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the Process of Globalisation

Christopher Barrett

T IS HARD TO FIND A POPULAR BUSI-

ness or news magazine today

that does not focus on what is

commonly described as the

inexorable movement toward a
single global market. With the collapse
of the communist system in 1989, one
economic system now dominates the
globe. Moreover, in the past decade, both
trade and foreign direct investment have
grown at more than twice the rate of out-
put growth. Globalisation—defined as
the increasing mobility of goods, ser-
vices, and factors of production across
geographically distinct markets—is
accelerating.

It is true that the national economies
of the world will grow closer still in the
coming century. However, it is highly
unlikely that a single global market will
emerge, and there are limits to the desir-
ability of global integration. Though
many of the alleged dangers of globali-
sation, such as the mass migration of
jobs to low-wage countries, are bogey-
men insupportable with hard evidence,
there are real reasons to limit globalisa-
tion. There is a necessary balance to be
struck between globalisation and isola-
tion. The challenge of the 21st century
lies in finding that balance. Globalisa-
tion erodes cultural traditions and polit-
ical sovereignty and exposes economies
to increased risk, whereas isolation
places limits on economic growth and
the resolution of human suffering.

The intuitive argument that global
integration has costs as well as benefits
has not been clearly or widely made. We
often hear of the likely rewards—eco-
nomic, human, political, even environ-
mental—from integration. I review the
most compelling of these claims in the
next section. Far less attention, however,
has been paid to the risks involved.
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There are several:

e transnational transmission of eco-
nomic or financial shocks;

¢ degradation of and clashes between
distinct cultures;

* increasing inequality and threats to
social stability, especially where glob-
alisation erodes state sovereignty; and

¢ the costs of switching standards and
of collecting and processing informa-
tion from a broader market area.

The law of diminishing marginal
returns applies to globalisation, as it
does to most activities or processes.
Given that there are non-trivial costs
involved, partial globalisation is optimal.

I argue here for increased, although
incomplete, global integration, empha-
sising interdependence rather than inte-
gration. The world economy is some-
what like the electronic networks that
increasingly mediate it. The constituent
nodes of a network do not lose their dis-
tinctive identities when
linked together; indeed,
their distinctiveness is an
asset to the whole. More-
over, each node is merely
a (partly restrictive) gate-
way between its sub-
sidiary clients and the
outside world. There is
no “global village” and
there will not be. At best,
there will be a network of
“regional villages”, an “open regional-
ism” analogous to that prevailing among
linked computer networks. There
remain important, valuable differences
that are the product of distinct histories,
cultures, belief systems, and geogra-
phies. As a result of these differences,
nations adopt and enforce different tech-
nical standards for goods and services,
immigration, child labour, occupational
safety and environmental protection, a
situation that will and should remain
true throughout the 21st century.

In some areas, like western Europe,
international differences may be small

We often hear of
the likely rewards
from integration,
but far less
attention is paid to
the several risks
involved.

enough to permit unparalleled intrare-
gional integration. I anticipate perhaps
eight more regional economic unions by
the end of the 21st century: North Amer-
ica, South America (around what are
now the Mercosur and the Andean Com-
munity nations), Northeast Asia (Japan,
Korea, and Taiwan), Southeast Asia
(ASEAN), Australia-New Zealand, South
Asia, eastern and southern Africa, and
western Africa (based on the CFA franc
zone). Though international differences
may be markedly reduced within these
“regional villages”, considerable differ-
ences will persist between them. These
differences cause friction in the interna-
tional marketplace, but they must be
respected. There are even cases where
prospective frictions contribute to aggre-
gate economic welfare. For example,
regulatory standards (such as sanitary
standards on foods) that convey infor-
mation about goods or services may
increase economic and social well-being
by resolving uncertainty
surrounding the quality
or safety of products. The
economic net benefit of
the regulations comes in
spite of the fact that they
may also act as a barrier
to trade, although they
are not (or should not be)
set up for protectionist
purposes. The advance of
human well-being is the
appropriate objective of policy-making.
Market globalisation can help to
advance that goal, but should not itself
be viewed as an objective.

