MacDougall” My rewar,d car}1’1e not ir.
heaven but in this world, and it was immediate: Margaret came over ang

gave me a warm kiss on h : L crar
made my day my cheek, with a glowing “Thanks, Jagdish.” It

Globalization Helps Women: Two Examples

One. can go around the world and find discrimination against wom

It arises at s.everal levels and in different ways. Gender studies has brou elrll‘;
this pervasive phenomenon to center stage. But again, my focus herg i
noton the documentation of this phenomenon or its exi)lanation Ratlf lS
itis on the central question: has globalization accentuated, or ha; it be::;

corrosive of, the discriminations agai
: gainst women that man -
plore and wish to destroy? yoftus de

Japanese Multinationals Going Abroad

That globalization can help rather than harm women emerges dramati-
cally when one examines how globalization has affected the women lf
]ap«:m. In the aftermath of the great outward expansion of Japan’s mult(')
naf;}_gnals_,ln,v.,t,llzc 1980s and early 1990s, Japanese men executives Werli
sent to the United States, England, France, and other Western nation:
r(rI}altEanese women thep rarely made it through a very low glass ceiling).
se men l?roughf; with them their Japanese wives and children. In New
York, they lived in Scarsdale, Riverdale, and Manhattan. And t};e i
saw at first hand that Western women, though they have éome wayzV o,
were treated better. So did the young children become not ddéﬂ?}'i’go’
nese who are taught the value of social é&j\formity and harmony Ei'_c

rambl'mctif)us little Americans who value instead the individualism that
every immigrant parent confronts when the children return home ft .
school anc! say, “That is the way I want to do it”” Schools are wher OI1n
rtul.‘al_‘condltloning occurs subliminally, even explicitly. The 'Womerel Cuci"
children who then returned to Japan became agents for chan T?ln
would never be the same again. T — e
- Fenclll.nlsm-, women’s rights, other human rights, due process for citi-
$ and immigrants, and a host of other attributes of a modern societ
began_sloyvly to replace the traditional ways of Japanese culture, a (}i,
globalization in the shape of Japanese corporations’ expansi b, "
had played a critical role. PR SpEsion shroad

That influence has also come, of course, from other (non-economic)

forms of globalization such as the vast increase in Japanese students in
Western universities in recent years. Just a decade ago at Columbia, where
I teach, the largest nationality in an entering class of over four hundred
in the School of International and Public Affairs was Japanese. Many of
these students steadily adapted themselves to American ways. Instead of
bowing low to the “revered teacher,” the sensei, they learned to put their
feet on the table, even crudely blow bubble gum, in class. And as they
returned to Japan (though now a few began to stay on, like students
from most other countries) they brought American responses to the in-
creasing trade feuds with the United States. Thus, when the Hosokawa-
Clinton summit in Washington failed in 1993, the Japanese prime
minister’s staff essentially said, “If you object to our trade practices, see
you in court!” But President Clinton’s staff thought we could still deal
with the Japanese in the old ways, through bilateral confrontations and
deals. As 1 explained in an article in Foreign Affairs at the time, we thought
we were fighting the samurai, but we were fighting GIs.”

o 4 CISed € CanemY)
Price and Prejudi‘gﬁmde and the Wage Gender Gap
But the favorable effect on women’s issues in Japan because of globaliza-
tion in the form of extensive outward flow of Japanese multinationals to
the West is not the only example one can find. My favorite example is
the study of globalization in trade on the gender wage gap between 1976
and 1993 in the United States by the economists Sandra Black and Eliza-
beth Brainerd.’
Such wage discrimination can be explained in alternative ways. One
persuasive theory, due to the Nobel laureate Gary Becker, is that men are
_paid more than women by employers, even though they have no greater
merit and productivity within the firm, simply because of prejudice.’
But this prejudice has its price: any firm that indulges it is going to bé at
a competitive disadvantage vis-a-vis firms that hire without this preju-
dice and pay men no more than they pay women.
Now, if we have a(glosed economy and all domestic firms share this
. prejudice; it will not maké any onie firm less competitive: all firms will
be equally handicapped. But when we introduce foreign competition,
“the foreign firms that do not share this prejudice will be able to gain in
frede.  competitiveness over domestic firms that indulge the prejudice. Liber-
‘ }"’) alized trade, which enables foreign firms to compete with the domes-
"~ tic firms in open markets, therefore puts pressure on domestic firms
to shed their prejudice. The gender wage gap will then narrow ifi the
R
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industries that must compete with i
mports produced b judi
firms elsewhere. ’ unprejudiced
But consider a related but different and more potent argument. If
Iillarkets open to 'trade, competition will intensify, whatever the reason
that enables foreign firms to compete with our firms in our domestic

and international markets. Faced with increased competition, firms that

were happy to indulge their prejudice will now find that survival re-
g;lrestitlh:tt Eny a.nd all fat be removed from the firm; cost cutting will
an that the price paid for prejudice wi i
the oo e ;e gappwﬂl nar};(t;al‘ldlce will become unaffordable. Again,
The remarkable thing is that Black and Brainerd find that this did
actue}lly happe.n, confirming the predictive power of sophisticated eco-
nomic reasoning. Firms in the United States that had been subject to
relatively less competitive pressure but which then experiencedJ com-

petitive pressure due to openness to trade showed a more rapid reduc-
tion in their gender wage gap.

Women’s Fears

1Slf'et some influential women’s groups and prominent feminist scholars
ave expressc?d fears concerning the impact of globalization on their
agendas and interests, among them the following,

Global Care Chains

Consider the recent argument, which has gained so

soc1.ologist Arlie Russell Hochschild regarging the si)ll-iafl?ercrlelllf)}l,;;)lycthe
chains and their deleterious effect on women.® These refer tgo the ES
nomenon V'vhere women migrants from poor countries have chilgren
who are b.emg looked after by girl siblings, grandmothers, or other fe-
me.ile relatives while the migrants, as maids and nannies lz)ok after th
:}llnidf'n of women in the cities of the rich countries. Hoc;hschild argue:
‘ gis; dlsagrﬁ)abgael. care chain puts all women at every point in the chain at

Why? For the migrant women: “Studies su i

remaip attached to the homes and people they li%/ees.t. f}.l?rtlcrlrc}gir?rllt)ssé of
jthe migrant workers . . . interviewed talked of going back but in)the end
it was their wages that went home while they themselves stay:ed onin the;
USA artd Italy. Many of the migrants . . . seemed to develop a ‘hypotheti-
cal self’—the idea of the person they would be if only they w};fre back

home. About their own motherhood they seemed to feel two ways: on
one hand, being a ‘good mother’ was earning money for the family, and
they were used to a culture of shared mothering with kith and kin at r
home; at the same time, they felt that being a good mother required
them to be with their children and not away from them.” Being in a care
chain, the author concludes, is “a brave odyssey . . . with deep costs.™  ~

Regarding the children back home, the phenomenon was also con-

sidered distressing, with the migrants’ affections “diverted to their young
charges” away from “their own young.” Hochschild quotes Sauling Wong
as lamenting that “mothers are diverted from those who, by kinship or
communal ties, are their more rightful recipients.” Moreover, in socio-
logical and psychological terms, the care chain raised added questions:
“Can attention, solicitude and love be ‘displaced’ from, say, [the migrant]
Vicky Diaz’s son Alfredo, onto, say, Tommy, the son of her employers in
Los Angeles? And is the direction of displacement upwards in privilege
and power?”’

But even if these sentiments had emerged from a proper sample
rather than from interviews of not necessarily representative migrants,
they would have to confront the fact that as long as the choice to migrate
had been made voluntarily, the psychic costs—and possibly gains, as in
the case of our own maid of many years from Haiti, who escaped from
an abusive husband—were outweighed by the psychic and economic
gains. It is important to emphasize also the fact of psychic gains that can
accrue because the migrating woman enjoys the liberating environment,
both economic and social, that working away from her family, in a feudal
and male-dominated environment back home, will imply. I have seen it
with our maid, who has grown over the years in self-respect and dignity.

Besides, Hochschild seems to transfer to the migrant workers the
values of her own culture: the great emphasis on the nuclear family is
often alien to the culture of the poor countries with their extended fami-
lies, as is well known to students of economic development. Children
are often close to, and get looked after by, siblings, aunts, and grand-
mothers; migration or no migration, that is utterly normal even if it is a
phenomenon that will pass as economic development takes off. As the
nuclear family has become dominant in the rich countries, the men and
women who constitute it are thrown back on one another for virtually

all tasks, including child rearing, adding to the stress that an extended
family can relieve.?

"Thus, even if attention was paid naively only to psychological con-
sequences, it is more likely that many women in the global care chain are
better off rather than suffering from emotional “deficit” and distress.
The migrant female worker is better off in the new world of attachments




and autonomy; the migrants’ children are happy being looked after by
their grandmothers, who are also happy to be looking after the children;
and the employer mothers, when they find good nannies, are also happy
that they can work without the emotionally wrenching sense that they
are neglecting their children. In short, the idea of the global care chain
as a chain that binds rather than liberates is almost certainly a
wrongheaded one. It fits into the preconception that Hochschild seems

to be afflicted with regarding economic globalization as well, as when
she says:

The declining value of child-care anywhere in the world can be compared
with the declining value of basic food crops, relative to manufactured goods
on the international market. Though clearly more necessary to life, crops
such as wheat, rice, or cocoa fetch low and declining prices while the prices of
manufactured goods (relative to primary goods) continue to soar on the world
market. Just as the market price of primary produce keeps the Third World
low in the community of nations, so the low market value of care keeps the
status of the women who do it—and, by association, all women—low.®

I am afraid this is nothing short of gibberish. The assertions about the
declining prices of primary products are familiar decades-old asser-
tions that are untrue but keep recurring in uninformed circles. But even
concerning child care, on what evidence does she arrive at the notion
thatit has a declining value? In truth, as women have gone into the work-
place, the demand for child care, whether at home or in centers out-
side the home, has only grown, and the price of such child care has risen.
In fact, one sees a shortage of high-quality child care facilities every-
where as women struggle to find them so they can be freed from all-
too-explicit and facile charges of child neglect and the guilt that follows
from them.

But it is not just the (economic) price of child care that has risen,
creating a demand in turn for subsidy to child care. The (social) value of
child care also becomes more manifest as mothers seek it from others
instead of providing it themselves freely at home because of their tradi-
tional role.

In fact, there is another important consequence to ponder as women
have entered the workforce in great numbers. This has meant that the
subsidy they were implicitly providing to child care at home is no longer
available. So, from a social viewpoint, one can argue that this traditional
subsidy now must be replaced by an explicit subsidy to child care if chil-
dren, who need nurture and care, are to turn into good adults and citi-
zens. This also means that child care’s importance, its social value, is

now visible, not hidden by the submerged and subsidized provision of it
by women confined to the home.

Unpaid Household Work

Women’s Edge, which is a leading NGO pro‘r‘noting gende.r agends‘is, hﬁs
registered several complaints, among thezrn: 'Iihfz economic theories the
WTO espouses and the macro-economic pqhaes that the WTO over-
sees fail to take into account women’s unpaid hguseho?d work (maln-
taining the household, growing food for the family, caring for _ch11dren
and relatives). . . . The United Nations estimates that if mone'flz.ed, the
value of unpaid women’s household work would equal $11 trillion . ..
r"’lO
> }I,\?:tional income statisticians have long recognized th'is neglect, and
it is not the only non-market activity that has been cons1flered: volun-
teer work outside the family, whether by women or men, is yet another
example. What is unclear, however, is why we s.hould get tl.le WTOhto
worry about getting national income accounts adjusted for this and other
iencies! .
deﬁ%ine(::he fact that women often do unpaid work affeFt thc.e efficiency
of resource allocation in an economy? Surely it does. It 1mp11§s that th.e
true cost of the output, chiefly child rearing, fr.om that unpaid work is
being underestimated. Therefore, this output w11.l be overproduced rela-
tive to the case where the women were being paid at market wages. B1.1t
then there is also an offsetting argument sugge.sting that the output v_v1l1
be underproduced instead. This is because Chll.d care and child rearing
have socially desirable spillover effects for which t.he rr}arkfet does not
reward women as it should. If the latter argument is ?velgh‘fler than the
former, this would provide an argument for subsidizing child care.

Of course, since the participation of women in the work'force isboth
good in itself, as it provides women with a choice to work in ‘fhe home
or outside, and is also good for us, since it has sev.eral.economlc Payoffs
such as bringing into play the talents and contributions of a hltherlt)o
neglected half of the workforce, there is a further argument for a sub-
sidy to women in the form of child care support. .

But these and other implications of women’s unpaid yvork are mat-
ters of domestic policy. It defies common sense to atjca.clf el-ther the WTO
or the freeing of trade for the absence of such policy initiatives by nation-
states that are members of the WTO or that are seeking gains from traqe
by freeing trade. Yet Women’s Edge and other- groups do inake that il-
logical leap, and others, when they make assertions such as “Trade agree-
ments need to recognize women’s competing demands ansl ensure that
women benefit from trade to the same extent that men do.”" The same
extent”? Can we manage to achieve such parity of re§u’1ts from trade liber-
alization for any group, whether women, Dalits (India’s untouchables), or




—

African-Arpericans or Hispanics in the United States? Can we manage
such equality of outcomes for any policy reform? And yet these are as-

sertions by serious groups: Women’s Edge is at the cutting edge of the
women’s NGOs,

Other Aspects of Women’s Work

Yet another issue these groups raise is that in some traditional societies
women produce crops for home consumption and men produce cas};
crops. If cash crops expand due to trade liberalization and access to world
markets, their argument goes, men will benefit but not women: the
women might even be harmed. Consider also the claim that “in ’sub—
Saitharan Africa . . . a switch to export-promotion crops . . . has often
diverted resources from domestic consumption. Men have controlled
the extra cash earned from this strategy and the nutritional status of
women and children declined.”!?
But what the author is saying is that intra-family decision making
can lead to increased incomes being spent on frills rather than on food
Indeed, it can. But then (as I discussed in Chapter 5, on poverty) there is‘
a case here not for bypassing the opportunity to bring increased incomes
but for social policy to accompany the increased prosperity such that
the untoward effects on nutrition and the health of women and children
are avqided. A situation where incomes are stagnant, or even undermined
by t.hc.e imposition of costly trade protection and other harmful economic
policies, can also put pressure on men to indulge their taste for frills at
the expense of the nutritional status and health of their families; I would
submit that it is equally likely to do so. It is smarter to have ,income-
en.hancing policies go hand in hand with progressive social ones (which
will l?e more likely to emerge and take hold if we empower women b
providing them with the economic opportunities that a growing anc}ll
prosperous economy will create) instead of reducing incomes so that
they are divided and spent better for women.

Trade Agreements and the WTO Pursue Trade and Profits,
Not Development and Women’s Welfare

The National Qrganization for Women (NOW) and Feminist Majority,
the former an important organization that has done notable work to

advan;e women’s rights in the domestic sphere in the United States, have
argued:

Current international trade agreements, liker NAFTA, violate the rights of
women workers. Women workers in many factories, located in Export Pro-
cessing Zones (EPZs [zones set aside to attract export-oriented firms]), have
reported physical abuse, sexual harassment, and violence, and mandatory
pregnancy testing as a condition for employment. Women workers in EPZs
are forced to work long hours for extraordinarily low wages in poor working
conditions. In Ciudad Juarez, Mexico, over 200 women have been murdered,
many of them on their way to and from their work in the EPZs.?

But these groups fail to ask: what are the conditions of work in Mexico
outside the EPZs? Are not the Mexican unskilled workers suffering yet
worse conditions in local, trade-unrelated industries and occupations?
Do women enjoy shorter hours of work as they, and men, struggle to
survive on the farms and in rural occupations? If two hundred women
have been murdered on their way to and from work, is the blame to be
assigned to the foreign firms that provide the employment or to the
Mexican state that, not just here but through much of Mexico, is unable
to provide security to women as they move to and from work? Or one

* may well ask how many women have been raped or murdered in Ameri-

can cities, often as they go to and from work; do we blame American
businesses for this atrocious state of affairs, or do we ask politicians to
improve and augment police patrols? In short, what has freer trade got
to do with it?

_ This problem does not exist in a vast majority of EPZs because the
young female workers live on campus instead of commuting back to
their families at night (and perhaps having to walk through unguarded
fields since the buses do not carry them all the way). But where it does, a

- socially responsible policy toward their employees would be for the larger

firms in the EPZs, when the state fails to provide such security to women
workers, to take steps, in concert with other large firms, to impress on
the host government that the firms’ continuing presence in the EPZs
will be imperiled if such security is not immediately provided for their
workers. Indeed, since the basic safety of its workers has to be part of
what a firm must accept as an obligation at the factory level, it must also
be regarded as a firm’s obligation to ensure their safety in getting to and
from work, even if that provision must be made by the host government
rather than the firm itself.

Again, Oxfam has argued in its earlier-cited 2002 report on the world
trading system that unregulated multinationals are “producing poverty-
level wages and severe forms of exploitation, with female workers suf-
fering the worst excesses.”* Fortunately, the notion that multinationals
are the cause of low wages rather than an antidote to them by increasing
the demand for labor in the poor countries, or that they exploit workers,
male or female, when they actually pay higher wages than the average in
alternative occupations, will not stand scrutiny, as discussed fully in




Chapter 12.” So the proposition that female workers “suffer the worst
excesses” makes little sense when the excesses themselves are illusory
and the bulk of the evidence is to the contrary.

