revised
ely0119.03

Globalization and Its Challenges

Stanley Fischer' 2

I stand here with deeply conflicting emotions. I am honored to be delivering this
prestigious lecture. I am profoundly sad that Rudi Dornbusch, who should have
delivered the Ely Lecture, died in July last year and that I am here in his place. So I
would like to start by talking about Rudi.

Rudi was born and grew up in Krefeld, Germany. He was an undergraduate at the
University of Geneva, and completed his Ph.D. at the Universty of Chicago in 1971,
which is where we met. He was a student of Robert Mundell, and both the subject matter
— the development of the Mundell-Fleming model — and the elegance and insights of his
early work reflected Mundell’s influence. He taught at the University of Rochester and at
the University of Chicago before accepting an offer from MIT in 1975.

In 1976, soon after coming to MIT, Rudi wrote his most famous and influential
theoretical article, “Expectations and Exchange Rate Dynamics”. As Ken Rogoff said in
his celebratory lecture on the 25" anniversary of its publication, “The ‘overshooting’
paper ... marks the birth of modern international macroeconomics.”

From the late 1970s, Rudi became increasingly interested in policy issues. Within
a decade, he had become one of the outstanding policy economists of our time. In his
policy work he displayed the same rare talent as he had in his theoretical work, of being
able to extract the essence of a complicated problem and explain it in terms that made it
seem simple. Among his policy papers, the most famous is the 1994 Brookings paper
with Alejandro Werner that predicted the Mexican peso crisis, but that is only one of
many applied papers that repays rereading.

As his policy interests grew, Rudi’s fame spread. He was an indefatigable global
traveller, speaker, and writer, and a frequent columnist. In his more popular articles, in
his columns, and on the podium, his wit and the speed of his mind made him an exciting
and formidable presence. He was one of the finest debaters and polemicists in the

! Citigroup. This is a revised version of the Ely Lecture presented at the American Economic Association
meetings in Washington, DC on January 3 2003. The Ely Lecture was originally to have been presented by
Rudi Dornbusch, who died on July 25 2002.

2Tam grateful to Andrew Balls, Olivier Blanchard, Vittorio Corbo, Angus Deaton, Peter Diamond, Jaewoo
Lee, Prachi Mishra, Ratna Sahay, Lyn Squire, Larry Summers, and John Williamson, and to my Citigroup
colleagues, Lewis Alexander, Eric Darwell and Dana Peterson, for their assistance and advice. Views
expressed are those of the author and not necessarily of Citigroup.

3 Rogoff (2001), p1.



profession. He was tough and did not shy away from stating his views, often in ways that
reflected the advice of Keynes, “Words ought to be a little wild for they are the assault of
thoughts on the unthinking”. At various times he was persona non grata to the
authorities in a number of countries; it did not help that more often than not he was right.

Despite his public persona, Rudi was an excellent confidential policy adviser.
When I was in the IMF, I often called him to discuss a difficult situation. His advice was
always thoughtful, typically nuanced, and frequently provided insights that no one else
had seen — and he was willing to talk as long as it took.

Rudi played a central role in the MIT Economics Department. He was a
spectacularly successful teacher, in the classroom, in supervising theses, and through his
textbooks. But he did not spoonfeed the students, sometimes positioning himself in front
of an unfortunate student, asking a series of questions until he extracted an answer.
Nonetheless he won many prizes for teaching. Every outstanding American
international macroeconomist who has been to MIT, among them Jeffrey Frankel, Paul
Krugman, Maurice Obstfeld and Ken Rogoff, was a Rudi student. And there are
outstanding Rudi students all over the globe, many of them here tonight, many of them
professional economists, some who became Rudi’s co-author on a paper, many who
became policymakers. In the richly deserved devotion of this le gion of students to their
teacher and friend lies the greatest compliment to his teaching and mentoring.

I had the good fortune and pleasure of collaborating with Rudi in the writing of
two textbooks and several articles. Our textbook Macroeconomics, which has sold well
over a million copies worldwide, has given me as much satisfaction as anything else I
have done in my professional life. And I know Rudi felt the same way.

Rudi was a vital and positive personality, who lit up any group in which he
participated. He was among the most talented of men, and among the warmest, the most
generous, with his time and himself, available for his students and his friends whenever
they needed him. When they called or visited, Rudi would say “Tell me everything” and
then give them his sympathy, his understanding, and his unsentimental advice.

We will miss Rudi deeply, including tonight, for his incisive mind, the brilliance
of his insights, the exuberance of his writing, and his challenges to conventional thinking
— but most of all, for his friendship and the pleasure of his company.