The Pursuit of
Economic Growth

There will never be broad agreement
on the best indicator of improvement in
the human condition. Nonetheless, an
indicator is needed with which to moni-
tor and evaluate policies. Real per-capi-
ta gross national product (GNP), which
measures average income in an econo-
my, is the best of the bad measures
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presently available. Despite considerable
variation at any given level of real per-
capita GNP, there is a clear and strong
central tendency for most social indica-
tors (such as life expectancy, child mal-
nutrition, adult illiteracy and infant
mortality rates) to improve with average
income. Figure 1 plots a measure of
chronic child malnutrition (low height
for age) against per-capita
GNP, and Figure 2 plots
life expectancy at birth
against per-capita GNP.
In each figure the points
represent individual coun-
try observations and the
curved lines represent the
central tendency in the
data. Most other social
indicators similarly show,
on average, positive but
diminishing returns to
growth in per-capita
GNP. Growth in real per-
capita GNP, while not
itself a perfect measure of
improvements in living
standards, is probably the
best measure available
because of its strong cor-
relation with a range of
alternative, reasonable
indicators of human well-
being.

These are two primary
causes to growth in per-
capita GNP: investment
in factors of production
and technological change.
Investment depends on
both the availability of
investable savings and the
returns to investment.
Across the globe, gross
domestic savings contin-
ue to increase, from roughly 20% of
global income in the 1950s to approxi-
mately 25% today, providing a greater
pool of investable funds. There are three
distinct types of capital—human, physi-
cal, and natural. Human capital refers to
the creative, managerial and physical
abilities of working people and their
capacity to function well together. The
ability to collaborate is sometimes
labelled “social capital” and is simply a
subset of human capital. Physical capital
includes machines and other factors of
production created by human labour

and ingenuity. Natural capital includes
air, water, minerals, genetic material and
other inputs to production neither
embodied in nor created by people.
Additions to the stock of any one sort of
capital, holding the other two constant,
increase output and, generally, human
well-being. But diminishing returns set
in quickly if investment is concentrated

on just one form of capital. Economic
growth depends on maintaining or
building the stock of all three forms of
capital.

This need for balance explains the
importance of paying increased atten-
tion to stocks of natural and human
capital. Throughout this century, econ-
omists and policy-makers have empha-
sised the accumulation of physical cap-
ital. But as the world’s savings expand
and become more mobile internation-
ally, building roads, ports, factories,
computers or power grids is not

enough. More must be invested in reduc-
ing human morbidity and in increasing
education levels, nutrient intake and
social stability. These are not just intrin-
sically worthy goals; the health, educa-
tion, nutrition and interpersonal trust
of a nation’s population are central
to labour productivity and aggregate
economic growth. Similarly, future
economic and social
advances depend on the
restrained use of renew-
able resources—such as
clean air and water, fertile
soils, forest cover, and
non-substitutable, non-
renewable resources like
hydrocarbon fuels, met-
als, and minerals. It is
clear from ecological
experiments such as Bios-
phere 2 that we are
nowhere near being able
to engineer substitute sys-
tems for the crucial life-
support services produced
by natural ecosystems.
They provide a virtually
costless stock of natural
capital that generates a
flow of goods and ser-
vices—such as nutrient
cycling, air and water
purification, and tim-
ber—recently estimated
at US$33 trillion per year,
a figure well in excess of
measured annual global
income of US$18 trillion.
While the precise figure is
subject to reasonable dis-
pute, the qualitative point
is clear: natural capital
contributes enormously
to global economic wel-
fare and it is prudent to nurture rather
than deplete this endowment.