Yetanother influential women’s group, the International Gender and
Trade Network (IGTN) agrees that “trade serves as one of the instru-
ments for achieving the goals that we seek: prosperity, stability, free-

- dom, and gender equality” But then it claims that “there is no guarantee

that free trade is the best policy for women” and that “[t]he current WTO
trade process is predatory, mercenary and destructive to livelihoods !
In reaching such hard-line conclusions, IGTN makes the standard
mistake of assuming that the WTO, and presumably free-traders, sub-
scribe to the doctrine that trade is a goal rather than an instrument.
Thus they assert: “The current world trade regime poses the wrong ques-
tions. Instead of asking what kind of multilateral system maximizes for-
eign trade and investment opportunities, it should ask what kind of
multilateral system best enable[s] the people of our nations to pursue
their own social priorities and developmental objectives.”"” But this ig-
nores massive evidence that freeing of trade is pursued because it is ar-
gued, on both theoretical and empirical grounds, that it produces
prosperity and, as firmly argued in Chapter 5, has a favorable impact on
poverty as well. As an economist normally accused of being “the world’s
foremost free trader,” I have always argued for freer trade, not as an ob-
jective but rather (in the context of the poor nations such as India, from
where I come) as an often powerful weapon in the arsenal of policies that
we can deploy to fight poverty. Perhaps the misunderstanding on the part
of critics such as IGTN comes from the fact that every time we push for
free trade, we do not restate its value as an instrument: we just fight for
free trade. As my famous Cambridge teacher the radical Joan Robinson
used to say, it is only humorless economists who spell everything out. And
certainly only the dreary ones do that every time. But now that we must
contend with strong voices and weak ears, perhaps we cannot afford not
to be explicit and to reiterate endlessly why we want what we want!

I must add, in all fairness, that IGTN also makes the valid, and im-
portant, criticism that the WTO has been corrupted by various lobbies
(in the rich countries) into being no longer a pure trade institution: “the
WTO does not fundamentally pursue free trade. . . . We believe that it
has taken on board non-trade issues. The role of the WTO should be
reduced to enable it to deal solely with trade Indeed, as Chapter 12
makes clear, the multinationals, chiefly the pharmaceutical and software
firms, lobbied successfully to get the United States, and then other rich-
country governments, to back the WTO’s Agreement on Trade-related
Aspects of Intellectual Property Rights, turning the WTO into a royalty

collection agency. And now the labor lobbies want to introduc.e labor
standards into the WTO as well, emulating the corporate lobbies. The
fact of the matter is that every lobby in the rich world—there are far too
few in the poor countries—now wants to capture tf}e WTO and :curn. it
into an institution that advances its own agenda, using .the WTO’s abil-
ity to implement trade sanctions. Ironically, one could view the attempts
of women’s groups to include the gender agenda and gender-lmpac?t
preconditions in the WTO as yet one more instar.lce of such an ambi-
tion, whose result would be to further cripple w1th. ovsrlo.ad the effi-
ciency and objectives of an essentially trade-related institution.

Obsession with Export Processing Zones

A number of women’s groups are obsessed with EPZs, seeing them as
the brutal face of globalization and, in ways discussed below; as the source , -
of much of the devastation that globalization wreaks on women in the 7
poor countries. '

But note first that the EPZs, while they have played a part in the
outward-oriented strategy of several countries, are ra}rely as dominant
as critics imagine. Besides, their relative importance in overall exports
often diminishes over time because the advan’fages’ offered by EPZS
gradually become available nationwide. Thus, Taiwan’s exports from its
three EPZs—at Nantze, at Kaohsiung Harbor, and near Taichung—were
no more than 10 percent of her overall exports in the 1960s; by the ea.rly
1980s, their share had fallen yet further, to 6 percent. As James Sh:clp{ro
reported for Taiwan in 1981, focusing on better infrastructure fac111t}es
and reduced bureaucratic hassles: “The zones are no longer e}s.attractlve
to investors as they were in the 1960s because the conditions _have
changed. Many of the original attractions of the zones are now available

here in Taiwan.”*

ever%rl‘;vthe case of inward-looking countries, as they begin to gradually
shift to an export orientation, the EPZs repres.ent attempts at intrf)duc—
ing a set of reformist policies, such as zero t.arlffs, that cannot be intro-
duced widely because of political obstacles in the country at large. This
initial step leads to a steady loosening of the rest of the country through
demonstration in the EPZs of the advantages of such a policy reform.
The success of the EPZs leads to acceleration of reforms in thfa rest of the
country, which then leads to better performance by' the entire country.
This is the story of China, where the coastal province of Guangdong
turned into a gigantic export platform and then the rest of the country

followed, however haltingly.




Next, the preference for young women workers in the EPZs is de-
plored as a tactic by which employers get pliable, docile, and uncom-
plaining workers who are unwilling to unionize to improve their wages
and working conditions. Besides, the fact that many are let go and are
replaced by other young women cripples their ability to unionize as well.
Typically, Spike Peterson and Anne Runyon argue, “In many countries,
women’s proportion of formal-sector employment has significantly in-
creased—with women sometimes displacing men—as employers seek
the cheapest, most reliable workers. In this case, women are gaining
employment, but typically under conditions that exacerbate worker vul-
nerabilities and exploitation” (italics added).?

But this critique is not the slam dunk that it seems. For example, the
decline in unionization in the United States over nearly a half century is
principally due to several trade-unrelated factors.2! Improvements in
minimum wages, the general rise in wages, and governmentally enacted
legislation for workplace safety—the OSHA regulations—have reduced
the value of unions for many workers. If workers in the EPZs feel that
while they may not be doing as well as they would like, these jobs are still
better than others they might obtain, their interest in unionizing may be
less than compelling. That, rather than the lack of bargaining power
because workers are female or temporary or both, could well be the de-
cisive factor.

In some cases, workers who stay longer with firms will be less likely
to want to join unions than less permanent workers: the former may
have a more cooperative and conciliatory attitude toward their employ-
ers than the latter. Moreover, sociological studies of female workers in
Central America, for instance, report interviews with women such as
“Maria, who has worked for the plant for seventeen years”; “the com-
pany for which she works is known for maintaining and rewarding its
better and stable workers.”? It is therefore perhaps an exaggeration to
argue that firms in EPZs necessarily see more profit in keeping workers
on ashort leash. Besides, as Nicholas Kristof and Sheryl WuDunn, whose

work on Asian sweatshops is cited more fully in Chapter 12, have noted,
the young women they interviewed wanted to accumulate money, worked
hard and long hours by choice, and returned home by choice.?

Evidently, there is a diversity of experiences here. What does seem to
emerge persistently from many studies is that the work in the EPZ facto-
ries is subject to more discipline and may not be suited to all. Assembly
lines, for instance, impose more discipline—one worker off the line for
ten minutes can disrupt the work of all during that time—than work
that can be done at one’s own machine. Economic historians have docu-
mented how in the textile factories in nineteenth-century India, where

families were assigned their own spindles and looms to work with, the.re
was little discipline. But in the Tata steel plant at Jamshedpur, started in
1913 by a remarkable Indian entrepreneur who VYOI,}ld. go on to found
one of India’s progressive business dynasties, a disciplined labor fo.rce
was critical, given the altogether demanding nature of the produc’uo'n
process.* An example closer to home is the contrast between the lei-
surely style and hours of work of professors S}lCh as myself, on wh9m
the ﬁniﬁérsity does not impose a strict and uniform regimen regarding
hotirs worked and daily attendance, and the excruciatingly long h(?u.rs
of disciplined work imposed on the young men and women who join
Wall Street firms, glued to their screens and reduced to take-out foods
and a dog’s life even though the collar may be diamond-studded.“

Thus, in the Taiwan EPZs cited earlier, the women talked of “bells,
buzzers, punch-cards, supervisors and strict monetary pena.ltief,” but
this was necessary because a manager observed that, in electronics, “prod-
ucts are either perfect or useless” and a disciplined labor forc.e mattered.
Interestingly, the author adds: “One young woman I talked w1th. grew up
in Kaohsiung, and during the summer months, for two consec.utlve years,
worked in the KEPZ, first in an electronics factory assembling printed
circuits and later sewing in a glove factory. ‘The routine nearly bored me
to death, she recalled, ‘but jobs in the EPZ are easy to find, and, for a few
months, you can put up with anything.”? o

In Bangladesh, there was evidence that “[u] nmarried glrls empl.oy.red
in these garment factories [which, in 1995, were employing 1.2. million
workers, 90 percent of them female] may endure onerous'wor.klng.con-
ditions, but they also experience pride in their earnings, maintaina hlgl}er
standard of dress than their unemployed counterparts and, most sig-
nificantly, develop an identity apart from being a child or wife ... . legm-)
mate income-generating work could transform the nature of girls
adolescent experience. It could provide them with a degre”e of autonomy,
self-respect, and freedom from traditional gender work.”*

Indeed, this account of the liberating effect of EPZjoffe'red work ‘Fo
young girls in Bangladesh underlines the necessity' of Judgmg EPZs in
light of alternatives available in these poor countries. I was impressed
particularly by the account by a sociologist of a woman narr.led Eva who
had left the free trade zone in the Dominican Republic and now
“work[ed] as a housekeeper for a private villa adjoining a hotel complex
in La Romana. She left because she could no longer stand the pressure of
working in the free trade zone. . .. She earns 1000 pesos every two weeks,
and not only cleans, but washes, cooks, and serves dinner Wh.en.the Do-
minican family for whom she works or one of their guests is in town.




Th(?ugh she' has worked for five years, she receives no paid holidays or
:cc)lfilzil;e;urlty benefits, which even free trade zone workers enjoy” (italics
Nonetheless, since unions are not commonplace at all in many EPZs

even when permitted, and often young girls are at work, we do neeci
mechanisms other than the absent unions to ensure that basic safety
(extending to protections against rape and sexual harassment) and re-
lated health regulations are put in place by the governments and en-
forced. If unions believe that temporary workers lack bargaining power,

the'n simply having a union is not going to change that bargaining power;
unions without bargaining power would be paper tigers. By contrast

:che power of the government in providing the necessary regulations is,
immensely greater.”® And the regulations to protect and support women
should evidently be applicable nationwide, not just to EPZs, where in
fact female workers are likely to be doing better! ’

WTO Rulings and Women

Women'’s Edge has also objected to the WTO Appellate Body’s rulings
that preferences given to the Caribbean nations on their exports of ba-
nanas to the European Union violated WTO agreements and that the
E}Jropean Union’s restrictions on the sale of hormone-fed beef were in
Y1olation of the agreed rules requiring that a scientific test must be met
if such restrictions are imposed.” They complain that the gender effects
were not analyzed by the WTO. But their critique amounts to little more
than saying that those who are affected by these decisions, whether in
terms of the removal of protection or preference (e.g., the banana case)
or by authorized retaliation through tariffs (e.g., the hormone-fed beef
case), happen to include women. But then, almost any policy chan
will directly affect some women. ’ ¥
These WTO Appellate Body decisions raise many issues, some critical
to the economic well-being of the poor countries, and fixing the system
for them would automatically benefit both women and men in the
workforce and as consumers. But the notion that the WTO is somehow
darr%nably deficient in not highlighting gender issues and micro-level gen-
der impact each time it pronounces a decision seems to be off the wall
A telling example of such feminist concern occurred after the E.U
lost its case for restrictions on American hormone-fed beef. Women’s
Edge complained about the effects of the ensuing tariff retaliation against
Dutch tomatoes and other EU exports. This retaliation by the United

States against the EU was authorized by WTO rules because the EU could
not eliminate the WTO-illegal ban. Women’s Edge argued:
The 100 percent tariffs imposed on Dutch tomatoes will affect Janice
Honisberg, a woman business owner [who imports Dutch tomatoes]. She
estimates that her company will lose 40 percent of its revenues as a result of

the tariff and she will be forced to layoff half of her 65 employees, the major-
ity of whom are women from low-income communities in Washington D.C.

and Chicago.”

Tariff retaliation is a much-debated issue among economists, lawyers,
and international relations scholars. To put into this important debate
the sorry fate of Honisberg and her staff is to lose all proportion; it is as
if a dam had burst, flooding villages and cities and destroying human
life, and yet the fate of just a few women concerned you!

Aside from the gross disproportionality of such a focus, it is also
misplaced. The WTO Appellate Body was exactly right to find against
the legitimacy of the hormone-fed beef legislation of the European Union
in light of the agreement at the Uruguay Round, which precluded such
restrictions unless backed by a scientific test. And many of us are right
to ask for a renegotiation of that agreement because of problems such as
the hormone-fed beef concerns that were not anticipated at the time of
that agreement. But to demand that this agreement, and every other, be
reexamined and redesigned specifically from the viewpoint of women’s
welfare seems about as compelling as saying that the removal of pot-
holes from New York’s roads be subjected to a prior examination of
whether women are more likely to fall into them (as they well might if
they wear high heels).

The proper response to demands for attention to women’s welfare
in a society has to be to consider ways in which women in that society
and economy may be more vulnerable to the consequences of policy
changes such as trade liberalization, projects such as the building of roads
and railways or the provision of irrigation or drinking water, and in-
deed the myriad ways in which change comes. Rather than setting up
roadblocks on every policy change, big and small, and demanding that

each policy change be made conditional on an examination of its im-
pact on women—a tall order in many cases, since the indirect estimates
at that level of detail can only be guesstimates at best—it is more useful
to think of policies that alleviate the fotality of distress to women from
the multitude of policy changes.

Women, as a class, are not destined to lose from progress any more
than other groups are. To block off progress, ostensibly to help them,
at every turn of the policy screw is to indulge in a policy response that




is both inappropriate and likely to be counterproductive to their well-
being—and men’s as well.

IME, World Bank, and Women

An equal opprobrium is assigned by several women’s groups to the ef-
fects on women of the stabilization programs of the IME which assist
countries having macroeconomic difficulties such as balance-of-payments
crises, and the structural adjustment programs of the World Bank, which
are generally longer-term and assist countries that are implementing eco-
nomic reforms. In both cases, these institutions impose “conditionality;”
that is, conditions such as commitment to reducing the budget deficit or
tightening monetary policy, which must be met by the assisted country.

The concerns of the women’s groups are twofold. First, the typical
conditionalities in these programs hurt women because when the belt is
tightened, the resulting unemployment disproportionately hurts women,
who will be fired ahead of the men or who are simply among the
workforce that is laid off. Second, the belt-tightening often involves re-
ducing social expenditures on health and education, which in turn forces
women back into the home to provide such services instead.

But these criticisms are misdirected. The IMF hands out loans when
there is a stabilization crisis. Almost always this means that the country
in crisis must bring its overall expenditures in line with its income. If the
IMF did not come in with loans—and this counterfactual cannot be
ignored—then it is likely that matters would be worse, since the country
would then have no option except to live immediately within its means.

reduce their armaments expenditures instead, for instance. But these
priorities, in the end, are set by these governments themselves;. the IMF
sticks generally to targets that have to do with the budget deficit, that. 1;
the difference between income and expenditure of the government, wh1.c'
in turn must affect the overall national imbalance that attends a stabili-
is. Ny
Zatl(')lflhzrzlsuestion of removing tariffs on imports and _subs%dles ‘;o elec-
tricity, fertilizers, freight, and so on has been more a question o str.u<1:-
tural reforins addressed by the World Bank. These reforms.h-awe certainly
been promoted in an effort to change' tl}e economic pohf:les that l}llave
been recognized as having failed. But it is a mlstak_e to thln.k that t ef(e1
reforms have been necessarily imposed from Washington via the Wor
Bank. Often, as I argue in Chapter 18, these reforms hav'e been ava—
cated and embraced by intellectuals, economists., and pohc’y make.rs in
these countries on their own initiative. Recogr}itlon of one’s follhy 1§ olf-
ten a powerful factor making for change. Fc.)re1gn pressure, particularly
when aid funds are at stake, can make a difference. But again, thekas?-
sumption that conditionality, whether of the IMF or the World Bank, is

unbending and effective is also erroneous.

Globalization: Working Abroad, Ifrostitution for
Tourists, and Trafficking

There are, however, three critical phenomena, tangent,ially relat.ed to
globalization, that pose unambiguous threats to women's well-being.

o . " : i ants—often to the Middle
In fact, IMF support often eases the ability of the country in the stabili- * Women goingabroad as dom:StlF S:ﬁv living in the Middle Ages {\
zation crisis to borrow more funds and to make the transition to a better East, where local women are yplcetg,d b i%literat ¢ and conser- | \x}
macroeconomic situation yet easier. This should generally assist, rather and under Islamic law§ as nterpr hy Saudi Arabia—have | |
than harm, women. vative religious leaders in countries such as Saudi b

It is hard to argue also that it is the IMF that systematically prefers been subjected to abuse and need protection.

. . . . . i inevitably been accompanied by a* /
slashing expenditures to raising revenues and that this expenditure cut- *  The growth of tourism hasl mewt:]iatLion in G ountlzies such as | i
ting is biased against health and education expenditures. Regarding the rise in female and even male pros =
former, it is well known, for example, that for many years the IMF was Thailand. . . L

i : o ing i ecially with the economic
reluctant to ask countries to reduce tariffs, not because it did not be- «  Trafficking in women has grown, especially

distress that has attended attempts at transition in countries such

lieve, as it should, that the high tariffs frequently encountered in the ts at i in ¢ :
, , g k " as Russia and from financial crises in afflicted Asian countries.

poor countries at the time and even now were harmful, but because the
IMF was worried about the potential loss of tariff revenue when a stabi-

at o . i i icti ires expanded and commerce in-
lization crisis required more revenue and less expenditure.” The perils afflicting women as empires exp

As regards expenditure-cutting bias against social expenditures, the
IMF and all of us would have loved to get the crisis-afflicted countries to

creased offer a historical parallel, of course, although the precise pa- ‘

thologies have been diverse. Thus, Margaret Macmillan, writing in




Women of the Raj, recollects the plight of the women who followed the
men into India, in words that have resonance today:

[The employees of the East India Company] took Indian mistresses; worse,
from the point of view of the Company’s staunch Protestant directors, they
married Catholics, daughters or widows of the Portuguese. To save the souls
of its men, the Company, for a time, played matchmaker. In the later part of
the seventeenth century it shipped batches of young women from Britain to
India. The cargo, divided into “gentlewomen” and “others” were given one
set of clothes each and were supported for a year—quite long enough, it was
thought, for them to find themselves husbands. Some did not; and the Com-
pany tried to deny that it had any obligation to look after them further. Most
unfairly it also warned them to mind their morals: “Whereas some of these
women are grown scandalous to our nation, religion and Government inter-
est,” said a letter from London to the Deputy Governor of Bombay in 1675,
“we require you to give them fair warning that they do apply themselves to a
more sober and Christian conversation.” If that warning did not have the right
effect, the women were to be fed on bread and water and shipped back to Brit-
ain. [Italics added]® :

A more recent and less excusable example is that of the Korean “com-
fort women” who were forced into servicing the Japanese armed forces
in the Second World War as they brutally moved westward into Korea
and China—an issue that has led to continual demands for compensa-
tory reparations by Japan.