1. The Globalization Debate

The debate over globalization is lively, often passionate, and has sometimes been
violent. At least until recently, it has been intensifying.* The debate is untidy and ill-
defined, and one could react by saying that it has no place in a professional setting like
this one. But we cannot afford to ignore it, for the views and attitudes expressed in it will
inevitably affect public policy — and the issues are critically important for the future
economic growth and well-being of people all the people of the globe.’

Here is the message: Globalization — the ongoing process of greater
interdependence among countries and their citizens — is complex and multifaceted. Many
of the problems that the critics of globalization point to are real. Some of them relate to
economics. Others relate to non-economic, but no less important, aspects of life. And
while some of the problems do stem from the process of global integration, others do not.

As far as the economics is concerned, the big challenge is poverty, and the surest
route to sustained poverty reduction is economic growth. Growth requires good
economic policies. The evidence strongly supports the conclusion that growth requires a
policy framework that prominently includes an orientation towards integration into the
global economy. This places obligations on three groups: those who are most responsible
for the operation of the international economy, primarily the governments of the
developed countries; those who determine the intellectual climate, which includes this
audience but also government and non-government organizations and individuals; and the
governments of the developing countries who bear the major responsibility for economic
policy in their countries.

Let me start by discussing the historical background, the protagonists, their views,
and the issues.

Economic globalization, the ongoing process of greater economic
interdependence among countries, is reflected in the increasing amount of cross-border
trade in goods and services, the increasing volume of international financial flows, and
increasing flows of labor. As is well known to our profession, economic globalization

* During the 1970s the word “globalization” was never mentioned in the pages of the New York Times. In
the 1980s the word cropped up less than once a week, in the first half of the 1990s less than twice a week —
and in the latter half of the decade no more than three times a week. In 2000 there were 514 stories in the
paper that made reference to “globalization”; there were 364 stories in 2001, and 393 references in 2002.
Based on stories in the New York Times, the idea of being “anti-globalization” was not one that existed
before about 1999. Turning from the newspaper to the internet, “globalization” brings up 1.6m links
through the use of the Google search engine, and typing in “anti-globalization” brings up 80,000 links.
Type in globalization and inequality and there are almost 500,000 references, 700,000 references to
globalization and environment, almost 200,000 links to globalization and labor standards, 50,000
references to globalization and multinationals, and 70,000 references to globalization and cultural diversity.
A search of globalization and the IMF yields 180,000 suggestions.

>Fora conprehensive review of the economic issues, see the extremely useful paper by Bourguignon et a/
(2002), which covers many of the issues in this lecture. See also World Bank (2002a) and International
Monetary Fund (1997).



thrived in the period before 1914, but was set back by the two World Wars and the Great
Depression.® The international financial order that was established at the end of World
War II sought to restore the volume of world trade, and by 1973, world trade as a
percentage of world GDP was back to its 1913 level — and it has continued to grow
almost every year since.’

While the founders of the Bretton Woods system saw the restoration of trade in
goods and services as essential to the recovery of the global economy, they did not have
the same benign view of capital flows. Nonetheless, capital flows among the
industrialized countries did recover during the 1950s, and intensified in the 1960s.
Rapidly they became too powerful for the pegged exchange rate system to survive, and
by 1973, as a result of the impossible trinity — of a pegged exchange rate, capital
mobility, and a monetary policy directed at domestic objectives — the Bretton Woods
adjustable peg system had to give way to flexible exchange rates among the major
countries.

Capital flows to developing countries grew more slowly. In the late 1970s and
early 1980s they consisted mainly of bank loans; by the 1990s they took the form mainly
of foreign direct investment and purchases of marketable securities. And as the volume
of international capital flows to and from the emerging market countries — the more
developed and larger developing countries — increased, the impossible trinity once again
asserted itself, and in a series of crises, country after country was forced to give up its
pegged exchange rate and allow the currency to float.

By now, the gross volume of international capital flows relative to global GDP far
exceeds the levels reached in the period just before 1913, though net flows of foreign
direct investment have not yet attained the extraordinary levels of the decade before
World War 1.8

It is generally believed that with respect to migration and labor flows the modern
system is less globalized than it was a century ago.” In 1911, nearly 15 percent of the

6 Jeffrey Williamson (2002) classifies the period 1820-1914 as the first great globalization era, and the
?eriod since World War II as the second.

Trade as a percentage of world GDP is estimated to have risen from less than 5 percent in 1800 to a peak
of just over 20 percent at the start of the First World War, and then collapsed to 5 percent at the end of
World War II. Between 1947 and the first oil shock in 1973, world exports grew at an average annual rate
of 8.8 percent per year. Between 1973 and 1990 they grew at an annual 4.4 percent rate; the growth rate in
the 1990s was 7 percent. As a result, the world’s markets for goods and services are more integrated than
ever before, though the pattern is different, with a rise in intra-industry trade, compared with the

redominance of inter-industry trade in the earlier period of globalization.