Wise investment also depends on
reliable information and appropriate
incentives. Markets are particularly
effective at generating timely informa-
tion and providing individuals with
appropriate incentives. The demise of
central planning, a system that system-
atically suppressed information flow
and distorted incentives, promises
improved global rates of return on
investment. What is now needed are
institutional advances, within and
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between countries, that encourage bet-
ter stewardship of human and natural
resources and induce more inventive
and innovative activity. This includes
addressing pervasive “externality” prob-
lems associated with market valuation
of human and natural capital, which
have significant positive
spillover benefits for
third parties. In general,
restrictive trade policy is
a poor mechanism for
aligning social and pri-
vate incentives, but free
trade between countries that have
markedly different approaches to
resolving these issues invites serious
tensions, as I shall discuss later.

In addition to investment in human,
physical, and natural capital, technolog-
ical change is central to economic
growth. Technological change yields
increased output from a given flow of
inputs. It involves discovery and adapta-
tion and is thus the joint product of sci-
entific and engineering research, as well
as information and incentives. It also
requires a certain degree of risk-taking.

Again, the problem of externalities
arises. Because the rewards from scien-
tific discovery tend to be spread widely
and the risks borne narrowly, profit-
minded private firms systematically
undersupply basic research. Estimated
annual social rates of return for basic
scientific research are typically in the
30%-50% range, two to five times equiv-
alent returns in the private sector. Public
research therefore remains a wise invest-
ment for governments and philanthrop-
ic foundations. Private research
nonetheless represents an increasing
proportion of applied research. Where
the gains from a discovery can be appro-
priated over a period of only a few years
under the protection of intellectual prop-
erty rights such as patents and copy-
rights, private firms can and do invest
heavily in research and development. In
addition, shorter product life-cycles and
expanded markets relative to firms’ min-
imum efficient operating size make
industries more competitive than ever.
In such an environment, brief periods of
changing consumer preferences, new
products, or new production processes
create opportunities for extraordinary
profits that last only until other firms
compete away those profits. The

No nation can
isolate itself
without suffering
real decline.

rewards, both financial and reputational,
go to those with the greatest creativity,
scientific precision, and understanding
of their potential clients. This creates
strong incentives for inventive and inno-
vative entrepreneurial activities, what
the Austrian economist Joseph Schum-
peter referred to earlier
this century as “creative
destruction”. Yet, while
creative  destruction
brings considerable eco-
nomic opportunity, it
poses significant social
challenges, a point I discuss below. It is
therefore crucial to couple research with
education to create a workforce for the
21st century that not only understands
the emerging technologies but can adapt
to the new technologies that will
inevitably transform (or even eliminate)
their workplace during their careers.

Globalisation’s
Contributions to Growth

Since investment and technological
change are central to economic growth
and poverty alleviation, what promotes
intermediate goals? Many things, includ-
ing openness to international trade and
investment. Empirical studies routinely
find robust, positive relationships
between trade and foreign investment
indicators and rates of both investment
and technical change. Participation in
the world economy has its benefits. No
nation can isolate itself without suffering
real decline.

This simple lesson is
perhaps nowhere more
evident than on the Kore-
an peninsula. In 1955,
North Korea’s standard
of living, whether repre-
sented by income or food
availability per capita,
was far superior to that of
the South. What a differ-

International
co-operation
in education,
humanitarian
assistance, and the
arts helps build
social capital of

problems notwithstanding), the consen-
sus is that causal factors include active—
but not unfettered—participation in the
world economy, investment in human
capital through education and health,
and effective social safety nets to insure
individuals against adverse risks associ-
ated with participation in an aggressive
global market.

Globalisation has helped spur invest-
ment by encouraging greater saving and
by improving the allocation of those
funds across projects world-wide. Glob-
al financial liberalisation, particularly
the elimination of quantitative restric-
tions on financial flows, has dramatical-
ly expanded the menu of investments
available to savers seeking the best pos-
sible returns on their assets. Saving rates
have naturally increased as the real
returns to saving have improved. More-
over, as per-capita incomes continue to
grow, increasing the world economy’s
propensity to save, and as banking tech-
nologies improve further, the volume
and velocity of investable funds will con-
tinue to grow rapidly throughout the
21st century.