The modern afflictions—abuse of female workers abroad, tourism-
induced prostitution, and trafficking across borders—that can attend
normal, empire-unrelated globalization require attention and both in-
ternational and domestic action. They simply illustrate how even be-
nign changes—such as the opportunity to earn more as a domestic, an
opportunity prized and seized by hundreds of thousands of women in
the Philippines, Bangladesh, India, Pakistan and Indonesia—can have
some downside effects for women who are left unprotected against prob-
able abuses by their employers. More disturbingly, these opportunities
can be exploited by unscrupulous elements—traffickers and mafia such
as the Japanese yakuza—to indulge in dreadful crimes against women
such as trafficking in them for unremunerated prostitution and virtual
slavery.

Fortunately, the unceasing activities of individual activists and NGOs,
among them the Thailand-based ECPAT (End Child Prostitution, Child
Pornography and Trafficking in Children for Sexual Purposes) and the
Delhi-based STOP (Stop Trafficking, Oppression, and Prostitution of
Children and Women, which works to end the traffic in women and
children from Bangladesh and Nepal) have increased awareness of these
problems at the international level for some years now. Many conven-

tions have been signed and several ratified, to prevent trafﬁc.kmg, fo;
instance, and the enormous gaps between laws and conventions an 1
between laws and enforcement have been the.target of continual cr;tlca
scrutiny and agitation. Progress is slon, not just because of lack o .pcc)l-
litical will but because of the complexity of the enforcement required.

But it is relentless. ' | .
So while there are serious issues to be addressed in these specific

areas, where the welfare and well-being of women can "be.lmpgll;d and
must be protected, I would conclude from 'Ehe analysis in th.ls c ?bpter
that the broader criticisms that many women’s groups have v<.)1ce3d about
the negative effects of globalization on women are not convincing.

|

|

f
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Wages and Labor Standards at Stake?

arx was famously wrong when he predicted the progressive
1mm1.s§eration of the proletariat.! The real wages and livin
. conditions of the working classes improved over the span ogf
the n11.1eteenth century, reducing the squalor that has been captured for
posterity !)y social critics such as Chadwick and Hegel and by writers
such as Plckens.2 Marx got the effects of accumulation under capitalism
wrong: it can, and often will, raise wages by increasing the demand for
ieei;ic;i.igut the men})lvement in working conditions was a result of social
on such a i
e Ofs V,t,oi lfeizcory Acts of England, which paved the way for
' An.ti-globalizers fear that Marx is striking again: that, thanks to glo
bahzaqon, his prediction of falling wages is finally comi’ng to pass gLa:
bor unions in rich countries fear that trade with poor countries ;/vith
low wages will drive down the real wages of their own workers and pro-
duce paupers in their midst. They also sense a threat to their labor sIt)an—
dards, thleved through well over a century of anguish and agitation, as
trade. w1'fh poor countries with lower standards intensifies and so;n
mulianatlonals are seen to move to these low-standards locations “tak?
ing qus away.” The resulting pressure to lower standards produ,ces in
this view a race to the bottom as these rich countries abandon their hi h
standards to ensure competitiveness. e
These fears appear plausible, no doubt about it. Yet the facts strongal
suggest that they are not supported by evidence. Most studies of the rga}II
wages of workers assign to trade at best a small fraction of the decline i
real wages in the 1980s and much of the 1990s. T will argue here thre1
stronger proposition that trade has actually helped the workers, not
just harmed them insignificantly, by moderating the decline that) was
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instead caused by technical change that economized on the use of un-
skilled labor.

At the same time, there is no evidence for a race to the bottom. The
reality is that political pressures have developed instead for imposing
higher standards, whether appropriate or not, on the poor countries. So
we witness paradoxically, as is demonstrated in this chapter, what is in
fact a race to the top.

Globalization and Workers’ Wages

It is certainly possible that closer integration by the richer nations with
the poor countries, with a more abundant supply of unskilled labor, will
depress the wages of the richer countries’ workers. What is the intuition
behind this fear? It makes sense to assume that lower prices for labor-
intensive goods, among which textiles and shoes are obvious examples,
brought about by imports from the poor countries, should translate into
lower wages for labor. Therefore, one can legitimately regard trade with
poor countries as an indirect way in which their impoverished masses
will drive down our wages, just as their emigration to our countries will
do it directly.

As it happens, this parallel between the effects of free immigration
and of free trade in goods found an echo in political debates over immi-
gration policy in the last century. It is interesting to recall the fierce de-
bate that broke out in England over the proposed immigration legislation
in 1905 that would have created quota restrictions on immigrants in
response to the “alien invasion” by Central European Jews of London at
the end of the nineteenth century. In that political fracas, the free-traders
were also free-immigrationists, while the immigration restrictionists were
also trade protectionists. _

This intuitive parallel with immigration, which makes trade with
poor countries a cause of concern by the labor unions seeking to protect
their members’ earnings, was also manifest in the firestorm that broke
out in the United States over the inclusion of Mexico in NAFTA in the
early 1990s. The influx of impoverished Mexicans across the Rio
Grande— the so-called peso refugees, many illegal migrants—had al-
ready provoked calls to ciirtail that flow in order to safeguard American
workers’ wages and working conditions. The prospect of NAFTA raised
similar objections: imports from Mexico would also have this adverse
impact on American workers.

So while some thought that trade would improve Mexican prosper-
ity and cut down on Mexican emigration to America eventually, many
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ot’hers, including the labor unions and influential Democrats such as
Blcharc.l Gephardt and David Bonior, were concerned instead with the
immediate pressure on American workers’ wages that they expected from
NAFTA. And, in a throwback to the English debate at the end of the
nineteenth century, some opposed NAFTA and simultaneously proposed
tougher immigration control measures. PP

. Available evidence makes it difficult, however, to argue that trade
with poor countries has been responsible for the stagnation, perhaps

- even a decline, in the real wages of workers in the rich countries, par-

.. ticularly in America. Several economists have examined this question
>

and the overwhelming majority, including Paul Krugman of Princeton
(now a fiercely liberal New York Times columnist) and Robert Lawrence
of He}rvard, are agreed that the role of trade with poor countries in de-
pressing wages is small, perhaps even negligible. But even they give too
much away. If the evidence is examined somewhat closely, it can be ar-
gued that trade with poor countries is likely to have impro’ved wages, in
the sense that it has moderated the decline that would have occur;ed
due to non-trade-related factors, chiefly labor-saving technical change
To understand why, remember that this fear follows from the fac:c
that the poor countries export labor-intensive goods such as textiles
garments, shoes, and toys to us. If the prices of these goods fall in tradé
becau§e o.f increasing supplies from the poor countries, this will trigger
a d'echne in the reward to unskilled workers: an intuitive effect, as fx-
plained earlier, going from lower prices of the goods produced tc’> lower
:}elal wages of the workers producing them.? Thus the key issue is whether
in; 1;;‘;??:’ :gfeil.mh goods have actually been falling, triggering the declin-
Here the evidence really does not support the assertion. During the
1980s, when the real wages of American workers were stagnant, the prices
of the labor-intensive goods as a group actually rose relative t(; the prices
of tl.le set of all other goods in world trade. And their prices actually fell
du?lng the 1970s, when American real wages, defined both as comyen-
sation per worker and as the less satisfactory average hourl earnlzn
(which do not include non-wage benefits), rose.* ’ ®
What happens to the prices of these goods depends on a host of
.factors that affect the production and consumption of those goods, chiefl
in the poor countries. If their production rises faster than consur;lptiony
th.e effect is to increase exports of these goods. Increased exports, in turn,
will r.educe the world prices of these goods . The factors that af%ect ro-’
duction include capital accumulation and technical change. EconorrI:ists
have demonstrated that both these constituents of growth tend to re-
duce the production and hence the exports of labor-intensive goods.

Capital accumulation increases the supply of capital and therefore cre-
ates an extra incentive to producers of capital-intensive goods. Technical
change will do the same since it is concentrated in practice in industries
producing capital-intensive goods, and technical progress there tends to
pull in resources from the less progressive industries that typically pro-
duce labor-intensive goods.® Therefore, the rapid accumulation of capi-
tal and absorption of technology in the Far East and then in the Near
East have led to a progressive fall in the relative prices of labor-intensive
goods, rather than in their rise, as feared by the unions.

The common mistake is to assume that trade in labor-intensive
manufactures will result in exports from one poor country being piled
on top of those of another in an endless process that would make them
come like gangbusters into the markets of the rich countries, depressing
prices and lowering real wages. In truth, because of technical change
and capital accumulation in the countries that are growing out of the
poor-country ranks (e.g., East Asia in the 1970s and 1980s), the entry of
new exports of labor-intensive manufactures by poor countries is offset
by the withdrawal of exports of labor-intensive manufactures by the rap-
idly growing erstwhile poor countries. The latter group of countries be-
come exporters of capital-intensive manufactures and importers of
labor-intensive manufactures instead. Therefore, the net exports of labor-
intensive manufactures to the rich countries grow far less dramatically
than if one conjured up the image of everything piling on, burying the
rich countries in an avalanche of exports. The fear that the “yellow peril”
(as the phenomenon of rapidly expanding exports from Japan was de-
scribed in the 1930s) would be joined by the “brown peril” and eventu-
ally by the “black peril” as poor countries emerged as exporters of
labor-intensive manufactures is belied by the fact that the “yellow peril”

is replaced by the “brown peril,” and so forth. International economists
have long understood this phenomenon empirically, calling it the phe-
nomenon of ladders of comparative advantage.

This more comforting picture is exactly what the Australian econo-
mist Ross Garnaut showed in 1996. Thus in the chart below one can wit-
ness how East Asia steadily increased net exports of labor-intensive
manufactures in the 1970s while Japan (whose income had been growing
rapidly) reduced them. The same pattern repeated itself in the period from
1980 to 1994, when the net exports of East Asian countries (the NICs,
newly industrializing countries) declined from over 10 percent of world
trade in labor-intensive manufactures to nearly zero, while China went in
a crossing diagonal from around 2 percent to over 14 percent. The differ-
ence between the two leaves a greatly reduced net impact on what Garnaut
calls the “old industrial countries,” the rich nations, on average.
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Ra.tlon of net exports to world imports of labor-intensive manufactures, East and South
A's1a 1970-94 (%). Note: South-east Asia includes ASEAN (including ,Singapore)o:nd
Vl'letnam; NIES u?clude Taiwan, Hong Kong, Korea, and Singapore; and South Asia in-
cludes In'dla, Pakistan, Bangladesh, and Sri Lanka. Source: UN trade data, International
Economic DataBank, The Australian National University, prepared by R’oss Garnaolilta

. A recent empirica'l study by the economists Robert Feenstra and
i Gordon Hanson examined the effect on real wages of unskilled Ameri-

| can workers as a result of outsourcing (i.e., buying components from
§ o'ther prodgcers instead of produrcing these components oneself) to for-
» eign suppliers of labor-intensive components in U.S. manufacturing

durlrfg the period 1972-90. This study also concluded that the effect of
such imports of labor-intensive goods for producers (rather than as goods
for consumers, such as textiles and shoes), much of it also from poor
countries, actually raised the real wages of the workers.6 P

. So the principal cause of worry for the unions and their political
allies, that a trade-driven fall in the (relative) prices of labor-intensive
manufac.tures, whether of consumer goods or of outsourced compo-
nents, w.111 drive down the real wages of workers in rich countries is Ir)10t
compelling. Nor are other trade-related explanations that have been pro-
duced for this pessimistic scenario. Thus, for instance, it has beerf) ar-
gued that labor-saving technical change, which is the real culprit, is itself
1n.duced by international competition faced by Iabor—intensive: indus-
tries anq the pressure on wages there. But think about it a little. If wages
are declining, then induced technical change is likely to bias tl.le seafch

for technology in a direction that will use more, rather than less, of the
cheapening labor. But the problem for real wages of the unskilled work-
ers comes from labor-saving technical change.

In short, the contention that trade with the poor countries will pro-
duce wage declines in our midst is not compelling when examined: the
underlying premises do not square with the facts.” Moreover, if we shift
the focus of our analysis to how protection as presently practiced actu-
ally affects workers, we get yet another picture that portrays protection
as harmful to workers. Current protection in the United States seems
particularly aimed at lower-end consumer goods (such as flip-flops) that
have virtually gone out of production in the United States by now and
where the net effect on our workers’ well-being comes not from the ef-
fect on their wages in employment, but overwhelmingly from their role
as consumers.

The further findings on this question by Edward Gresser, reported
in Foreign Affairs, are startling: “Tariff policy, without any deliberate in-
tent, has evolved into something astonishingly tough on the poor. Young
single mothers buying cheap clothes and shoes now pay tariffs five to
ten times higher than middle-class or rich families pay in elite stores.”®

The removal of these tariffs would destroy this highly differentiated and
inegalitarian tariff structure, which undercuts the real incomes of the
poorest consumers and therefore of the working class.

Race to the Top, Not to the Bottom

The fear that the labor standards in the rich countries will be corroded
by trade with, and investment in, the poor countries bothers workers
and unions as much as the fear of an induced decline in wages. They are
afraid that, faced with international competition or threats of employ-
ers to leave for locations where the standards are lower, employers will
successfully manage politically to persuade governments to revise labor
(and environmental) standards downward. Again, this seems likely, but ..
does it happen systematically? "‘

It generally does not seem to, at least if you look at recent American
experience. Two examples suggest skepticism, if not rejection, of the race-
to-the-bottom hypothesis. Take the fiercely competitive garment indus-
try, where the politically active Union of Needletrades, Industrial, and
Textile Employees (UNITE) operates. Its former president, Jay Mazur,
and the current president, Bruce Raynor, have been strong proponents
of the race-to-the-bottom view. But there is no evidence that this com-
petition has led to a decline in labor and safety standards in the garment




district in New York City, for instance. It is true that there are m
sweatshop.s in the garment district. But the causes of these low St:?l}-,
dards, in violation of legislated standards, are twofold: the appalling lack
of enforcement (because of a dearth of inspectors through the f980
an.d 1990s) for the industry nationwide, and the presence of illegal imf
migrants who cannot demand legislated rights because of fear of%le or-
tation. In fact, if the degree to which standards actually fall belowpth
leglslated' s'fandards in these sweatshops has increased in the last ’cwe
decajldes, 1t is surely likely to reflect the increased bipartisan agreeme Ot
on introducing greater domestic enforcement (including thrf(;)u h ’t}rl1
use of employer sanctions) against illegal immigrants—an illiberfl co :
sensus that included the union movement itself until just recently!® v
A§ a contribution to the growing NAFTA debate, the Gener)a:l Ac
counting Office conducted a study of furniture firms faced with to };
lead paint regulations in California and their migration across the lIllgl
Grande.' The GAO estimated that a small fraction of wood prod to
ﬁrm§ had moved, and concluded that their responses to questigns on.
cerning yvhat Proﬁt—making factors had induced them to leave for M ico
were quite mixed." Nonetheless, this study was widely cited at thee’t)'(lco
as evidence suggesting that a race to the bottom in lead paint re 1rlne
tions. would follow. But a phone interview with the South Coasgtli\?-
Quality Mz.magement District, southern California’s agency res onsiblr
for regulation of air quality, elicited the response that emissionpcont ?
sta_ndards for paint coatings and solvents had “never been 1relaxedr”(32
Ev1df:n'€1y, the widely held perception that California’s strict lead i t
restrictions would induce furniture firms to cross the Rio Gr dp?lmd
led to no downward revision of these restrictions. e
. But tbere is little doubt that during the Reagan and first Bush ad
ministrations the Republican view that regulation had gone too f: re.
ated in .the public mind the fear of a race to the bottom. As schoell;rcre_f
the 31_1b)ect ha've noted, if you wished to deregulate for rf;asons that ls1 Od
.noth.lng do with international competition (e.g., if cost-benefit anal i
implied there was too much regulation, or if there was an ideolo YSI&I;
p;eference for df:regulation), the smart thing nonetheless was to say%llfzt
;’e stsl :z;;eiai:gerlng from competition from rivals elsewhere who were
.I"res1dent George H. W. Bush created in 1989 a Council on C
petitiveness."” The council, which was headed by Vice President ]o)m-
S)?a)lfiei.\/\;as intended to continue the work of the Council on Regulazlir~1
© rirl in(;slter ; ; ;?ls.k force that had been chaired by Bush during the Reagan
T}.le history of this council awaits careful research. But availabl
materials indicate that its major deregulatory efforts appe;ir to have beerf

justified in cost-benefit terms rather than on grounds of improved com-
petitiveness. Cost-benefit arguments were used in its many brushes with
the Environmental Protection Agency on issues such as the burning of
lead batteries and the softening of development restrictions on wetlands.
It is hard to find significant examples where the council successfully re-
duced environmental or labor standards by invoking improved interna-
tional competitiveness as a key reason.™*

Recall also that if one is concerned about the decline in labor stan-
dards that might follow from the downward trend in the United States
over more than a quarter century in the degree of unionization of the
Jabor force, down by now to less than 10 percent in the private sector,
globalization has not had much to do with it. It has far more to do with
the draconian Taft-Hartley anti-labor legislation that goes back half a
century. Under that legislation, the ability to use the strike as a weapon
was seriously curtailed: sympathetic strikes by unions outside the in-
dustry were restricted, and the ability to hire replacement workers (scabs)
was protected. This crippling of the right to strike, many union activists
conclude, led to ineffective unions, as a union without adequate ability
to strike is almost like a tiger without teeth.'