Some suggest that capital markets remain less integrated today than in 1913, for example Obstfeld and
Taylor (forthcoming).

? The note of caution is entered because it is not clear how much intra-developing country (south-south)
labor flows have changed. These took place on a large scale before 1913, but they are also very large
today. Hatton and Williamson (2002) comment “South-South migration is not new. It is just ignored by
economists.” Whatis clear is that immigration flows to and from industrialized countries are lower now
than in the decade before World War I. (See Jeffrey Williamson, 2002). For example, the annual
immigration rate to the US fell from about 11.6 per 1,000 in 1910 to 0.4 in 1940 and rose to 4 in the 1990s.



United States population was foreign born; today that number is probably a bit above 10
percent. Emigration rates from Europe, especially Ireland and Italy, were amazing: 14
percent of the Irish population emigrated in the 1880s, and over 10 percent of the Italian
population emigrated in the first decade of the twentieth century. Jeffrey Williamson
(2002) attributes a significant part of the convergence of income levels in the Atlantic
economy in the late nineteenth and early twentieth centuries to mass migration. '°
Whether or not migration and labor flows are greater now than they were a century ago,
we are becoming more globalized in this regard too, for migration rates have been rising
— and in a potentially important way, for more migration than in the past is from less to
more developed countries. !

All this is at an abstract level. In terms of people’s daily lives, globalization
means that the residents of one country are more likely now than they were fifty years
ago: to consume the products of another country; to invest in another country; to earn
income from other countries; to talk on the telephone to people in other countries; to visit
other countries; to know that they are being affected by economic developments in other
countries; and to know about developments in other countries.

Globalization is much more than an economic phenomenon. The technological
and political changes that drive the process of economic globalization have massive non-
economic consequences. > In the words of Anthony Giddens, a leading sociologist: “I
would have no hesitation ... in saying that globalisation, as we are experiencing it, is in
many respects not only new, but also revolutionary. ... Globalisation is political,
technological and cultural, as well as economic.”?

The non-economic aspects are at least as important in shaping the international
debate as are the economic aspects. Many of those who object to globalization resent the
political and military dominance of the United States, and they resent also the influence
of foreign — predominantly American — culture, as they see it at the expense of national
and local cultures.

The technological elements matter in practice as well as in the debate. For
instance, the events of September 11, 2001 could not have taken place before the current
global era. The communications and transport systems that have accelerated the pace of
globalization are also at the disposal of terrorists, money-launderers, and international
criminals. On the positive side, improvements in communications and the spread of

The volume of remittances provides some evidence on labor market integration. Remittances from
overseas workers make labor services a major export for many poor countries. The volume of remittances
increased from an annual average of $22bn in the 1970s (measured in 1995 dollars) to $81bn in the 1990s,
which is more than the annual volume of aid. (Busch, Kuckulenz and Le Manchec, 2002).

1% In his work, Jeffrey Williamson frequently uses the convergence of prices, rather than the volume of
trade, as an indicator of the extent of globalization.

! The fact that migration often has a brain drain aspect raises important issues.

'2 The rapid increases in global integration in the second half of the 19 century and early 20" century were
driven by the outbreak of peace in Europe and the invention of the telegraph, the steamship and the
railroad.

13 Giddens, 2002, p.10.



information were critical to the collapse of the Iron Curtain. People learned what was
happening in other countries, and understood that they did not have to live the way they
were living, and the Iron Curtain fell.

While we need to recognize the importance — and possibly the predominance — of
the non-economic elements, I shall focus on the economic debate. One set of views on

economic globalization is summed up by a characteristic passage from Rudi Dornbusch
(2000):

“On the verge of world deflation, Japan bankrupt and Europe moving at near-stalling
speed only, the emerging markets battered and the US beholding a glorious bubble - how
can this mark the end of a great century of prosperity? And yet, this has been the best
century ever, never mind the great depression, a momentary setback from communism
and socialism, and two great wars. Mankind today is far and further ahead of where it
has ever been and there are the seeds of innovation from biology to the Internet for better
and richer lives even beyond our wildest dreams.

This century, and in particular the last three decades, have witnessed just that as the
nation state has been dismantled in favor of a global economy, state enterprise and
economic repression give way to free enterprise, and breathtaking innovation and greedy
capitalism break down government and corporate bureaucracies. Anyone who says
impossible finds himself interrupted by someone who just did it. The process is far from
complete; innovation and free enterprise spread the mindset, the success and the
acceptance of this model to the horror of status quo politicians and the sheer exuberance
of all those who are willing to embrace a can-do attitude. If this century taught anything it
is surely this: even daunting setbacks like depression and war are only momentary
tragedies — buying opportunities, if you like — in a relentless advance of the standard of
living and the scope for enjoying better lives. One of the great economists of this century,
Joseph Schumpeter - Austrian finance minister of the 1920s and Harvard professor at the
end - wrote of creative destruction as the dramatic mechanism of economic progress.
That process is at work.”