Globalisation helps encourage invest-
ment in physical capital through the
expansion of markets, which permits the
realisation of economies of scale or
scope and by lessening the cost of financ-
ing capital accumulation. International
openness can also help build human
bridges among prospective suppliers,
customers, and partners, fostering trust
that is central to invest-
ment and trade—in addi-
tion to keeping peace.
Where production and
exchange systems cross
borders, international
co-operation in educa-
tion, humanitarian assis-
tance, and the arts helps
build social capital of
considerable economic

ence 40 years have made! . and political importance.
Today, North Korea is ?Ons,de rable There is mounting evi-
desperately seeking rice I mpor tance. dence that openness to

donations from the world

community to feed a famine-stricken
population whose per-capita income is
roughly one-quarter that of its southern
neighbour. Though there remains con-
siderable dispute over what best explains
South Korea’s phenomenal growth over
the past two generations (its current

international trade facili-
tates technology transfer. Interaction
and communication between individuals
and institutions in different places
allows ideas to travel across borders.
Technologies also flow between coun-
tries when embedded in internationally
traded intermediate and consumer
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goods. This flow of ideas benefits all, but
especially countries with scant scientific
and engineering expertise—countries
which therefore have limited ability to
invent or innovate on their own. Open-
ness is an agent for technological catch-
ing-up. Continued acceleration in the
international flow of productive ideas
demands increased international har-
monisation in legal codes, particularly in
property rights, and in contract, liability,
and tax law. Important
advances have already
been made, such as the
treaty on intellectual
property rights (TRIPs).
Widespread commitment
among international
leaders to continued
progress in this area
bodes well for the next

There is good
reason to believe
that the optimal

amount of
globalisation falls
well short of fully

than previously. If globalisation weakens
nation-states’ capacities to tax increas-
ingly mobile factors of production (espe-
cially capital and highly skilled labour) it
may also diminish their capacity to pro-
vide social-safety nets essential to main-
taining both human capital and incen-
tives to innovative risk-taking. This is
particularly important because globali-
sation appears to increase employment
and income risk by increasing con-
sumers’, employers’ and
investors’ opportunities to
substitute among alterna-
tive providers of goods,
services, and assets.
Finally, tensions can arise
when globalisation brings
about a harmonisation of
institutions which can, in
turn, erode cultural dis-

century. integrated tinctiveness. In short,

Finally, the mere act of : ; globalisation can foster
being open to trade is international tensions that detract from
akin to one-off techni- markets. economic growth and

cal improvements. The

“gains from trade”, one of the staples of
introductory economics courses every-
where, come from the improved alloca-
tion of resources among production
units, permitting a larger total of goods
and services to be made than under pre-
trade arrangements. As tariffs, quotas,
transport and communications costs,
and other trade barriers have shrunk,
opportunities have increased, effectively
providing a steady improvement in pro-
ductivity for those countries participat-
ing in globalisation.

The Costs of Globalisation

Globalisation is a major gross contrib-
utor to growth, but it also has costs.
These costs may, at some point, begin to
outweigh the benefits. Globalisation is
only desirable as long as it continues to
contribute to an improvement in the
human condition, but there is good rea-
son to believe that the optimal amount of
globalisation falls well short of fully inte-
grated international markets. Interde-
pendent national economies, like the
nodes of an electronic network, are more
efficient and powerful when closely
linked than when they stand alone. Yet
they also become more vulnerable. Like
the virus that spreads wildly through a
computer network, economic shocks
transmit more broadly and rapidly today

improved human welfare.
The crucial task of policy-makers in the
21st century will be to ensure that cur-
rent trends toward international integra-
tion continue to improve the human con-
dition and do not begin a process of
deterioration.
Also important are the
transboundary conta-
gion effects that can

Analogous to
the process of

solutions are becoming more transna-
tional as economies become more inter-
dependent. Over the past decade, we
have witnessed a string of boom-and-
bust cycles in liberalised financial sys-
tems around the world. Economists do
not (yet) really understand these phe-
nomena but policy-makers and
investors rightly worry about such
cycles and their contagion effects. Anal-
ogous to the process of biological
homogenisation that leaves a species
vulnerable to pandemics, a fully inte-
grated global economy has little defence
against serious shocks (like a stock-
market crash or a massive currency
depreciation). Thus, there is funda-
mental insurance value in the diversity
provided by distinct national economic
policies.