The political scientist Daniel Denzer, himself no captive of corpo-
rate interests nor a foe of unionism, wrote recently, in an influential ar-
ticle in Foreign Policy, that the public use of the phrase “race to the bottom”
was a popular rhetorical device with negligible basis in fact.' Indeed, in
a recent article in Foreign Affairs, Robert Ross and Anita Chan abandon
the notion that the North suffers from a race to the bottom because of
competition from the South, and try to shift focus to the notion of a
race to the bottom within the South itself, producing no real evidence in
support of such an intra-poor-countries race to the bottom either, plau-
sible as it sounds.”” Nor are they correct in implying that concern with
the race to the bottom is now behind us in the rich countries. If only it
were true!

Economists have also tried to get at this question from another angle.
They have asked if there is evidence that multinationals are partial to
investing in poor countries that have weak protection of workers’ rights
to unionize and to enjoy a safe workplace. Consider first, however,
whether lower wages (as distinct from lower worker standards) are a
magnet for investors. One needs to be careful and not just look at wages;
they must be adjusted for labor productivity differences because lower
wages may simply reflect lower productivity. The studies that do this
adjustment, though they are focused not on poor countries but rather
on investment flows among the rich countries or among different states
within the United States, show that (productivity-adjusted) wages do
matter to corporations that are considering where to invest.




B.ujc evidence also suggests that this is only one of many factors de-
termining location decisions by multinationals.'® The question of inter-
est -hf:re, however, is whether the other factors affecting the locational
dec1§1on of the firms include lower worker standards. Interestingly, cross-
.sect.1ona1 analysis—that is, analysis of a number of countries at orz,; oint
in time—of the outward investment by U.S. corporations showf that
the greater the extent to which ILO workers’ rights conventions are rati-
fied by a country, the greater its share of U.S. investment tends to be.®
Qf course, the United States has in truth a better record on worker.s’
rights, no matter how defined, than China; but China has ratified more
conventions than the United States because the U.S. political and legal
scene requires that ratifications lead to real obligations, whereas in Chi%la
it Floes not. So ratifications are not a good guide to what protections
exist er w.orkers in reality. Analysts at the ILO have also found that higher
unionization rates are associated with higher investment inflows, whereas
ff:wer episodes of repression of rights of collective bargaining anci associa-
tion also go with higher inflows.?’ In fact, much of the other international
evidence on whether the location of multinationals reflects attraction to

the absence of high standards and particularly on whether multination-
?}lls use technology that is less environmentally friendly in locations where
t ;;;:ﬁil;en ic;zx;ire.ez?wronmental standards, also shows that this is not a
. In short, the evidence suggests that multinationals, generally speak-
ing, do.not go streaking to where labor rights are ignored or flouted. If
true, this suggests a lack of empirical support for the notion that multilia-
t19nal§, by moving to where workers’ rights are violated, encourage their
violation by the poor governments seeking to attract those compagnies
Why, then, is the race to the bottom, so easy to imagine and drez;d
not the dragon it is feared to be by the anti-globalization activists? For)
two reasons, one having to do with the economic behavior of mulzcina—
tlo'nals In poor countries and the other, much the more important, re-
lating to the political behavior of the unions and their allies in ;ich
countries. The former (discussed at great length in Chapter 12 along-
side several critiques of multinationals) is simply that just because lowir
s.tandards exist in the poor countries, it does not follow that multina-
tionals will take advantage of them. The gains to be made by doing so
can be outweighed by several economic factors. Take just reputatifnal
effects. The multinationals, which account for an overwhelming per-
centage of direct foreign investment in the poor countries cann%)f af-
erd to be seen to dump dangerous effluents into the water; or into the
air or treat their workers badly. With incipient or even full-blown de-
mocracies in many poor countries, with the growth of NGOs, with CNN

and the BBC everywhere, the ability of multinationals to do something
legal but offensive in terms of widely shared morality is seriously dimin-
ished. The reputational consequences of profiting from host-country
laxity are sufficiently serious today to outweigh for many multination-
als the extra profits that might be made by the “taking advantage” strat-
egy.2 Whether this means that legislative safeguards are not important
is of course another matter, one of appropriate governance, which I turn
to in Chapter 17.

Much the more important reason why a race to the bottom has not
occurred lies instead in the fact that the effects of pressures from trade
and outgoing investments on our standards are simply not substantial
enough to undo the gains we have made after decades of political ac-
tion. Our institutions are simply too strong to permit this. The unions,
even though weaker than they were, and the environmental groups, which
are stronger than ever, are politically active, not ciphers, and the Demo-
cratic Party sees them as core constituencies. Anytime rollbacks of regu-
Jations are sought on any grounds, the pro-regulatory bulbs light up
and the political activists go to work. This is seen in energetic agitations
against rolling back regulations on wetlands, on cutting down forests,
and on the ability of unions to finance electoral campaigns of pro-union
candidates for Congress and the presidency from general union dues.
And while the anti-regulatory forces are abundantly financed by busi-
ness lobbies such as the Chamber of Commerce and associations for
specific industries such as logging, this is matched by two advantages
that favor the pro-regulatory groups: their cause resonates with the public
as socially responsible, and they substitute their labor for the capital they
are short on, ringing doorbells, using the Internet, and working the po-
litical circuit with fervor and energy. On issues such as the rights of la-
bor and the protection of the environment, the labor-intensive strategy
has been demonstrated to be the more effective one in analysis of Cali-
fornia referendums on such issues.

So American standards remain generally unaffected by the race to
the bottom. But, paradoxically, the politics then shifts to a race to the
top. Worried about international competition from producers in poor
countries who have lower standards, the unions then turn to raising stan-
dards in these countries. Seen as a political ploy to moderate competi-
tion from rival suppliers abroad, this can be described as a form of “export
protectionism” or “intrusionism,” where you virtually force the exporters
into accepting measures that raise their cost of production and hence cut
down on their competitiveness. This is, in fact, what importing countries
do when, not desiring to resort to import protection, they get the export-
ing countries instead to adopt export restraints (ironically called “vol-
untary” export restrictions), as was done, for example, when the Japanese




were persufided to limit exports of their cars to the United States to 2.2
million units in the early 1980s or face the imposition of import b0 :
ers. That export restraints are ways of reducing trade as muchp as imarn-
barriers are is best seen through analogy. Faced with a chargin bpoit
you may hold it by its horns, much as import restraints do ii tfad:as )
you may reach behind the beast and catch it by its tail to break the char, "
much as export restraints and forced raising of standards and he ge%
productlop costs in exporting countries do. e
What is remarkable about this political process, where our lobbyi
groups seek to capture our all-too-powerful government to pu hYIfng
hlgher standards abroad, is that it is couched in the potent lanp ; O;
fair trade. They argue that we should not have to compete with iu?igf .
to, others with lower standards. In short, we want to be virtuou)s l?ut 05‘;
have'to pay for it! To see the morally unattractive nature of this posit on
consider what would happen if the United States were a closed eIc):on oy
Suppose then that we raise our labor standards and ask polluters t. o
In the}t case, the industries that use a lot of labor and the polluti e in
dustries will contract. This is only the flip side of our labor zli)nd enm'g n
mental policy choices. But when it comes to an international eco;,llron-
the labor and environmental lobbies want to have the higher stancf nzly,
and not to lose the industries! In their frantic desire, they are willj o to
walk over the exporting countries and force on them)stan}c’iards thal’tng N
not be aPpropriate or may be different from what would be desir:ll)eiy
frqrn their own perspective, which is often democratically determin de
It is not .surprising, therefore, that this political posturing by our | be :
illr:il iflzlnvi)ronmental groups is occasionally seen in poor coZntriesa ir(;f
SO . . ’
cudy rfpe}rfializnn:! gmons and environmental NGOs there, as a kind of
I'n factz the politics of protectionism can manifest itself in the d
mestic setting of the high standards themselves. Cynics go to the ] ; ol;
of arguing .that where high standards are imposed on traded oodsength
as air bags in cars (as distinct from standards on how cars alreg rodti sug
and are automatically extended to imported cars, the motixlzes m Y b)’
precisely to reduce the competitiveness of rivals abroad. This is be:ZusZ

g

Different Reasons for Seeking Higher Standards Elsewhere

Elut (;f itis nota race to the bottom but a race to the top (with the goal of
oderating competition) that we observe, and if the poor countries

generally resist this race, which they see as a dagger aimed at their ex-
port competitiveness, there are still other, moral and altruistic (rather
than egoistical or self-serving competition-reducing) reasons that higher
standards are sometimes sought abroad by some in the rich countries.

First, for some standards, the issue is simply one of morality, not
competitiveness. If, say, goods are produced anywhere with child labor, I
may not want to consume them, no matter that they are cheaper when |,
produced in the poor countries, because I believe that they are immor- (\i{
ally produced. Thus I may refuse to sup with the devil even though the |
consequence is that I miss a free meal! My position here is not that Tam
seeking with my action to produce higher standards abroad. I may well
believe that my action will have absolutely no effect whatsoever on the
use of child labor abroad. Yet I abstain from participating in consuming
goods that use child labor, to satisfy my own conscience.

If this is the moral argument, then all it can imply is that [ should
have the ability in the marketplace to choose goods made without the
use of child labor. This suggests that if sufficient numbers of people who
think like me are willing to pay more for their principles, then positive
labeling will become feasible. The Germans helped to develop the label
Rugmark, which goes to firms producing rugs without the use of child
Jabor. The new organic product label in the United States is yet another
example. Somewhat differently, firms may advertise, and get a reputa-
tion for, their goodness in certain respects, catering to the moral prefer-
ences of their intended customers; this is what Ben & Jerry’s does in its
production of ice cream, as does the Body Shop chain of personal care
product stores.

The advantage of this, as against negative labeling where goods are
marked “made with child labor;” is that negative lists bring with them
many difficulties. They can tar a wide range of behaviors, of greatly vary-
ing degrees of offensiveness, with the same brush. The mere accusation
that child labor is used, without addressing questions such as how the
children are treated, whether they work just a few hours and then are

escorted to school, and so on, makes it unlikely that an informed moral
choice will be made. Further, a negative list would be enormously ex-
pensive and administratively difficult for poor countries to administer.
Indeed, often the exports from these countries are in primitive bottles
and packages where the labels would be harder to affix and may not be
fully legible, whereas positive labels are more likely to be applicable to
better-endowed and better-equipped firms.

But the moral argument also takes a more common form: the stan-

dards are often sought to be extended to poor nations on grounds of |

altruism. Thus one may take the position that, even if no trade with




Mars or outflow of investment to it could occur and hence no race to the
bottom need be feared, green men from Mars should not put green chil-
dren to work. One’s motive may entirely be interplanetary empathy and
concern for children everywhere. There is undoubtedly some of thiZ sen-
tlment‘underlying the demand for standards to be raised in the poor
countr1e.:s. Often the policy recommended to bring this about is thf use
((‘)f. sanctions, chiefly trade sanctions inserted through what is now called
hnkage” of standards with trade liberalization and inclusion of stan-
dards' in trade treaties and trade institutions. The inadvisability of such
sanctions, and the use of more efficacious non-coercive metho}c’is toad
vance standards worldwide are considered in Chapter 17. —

1 N\

Environment in Peril?

nvironmentalists have long thought of economic globalization as

a threat to the environment. Trade, advocated by economists and

in consequence encouraged by the bilateral and multilateral aid
and development agencies and expanded by reductions of trade barri-
ers by both unilateral action and reciprocal bargaining by policy mak-
ers, is a frequent target of their anguish and anger. To a large extent, the
conflict is inevitable. Impassioned differences often arise from the alto-
gether different philosophies and lifestyles of trade economists and en-
vironmental activists.

The economists generally belong to the philosophical tradition that
sees nature as a handmaiden to mankind. This humanity-centric view
of nature is deeply rooted in the tradition that originated among the
Hebrews and the Christians and spread to the Western world. As the
Bible says in Genesis:

And God said, Let us make man in our image, after our likeness: and let them
have dominion over the fish of the sea, and over the fowl of the air, and over
the cattle, and over all the earth, and over every creeping thing that creepeth
upon the earth.!

The views of the ancient Greeks were also consonant with those in the
Bible. Aristotle famously observed:

Plants exist for the sake of animals, and brute beasts for the sake of man—
domestic animals for his use and food, wild ones (or at any rate most of
them) for food and other accessories of life, such as clothing and various
tools.

Since nature makes nothing purposeless or in vain, it is undeniably true
that she has made all animals for the sake of man.?
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Corporations: Predatory or Beneficial?
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pointed out that fortunately Jamaica was not wholly lost in her quest for
economic success. After all, over half of its population, among them the
current U.S. secretary of state, Colin Powell, and the Harvard sociologist
Orlando Patterson, worked abroad, and that too was an outward-oriented
strategy that Jamaica was exploiting profitably due to its proximity to

the United States. The truly unfortunate countries were those few where /|
no routes to prosperity through exploitation of trade, inward invest—,/ S

ment, or outward migration could be found or where the ability to trave
along these routes was crippled by acute problems of governance, as in
the African countries ravaged by war.

Tt is unrealistic to expect multinationals to invest in these countries
and “save” them. The only answer is to offset this private neglect by re-
directing public aid, technical assistance, and corporate altruism to them
so that they get the funds and know-how that will not come through the
marketplace. The World Bank, for instance, should turn away from lend-
ing to countries such as India and China, which surely have the ability to
develop by themselves, and focus their efforts and resources on countries
that cannot hack it on their own. But, of course, the World Bank leader-
ship seeks to maximize influence by distributing largesse to all; even altru-
istic institutions will occasionally be run by men whose private ambitions,
rather than social good, are the primary determinants of their policies.

The real battle, however, is being fought over the multinationals that
do go to the poor countries. In the 1950s the early development econo-
mists, among them Hans Singer, complained that multinationals cre-
ated enclaves within countries, with no spillover effects, good or bad, for
the host countries. There was probably something to this observation
when the multinationals were in extractive industries such as diamonds
and bauxite.! Today, however, manufacturing and, increasingly, finan-
cial and other services attract far more investment. The concern today is
not about the multinationals having no effect. Rather, there is a fierce
debate between those who consider multinationals to be a malign influ-
ence and those who find them to be a benign force. ] will argue here that
the evidence strongly suggests that the benign view is more persuasive.

S et

Harmful Effects?

In characteristically cynical fashion, the Nobel laureate V. S. Naipaul,
whose many novels do not have a single tender love scene, writes in the
opening chapter of his novel Guerrillas of the remnants of an industrial
park, “one of the failed projects of the earliest days of independence.”
“Tax holidays had been offered to foreign investors; many had come for




.

the holidays and had then moved on elsewhere 2 Naipaul darkly sug-
gests that the multinationals had profited from the tax generosity, con-
tributed nothing, and then moved on.

A Different Race to the Bottom

As it happens, this is precisely what many serious observers of tax breaks
to attract multinationals fear: that there is a race to the bottom on tax
fconcessions as poor countries compete among themselves to give such
igenerous terms to foreign investors that they wind up net losers. This
"race is, of course, a well-known phenomenon at the level of different
states under a federal government, such as in the United States; before
his election as president, Bill Clinton’s main exposure to the world abroad
came from his joining this race as governor of Arkansas.

That, in fact, the race is so fierce that poor countries wind up net
losers is doubtful, because multinationals bring many benefits that should
outweigh the giveaways in tax and other benefits such as rent-free use of
public lands, but such an adverse outcome cannot be ruled out. An anal-
ogy from aid policy is helpful. Aid terms are sometimes quite onerous
because aid flows take the form of loans to be repaid and the interest

- charges on the loans are close to commercial rates (as in the early Japa-
nese aid programs). Aid is also tied to imports from the donor coun-
tries, so the aid recipient must often import goods and accept projects

from the donor at prices that exceed those that would be paid if it were

allowed to import from the cheapest sources. Such tying of aid is inher-
ent in food aid, where donor countries typically give you food produced
by their own farms but not money to import food from where you want.
So when the U.S. administration recently complained that the European
restrictions on GM foods and seeds were preventing African countries
from accepting U.S. aid to prevent famine, this was an absurd charge
since it was perfectly possible for the United States to give dollar aid that
could then be used to import non-GM EU food to prevent the starva-
tion. The problem was that the United States wanted to give its own GM
food to the Africans.

Given all the ways in which the value of aid dollars is typically re-
duced by terms and conditions imposed by the donors, it is possible
that the benefits from the aid will not meétely be reduced but, in some
cases, may actually turn into a loss-causing proposition! Many econo-
mists have cautioned poor countries not to accept anything that is called
aid just because it is so described, but to look it in the eye and to reject

potential rip-offs. In short, the gift horse may well be a Trojan horse! So,

indeed, may be the case with multinationals brought in by offering ex-
i enerous tax concessions.
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This fear is often justified by noting that if major corporations and
the world’s economies are ranked together, the corporations by their
sales volumes and the countries by their GDPs (a measure of their na-
tional incomes), then the corporations are half of the top one hundred
performers! This dramatic statistic is misleading, however, as the two
sets of data are not comparable. To see this, consider a shirt that costs
$100. Its sales value (which economists would call gross value) includes
the value of cloth at $70 and wages and profits (i.e., incomes earned by
the productive factors in the garments industry) of $30. Economists call
this $30 the value added in the garment industry. Now, GDP is simply
the entire factor income or value added in all activities, including gar-
ments. So when we compare sales volumes, which are gross values, with
GDP, which is value added, we are comparing oranges with apples. The

j comparison, while conceptually flawed, also exaggerates the role of cor-

porations because sales figures across the entire economy will add up to
numbers that will vastly exceed the GDPs of the countries where these
| sales occur.

The Belgian economist Paul De Grauwe and the Belgian senator Filip
Camerman, who were the first to notice the illegitimacy of these types
of comparisons between countries and corporations, reworked the sta-
tistics to measure corporations also by value added. That necessary cor-
rection changed the picture wholly. “In 2000, sales by General Motors
were $185 billion but value added was $42 billion; sales by Ford were
$170 billion but value added was $47 billion; and sales by Royal Dutch/
Shell were $149 billion but value added was only $36 billion.” While lead-
ing anti-corporation activists had argued that “14 of the 50 largest econo-
mies and 51 of the 100 largest were companies, [in fact] only two of the

top 50 economies, measured by value added, and 37 of the top 100 were
corporations.”™

But even if the corporations, when appropriately compared, had
turned out to appear dominant, this would not necessarily support the
fears of corporate rip-offs. Weak countries can also play off one giant
corporation against another; and they occasionally do. Thus small coun-
tries such as Poland have recently chosen between Airbus and Boeing,
both huge corporations and both in continuous and fierce competition.
Enron was accused of having taken India for a ride just a few years ago,
before the corporation self-destructed. But the problem was that India,
because it was in a rush to get energy investments going rapidly, had
foolishly failed to invite tenders and have Enron compete vigorously with
other potential investors.