A broad range of critics is arrayed on the other side. Among them are academics,
opinion leaders, individuals and groups who see their interests being affected by
globalization, politicians, NGOs, and demonstrators — and these categories are not
mutually exclusive.'* To listen to the debate in the terms each side paints the other, one
might think that it is a discussion between Dr. Pangloss, who believes that all is for the
best in the best of all possible worlds, and those who believe that the world is going to
hell in a handbasket. That is doubly misleading. In the first place, many of those who
regard themselves as pro-globalization, myself among them, know that there is far too
much misery in the world, that there are many wrongs to be righted in the global
economy, and that it could be made to operate much better. And on the other side, many
— but not all — of the critics are not against globalization. Rather, from NGOs
demonstrating for further debt relief and campaigning for greater access of developing
country exports to industrialized country markets, to academic critics questioning current
policy views, many are seeking a better and fairer globalization.

' For a discussion of the anti-globalization groups and their concerns, see Elliott, Kar and Richardson
(forthcoming).
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I will discuss five of the key economic issues in the debate:'”:

Whether poverty and inequality are increasing or decreasing;

Whether integration into the global economy is good for growth;
Whether the international financial system is too crisis prone, and capital
flows need to be banned or regulated;

The unfairness of the global trading system, and the inadequacy of aid
flows;

The role of the IMF.

For want of time, but also for lack of comparative advantage, I will not cover a
host of other economic issues that feature in the debate over globalization and its
consequences, among them; whether globalization results in unfair labor practices in
developing countries — an argument which is not compelling; whether globalization
damages the environment; whether multinational corporations have become too powerful
to the detriment of developing country citizens and governments; whether globalization
gives rise to tax competition that undermines the capacity of governments to raise
revenues and thus to provide necessary services to their citizens; whether intellectual
property protection is damaging the health of developing country citizens; and the roles
of the World Bank and the WTO. These are important issues, some of them critical, and
some do not have simple answers. But these problems are being seriously analyzed by
economists, for instance by Bourguignon et al (2002) for the European Commission, by
the World Bank (2002a), and others.'®

One question before turning to the evidence: Almost everyone recognizes that the
world could be a better place, and that there is much work to be done to improve it. Why
then is so much of the debate about whether the world is getting better or worse, rather
than about what can be done to make it a better place? [t is because the debate is
ultimately about policies. The implicit premise is that if the world is going to hell, then
the policies that have been followed for the past fifty years are likely to be wrong. And if
the world has been getting better, then the policies are more likely to be right.!” Ttisa
separate question whether it is globalization that is responsible for what has happened.

The policies in dispute are generally those that have been recommended by the
international financial institutions and most industrialized country governments.'® At the
broadest level, the policy consensus consists of four elements: policies to ensure
macroecono mic stability; market-oriented microeconomic policies; integration into the

' See the discussion of the 12 charges against globalization in the final chapter of Bourguignon et al
(2002).

18 For references to the literature, see Bourguignon et a/ (2002); on the trade-related issues, see also
Bhagwati (2000).

7 While persuasive, the implicit proposition is not logically compelling, for policies could be wrong even if
the world is improving and right even if the world is deteriorating.

¥ In that regard, the present discussion is merely the latest manifestation of a long-running economic policy
debate that has at times pitted protectionists against free traders, and those who believe in a greater role for
the state against those who believe more in markets.



global economy, particularly on the trade side; and a positive role for government in
establishing, monitoring and developing the institutional framework of the economy,
providing public goods including especially social expenditures, and conducting
stabilization policies.

Beyond these broad headings, detailed policy recommendations have been spelled
out in many World Bank and IMF publications, for instance the World Development
Reports of the World Bank.'® One formulation that has received much attention and a
large share of calumny is the so-called Washington consensus set out by John Williamson
in 1990.%° The ten elements of the 1990 consensus were: fiscal discipline; public
expenditure priorities in education and health; tax reform — the tax base should be broad
and marginal tax rates should be moderate; positive but moderate market-determined
interest rates; a competitive exchange rate as the “first essential element of an ‘outward-
oriented’ economic policy” (p14); import liberalization; openness to foreign direct
investment (but “liberalization of foreign financial flows is not regarded as a high
priority” (p15)); privatization (based on “the belief that private industry is managed more
efficiently than state enterprises” (p16)); deregulation; and protection of property rights.