Globalisation can increase risk to indi-
viduals, institutions, and the economy as
a whole. The competitive pressures of a
world market that foster improved
resource allocation also increase the
substitutability among alternative sup-
pliers and consumers, leading to less sta-
ble income streams and greater job and
market insecurities that many workers
and firms feel have increased over the
past two decades. Recent empirical evi-
dence suggests this—not
a reduction in demand
for workers in or goods
from high-income coun-

arise from globalisation. . . tries—may be the domi-
Just as a well-designed bIOIOgI.CGI' nant market effect of
electronic network main- homo genisation globalisation.

tains not only the con-
nectivity but also the
integrity of the individ-
ual component nodes,
prudent limits to global-
isation must be recog-
nised so that the integri-
ty of distinct national
economies remains in-
tact. Increasing interna-
tional exchange weakens
nation states’ indepen-
dence and hastens the
transmission of crises, as has been
amply demonstrated by the effect of the
Mexican peso crisis in early 1995 on
countries as diverse as Argentina,
Turkey, and the United States, and by
the effects of the Asian crisis in late
1997 on stock markets as far away as
New York or Brazil. Both problems and

that leaves a
species vulnerable
to pandemics, a
fully integrated
global economy
has little defence
against serious
shocks.

Faced with increased
employment and income
risk, workers and firms
may be worse off unless
public institutions offer
a reliable safety net.
Increasing mobility with-
in and between eco-
nomies has tended to
reduce the role of fami-
lies and communities in
providing social security,
so states have picked up
a far greater share of that burden in the
20th century. The rise of the modern wel-
fare state has been the handmaiden of
globalisation. But the mobility—of
goods, services, capital and some forms
of labour—that is the hallmark of glob-
alisation also makes it harder for nation-
states to generate tax revenue without
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concentrating tax burdens regressively
on the least mobile factors of produc-
tion, notably low-skilled labour and nat-
ural capital. This observation has recent-
ly led the OECD to make the elimination
of tax competition among member states
a high priority in multilateral consulta-
tions. While the demands for publicly
provided safety nets increase with glob-
alisation, the state’s fiscal capacity to
provide such services shrinks unless it is
willing to decrease incen-
tives to critically needed
investment in human and
natural capital. More
thought needs to be given to
the importance of providing
social insurance and invest-
ment in human and natural
capital, and to the means by
which these aims can be
achieved in the face of glob-
alisation that inexorably
weakens nation-states.
Globalisation harmonises
not only economies but also
their host cultures. Given
that people around the
world like different things,
in part because of distinct
local histories, the erosion
of cultural distinctiveness
imposes real costs on many
people. These costs and
the insecurity fostered by
increasingly mobile goods,
capital, labour, and ideas
sometimes cause cultures to
clash more regularly than in
the past, as evidenced in the
sometimes ugly politics sur-
rounding trade agreements,
films, language, or immi-
gration policies in western
Europe and the United
States. Political nationalism
is on the rise in much of the
world, sometimes violently, as people
resist the partial national disintegration
that goes hand-in-hand with global inte-
gration. As isolationism, sought to pre-
serve cultural identities, imposes far too
high a cost, greater efforts must be made
to safeguard traditional cultural mores
as economies integrate more closely.
War is the greatest threat to the eco-
nomic and social well-being of the human
population. Though the 20th century has
been a period of unprecedented techno-

logical change and economic growth, it
has also been a time of unparalleled
bloodshed. A significant challenge of the
21st century is to maintain robust eco-
nomic growth and to alleviate poverty
while simultaneously keeping the peace.
This depends on social stability and eco-
nomic and political co-ordination within
and between countries. Insofar as global-
isation intensifies frictions between and
within countries and accelerates the pace

of Schumpeterian “creative destruction”,
it threatens social stability and pluralistic
co-operation.