In the end, the anti-corporation critics need to remember the chief
lesson that economists learned when faced in the 1930s with John Kenneth

Galbraith’s celebrated assertion that large corporations r;llean'; 31? ;2;1:
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becoming less likely today.

Political Intrusion

inati intrude
Perhaps the critics’ greatest fear has been that multlna.'uor'lr:;d:‘.1 ;farious
dramftically into the political space of the host countries 1




ways.” Two classic examples come from South America and Africa. When
Chile elected Salvador Allende, who began a decisive shift to the left in

his policies toward foreign inve
eral, leading multinationals ope
with the active assistance of the

ean record of human rights abuses has come un
ITT and Pepsi are known now to have
this elected president of Chile.

indictment of Kissinger, has recently recounted these misdeeds:

In September 1970 . . . [there emerged in the presidential elections] a moral

certainty that the Chilean Congress would . . . confirm Dr. Salvador Allende

as the next president. But the very name of Allende was anathema to the

extreme right in Chile, to certain powerful corporations (notably ITT, Pepsi-
Cola and the Chase Manhattan Bank} which did business in Chile and the
United States, and to the CIA.

This loathing quickly communicated itsclf to President Nixon. He was

personally beholden to Donald Kendall, the president of Pepsi-Cola,

had given him his first international account. . . . A series of Washington
meetings, within eleven days of Allende’s electoral victory, essentially settled
the fate of Chilean democracy. After discussions with Kendall and with David
Rockefeller of Chase Manhattan, and with CIA director Richard Helms,
Kissinger went with Helms to the Oval Office. Helms’s notes of the meeting
show that Nixon wasted little breath in making his wishes known. Allende
was not to assume office. “ . . No involvement of embassy. $10,000,000 avail-

able, more if necessary. Full-time job—best men we have, . . . Make the
economy scream. 48 hours for plan of action”®

who

Then again, in 1960-61, the Belgian corporation Union Meuniére
was implicated in the episode in Katanga where Tshombe,
installed after the overthrowin September 1960 and assassination in Janu-
ary 1961 of Patrice Lumumba, the first elected leader of Congo, which
gained independence from Belgium on June 30, 1960. Lumumba’s only
crime had been his ardent anti-colonialism and left-wing orientation.

These cases are not at all atypical when one recalls how, for instance,
the elected Iranian prime minister Mohammad Mossade
thrown by the CIA, partly if not principally because of the
panies’ interests, and how the CIA intervened in Cent
America to protect the commercial interests of multina
the United Fruit Company. !

But are not such episodes much less likely, even highly improbable,
today? This would indeed appear to be the case. The reasons are twofold.
First, democracy has broken out in many underd

eveloped countries, how-
ever imperfectly. Egregious political abuses come to light because democ-
racy permits diverse non-governmental groups and individuals of

conscience to point the accusing finger at offending corporations and
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Buiasslorlllally there were confrontations and violence, as at Kent State
mousu\f. 1v101e1.1ce must be distinguished from gratuitous and autono:
mous le Telfce 1nﬂ1ct<;cr1 on demonstrations that do not involve unlawful

- Lhe reports trom Ogoniland are qui ici
‘ quite explicit on how the sei
zures prompted reaction from th iti T rote and
e authorities, even

ues | ) as they note and

properly condemn how these same authorities often brutal%; harassed

the local NGOs and individuals who were withi

whatever they wished to protest. Take just a few examples:

I
521 11;::;:: }1‘9}1967,‘: youth; captured a ba.rge delivering goods to a Chevron in-
st f(.)r threerzw ob seventy Nigerians and twenty expatriates were held
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physical were held hostage by youths in a barge off the coast of Ondo State

InJuly 1998, SPDC re
) 98, ported that. .. the previous week
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Cost'lc‘)l;at tlllne .Oﬂ <.:ompanies polluted without having to pay the social
pollution imposed on the Ogoni people is the most compelling

complaint, i igeri
plaint, if true. If the Nigerian government had no environmental

policies, and if the oil :
knowingly oil companies then proceeded to pollute freely and

Sowing tl;le‘ loFal population certainly had an economic and moral
e sgsaiunstt }tl e 011.compan1es. So insofar as the protests were aimed at
Companinezi toe elzi\gfopmﬁntal damage (as distinct from getting the oil
meddle in the national polici distributi

o o s ' policies on distribution of benefits

on and simply trying to extract j

ion t jobs through h
ment), they were justified. H e resof people

, -However, I would argue th i
and property are not the wa i : bt that e
y to organize the protests, but th
. ' s atth -

Eds (;)f non-violent resistance advanced by Mahatma Gandhi anilmeth
iced so well by Martin Luther King Jr. are the better way. e

Exploitation of Workers?

Ifan - . s
i y1 :()i?‘&ftiotl;l stronglly unites the critics of multinationals today, how
) at they exploit the workers in th ies. At first
pen itk ; n the poor countries. At first
Shouldl;ls soulnds very strange, since firms that create job opportunities
e applauded, no matter that their motivation in investing abroad

is to make profits, not to do
. , good. After all, the protesters i i
were asking for more jobs from the oil companges! " Ogoniland

n their rights to protest

So why are the critics agitated? Much of their ire has been aroused
by their assumption that the multinationals, so rich and with such deep
pockets, pay such low wages. Then there is also the related assertion,
including by the leaders of the anti-sweatshop movement on U.S. cam-
puses, that multinationals run sweatshops in the poor countries. Sweat-
shops are accused of paying “unfair” or “inadequate” or “low” wages,
often of not paying a “living wage.” More often, they are condemned for
violating “labor rights.”

Wages and Exploitation. That multinationals exploit workers in the
poor countries by paying low wages is the most frequent and least per-
suasive charge. The typical critique asserts that if a Liz Claiborne jacket
sells for $190 in New York while the female worker abroad who sews it
gets only 90 cents an hour, it is obviously exploitation. (

But there is surely no necessary relationship between the price of a
specific product and the wage paid by a company that can be interpreted
in this accusatory fashion. Just for starters, for every jacket that succeeds,
there are probably nine that do not. So the effective price of jacket one
must consider is a tenth of the successful jacket: only $19,not $190. Then
again, owing to distribution costs, and in the case of apparel tariff du-
ties, the price of a jacket almost doubles between landing in New York
and finding its way to Lord & Taylor’s display hangers.

But that is not all. Consider the diamond polishing industry in the
town of Surat, India, which has witnessed rising prosperity ever since
Surat has become a rival to Antwerp in this business. If the final price of
the diamond in Paris is a million dollars, even a wage payment of $10 an
hour and total wage payment to the worker of $1,000 will appear mi-
nuscule as a fraction of the final price. But so what?

Again, I have heard people argue that wages in Jakarta or Phnom
Penh are a pittance compared to Michael Jordan’s multimillion-dollar
advertising remuneration by Nike. But it is inappropriate to compare a
company’s advertising budget with the wage rate.or-even the wage bill: it
proves nothing, Certainly not exploitation under any plausible and per-
suasive definition.

A possible question of interest may be whether Nike and other mul-
tinationals are earning huge monopoly profits while paying their work-
ers only a competitive wage, and whether these firms should share these
“excess” profit with their workers. But, as it happens, nearly all multina-
tionals such as Liz Claiborne and Nike are in fiercely competitive envi-
ronments. A recent study of the profits performance of 214 companies
i the 1999 Fortune Global 500 list showed a rather sorry performance—
about 8.3 percent on foreign assets, and even a decline to 6.6 percent in

1998.15 Where is the beef that might be shared with workers?
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Overall i
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ge increases for all Vietnamese households. This appears to contradict

the claims that foreign-owned enterprises in poor countries such as Vietnam
are “sweatshops” On the other hand, it is clear that the wages paid by these
enterprises . . . are a fraction of wages paid in the U.S. and other wealthy coun-
tries. Yet Vietnam is so poor that it is better for a Vietnamese person to obtain
this kind of employment than almost any other kind available in Vietnam."*

In fact, econometric studies have tried to explain why this premium
exists by controlling for scale, worker quality, age of the establishment,
and other differences among the firms being compared; the premium,
while diminished, still persists. There is also some evidence that this ir-
reducible premium reflects higher productivity in firms under foreign
ownership.”

What about subcontracting by multinationals? There does not ap-
pear to be any significant evidence, that these subcontractors pay less
than the going wage in domestic firms and in alternative jobs. It is likely,
however, that the wages paid are closer to these alternatives; the wage
premium is possibly negligible, if it obtains at all, in subcontracted work.

In both cases, whether there is direct employment at a wage pre-
mium by the multinationals or subcontracted employment at a negli-
gible premium, these are only direct or proximate effects. By adding to
the demand for labor in the host countties, multinationals are also over-
whelmingly likely to improve wages all around, thus improving the in-
comes of the workers in these countries.

Labor Rights. But if the wage argument against multinationals must
be dismissed, there is still the accusation that these corporations violate
labor rights. One view is that local labor laws are violated on safety and
other working conditions. Another is that the conditions at work violate
not domestic laws in the host countries but customary international law.
Both critiques raise difficulties.

At the outset, it is highly unlikely that multinational firms would
violate domestic regulatory laws, which generally are not particularly
demanding. Since the laws are often not burdensome in poor countries,

it is hard to find evidence that violations are taking place in an egre-
gious, even substantial fashion. Tronically, sweatshops exist in the New
York garment district (not in Guatemala, mind you), where the laws are
demanding and simultaneously the ability of the affected workers to
invoke them is impaired, as in the case of illegal immigrant workers.

Moreover, sweatshops are typically small-scale workshops, not mul-
tinationals. If the subcontractors who supply parts to the multination-
als, for example, are tiny enterprises, it is possible that they, like local
entrepreneurs, violate legislation from time to time. But since the prob-
lem lies with lack of effective enforcement in the host country, do we
hold multinationals accountable for anything that they buy from these




countries, even if it is not produced directly by the multinationals? That
is tantamount to saying that the multinationals must effectively boycott
anything that is produced and sold by countries where labor laws are
not enforced effectively. But then why impose this obligation only on
the multinationals? Surely it should apply equally to all citizens and le-
gal entities in countries whose multinationals are being asked to indulge
in the boycott of the offending country. This means going to the ILO to
invoke Article 35 (which permits serious censure) or, better still, to the
United Nations to invoke Article 7 on embargos. Short of that, the de-
mands on the multinationals are incoherent.

Second, the insistence that local laws be enforced raises two ques-
tions. First, what is effective enforcement? What resources must be spent?
The expenditure by the United States itself on enforcement against vio-
lations of OSHA and labor regulations has been minuscule; does that
mean that multinationals investing in the United States must cease op-
eration in this country? More important, the demand that local laws be
enforced flies in the face of political practice in many democratic coun-
tries. It is important to see why.

Typically, one encounters two dominant practices in regard to so-

cial legislation: either there are no laws or there are many excessively
generous ones. The lack-of-enforcement critique applies naturally to the
latter situation. But then we must ask why the legislation is not enforced.
The most likely reason is that there was no intention to enforce the leg-
islation in the first place. Often extraordinarily expensive provisions are
mandated simply because the enforcement is going to be negligible. Thus,
as a wit once said, progressive taxes are enacted to please the Democrats
and the loopholes are put in to please the Republicans. In the same spirit,
countries such as India have some of the most progressive, and expen-
sive, legislation on the books concerning even minimum wages, but with
no real intention to enforce it precisely because the cost of such man-
dates would be forbidding. So the generosity of these provisions in the
face of acutely limited resources is simply meant to produce a good feel-
ing—the legislators mean well, but beyond that, alas . .. In fact, why not
offer yet more generous benefits to the workers? I recall the Nobel laure-
ate Robert Solow, a famous wit, being told that Harvard’s highest salary
was $150,000 but that no one was being paid it. In that case, he replied,
why not say that the highest salary was $250,000?

Indeed, legislation may often be dated, and people may have changed
their minds about its advisability, but the political battle to drop or modify
it would be too expensive, so the legislation remains but is ignored. Thus,
New Hampshire reportedly still has anti-adultery statutes on the books,
but they are dead like a skunk in deep snow.
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need to be reassessed, and possibly condoned rather than criticized, when
this is done in democratic poor countries. Even governments that will
not tolerate draconian mistreatment of union activists and have legisla-
tion protective and supportive of union rights such as the ability to or-
ganize will put some restraints in place in EPZs. Why? Because when
unions assert rights but object to obligations, as when one cannot disci-
pline or fire workers who hold down two jobs and collect pay while
working elsewhere—a common practice in parts of India, for example—
and one cannot reform them, it is tempting to think of carving out little
EPZs where unions do not exist, just as the free-traders who cannot re-
duce trade barriers due to political obstacles then think of EPZs, where
free trade obtains. As Saburo Okita, one of Japan’s leading internation-
alists and an architect of Japan’s postwar recovery, once told me when he
was looking at India’s self-imposed economic follies, if only India could
take half a dozen small areas the size of Hong Kong and turn them into
EPZs that followed the outward-oriented Hong Kong polices, while the
bulk of India continued to wallow in its inward-looking inefficiencies; it
would only take a couple of decades for these EPZs to overtake the rest
of India!

Inshort, it is really the wish to escape unions, because in the country’s
experience they act only to enjoy rights and accept no obligations, that
drives these governments to say, “Let the EPZs have no unions, for the
only kind we will get are those that do harm rather than good.” This is
certainly not the same as saying, “We do not want unions, and we will
even break them brutally!” As it happens, India, which also has gone in
for EPZs, has maintained union rights but with one proviso: that wild-
cat strikes are not allowed in the EPZs, the rationale being that export
industries are “essential” industries, an exception that is allowed even in
the rich Western nations, including the United States.

What worries me also is that customary international law is often
quite broadly stated (e.g., gender discrimination, which can be defined
in several ways, is not permissible), much like domestic constitutions
and unlike legislation and executive orders (e.g., that red mercury is not
to be discharged into lakes, rivers, and oceans), which are much more
narrowly stated and hence clear to follow. How is the multinational then
to follow “laws” that are not legislated but are norms, and which can be
interpreted in so many different ways that whether you conform to them
depends on who does the interpretation?

Thus today nations have agreed to, and many have ratified, conven-
tions dealing with so-called core labor rights. These are contained in the
ILO Declaration of Fundamental Principles and Rights at Work:
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Bad Domestic Policies as Cause of Harmful Effects
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of multinationals in the presence of high tariffs and other trade

barriers. In fact, in many poor countries in the earlier anti-globalization
era in the 1950s and 1960s, when outward integration was feared, multi-
nationals were discouraged along with trade as part of what was called
an import substitution (IS) or inward-looking approach, which favored
substantial delinking of the economy from the world economy. But some
countries feared trade yet encouraged multinationals. They even used
high trade barriers as a way to get multinationals to come in and invest.
The tactic was to tell a multinational that was selling its products—say,
radios—in your country, “We will no longer allow you to sell the radios
here. You will have to set up production facilities here to be able to sell
your products.” This tactic, used in the context of the IS development
strategy, came to be known as one that led to “tariff-jumping” inward
foreign investment by the multinationals.
The problem with this type of investment inflow was that it usually
led to heavy dependence on imports of components. Faced with this
tactic, firms tried to get by with as little production in the country as
possible and import of the rest from more efficient factories elsewhere.
So while a finished car could not be imported, the car manufacturing
firm often found it possible to get away by importing nearly all of it and
just adding the bumpers to it in an assembly plant in the country! So
industrial development became acutely import-intensive: a little value
added would necessitate an enormous import burden. The multination-
als were often reduced to a battle with the governments: they wanted to
assemble as little as they could, while the governments wanted them to
assemble as much as they could. The resulting acrimony in these IS-
strategy economies, and the inefficiencies that follow, are well illustrated
in the journalist Jim Mann’s account in his beautifully documented book,
Beijing Jeep, of what happened when the American Motors Corporation
(AMC) went into China to produce Jeeps for the domestic market. AMC
just wanted to position itself in the Chinese market, importing as many
components of the car as possible; the Chinese wanted full-scale pro-
duction in Beijing instead, and to make matters worse, they wanted AMC
to spend resources to adapt the Jeep for the Chinese army’s use, a com-
mercially uninteresting proposition for AMC.> Evidently the IS model
for attracting investment was fraught with difficulties.”

Economists soon realized that this strategy was likely to reduce the
social returns to the inward flow of direct investment to the point where
it might actually immiserize, rather than enrich, a country. This is because
the increased import-intensity of the process that resulted from this strat-
egy meant that economic development was being accompanied by sub-
stantial increase in import dependence. This meant that the country had
to export more to pay for these extra imports. This would generally




:}c;qulre the country to accept lower prices for its exports, a phenomenon
S at economists call a terms-of-trade loss. There were added negative con-
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favorable to growth and the social returns from domestic invegty ent
were substantial, so were the social returns to foreign investmen’f et
South Korea did not use inward foreign investment as a ri;lci 1
component of her overall development strategy, following theI;a anpal
quel. But Taiwan, Hong Kong, and Singapore certainly did Andpso }fse
phlna since her opening up to trade in the 1980s, when the iS variet asf
investment was replaced by the enormous EP type of investment in};}(l)
'four coa.stal provinces whose huge export success translated into Chi ’e
impressive transformation in the two decades since. e
. A ma]l(l)r study by V. N. Balasubramanyam of the University of
ncaster has carefully demonstrated what I had hypothesized earlier:
tha.t the EP variety of inward investment will also rise faster than th lelg
Varlety,.which is aimed at the domestic market.”” Investors who co o
to service the domestic market because trade barriers rather thametllln
advant.ages of local production are the motivating factors are cert " te
have high costs, whereas under the EP strategy, they come in becaaln ”
is cheap.er to produce there. So it is unlikely that the IS variety of i et
mer}t will have much traction. Moreover, the growth of the l}llomianveSt_
ket is a'l\./vays less than the growth of world markets especially wh m‘Lr'
possibility of increasing market shares is added to ’,che pictur}; e

Powerful Good Effects

E .
: ai:rcl)rlljm.mst.s have. noted a number of good effects that multinationals

n bring 1n'the1r wake. Perhaps the chief good effect is what econo-
mists call spillovers. These refer to the fact that domestic firms learn

productivity-enhancing techniques from multinationals with better tech-
nology and management practices. We can identify channels through
which such diffusion may occur. Managers may learn by observing or
hearing about better management practices or by the experience of hav-
ing previously worked at multinationals. Such diffusion may also hap-
pen with production workers, who learn better discipline, for example,
when employed by the foreign firms and then take it with them to local
firms, where their experience is translated into a better workforce.