The Washington consensus is a brand name that has been so abused as probably
to have outlived its usefulness. While no short description of the economic policy
choices that face a country and of the principles that it should follow can be adequate to
the complexities of the realworld situation confronting policymakers, I still regard these
ten elements as a useful shorthand description of a major part of a desirable basic policy
orientation.?! And for that reason I shall at least for a while continue to use the term
“Washington consensus”.

II. The Evidence on Poverty and Global Inequality

Poverty. For some time it was accepted that the proportion of people living in poverty in
the world has been declining, but their absolute number has been increasing. This refers
to the World Bank’s measure of absolute poverty, defined as living on a real income of
less than one dollar a day.?* There is no consistent fully reliable set of data reflecting
longer-term developments in poverty.?® A useful estimate of post-World War II

19 See Lindauer and Pritchett (2002) for an account of changing views of development policy during the
goost—World War I period.

These were not necessarily John Williamson’s views, but rather his attempt to capture the consensus of
the time. In the article, he expands on the range of views — including his own, which generally include
several qualifications — under each heading.
21T was one of the discussants of the Williamson paper at the time (my comments are on pp 25-28 of John
Williamson (1990)), and mentioned among the missing elements the responsibility of the government to
create an enabling environment for economic activity, the need for directed anti-poverty policies, and
environmental concerns.

22 Strictly speaking, the $1 a day figure corresponds to a Penn World Tables Purchasing Power Parity
income of about $1.08 in 1993 prices (Chen and Ravallion, 2001).

3 I am particularly grateful to Angus Deaton for guiding me through the debate on the poverty data. He
bears no responsibility for the views set out in this section.
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estimates are likely subject to significant error, as the recent debate over the Indian
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percent per capita. Aggregate consumption in the national income accounts rose by 3.2
percent per capita. But household survey data, on which India’s poverty estimates are
based, showed very little increase in per capita consumption. >
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Source: Bourguignon and Motrisson (2002).

Based on the sample surveys, poverty declined relatively little in India in the
1990s. Based on the national income accounts, it should have declined significantly.
One way of combining the data, chosen by Surjit Bhalla (2002), is to assume that the
distribution of consumption in the sample surveys is correct, but to adjust the mean
increase in consumption in the sample surveys to equal that in the national income
accounts. This produces spectacular declines in poverty in India during the 1990s.

The official data also show significant — but smaller — declines in the Indian
poverty rate, from about 40 percent in 1987-8 to 26 percent in 1999-2000. In checking
these data, Deaton (2002a) reports “Much to my surprise, most of the officially claimed
reduction in poverty appears to be real.”®

24 These data are from Bourguinon and Morrisson (2002).

23 Deaton (2002a) contains a brief description of the problem.

26 Deaton’s estimate of the poverty rate for 2000 is 28 percent; he finds that the poverty rate in India
declined fairly steadily over the past 20-30 years, with no evidence of a pickup following the reforms in
1991. But as he notes (Deaton, 2002a), neither is there any evidence that the pro-market reforms led to
increases in poverty or slowed poverty reduction.
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Table 1. Regional breakdown of poverty in developing countries Applying the
— Bhalla procedure to all
Number of people living on . .
less than $1 per day $1 per dazf léfggggunt index countries glso produces
(millions) P rapid declines in global
Region 1987 1990 1999] 1987 1990 199 poverty.”’ More
East Asia and Pacific 418 486 279 26.6 30.5 15.6 cautiously, recent
Excluding China 114 110 571 239 242 106 World Bank data show
Europe and Central 1 6 % 02 14 51 the gIObal poverty rate
Asia ' ‘ © declining sharply from
i American and 64 48 57| 153 110 11 29.6 percent in 1990 to
Mf’dd;‘“E can . 23.2 percent in 1999
t .
Nosth Ao 9 5 6| 43 2.1 22 (Table 1).** According
South Asia 474 506 488 | 449 45.0 36.6 tﬁ these estimateg —and
Sub-Saharan Africa 217 241 315 46.6 47.4 49.0 t ei]l are OIll y estimates
Total 1,183 1,292 1,169 283 29.6 23.2 “fthe absolute ?umber
Excluding China 880 917 945| 285 28.5 250  Of the poor declined by

123 million people, or
10 percent, during this
period. The number of poor in China alone fell by 150 million. Table 1 shows that the
major decline in the global poverty rate is accounted for by Asia, with the absolute
number of poor in Sub-Saharan Africa (and also in the transition economies) rising
significantly.

Source: World Bank staff estimates, GEP 2003.