There are both winners and losers in
the process of globalisation. If ancillary
transfers, worker retraining and other
such activities are undertaken effective-
ly, there is the potential that all can gain.
But such compensation rarely occurs in
sufficient measure to prevent increasing
inequity. The gains from globalisation
accrue disproportionately to the well-

educated, skilled, and wealthy, intensify-
ing the need for increased investment in
education, health, and other means of
human capital formation. The World
Bank estimates that as globalisation has
accelerated the ratio of the wealth of the
top 20% of the world’s population to the
bottom 20% has doubled, from 30 to 60,
over the past generation.

Recent economic research suggests
that asset and income inequality are seri-
ous drags on economic
growth. Income inequality
fuels socio-political insta-
bility, thereby distracting
governments from their
fundamental economic
purposes of maintaining
macroeconomic stability
and providing public goods
such as education, research,
physical infrastructure, and
the rule of law. Inequality
can likewise narrow the
size of domestic consumer
goods markets. In both
cases, income inequality
results in less investment in
physical, human and natur-
al capital and slower rates
of technological change.
Scholars trying to under-
stand the extraordinary per-
formance of the East Asian
economies over the past 30
years are increasingly point-
ing to high initial levels
of education, the general
health of the population, a
relatively equitable distrib-
ution of income and wealth,
and the increasing open-
ness of the world economy
as crucial explanatory vari-
ables. It seems clearer than
ever that economies cannot
grow sustainably in the 21st
century unless they ensure that rising
economic tides lift all boats. In many
cases this will necessitate active inter-
ventions to dislodge some anchors. A
“winner-take-all” approach to global
markets may sow the seeds of failure.

A particular kind of divisiveness aris-
es when winners are perceived to have
circumvented accepted norms or laws
governing methods of production. Reg-
ulatory product standards are increas-
ingly seen as an important obstacle to
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full international market integration,
and can undeniably be abused for pro-
tectionist purposes. Yet, regulatory bar-
riers to international trade can serve two
important purposes. First, they may
resolve consumer uncertainty about
product quality or safety, thereby poten-
tially stimulating economic welfare. This
is the purpose of sanitary standards on
imported foodstuffs. Second, regulatory
barriers can enforce local laws and
mores concerning socially acceptable
methods of production on suppliers to
the local market. If a nation’s consumers
deem it unacceptable, for example, for
businesses to compete by employing
child labour or discharging untreated
pollutants into the air or water, they are
unlikely to tolerate foreign competition
that uses such techniques to secure a
cost advantage over domestic producers.
At present, however, the World Trade
Organisation forbids trade discrimina-
tion on the basis of production practices,
no matter how deplorable. This ignores
the legitimacy of societal preferences
with respect to production processes and
invites social instability and the mistak-
en belief that international trade in gen-
eral is “unfair”.

Toward Open Regionalism

Global economic integration thus has
costs as well as benefits, and the princi-
pal challenge of the 21st century lies in
finding and maintaining an appropriate
balance. In the remainder of this essay I
shall suggest where that balance lies and
discuss some implications for policy-
makers. Generally, the feasibility and
desirability of the integration of
economies is a function of cultural, his-
torical and physical “distance”. Greater
and more rapid progress can and should
be made within regions than between
them. Hence the “open regionalism”
approach—wherein multilateral globali-
sation provides a basic foundation of
openness among all economies. Reason-
ably homogeneous regions go further
still, integrating to the maximum degree
consistent with maintaining social order,
necessary investment in human and nat-
ural capital, and local norms of accept-
able production processes.

The US is a useful, although imperfect,
example of an open regional arrange-
ment. As a federation of 50 states and
several territories, the US operates as an

economic union within which there are
no tariff barriers. The union enjoys a
common monetary policy with a network
of subnational reserve banks each issu-
ing its own currency with a fixed, one-to-
one exchange rate to the other reserve
banks’ currencies. But there are restric-
tions on financial institutions’ interstate
operations. Intellectual property rights
are fully harmonised across the states,
and there is a common core of contract
and tax law and of environmental,
health, safety and other regulations,
although there are subtle differences
across states. The federation as a whole
pursues reasonably open financial and
trading relations with foreign economies,
but with no illusion that integration
between the states and foreign
economies will approach that among the
states themselves.