That such diffusion occurs and benefits the local firms and hence
the host country has been the conventional view among economist stu-
dents of multinationals for some time. It owes partly to early studies
that showed that the growth rate of productivity in industries with a
greater share of multinational output was higher. These studies did not
separate out the productivity increase of the domestic firms, which, af-
ter all, are the object of inquiry. But even when the growth of productiv-
ity in domestic firms was isolated, it was seen to be higher in the presence
of multinationals.?®

In recent years, there has been a veritable explosion of such studies.
In particular, economists have probed the channels through which the
spillover effects could operate.

The economists Horst Gorg and Eric Strobl of the University of
Nottingham, using firm-level data for a sample of manufacturing firms
in Ghana, demonstrated that spillovers occur through movement of la-
bor because workers trained in multinationals move to local firms, of-
ten start-ups, taking with them the knowledge acquired when they
worked for the foreign firm.?* An analysis of electronics and engineering
sectors in the United Kingdom underlined that diffusion tends to be
greater for domestic firms within the same industry and region.”® There
is also evidence, from the analysis of firm-level data in the United King-
dom, that local firms may learn from multinationals how to export,
through information spillovers, demonstration effects, and increased
competition.”

Some studies show, however, that spillovers do not occur everywhere.
In principle, we could also find instances where there are harmful
spillovers. For instance, local entrepreneurship may be destroyed or in-
hibited. The fear that large multinationals would drive small local firms
into extinction and cripple domestic entrepreneurship is widespread
among the critics of multinationals. This is best reflected in a cartoon I
once saw, of a tiny vendor selling hot dogs under a giant skyscraper owned
by a manufacturer of packaged foods. But that cartoon also showed the
weakness of the argument: the two manage to coexist perfectly well! In
short, once differences in quality and in the customers targeted are taken




iln;? account, the domestic and foreign firms are likely to be catering to
ifferent markets, so that there is room for big and small. The fears are

oygrblown? to say the least; no econometric studies have turned up sig-
nificant evidence of harmful spillovers to date. s

International Rule Making and Multinational Lobbying

But if the overall judgment must be that multinationals do good rath.

than harm, whether one considers the anti-globalization critics’ indi :1'
ments or the economists’ concerns, there is an altogether different .
speanfe. that needs to be brought into the picture. We must consid P‘;:‘
possﬂ?lhty that the multinationals have, through their interest-derlit :
l(.)bbylng, helped set rules in the world trading, intellectual pro Vte .
aid, and other regimes that are occasionally harmful to the inlt)erez’z 3}

the poor countrie
s. The answers here, [ i
: , I am afraid, are n i
and comforting. ’ ot o sanguine

Intellectual Property Protection and WTO Rules

A prime e.xample of such harmful lobbying by corporations in r
zfrclegl.rsthgs involved intellectual property protection (IPP). The darel:;g;
tial_li eet r;)l? zile)l\:i’TnO system and on the poor nations has been substan-
. At the outset, the main issue here relates t ion
ties on patents and does not belong to the WTO(j ;\i;fic:cl?lilse:ttlr(;l;: ifnrs(gﬁll_
Elzn\./\]?;(t) phacrlmaceutiql. and software companies muscled their way into
pewt and turned it into a r(?yalty-collection agency simply because
th:t " O 1can e.ipply trade sanctions. Getting IPP into the WTO means
ey wz;et ! obbies can use trade sanctions to collect the royalty payments
Statg—slov(\)rvdld the IPP lobbies succeed? They first pressured the United
e Og ernment to pass the so-called Special 301 legislation (in the
mnlbus' Trade and Competitive Act). Under this legislation, an
g)gn;cry that .dld not extend IPP. (as legislated by the United State,s) t():
b'i . orlnpanles, even though this obligation was not negotiated in any
bi ateral or multilateral treaty, was subjected to tariff retaliation for
unr.easonable” practice. Then NAFTA negotiations were used t et
Mex1cq to drop its objections to IPP and to sign on to the IPP desire(:)dgbe’t
the United States. U.S. lobbyists made it clear to Mexico that admissi .
to NAFTA was conditional on this concession. en

With opposition by the developing countries being weakened by this
use of punishments and inducements, the world trading system was being
set up to accept IPP. In addition, pseudo-intellectual justification was
adduced by pretending that IPP was a trade subject: the magic words
“trade-related” were added to turn IPP into TRIPs (trade-related aspects
of intellectual property rights). The U.S. trade representatives, first Carla
Hills and then Mickey Kantot, promoted the propaganda (on behalf of
the lobbying firms) that the poor countries would benefit from having
to pay for patents they had been accessing freely until then!

And since that sounded as implausible as the Mafia telling its vic-
tims that the protection money would keep them safe from arson, they
also shifted the rationale to include the notions of “theft” and “piracy;’
implying that the matter was really one of rights to one’s property. This
changed rationale made little sense for two reasons. If I have an absolute
right to what I have invented, this would be in perpetuity, when in fact
the lobbying companies were merely arguing about lengthening the
patent period. Then again, virtually all arguments made by economists

use cost-benefit analysis, which means arguing for patents and their
lengths in terms of whether they do good or harm—a utilitarian form
of analysis instead of a rights-based approach.

So with the conclusion of the Uruguay Round of multilateral trade
negotiations and the establishment of the World Trade Organization in
1994, an astonishing capture of the WTO took place: TRIPs were intro-
duced into the WTO integrally, as one of three legs of a tripod, the other
two legs being the traditional GATT (for trade in goods) and the new
GATS (General Agreement on Trade in Services). The latter two legs cer-
tainly belonged in a trade body. TRIPs, by contrast, were like the introduc-
tion of cancer cells into a healthy body. For virtually the first time, the

corporate lobbies in pharmaceuticals and software had distorted and de-
formed an important multilateral institution, turning it away from its trade
mission and rationale and transforming it into a royalty collection agency.

The consequences have been momentous. Now every lobby in
the rich countries wants to put its own agenda, almost always trade-
unrelated, into the WTO, following in the footsteps of the IPP lobbies.
This is true, as already noted in Chapter 10, of the AFL-CIO and the
ICFTU (International Confederation of Free Trade Unions), which want
labor standards to be included in the WTO in the form of the Social
Clause, allowing trade sanctions to kick in if the included labor stan-

dards are not met. Their principal argument is that TRIPs were allowed
in for the benefit of capital, so the Social Clause must be allowed to do the
same for labor; environmentalists want the same done for nature. In short,
the illegitimate third leg, TRIPs, is now threatening to grow other legs,
and there is a real threat that the tripod will turn into a centipede, as the




poor countries fight what is evidently a process of disfigurement. It is
also a threat to the poor countries in that they face rules that are no less
than daggers aimed at their market access rights and possibilities.

But a further criticism must be made. The pharmaceutical firms,
working through the U.S. trade representative, also managed to force
two objectionable features into the TRIPs agreement. First, the optimal
patent period must reflect a balance of two forces: on one hand, the
protection provided by IPP provides an incentive to innovate; on the
other hand, it slows down the diffusion of benefits to potential users.
Under the TRIPs agreement, the pharmaceutical firms (as principal play-
ers in a service industries coalition) successfully lobbied for the patents
to be uniformly extended to twenty years, a period so long that few econo-
mists of repute can be found who would call it efficient in terms of bal-
ancing the two opposing forces. Second, it built in restrictions on the
ability of poor countries such as Botswana to import generic drugs
cheaply from other developing countries such as India and Brazil, which
were more developed and had the requisite manufacturing capacities.

The question of access to drugs is both complex and simple. To un-
derstand it, and to see why the pharmaceutical companies went wrong,
it is necessary to sort out the underlying economics of patent protection
when drug availability and innovation must be examined with poor
countries in view.

At the outset, it must be said that the very premise that drug compa-
nies are seriously handicapped in their R&D by the lack of IPP in the
poor countries is flawed. Poor countries have need but no effective de-
mand. There is little money to be made on your invented drugs, to cover
your costs and make reasonable profit, in poor-country markets. To see
why the drug companies nonetheless see IPP in the poor countries as a
money-spinner, it is necessary to distinguish between two types of dis-
eases: those such as malaria, which are primarily in the poor countries,
and those such as AIDS, which afflict all.

For the former, evidently IPP cannot ensure any decent return be-
cause the poor countries cannot pay. So we have several ways of getting
drugs invented for them by using public and quasi-public moneys to
mobilize scientists (and firms) to address the task. In the old days, one
had institutions such as the Institute for Tropical Medicine in England
and a similar institution in the Netherlands. Remember that the Nobel

laureate Norman Borlaug was financed by foundation moneys to help
invent the new seeds that made the green revolution. Michael Kremer of
Harvard University has proposed the setting up of guaranteed remu-
nerative prices for invented vaccines. All of these are variations on the
use of public moneys; IPP has no role to play in this, the only solution to
the invention of poor-country-specific drugs.

But everything changes when drugs to fight diseases that cgtsag;)l:
the rich and poor nations are at stake. Here, .the drl.lg iorrllpeatsr(l)ﬁl e
money in the rich country market§; IPPin t.hls case is (Cl ;ar )Cflru nething
they value. But then they see pifﬂ}ng effective demarz1 or t ger {he
poor countries. So their strategy 1s to sell there, pro ucml% ? Vs\/rm):b on
marginal costs and then charging whatever these pootr1 marke g increas_.
They would like to raise that return as much as t 321’ can dyto creas:
ing effective demand through the use of ald' moneys a ri;fe' d o health
programs, so that the excess of what 'Fhey will charge over elk " 1vgledi—
cost is increased, raising profitability in the poor-country mafr ets. Medt
cal economists have known for years that me(.hcal’grqu.ps, or 1nsas un_,
favor insurance schemes that imlﬁrovg the Patcliegltsealsb}:?etl}é tl(l)l fﬁZ’United
i rograms such as Blue Cross an , .
gztlersléﬁcri)c;ﬁoseginsurance schemes juc? as England’s National Health
i i duce the returns to doctors. .
Servé’cl'f;rv:r}:;z}el\;gcal firms such as Pfizer want to prevent Indla'and.;rﬁralt—
zil from selling copies of their drugs ir} Botswana and Ga}lzon c%ulttehs; B rpuy
because their low prices would eff?ﬁv’dy puft jlr ecgps glrlll tigrvlv ! Saio - thgé
anies can raise their prices. Their preferred
CGOaTeE Foundation, the aid age}rllciﬁs, anc.l otherst to flgeﬁlcc:i?; ;c,o fﬁl;l })ri)a(;z
countries to buy the drugs at higher prices Instead. tic: tinate
i il and India as “pirates” and “thieves,” epithets I hav.e ear
?i?ﬁigﬁiﬁ :cr: the firms irll) these countries., and resolutely rrelzzisthelr
being allowed to market their cheaper drugs in the poorer cou.es are. .
Clearly the rules sought by the pharmaceut}cal Conllp%l{ll s are un
necessarily harmful to the poor countries. In particular, (Vero hould
not be in the WTO at all, (2) twenty-year patents at th:a1 1 are exces-
sive, and (3) access to the generic drugs produced in deve op}?gShould
tries, such as India and Brazil, that have manufactur1ngdcapa§1h y hould
be freed for the poor countries, such as.Botswana, that do no ;\% S
capacities but have medical emergencies S}lch as AIDSI,)la}s cer ted OI};
e e inoie Doba Rownd of multlateral trade
the pharmaceutical firms during the Doha : eral trade
iati s led to concessions by them, so th.at imports o g
{Lev%rz:lz:s?: li}}rl ;oor countries from other poor nations will be permitted

more readily than earlier.

Where Corporate Lobbying Has Produced Harm

Free trade in goods (and services) is good, }z;nd except.tf.or aisf'ercr) lelzz(ril;)(—l
i i i bust, this proposition

mists whose dissent is loud but robust, :

widely. However, consider other types of trade where corporate lobby

ing to promote them produces harm.




Bads. Suppose that we are talking about free trade in “bads”—for
instance, in heroin today or the opium trade yesterday (remember that
it was forced on China during the period of European colonization).
Evidently, such trade is harmful to the importing nation, while it pro-
duces profits and economic gain to the exporting nation. And if multi-
nationals put their lobbying behind such trade, asking for it to be
permitted, they are to be condemned, not applauded.

The issue of trade in bads has particular salience since U.S. multina-
tionals lobbied intensively to deny automatic extension of Food and Drug
Administration (FDA) prohibitions on banned drugs to sales abroad,
including in poor countries. Their objection was twofold. First, if the United
States did this, then the French and the British could make money by ex-
porting these drugs instead, since the FDA’s writ does not apply there or in
the poor, importing countries. Second, the lobbies say that it is up to the
importing nations, not the exporting countries, to prohibit imports if they
think something is harmful. Both arguments are readily refuted.

If the United States thinks and legislates (or rules through adminis-
trative action) that something is harmful and hazardous for Americans,
exporting it to others is reprehensible. That others might do it is surely
no excuse. My virtue should not depend on whether others are virtu-
ous; I should be prepared to go it alone. In fact, U.S. leadership itself
could put pressure on other recalcitrant nations, through NGO actions
for instance, to move once the United States has taken the lead.

Next, it is naive to think that the poor nations will follow the FDA
ruling and prevent imports, as they would be permitted to under WTO
rules. Often these nations are not well informed. Occasionally their gov-
ernance is so weak, and their politicians and bureaucrats at such low
levels of income, that it is not at all inconceivable that they can be se-
duced, in ways that skillfully skirt the legislative bans on bribes, or
through concessions obtained through lobbying in the United States
(as discussed below), into accepting bads. The only surefire way to pre-
vent such outcomes is to extend the FDA ban to both domestic and
foreign sales.

Bads Here and Goods There. But a bad here may be a good there.
Thus the use of DDT has been proscribed in the rich nations, where its
damage to the environment has been considered decisive ever since
Rachel Carson famously documented it. In the poor countries such as
India, where malaria has not been successfully eradicated, DDT offers
health benefits that are judged to outweigh the environmental damage.
In such a case, a blanket denunciation of DDT, as some environmental
lobbies would have it, is as pernicious as corporate lobbying to enable

bads to be exported. In these instances, it is indeed true that automatic

extension of proscriptions on sales at home should'not tﬁe extended
abroad, as is desirable in the case of what are bads universally. .
Go’ods Here and Bads There. We also have products that may
goods here but bads there. A classic example thf,; ma(ie l\;vavets xgzz I:I(:d
i d by Nestl¢, Abbott Laboratories,
vided by baby formula, produce ratories, and
i those produced by Gerber.
other firms, and infant foods, such as e s
duced by reputable firms, co
that these household products, pro - :
ggcll)adz anywhere. And yet it turned out that, marketed in poor coun
i d used by poor women, they were. . .
tnes’]?v?o factors };gerated to transform them from g.ood}s1 into b:}?;,li:,res:é
istributed in the poor countries the way .
baby formulas were distribute ‘ ! c ey were
istri i i ies. Typically, a particular formula
distributed in the rich countries. lyp o L
i tal and a free box will be supp
fed to the newborn baby in the hospi _ ill be suppLe
that she gets in the habit of using
to the new mother to take home, so it of using
i i loyal customer, since the
this brand and will therefore become a . ,Sne e o
i i ds and practice makes for co
little to choose among different brands a .  contin
hter was born in the Boston Lying
ued purchase. When our daug . oston Lying-n
i i free samples of Similac;
1, wife returned home with : .
oo, wTZontinued with Similac. But in poor countries, the mpglfr
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tretch their free samples as far as possible,
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. But others cerFainly had a valid point. Among poorer mothers be-
iﬁi taergeted, especially in.the poor countries, formula was a potentially
andgd;)itll; Ssoiillu;:\;zyist\l:r;’ihdo?(ligare:tes, advertising had to be regulated
: . . 1d not encourage the use of formula and
f)ther infant milk substitutes without necessary informationmu o th
;?}igzlvn;;yti?::(tia%ﬁ cc‘);ﬁged b);< stcilcking to breast-feeding. Inaf:ct‘z tli'lhi:
oW, , the worked up its I i
keting of Breast-Milk Substitutes, Withpvirtuzfle;rlljgil\?;zzlcode o M'ar_
and agreement. “pprobation
ing ;()e: }Kshsgd);ou 0see what so'me'ﬁrms Itfave actually done to sell accord-
£ 10 this co > you see continuing av01c.1ance. In the case of the United
» which remained the strongest objector to the code, the office of
th.e tr_ade representative even used its muscle to threaten s,maller cgfn?-
im;; into not enforcing the c.ode. Gerber was the firm that stood out in
obbying against the code, with Guatemala the victim.
. Tl}e WHO Cf)de states that “neither the container nor the label should
e Plctu.res of infants, nor should they have other pictures or text which
may 1dea11.ze. the use of infant formula.” In 1983, the Guatemalans to1 Ck
:?31 e;s 1? rrzl;nrrcllufm st;ndard: “All information must state that breast mi(ik
est food for children under ;
other representations of children untwd(e):ry‘f;is’yzsii ey have photos o
“Gerber, which had introduced baby foods as long ago as 1928, used
jthe Gerber baby” face for its advertising campaigns worldwide P:; uset
in Cfuatemala even had been found naming their children Gerb.er irlTn :
trating the power of such cheerful images in selling one’s ware ’Al e
among the foreign firms, therefore, Gerber objected to the new lsa;W ”(I)‘Ee
mattef went up before the Guatemalan Administrative Tribunal .h’ 161:
ruled in favor of the Ministry of Health. But then an obligin U,SW N
ernment threatened to take away Guatemala’s MFN status fo%r vi.ol. gt?v—
trademark agreements. Faced with such threats, the Guatemalana v
ernment was under serious pressure; not surprisingly, Guatemala’ o
preme c'ourt found in favor of Gerber.2 This outcome 1’1aturall fail SdS ltl_
arouse in Washington the usual complaint that the judiciarywae :
independent because, after all, the beneficiary was a highl viysibl Sllllgt
firm (and possibly, like the tobacco firms discussed next z cont 'i) or
to the PACs of one or both political parties). (4 contrbutor
What is equally distressing is that the Interagency Group on Breast
feedmg Monitoring claimed in 1998 that manufacturers in thirty- ine
countries were still giving free samples to mothers, breaking and st};ertlé?lf—:

ing the rules created by the WHO and
Assembly in May 1981, and approved by the World Health

“Ambiguous” Goods: Legal but Lethal. Finally, there is the large class
of goods, such as cigarettes, that are legal but lethal, where society is
politically schizophrenic: the sales are legal but growing restrictions are
placed on their sale and use. In the case of cigarettes, subsidies continue
to be paid for growing tobaccol

In such cases, corporate lobbying to countervail efforts to change
rules so as to restrict the use of such harmful substances properly invites
opprobrium. Thus, the recent attempt by the World Health Organiza-
tion under the remarkable leadership of Gro Brundtland, former prime
minister of Norway, to have a treaty on tobacco use, outlawing cigarette
advertising and putting other restrictions on promotion, led to a virtually
unanimous agreement as of January 2003. But the resistance of the ciga-
rette companies, especially in the United States, had been considerable.