Between them China and India account for 38 percent of the world’s population.
In 1990 they accounted for 60 percent of the world’s poor. It is therefore hardly
surprising that the global poverty rate fell sharply in a decade in which China grew at
more than 9 percent and India at 6 percent. Now it may be argued that what happened in
China and India is atypical. That is true if the unit is the country, but not if the unit is the
individual.?® Further, there can be little doubt that in both India and China, the growth
policy during the period was pro-globalization, pro-entry into the global economy. Of
course, not every detail of policy in either country followed the Washington consensus,
but both countries grew faster after opening up.*’

Beyond the data on per capita income, most social indicators have also shown
considerable improvement in the post-war period and more recently. As Figure 2, taken

27 Bhalla’s estimates are that poverty was 30 percent in 1987, and only 13 percent in 2000. This would
imply that the last decade of the last century was the most successful in all of history in reducing poverty.
Sala-i-Martin (2002b) shows even larger declines in global poverty counts over the period 1970-98, using a
similar methodology. He estimates the one dollar-a day poverty rate to be only 5 percent in 1998.

28 Surprisingly, the heading on a table very similar to Table 1 (Table 1.2, p18) in the UNDP’s Human
Development Report for 2002 is “Worldwide, the number of people living on less than $1 a day barely
changed in the 1990s.” The table shows that even the absolute number of those living on less than $1 a day
declined by 10 percent in the 1990s.

2 The sharp differences in poverty rates among Indian states and among Chinese provinces should also
contain policy-relevant information.

30 However, Deaton (2002b) finds no acceleration in the rate of poverty reduction following India’s policy
reforms in 1991.
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from the Human Development Report for 2002 shows, adult literacy has risen in all
regions in the last 25 years, and infant mortality has declined significantly. Life
expectancy has risen in most regions. However, under the impact of the HIV/AIDS
pandemic, it has begun to decline in Sub-Saharan Africa, with particularly large and
tragic impact in Botswana, Zimbabwe, South Africa and Kenya.>'

The Human
Development Report
" presents a Human
=l . l B . Development Index
; T l - (HDI), which is based
- . 1 | on three equally
[ ” ' I weighted factors, life
o |... | | . el o | _ T T - expectancy, education,
c e o T R Ay W and (the logarithm of) a
purchasing power parity
estimate of per capita
GDP.** Figure 3
shows changes in the
HDI over the past
twenty years. Note in
particular that the HDI
is inherently an index of
relative performance, so
that the improvements in all regions represent a convergence of this more general
measure of economic and social progress across regions.

Figure 2. Alternative Indicators of Human Development
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In addition, as the HDR 2002 shows, democracy has been spreading, including in
the developing world. By one classification, the number of authoritarian regimes
declined from 67 to 26 between 1985 and 2000 (hardly surprising given the transition in
the former Soviet bloc and the changes in Latin America) while the number of nations
categorized as “most democratic” rose from 44 to 82.%°

Thus there is considerable evidence that on average conditions have been
improving in the developing countries. That is to say: the world is not going to hell in a
handbasket. But that is emphatically not to say that everyone in the developing countries
is doing better. In particular, conditions in most of Sub-Saharan Africa, where per capita
growth has been negative in nearly half the countries in the last quarter century, have
been deteriorating, and Latin America has not done well in the last decade.

3 Life expectancy is estimated by applying current age-specific mortality rates; it thus is not the life
expectancy of an individual born today, for which it would be necessary to forecast mortality.

32 All measures are taken relative to the highest level attained within the sample, so the index is bounded
above by one.

33 Human Development Report, 2002, Figure 1.1.
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Figure 3. Recent Trends in the Human Development Index . .
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Inequality. While a global Rawlsian perspective would lead to a focus on poverty
reduction, we need to focus also on inequality, both because for many great inequality is
undesirable per se, but also because growing inequality may have powerful political
consequences. For instance, in the first era of globalization, changes in the income
distribution that affected real wages and the returns to land and capital led to pressure to
limit economic integration (Jeffrey Williamson, 2002). That could happen again, as
globalization creates losers as well as winners in the short run.**

Inequality among national average incomes appears to have been increasing for at
least 400 years, since before the rapid increases in economic integration that took place in
the nineteenth century.®> However, this long-term rise in inequality among national
average incomes seems to have slowed during the past 20 years.>®

The convergence debate in macroecono mics was based on PPP estimates of
national average incomes. As is well known, and as Figure 4 illustrates, the raw data on
country average incomes show divergence not convergence. The early results, for
instance those of Barro (1997), supported conditional convergence. Provided the
conditioning variables do not change in an offsetting direction, conditional convergence
implies that the inequality among country average incomes would eventually decline —
but that could take a very long time. The weight of the evidence appears now to have
moved away from the initial conclusion of conditional convergence towards the twin
peaks view, that there is a convergence club among the high income OECD countries,
while lower income countries are converging to a lower income level (Quah, 1996).

3% See Milanovic (2002) for a forceful statement of the view that current trends are likely to produce a
backlash unless globalization as we know it is tamed.
35 Jeffrey Williamson (2002).