The extent of intra-US integration is
surely beyond the reach of the present
global system. Although there are subtle
cultural interregional differences, the
country is a modern creation with (by
international standards) little internal
variation in norms, language and cul-
ture. Even then, tensions fostered partly
by economic integration and inequality
ignited a bloody internal conflict that set
the country back a generation in its
development. Moreover,

parallel regional trade and investment
pacts will not be slowed. There are great
incentives to enlarge markets among
populations with reasonably similar
tastes and income levels and to enhance
national security by improving econom-
ic relations with neighbours. It is true
that regional economic agreements can
be inefficient, diverting trade from pro-
ducers with international comparative
advantage, but significant net gains from
regionalism will remain throughout the
21st century. Partly for this reason, het-
erogeneous product standards and tech-
nical barriers to trade will increase in
absolute terms, and relative to tariffs,
quotas, and other forms of traditional
trade barriers. This will increase the role
for legal and scientific experts in inter-
national trade. Furthermore, while there
is little sound economic basis for tariffs
in the high-income world, some low-
income regions will continue to need tar-
iffs as a means for raising revenues with
which to finance necessary public goods
because their income-, property- and
sales-tax systems are simply too imma-
ture. This is not a defence of imprudent,
fiscally unsustainable, or uncoordinated
national economic policies. Rather, it is
a recognition of the varied initial condi-
tions of different economies and the

associated variation in

the states began with a
common legal code and
political system; there
were negligible costs
involved in integrating
the states’ economies.

Political
nationalism is on
the rise as people
resist the partial

national

appropriate policies.
Though a strong case
can be made for tariff
unification and minimi-
sation among the high-
income countries, the
same cannot be said for

Finally, considerable fis-
cal redistribution mecha-
nisms exist within the
states in order to reduce
interjurisdictional varia-
tion in income growth
and standards of living.
This is probably the prin-
cipal reason the federation’s distinct
monetary regions have been able to
maintain a fixed inter-regional exchange
rate without suffering the serious “bal-
ance of payments” crises that have so
often afflicted nation-states operating
fixed exchange rates.

More rapid progress can be made
within regions than across them. Even
though multilateral liberalisation of
trade, investment flows, and property
rights is on the rise, the trend toward

disintegration that

goes hand-in-hand
with global
integration.

currency unification. A
currency union is the
limiting case of fixed
exchange-rate regimes,
wherein distinct national
currencies are replaced
by a common currency
(like the euro for the EU in 1999), with
no future capacity to adjust parities
among the eclipsed national currencies.
The inability to adjust exchange rates in
response to evolving economic condi-
tions can breed fiscal crises unless sig-
nificant intra-union redistributive mech-
anisms exist among member states. If
foreign aid flows are any indication, few
nation states are willing to undertake
substantial fiscal redistribution on an
international scale, which bodes poorly
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for the sustainability of currency unions.
Indeed, the limited historical experience
with common currencies managed mul-
tilaterally has been generally disap-
pointing. There will, and should, remain
a large number of distinct national cur-
rencies operated on a freely floating—
though perhaps slightly “managed”—
basis.

Floating exchange rates merely repre-
sent open trade in a financial good—
the currency. And just like trade in
real goods, this trade subjects the
domestic economy to the useful disci-
pline of international competition. Fixed
exchange rates are simply not feasible in
today’s world. As successful speculative
attacks on the British pound and Italian
lira in 1992, the Mexican peso in 1994,
and several Southeast Asian currencies
in 1997 vividly demonstrated, the sheer
volume of foreign exchange transactions
today (roughly US$ 1.5 trillion traded
daily now, up 50% in four years) can
overwhelm even well-financed govern-
ment interventions in foreign-exchange
markets.