In fact, the corporate lobbies have also successfully used existing rules
on trade in goods, with the aid of their governments, to spread the use
of cigarettes in a legal but harmful fashion. Thus, in the famous case
filed at the GATT by the U.S. trade representative against Thailand in
1990, and decided by GATT in favor of the United States, the American
tobacco companies managed to overturn Thai entry restrictions on for-
eign cigarette firms because they amounted, the panel correctly held, to
GATT-inconsistent measures aimed at ensuring equivalence of treatment
between domestic and foreign suppliers.* The Thai authorities, how-
ever, were correct, not in law but in the truth of the matter, in arguing
that even if advertising was prohibited, the sophisticated foreign ciga-
rette manufacturers would be far more efficient at marketing cigarettes
than would the inefficient Thai state monopoly, and that the Thai ciga-
rettes had not managed to seduce children and women into its dragnet,
whereas the foreign ones would. In addition, the entry of foreign firms
would greatly expand the cigarette market instead of just switching the

existing sales from the Thai monopoly to themselves, contrary to what
the cigarette firms claimed. The GATT rules were therefore incompat-
ible with the way one would really want the rules written for legal but
lethal goods, and the cigarette firms were of course wedded to the con-
tinuation and exploitation of the inappropriate rules. In fact, as a series
of reports in the Washington Post pointed out, they had been actively
lobbying with their congressional supporters—it has often been re-
marked that elsewhere we call this bribery, but in the United States we
call it lobbying—and with the U.S. trade representative to effectively
change the rules so as to make them explicitly consistent with their view
that “tobacco export policy is an economic issue, not a health issue.”
Indeed, the U.S. trade representative had been petitioned by the Cigarette
Export Association to have “US trade officials negotiate with Thailand to




A

end the advertising ban,” whereas the existing rules seemed to imply
that the ban was all right as long as it did not discriminate between do-
mestic and foreign cigarettes.” A report in the Los Angeles Times pointed

out that

U.S. trade negotiators [had] pressured Japan, South Korea, Taiwan and Thai-
land—which all had tobacco monopolies—to open their markets to Ameri-
can cigarettes. At the industry’s insistence, trade officials further demanded that
U.S. firms be free to advertise their brands, even though cigarette advertising in
the four countries had been virtually nonexistent. [Italics added) *

The article also noted:

In Hungary, as in Russia, companies have found ways around the ban on
cigarette advertising. Dressed in the stripes and colors of Western brands,
young women distribute free samples in cafes and bars. In the capital,
Budapest, brand names such as Marlboro and Lucky Strike, sold by British-
based BAT [British American Tobacco] Industries, have been incorporated
in the names of pubs and coffechouses. . . . Meanwhile, though, the industry
is seeking more freedom to promote its brands. The head of corporate rela-
tions for Phillip Morris in Hungary wrote the local heads of rival firms in
December, 1992, suggesting that an industry delegation “should try to test
the limits of the flexibility of the government and have a better understand-
ing about the relation of power among ministries.” “The industry should con-
tinue to talk to high-level politicians to maintain pressure on the bureaucracy,”
said the letter, whose contents were confirmed by company officials. . .. “They
are buying political influence by going into these countries and saying, ‘We
want to help you with your economy,” said Scott Ballin, chairman of the

Coalition on Smoking or Health, a U.S. anti-smoking group. “You don’t bite
the hand that feeds you.”

Need anything more be said?
" To conclude: given the rules of the game, multinationals cannot be

! seriously faulted at the level of their practices, as the anti-globalizers

and more conventional critics would have it. In fact, they bring much
good to the workers they employ and to the poor nations they happen
to invest in. But they cannot be exempted from criticism and hence re-
quire the utmost scrutiny when they organize and spend in order to set,
and to exploit, the rules of the game. This legitimate critique therefore is
different from the most popular critiques.

Corporate Social Responsibility

If corporations help rather than harm the poor countries and their work-
ers—aside from their role in defining rules that occasionally help them

at the expense of the poor countries—then the case for responsibﬁe Co}f—
porate social action cannot be plausibly based on the argun.lent tf at the
harm that corporations do must be offset by the assumption of com-
cial responsibility. .
penslitc\:vrgusl(c)l appeall'), thereforye, that the true, ind.eeé on.ly, comp?lllillg
reason for corporations to assume socia} responsibility is jchat it (115 ‘;1 i
right thing to do. For in so doing, they will enl.umce t.he social goo tha
their economic activities promote when they 1r.1vest in these developing
countries, and for which there is now much evidence. Indeed: such acts
of altruism are precisely what characterized many of the socially com-
mitted families that made fortunes in trade and industry. They came
from different religious and cultural traditions that encouraged ph{l:inc-l
thropic action. The principal examples are the Putch .burgh.ers ;chron;i e
beautifully by Simon Schama), the Jains of Gujarat in Ir'ldla, the Qu er(s1
(among them the Wilberforces, who led the fight agan?st Sliyer}")ila:[?l
Jewish families (perhaps most prominefl‘_dy the Ro.thschllds). Wlt e
rise of corporations delinked from families, tl.lere is now a growing ger—f
ception that the corporations too, and not just the ﬂqatlng crolw )
shareholders in their personal capacities, sh01.11d commit themse ves to
such altruism, playing their role in contributing to the public good as
tion best sees fit.
eaCh"[?l: peilriaflice of corporate social responsibility,.however, n.lust rest
on two foundations. One has to be altruism, Wth.h deals w1.th willat
corporations should do. But the other must deal with regu.laﬁlon that
defines what corporations should not do. In fact, once this is recog-
nized, it is apparent that, in the main, voluntary code§ must clziaf;?cter;
ize what corporations should do (because ﬁrms. will hawed i eren11
preferences regarding the good they want to do, just as we do n<:t ?1 :
agree on which charities to support) and r.nanc'latory codes m(xilstha
dress what they should not do. This also implies that we need three
complementary approaches.

Social Norming

Secretary General Kofi Annan’s Global Compac't at the United Natloﬁs;
first proposed by him in Davos three years ago, is what ecor.lomlsts ca 2
social-norming proposition. By signing on tq it, corp(?ratlofns agree :
uphold certain broad values such as human rights, whlc}f 3 coursed 1nS
clude rights as workers, as consumers, as VOters, as children, and a
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women. The compact has now been endorsed by several leading NGOs,
such as Amnesty International, and by union federations such as the
ICFTU. However, as it has no monitoring, certification, or enforcement
mechanism, it has been rejected by some unions and NGO activists. But
they miss the point.

The very act of signing on to such a compact focuses the signatory
corporations, as well as potential critics, on what they do and plan to do
to achieve progress toward the objectives. These consist of widely shared
and internationally affirmed social values broadly stated (such as re-
moval of gender discrimination and child labor). Given the broad gen-
eral nature of the compact’s objectives, however, the specific steps they
take are best left to the corporations, working with the democratic coun-
tries in which they operate.

For instance, signatory corporations operating in the United States—
where, it may be recalled, a recent Human Rights Watch report has found
that millions of workers in nearly all industries are denied full freedom
to associate and form unions (largely but not exclusively because of
restrictions that make it difficult to organize strikes effectively)—can
be expected to follow national legislation and act within their national
rights. They would, for example, exercise their right to hire replace-
ment workers freely, even though that helps cripple the right to strike.
But they would be expected to reduce wage discrimination against
women because the United States accepts that objective explicitly and
enforces it,

The complexity of the issue is illustrated further by the fact that
there are both narrow and broad definitions of gender discrimination
with regard to equal pay. What U.S. corporations do with regard to
implementing equal pay for women to ensure conformity to workers’
rights objectives will depend, therefore, on the prevalent U.S. legisla-
tion. Thus, what socially responsible American corporations do in the
United States may well differ from what Sweden or India accepts as a
sensible way to proceed, although all three nations accept the general
concepts of granting the freedom of association and eliminating gen-
der discrimination.

Despite this inevitable, and indeed desirable, diversity of detail, the
compact will help diffuse good practices in a flexible fashion. Once cor-
porations with reputations to protect have signed on, they are in the
public view. Pressure to make some progress, no matter how diverse and
situation-specific, will arise, leading the corporations to move in one
way or another toward the norms they have affirmed.

The same can be said of a growing number of codes developed by
industry associations. They are criticized as cop-outs, as dodges designed

gs by pretending to take action. }Sut
the dynamics of social norming,
ediately delivered.

to mislead and misdirect watchdo.
these criticisms seem to me. to miss the oy
which promises more over time than is im

Voluntary Codes

e ab
We now also have several social-accountability codes that al;e (::t;f:rz ratz
. :nizations that have been set up specifically to. propa%ga ; ewa rate
Or%ial standards. Leading examples include the p1oneerér;gh e o
ls)(;sed Social Accountability International (}(:n \x;vvholifa bgc:;l Lhavesetvecs
. . <hin _
_based Ethical Trading Initiative, the Yva air La-
{)he lfjsggzetion and others. Unlike the Globz'll Compeact, ttherylr nan(;i\(;r
s 0;ciﬁc obligations and, equally as important, 1nch;1de r.nso;l:i ;)1 A(E Opunt_
tg and after certification. Consequences c;n a139 f;of ozzf).ries fal Accour
tily fac .

ili tional has been known to decer . :
abﬂiﬁlﬁf;?; ;)ld can be ignored, but once signed on to, they entai
are

- bligations. .
weu'lfl}f ;:c()ipc;neits of each voluntary code wmald preierutovil:;/rel gth;g:
i i fundamentally .
vailable. But this would be : g. Tl
« flhe onlyaggedz contain so many different requ1rement§ tﬁlt dne/efrrs;tmy
.CO de:i;::lralle In fact, since virtually all cod.es currently al\)rallla fi::b on
ﬁeviloped (.:ountries, I believe it is essential that some be dra Y

g g

the fray. For example, there is a great push f9r aliv g

i Iy all of these codes. But this, according to many Hectuals and

;ICI}l(e)asri}rrl developing countries, is misguided since, a; alrﬁaerr}iat;i cussed

earlier, multinationals typically pay premium }:)vefl; tr t}el :r o evnding

ket wage available to their workers. Why raise that : tending
hat oo kers are being exploited because they are not earning eve nore!
e ade helfts explicitly excludes a living wage req}urefner-lt but inc ume
Atlclgf est';p?ﬂati}))ns should also be available. But it will likely not co

)

o e clleveelflfchi Xl(;rilczct and the need to keep the pérspectlve; of dtei-

1 T'he : tz)rtrllntries in view are factors underemphasized by tI le)z alliréve

sweatshop ement on U.S. university campuses. In fact, I be t
ey mor\:tl available codes overemphasize developed-clour} r)_r
- tves o iz,sues such as workers’ rights and neglect deve op;pg
D ortey perspe tives. The codes reflect a certain degree of paternalism
Counetlrlyafilr;pz;p iI;ﬂuence of Western labor unions, whose own per-
as wi

poor countries.




These issues have surfaced in the efforts led by the anti-sweatshop
activists on American university campuses to define social responsibil-
ity by textile firms abroad and to exclude their universities from con-
tracting with firms that do not sign on to specific codes.®

Mandatory Codes

National mandatory codes have been proposed to complement the Glo-
bal Compact and the voluntary codes. These codes, and the rules and
regulations that define at home what the corporations cannot do as good
citizens, would extend to a nation’s multinational operations abroad.
These mandatory national codes will naturally vary across nations (be-
cause different nations will have different ideas and laws concerning what
is hugely egregious and should be disallowed and what is not), whereas
the voluntary codes are obviously uniform worldwide. T suggested such
a mandatory code for American firms operating in Mexico over a de-
cade ago in the New York Times, in the context of the NAFTA debate: it
would ask American firms abroad to “do in Rome, not as Romans do,
but as New Yorkers do.”* In short, U.S. firms must abide abroad by the
basic principles that are expected at home.

Thus, under this approach, if a U.S. firm had been in South Africa
when apartheid was practiced, it would have been subject to the U.S.
mandate not to implement the same policy. Or if Mexico did not have
legislation forbidding the dumping of mercury into its waters, Ameri-
can firms would be expected by the United States not to take advantage
of that. Yes, some American firms will move to the Bahamas to escape
these codes, but then if they get into political trouble, the U.S. marines
or U.S. diplomatic muscle will not be available to help them.

Will these diverse mandatory codes imply that a universal manda-
tory code is to be denied? On the contrary. As these national mandatory
codes come into play, the mere juxtaposition of good and bad practices
will create pressures over time for convergence to good practices, given
civil society and democracy today. The convergence to universal man-
datory codes, as with the recent tobacco treaty at the WHO, came after
decades of national legislation where some nations moved ahead of oth-
ers, while the laggards caught up under the pressures generated by the
good practices of the pioneers. The reverse model of starting, rather
than ending, with uniform and universalist mandatory codes seems to
be unrealistic except for practices that all agree are morally reprehen-
sible, such as slavery and forced labor.

one of social-norming codes, an-

. . da-
other of a multiplicity of voluntary codes, ;rilid a third of c};x::zedr;aﬁla -
i 1d then appear to define a nuance :
o B oo i ibility by global corporations
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D nariondl i dation, can embrace these
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A tapestry woven in three colors,




13

The Perils of Gung-ho International
Financial Capitalism

tarting in Thailand in the summer of 1997, the Asian financial cri-
sis swept through Indonesia, Malaysia, and South Korea, turning
the region’s economic miracle into a debacle. Capital, which had
been flowing in, flew out in huge amounts. Where these four economies
and the Philippines had attracted inflows of over $65 billion in 1996, the
annual outflows during 1997 and 1998 were almost $20 billion, amount-
ing to an annual resource crunch of over $85 billion—a staggering
amount indeed! This caused currencies to collapse, stock prices to crash,
and economies to go into a tailspin.! This was not all. The fear of ruin-
ation by contagion sent shock waves worldwide. The Russian ruble went
into turmoil in August 1998; the Brazilian real did so in January 1999.
Per capita incomes tumbled to almost one-third their 1996 level in
Indonesia, with the other crisis-stricken Asian countries showing de-
clines ranging from a quarter to nearly half of the 1996 levels. The dev-
astation was reminiscent of the Great Crash of 1929,2 searing experience
that ushered in the New Deal in the United States and led to competitive
escalation of tariffs worldwide. Writing about this crisis that had spread
ruin within almost a hundred days, I thought of Octavio Paz’s famous
lines from “Happiness in Herat’™

1 met the wind of the hundred days.
Tt covered all the nights with sand,
Badgered my forehead, scorched my lids.?

This crisis, precipitated by panic-fueled outflows of capital, was a
product of hasty and imprudent financial liberalization, almost always
under foreign pressure, allowing free international flows of short-term
capital without adequate attention to the potentially potent downside
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of such globalization. There has b

ofsuch] . been no shortage of excuses i

o rli o tt;;)zlls osfca;)peeilrgloating the victims, suggesting they comzqr;?t:g?llanred
o ead of bef 1%1 s a}lllghtered.. It is hard not to conclude that tli1 —
pronvation unde i(}ifeoglg t lese specious explanations is a desire to cone
Hlows or to oveamm oz<;1.cl;?l.l1 positions ir.1 favor of a policy of free capitai
ot oy apﬂpocnﬁ ility for p.laylng a central role in pushing for
et o Imight apt ?[rh all gung-ho international financial capitalism

e wrong explanations and then the right ones .