36 See Bourguignon and Morrisson (2002), and Sala -i-Martin (2002a and 2002b).
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Developments
Figure 4. Real GDP per capita*, 1980-2000, average annual in inequality within
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probably due to labor
market regulations,
social welfare programs, and tax systems.’>’ Reviewing the literature, Katz and Autor
(1999) concluded that trade explains at most 20 per cent of the rise in inequality in the
US, and that skill-biased technological change explains 80 percent of the rise.>® There are
also instances of increasing inequality within some poor countries, including China and
India, even though incomes have increased at both the top and the bottom of the scale. In
the transition economies of the former Soviet bloc, inequality increased sharply in the
1990s.

*Real GDP in U.S.$ per equivalent adult. Source: Penn World Tables, version 6.1

Beyond the inequalities among national average incomes, and within countries,
stands the concept of the distribution of global income among all the world’s people, of
which there are now several estimates.’” These are all based on data on the distribution
of income within nations, and some method — typically using purchasing power estimates
— for comparing income levels across countries. Figure 5 shows why such an estimate
might find inequality declining among nations — it is the graphic representation of a
poulation-weighted convergence diagram, in which the dominance of China and India
drives the relationship.

37 They may well instead have produced higher unemployment.
3% Scheve and Slaughter (2001) emphasize what they call the “skills -preferences cleavage” on globalization
among the American public, in which views on globalization are significantly affected by the skill level of
oll respondents.
? Among them, Bhalla (2002), Bourguignon and Morrisson (2002), Milanovic (1999), and Sala -I-Martin
(2002)
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Figure 5. Real GDP per capita*, 1980-2000, average annual Bourguignon and
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Poverty rates have been
declining, especially in Asia. So very likely has the absolute number of those living at
below one dollar a day. Increasingly, global poverty is being concentrated in Africa. At
the same time, poverty rates have not declined much in Latin America in recent decades.
Taking account of other social indicators, as reflected in the Human Development Index,
presents a more encouraging picture of the changing fortunes of the poorest, but the HI'V-
AIDS epidemic is taking a sad toll on longevity in Africa.

Income distribution developments are more mixed. There has been a growing
divergence among national average incomes. Inequality has risen within many countries.
But it is likely that inequality among the world’s citizens declined during the last decades
of the twentieth century. However we should not take too much comfort from that, for as
Sala-i-Martin (2002a) points out, “Unless Africa starts growing in the near future, ...
income inequalities will start rising again.”

III.  The Policy Issues

Trade and growth. Trade policy has long been central to economic policy choices. In
the early post-World War II period, the theory of import-substituting industrialization
(IST) dominated among developing countries, and its implementation for some time
seemed to produce positive results. Then as time went by, it was observed both that
countries that has pursued export promotion strategies were more successful than those
that focused on keeping imports out, and that the returns to ISI seemed to be diminishing.

*0 However, Milanovic (1999) finds that global income inequality increased between 1988 and 1993, in part
because of growing gaps between rural and urban incomes in China. By contrast, Bhalla (2002) shows
world inequality in 2002 at its lowest level in the post-World War II period, a result of the much greater
reductions in global poverty in the 1990s that his methodology produces. Similarly, Sala-i-Martin (2002a)
finds massive decreases in global inequality at the individual level between 1980 and 1998.
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Early case studies of trade liberalization were conducted in the 1970s and 1980s
under the auspices of the OECD, the NBER, and later the World Bank.*' These by and
large supported the case for export promotion policies, that is for integration into the
global economy. Subsequently a host of cross-sectional regression studies were
undertaken, ** most of them showing that greater openness is associated either with higher
levels of income or more rapid growth.*® The Sachs and Warner (1995) study, which
concludes that, ceteris paribus, open countries grow two percent per annum more rapidly
than closed countries, has received particular attention. A closely related literature
examines the mechanisms through which openness contributes to growth, particularly
throg%h its impact on productivity, where the availability of imported inputs plays a
role.

The regression studies have been comprehensively re-examined and criticized by
Rodriguez and Rodrik (2001), who argue that the results are not robust, the measures of
openness used in the studies neither clearly exogenous nor consistent across studies, and
the econometrics flawed.*’ Nonetheless, the case studies that show trade liberalization as
an essential element in policy reforms that led to growth, the bulk of the empirical
evidence, and the fact that the most spectacular growth stories all involve rapid increases
in both exports and imports — frequently after specific policy decisions have been made to
open up — should persuade us that openness to the global economy is a necessary, though
not sufficient, condition for sustained growth. 4 To quote Dani Rodrik (2001) “No
country has developed successfully by turning its back on international trade and long-
term capital flows”.