Floating currencies nonetheless
encourage speculative finance. “Hot
money” can induce serious cyclical dis-
ruptions in economies where prices and
wages adjust only gradually. For this
reason, many economists advocate the
introduction of “Tobin
taxes”—small taxes on
short-term international
transactions designed to
throw a bit of sand into
the wheels of interna-

The promise of the
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floundered as

ance fund to help shore up the dimin-
ished capacity of individual nation-
states to finance such assistance.
Although this sort of modest tariff on
some financial transactions would limit
global market integration, it would be
beneficial as a means to reduce the
greatest prospective risk of globalisa-
tion: social instability which harms eco-
nomic growth and human welfare. Sim-
ilarly, it will become necessary for the
WTO to recognise the need for countries
to be permitted, in unusual circum-
stances, to restrict trade in products
made using processes some popula-
tions find objectionable. Compliance
with widespread social mores (for
instance, against child labour or unreg-
ulated toxic-waste disposal) is as impor-
tant as compliance with health and safe-
ty standards. Failure to accommodate
this invites social unrest directed
against the generally salutary effects of
increased integration of global markets.

Perhaps the most curious facet of con-
temporary globalisation is that increas-
ingly open markets in capital and goods
and services have been coupled with
tightened restrictions on the interna-
tional flows of labour. Labour is far less
mobile across borders today than it was
a century ago. The asymmetry between
footloose capital and hamstrung labour
plays an important role
in growing inequality and
social unrest with regard
to globalisation. Liber-
alised immigration laws
offer perhaps the greatest
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its nodes does not func-
tion properly. So it is
with the world economy.
The regional villages of
the world economic net-
work are increasingly

taxes are a means of tax-

ing factors of production growing
increasingly footloose with globalisa-
tion. An international accord to levy a
small tax on all short-term capital-
account transactions could be instituted
to create an international social-insur-

interdependent and seri-
ous disruptions to any one may affect
the others. Hence the need to foster con-
tinued but better-shared economic
advance and improved international
linkages, largely through investment in
the human and natural capital neces-

sary to achieve higher standards of liv-
ing. Toward that end, institutions such
as the UN, the World Bank, the IMF, the
OECD, and the WTO are indispensable
as multilateral fora through which inde-
pendent nation states can work togeth-
er for social progress and political sta-
bility through economic advancement,
while still respecting national sover-
eignty. The first and greatest challenge
to the principle of pluralism in the 21st
century world economy will be negoti-
ating China’s inevitable and desirable
entry into the WTO. This must accom-
pany a commitment by Beijing to con-
structive, peaceful engagement with the
rest of the world, not just in matters of
commercial trade, but in all its affairs.

The world economy at the dawn of the
21st century is surprisingly similar to
that with which we began this century.
There is widespread and rapidly growing
interdependence through trade, financial
flows, and direct investment, a process
which promises widespread economic
growth and poverty alleviation. Yet, the
promise of the early 20th century floun-
dered as increasing economic inequality
and insecurity fed nationalism, imperi-
alism and war that ultimately reversed
the rapid globalisation of the late 19th
century, a time when trade was about as
large a proportion of global income as it
is today. Can humanity do better this
time around? This remains to be seen.
Central to the challenge is coping with
the need for shared advances. Techno-
logical change and increasing interna-
tional interdependence favour well-edu-
cated, skilled workers. If we fail to
educate the labour force of the 21st
century in a manner that ensures in-
terindustry flexibility; if we fail to ensure
that all maintain access to the natural
capital necessary for economic growth;
if we fail to provide social insurance
(made ever more necessary by exposure
to a more competitive global market-
place); and if we ignore the structural
impediments that impede sharing inter-
national economic advance with low-
and middle-income countries that
account for 85% of the world’s popula-
tion, then intra- and international con-
flict will likely erase the economic and
technological gains of recent decades.
Striking a balance in the process of glob-
alisation is no simple task, but it is an
unavoidable one. ¢
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