The Wrong Explanations

A benign but wrongheaded explanati
A benign b ea planation was that the Asian crisi
resut of Tﬁ;ﬁ; ;?ilrl:;r;e'st long-standing economic miracle rliillliliilgi)sui
nd phemotnal illr r?ay be recallec'l, was a result of long-sustained
o oo omenally (;gr 2113 es (?f pro'ductlve investment at levels that had
atcs of bl e y. But if rapid accumulation of capital through
Feo that e Wen‘i dwas the source of growth, economists wougld
that is, as capital accungzlatzg);ig?x: tl;eljnusef?lf d}ilminiShing et would
ro . or, further i
Scred;fi(; }?Zﬁrzflsg(etly less output. A man with a spailnevzf)tlilllglgl‘(;vv(\)ruld
e T but Workrz spade, with tl.le man not given a comrade wouaig
o e foo e work oneilEsonomlsts know that this gloomy s;enario
Minishing wtmere l;s technical progress that adds to output what di
that a motor is addedti?)c'thf;orrrrllag’:;?ﬂ?d ](;f oy Coltoats. imagine-
ade. i
é\lllz;vl)ér; E)lsmf llzac} estimated that the isian ccl)lttnl?r}i’egﬁgiin:ll;li’eﬁlllld?nt
The laypp:rsc())n.is bound t o
Aterst bound to Wonder how this could possi
importin;hfeosreeicgolllreltrl.es had reglstered. huge advances 1I1)1 teséi)nllzrolis mllne.
oo o rorel thteglinpment embodying massive advances in tec}i};ol)—,
rea at the time of the I?ciifi;oé\;;e g)in'ﬂe:s oo i e South Ko-
e . , for instance, with the s i
pooul by itnrlc; :li(t):,ﬂ:; with the latest cranes, that filled our ﬁecgrifj\:lslég
e advanced e the fclluartezrﬁnals. of the World Cup, to national de-
Samotng T WhiCheC ood in Western markets of Hyundai cars and
e teéhn 1 annot have been manufactured except with so-
The way ecogo(;ngi};t Icul .
- ) s calculate productivity chan i
equigﬁz ;(:,Tzfztf}llzm the effects of technical ch};nge elgrfl’):ccl)i‘g;‘i,relr;l::vz
BT example of the motorized spade earlier. They vir-
at new and more productive equipment must be trZa‘;lerd

as if investment had increased: that a spade twice as productive is to be
treated as if it were two spades. But the consequence is that it is somewhat
startling to those who are not economists to say that the region had “no
technical change”! So the pessimistic conclusions about diminishing re-
turns are somewhat exaggerated when such equipment-embodied tech-
nical change is quite dramatic, as it has been and continues to be in Asia.

But even if the Asian economic miracle had been based on invest-
ment rather than technical progress, itis hardly plausible that the miracle
would have vanished precipitously. As capital accumulated relative to
labor, the future return to capital would decline only slowly, except in
the most singular circumstances. But what happened in reality was that
the economies crashed. Instead of slowly winding down, they went rap-
idly, within a matter of months, into negative growth rates. If you were
to draw a chart of the actual growth rates of per capita incomes in the

" affected Asian countries, with the growth rates on the vertical axis and

the years on the horizontal axis, that chart would go not into a gentle
flattening out and then a steady fall, but dramatically into what every-
one should remember from their geometry classes as the second quad-
rant, which plots negative growth rates.

The parallel with the Soviet Union was eerie. There economists had
seen per capita income growth rates decline over almost two decades,
and the favored explanation was diminishing returns to capital accu-
mulation. But with the arrival of President Gorbachev and his adoption | 1
of perestroika (economic restructuring) and glasnost (political reform), :%, &
the economy went crashing into negative growth rates. b

The sharp, discontinuous reversal of fortune was mind-boggling in
both cases. In the case of East Asia, the economists who had predicted a
decline were happy to claim foresight. But to claim credit for having
foreseen a crash when all one had asserted was that a decline would soon.
set in was not exactly persuasive. The question still remained: why dida ™~
financial crisis, and then an economic one, break out when these coun-
tries had been doing so well until then?’

Yet another argument, albeit a lame one, was that these countries
were afflicted by crony capitalism, which led to malfeasance that pro-
duced the financial crisis under financial liberalization. As many experts
on East Asia remarked, however, crony capitalism had produced the eco-
noric miracle earlier; why was it now a cancet that killed the patient?
Besides, it is indeed true that many of these leaders had cronies, but which
politicians do not? Are President Suharto’s entourage “cronies,” whereas
people at Bechtel and Halliburton are Vice President Dick Cheney’s

“friends”? Are Barbra Streisand and Steven Spielberg President Clinton’s
“friends,” while President Mahathir’s celebrity friends are his “cronies’?




What is i it i

joratis tiltle dlfference? If it is about patronage in exchange for contribu-

rewar,ds fror:;) ‘trtlle tha‘t lelywood has managed to get extraordinar
its lobbying in opening foreign markets for its movies (Z

matter I discussed in Chapter 9)?

Iw L
he Uni::(tlesz:ttthe btlme in Slngapore an op-ed essay titled “A Friend in
e United S ates, buta Crony in Asia,” which drew attention to the self-
s hid ;u(s)ll;lecdtl;at was coming out of Washington as the ideologues
or international financial liberalizati i
' _ eralization witho -
quate safeguards were rushing for cover.* This type of talk also ?tie?jd

the notion that corruption was to b
W : e found there, not here.
ar;)ilflelgsgl}gls,a%r;siflent of the.\/\./orld Bank, took to attacking corru];tri)ij
hovind the same ime, an act1v1ty.that I warmly welcome, and I noticed
(o bls staif friltl(;ln was selectively focused away from the rich coun-
s Sols fgfs V::, l'; at if he opened his window in Washington, D.C.
g poked. Wére ;)o e]?iSOh;l w.ould see plenty of the corruption that he;
s stafl were | (1)1 rcllg or in t.he poor countries instead. But I fully
o ord;sr tirst ;o ilocl))k in the face thc.e ones whose money you
at thg)se who borrow than Zt ?hol::?v;ls(s);lz%rahty o more cally thrown
- au; Jiztl};e(s); ngl?nﬁtlons of the crisis were implausible, then one
o o puzzle Betwe s hands. After all, these economies had excellent
o inv.estm ein 1391 and 1996, budgets generally showed sur-
D aocs, the Ivestn Oen lim' grox'/vth rates were as impressive as they had
oot e 15 )s(;1 tfe'lnﬂatlon rate was in single digits, and current
accon inco.n;,e : In(;\] eficits were extremely small as a percentage of na-
requiring exte;nsive ?ﬁ:ﬁtf&gﬁtxfﬁlﬂg I\'/:e)ciicsan D e g
req . nited States, the fundamen-
ing.v]::rzzf Xn.sound, and the turmgll that came was not entirely surm :irsl-
sia was exemplary; Latin America rarely has been. P

Problems with Free Capital Flows

The e .
denCreeiaso}il Lvhy capital inflows are tricky is simply because when confi
informz ts1 Oe;l ien, tll?e fal;:t th}allt the situation is inherently one of imperfe;
mplies that t i initi
ntorm p ¢ actions of a few can initiate herd action by
Ee . . . .
der imon(;rms.ts have amu31ngly instructiVe models of herd behavior u
der s perfect information now. If you do not know which of three rest "
. . S i
pant Blﬁti 1inall is good, you could pick one at random and hope for atllllle
° We.H ud 61(1:1 you see that two are empty and the third has a table taken b
sed couple. You will think that they know something you don’ty

and therefore you will go in. The next fellow deciding on which restaurant
to pick will now see two tables taken, so he will go in too, occupying a
third. And pretty soon, you will have herd behavior benefiting that restau-
rant generously, even if it is, objectively speaking, not the best one.

This is probably the best explanation of what happened in Asia de-
spite the splendid fundamentals. The huge borrowing of short-term capi-
tal was perhaps manageable, objectively speaking, but its sheer size had
within it the seeds of panic behavior. Since there was no transparency on
how much had been borrowed, the panic spread fast, feeding on itself.

The other problem with the Asian economies was that their institu-

tional practices had not been suitably modified for transition to a re-
gime of free capital flows. In South Korea, for instance, the debt-equity
ratios in the industrial enterprises, including the big conglomerates known
as chaebols, were traditionally twice as high as in the developed countries,
where corporations relied for financing far more on equity. If the financ-
ing was with debt in wons,a panic-fed crisis could be met by conventional
intervention by the central bank extending necessary cash as a lender of
Jast resort. But if the debt was borrowed from abroad and denominated in
foreign currency, this meant that there would be a balance-of-payments
crisis: dollars to pay the recalled loans cannot be printed in Seoul. This
should have been anticipated, and regulations to monitor and prevent
massive accumulation of short-term foreign debt to dangerous levels
should have been put in place before South Korea was encouraged by
the IME, and required by the OECD as a price of membership, to turn to
the free-capital-mobility regime.

At the same time, a lack of banking and financial regulation com-
pounded the problem. Many commercial banks borrowed short-term
from abroad, given the new ability to do so as capital flows were freed
from control, and lent the borrowed funds long-term to domestic pri-
vate investors, often in real estate, without adequate safeguards. “In the
five . . . economies, short-term borrowing amounted to almost a quarter
of bank loans to the private sector in 1996”6 So when the panic set in
and capital began to flow out rather than in, the banks were forced to
recall their loans. The central banks also cut the money supply as their
foreign exchange reserves shrank due to the capital outflow. Both fac-
tors led to closing businesses and, in turn, to collapsing banks.

By contrast, India and China, which had been chalking up high
growth rates through the decade prior to the Asian crisis while rejecting
the calls for the elimination of capital controls, escaped the crisis alto-
gether. One must therefore ask why the crisis-afflicted countries under-
took this shift, which would soon prove expensive, to fulsome integration
into the world’s financial markets.




The Wall Street-Treasury Complex

The rush to abandon controls on international capital flows—econo-
mists call this a policy of capital account convertibility—was hardly a
consequence of finance ministers and other policy makers in the devel-

oping countries suddenly acknowledging the folly of their ways. It re-
flected instead external pressures.

These came from both the IMF and the U.S. Treasury (where the
leadership was doubtless provided by Treasury secretary Robert Rubin,
the most influential financial figure in the Clinton administration). The
economists in leadership positions in these institutions were among the
most accomplished today. They could not be accused of unfamiliarity

with the need for caution and prudence when it came to I

eaning on
countries to free capital flows.

In fact, in 1989, Lawrence Summers (who was deputy to Rubin and

succeeded him as Treasury secretary) and his lawyer wife, Victoria, had
written a classic article about “excessive speculation,” quoting with ap-
probation statements such as:

The freeing of financial markets to

pursue their casino instincts heightens
the odds of crises. .

-+ Because unlike a casino, the financial markets are inex-
tricably linked with the world outside, the real economy pays the price.’

and the celebrated words in 1936 of John Maynard Keynes:

As the organization of investment markets improves, the risk of the predomi-
nance of speculation does increase. In one of the greatest investment markets
in the world, namely New York, the influence of speculation is enormous.
Speculators may do no harm as bubbles on a steady stream of enterprise. But
the position is serious when enterprise becomes the bubble on a whitlpool of
speculation. When the capital development of a country becomes the by-
product of the activities of a casino, the job is likely to be ill-done. The mea-
sure of success attained by Wall Street, regarded as an institution of which
the proper social purpose is to direct new investment into the most profit-
able channels in terms of future vield cannot be claimed as one of the out-
standing triumphs of laissez-faire capitalism,
right in thinking that the best brains of Wall §
towards a different object.® '

which is not surprising if T am
treet have been in fact directed

If Summers had been eloquent about free capital mobility’s down-
side, Stanley Fischer, who was the main theoretician at the IMF as its
first deputy managing director, was surely familiar with the scholarly
work on financial and currency crises. So why did they go along opti-
mistically with the notion that the time had come to hasten the elimina-
tion of barriers to capital mobility worldwide?

I suspect that this had much to do wittcllti}: ;g;eneirga; (in:; ’Elo lrgéagl:ezz
re
ar‘lc'l eion frorr?c C;)en\:rrv(\)fliil;dli?ltei?grlgicli‘?errventions worldwide. They w{vere
41smusmmll:‘[ein '?he usual swing of the pendulum—one extreme fol ff)}\:{s
e ;augSo I am sure, was Secretary Rubin. But th.e explanation owl]i
o Ot1 cency is possibly more complex. His working life had'be)en on ?al
Serect ace??}f }E}olrziman Sachs. He clearly believed that America’s ’ﬁnan(‘;l
ke Wil d brought unusual venture-capital—ﬁnancefl prosperity to the
IIIJlaF'iec{SSt;es It was natural for him to see that countries pra;lctlFlrflli :ve;p;—f
B s
i i selves these . .
CaPltaL w:refdljsn );ll?sgotl}xltelr:ok was shaped by his experience. vl
WIthTrﬁ:rsl a:) ain’ one must reckon with the energetic 1obbym%~ 0 al
Street ﬁrm;g to ;)ry open financial markets wo.rldw1de. I?Ef: ﬁ;r:is -
gued that their profits and social good were 1n sync. y
doubts, these were carefully concealed! dwonds of the Nobel
The euphoria was widespread. In. the exasperate dwor
laureate James Tobin, a great figure in MacroecoONOMICS:

. _ d-
U.S. leadership . . . gives the mobility of capital priority over all other consi
erations.

And Paul Volcker, the legendary chairman of the Fe@eral Reserve whom
Alan Greenspan succeeded, remarked in consternation:

. . . o and
The visual image of a vast sea of liquid capital strikes me as apt the big an

o . tes of
inevitable storms through which a great liner like the U.S‘.iS'. linslgeli st;aecsi gc
Xlrierica can safely sail will surely capsize even the sturdies

canoe.’

It was impossible to puncture the balloon because few wi';h {d‘::;:‘r;:;’
ing opinions could penetrate what I havi: ca]lfld thet ga(l)l}lls)t(r)efe\/\-;au asury
S o
10 This is the loose but still fal.r y coherent —
(f:'orr?lls)lier): New York and the political elite in Washington, thetlattl:eerlela\r/;ll:
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o roups. For instance, Rubin moved from ‘Wall Streetto t ; ! invest}_f
;‘:,13 %ack?Wolfensohn at the World Bank moved thgre ;romve rlse est-
ment ﬁrr;l in New York; Stanley Fischer has mox}/led in the rieCe B o
iti ; Stern, the senior v
i the IMF to Citigroup; Ernest dent
:r(l)zll ifc)irrrllg president of the World Bank, moved to Morgan Stanley; an
1d go on. _ t
o Icfc)}lllinkg(())f the Wall Street—Treasury corr}phex notasa cglrlls%lr:cgv lztir
very much in the spirit of C. Wright Mills s poweg ehﬁde. . inydubs;
sim}glar suits, not just similar ties; they interact on boards




they wind up sharing the same sentiments, reinforced by one another’s
wisdom. So on capital mobility, like lemmings, they took other lem-
mings, and us, merrily down a dangerous path.

The phrase “Wall Street~Treasury complex” has proven popular not
just among radical critics or NGOs. Robert Wade, an influential writer
on financial crises who teaches at the London School of Economics, has
adopted it, calling it the “Wall Street-Treasury-IMF complex”? But
“Treasury” in my phrasing stood for Washington; adding just the IMF
therefore unwittingly narrows, not widens, the meaning. Barry Eichen-
green, a noted economic historian and occasional consultant to the IME,
has instead called it diplomatically the “Wall Street complex,” but this is
to leave out half of the culpable parties!'

In a lighter vein, remember that Dwight Eisenhower, who surprisingly
launched the radical phrase “military-industrial complex,” was the presi-
dent of Columbia University.!* C. Wright Mills, the author of The Power
Elite, taught sociology at Columbia. It was at Columbia also that I wrote
about the Wall Street-Treasury complex. Consequently many talk now of
the “Columbia trio” I suppose this is the next best to being ’N Sync!

The Question of Malaysian Capital Controls

But the Asian crisis called into question not just the wisdom of a rapid
freeing of capital flows in countries that still had capital controls. It also
raised the somewhat separate question of whether a country that al-
ready had this freedom would be wise to temporarily abandon it and to
adopt capital controls in response to panic-fueled capital flows.

As it happens, Malaysia did just that, imposing selective exchange
controls in September 1998. Though the IMF disapproved, Prime Min-
ister Mahathir stuck to his guns, therefore losing IMF support but gain-
ing freedom from its conditionality. Most observers agree that IMF
conditionality was in error, requiring deflation when an expansionary
response was called for. So the other crisis-afflicted Asian economies
went into a deep dive and recovered later, but Malaysia managed to get
to the correct, expansionary policies earlier and avoided the gratuitous
deepening of the downturn.

Economists have debated whether Malaysian controls played a sig-
nificant role in allowing Dr. Mahathir to expand when others were con-
tracting under the wrong IMF medicine. That is certainly what theory
would say. Just as an import tariff enables you to segment domestic from
foreign markets and to raise the domestic price above the foreign price,
capital controls segment the domestic capital market from the world

. . he
ket and this can enable you to lower interest .rates (to 1nﬂ.attee ;cest
m?)nomy) without fearing further outflows of capital bfcause ;rllit o
e.;tes are higher abroad. The theory is not far removed from reality,
I

my view.’

Where Do We Stand?

the IMF has abandoned its excessive pre-crisis enth.usmsm for
17 Jt has learned the role of prudence in opening

. . ¢
domestic financial markets to global .mtegr.atl(::)l,t }?:Spi};einr;eglha(;
i tices prior .
then banking structures and prac
?;rff)r;ilally accepted the possible wisdom of measures such fi aotz;:ro;l
incoming capital flows (an innovation of Chl'le) 1f they get to : ai d
1Ignally it has painfully learned the need for diversity of response

i uards.
conditionalities should crises erupt despite the prudence and safeg

i Wall Street—Treasury complex
In short, while a watchful eye over the Wa e enotan

i -ho i tion.
remains a necessuy, the days of gung ho interna
i t.
ism are probably pas ' .
I can do no better than to cite The Economist,
i e:
opinion magazine today on economics and financ |
ands the unswerving support of The Economist, 1L 1 .
as long as it has existed, this newspaper has champlo;:ed
freedom of commerce across borders. Liberal trade, we have alwa'ysda'rgens,
reedo . . s drgued,
advances prosperity, encourages peace among nations and hlste::hat OES o
ble part of individual liberty. It seems natural. to suppose tha et cgontmls
:l‘adf in goods must go for trade in capital, in which case capl i controts
i s.
would offend us as violently as, say, an import quota or}(})ana{ltama ¢ ssues
have much in common, but they are not the same. Untidy as 1f yrtai,n o
necl:;nic liberals should acknowledge that caplta;l controls—of a ce
jt
stricted sort, and in certain cases—have a role.

By now, o’
free capital mobility.

the most influential
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of liberal trade. For