To say that is not to say that immediate full trade liberalization is necessarily the
best policy for a country, nor that opening to trade is sufficient for growth, nor that the
accompanying policy framework is irrelevant.*’ Indeed the accompanying framework is

*! The NBER studies are summarized in Bhagwati (1978) and Krueger (1978); the World Bank studies are
summarized in Michaely, Papageorgiou, and Choksi, eds (1991).

*2 Srinivasan and Bhagwati (1999) criticize the regression approach in arguing for the superiority of the
case study method. Thave used both methods on different occasions, and regard each as having important
weaknesses. See also Krueger (1983).

43 Examples include Ben-David (1993), Dollar (1992), Dollar and Kraay (2001a, 2001b), Edwards (1998),
Frankel and Romer (1999), and Sachs and Warner (1995). Hall and Jones (1999) include both openness
(the Sachs-Warner index) and a measure of good governance, which is highly correlated with the openness
indicator.

44 The literature on openness and growth is well summarized by Bourguignon et al (2002), pp 37-39, and
by Berg and Krueger (2002).

45 Warner’s draft response (2001) to the RodriguezRodrik critique strongly disputes several of these
criticisms, including the suggestion that the black-market premium is not a useful indicator of trade
distortions, and reaffirms the Sachs-Warner conclusions.

46 Rodrik (2001) does not disagree with this conclusion, emphasizing rather the speed of adjustment and the
need for accompanying policies: “The trick in the successful cases has been to combine the opportunities
offered by world markets with a domestic investment and institution-building strategy to stimulate the
animal spirits of domestic entrepreneurs. Almost all of the outstanding cases — East Asia, China, India since
the early 1980 — involve partial and gradual opening up to imports and foreign investment”

47 Berg and Krueger (2002) state “Openness has important positive spillovers on other aspects of reform, so
the correlation of trade with other pro-reform policies speaks to the advantages of making openness a
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essential. It is to say, however, that countries that want to grow should as a key part of
their policy framework orient themselves towards integration into the global trading
system, to take advantage of the availability both of much larger global than domestic
markets, and of more sophisticated capital, intermediate and consumer good imports.*®

Growth, Poverty, and Inequality. Here I can be brief. Logic dictates that there is no way
of lifting the populations of poor countries out of poverty, say on the scale that has been
achieved in East Asia, without sustained growth. Globally, the decline in poverty has
been fastest where economic growth has been fastest — in developing Asia — and slowest
where growth performance has been worst — in Africa.

Nor, despite the early results of Kuznets, does there appear to be any inevitable
association between growth and inequality, rather it depends on the details of the policies
— including distributional policies — that accompany the growth strategy.*’ In two related
studies, Dollar and Kraay (2001a and 2001b) conclude, based on data from 92 countries,
that on average the income of the lowest fifth of the income distribution rises one- for-one
with aggregate income, and that this same relationship holds for growth that is induced
by trade liberalization.

To say that on average growth or opening to trade does not adversely affect the
incomes of the poor is not to say that the impact of policy changes on income distribution
should be ignored when any particular policy change is being considered. The opening
of trade is designed to affect domestic relative prices, and most likely will affect the
distribution of income in each case.’® Ifthese effects are judged adverse, transitional
compensatory measures and gradual liberalization may help mitigate them.>' It is also
the case that a small economy tends to be more vulnerable to fluctuations in the terms of
trade when it is open than when it is closed, and that the poor may be the most vulnerable
in this regard.>*

Capital account liberalization. There is far more controversy about capital account
liberalization as part of a growth strategy than there is about current account
liberalization. That is not surprising, for as the Asian crisis drove home, a country with an

primary part of the reform package.” This relates to an emerging literature, for example Easterly and
Levine (2002) and Dollar and Kraay (2002), that argues either that the growth effects of openness and the
institutional structure of the economy are difficult to distinguish, or that institutions are more important. I
find the Berg-Krueger argument on this point persuasive.

8 Birdsall (2002) argues that openness does not work well for the poorest countries, because of their
greater dependence on primary exports and because of their greater vulnerability to external shocks. It is
nonetheless difficult to see how a small economy could hope to reach a high level of income without
integrating into the global economy.

4 Barro (1999) states that the Kuznets curve does emerge as a clear empirical regularity, but does not
explain most of the variations of inequality across countries or over time.

30 Lundberg and Squire (1999) find that growth is more sensitive than inequality to policy interventions.
> See Scheve and Slaughter (2001), pp 94-96.

32 There is no general prescription for what these policies should be; they need to be designed taking the
circumstances of the country into account — for instance, in the Indonesian crisis of 1997-98, subsidizing
the price of rice was a key pro -poor policy.
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open capital account is more vulnerable to external shocks than one that is closed to
external capital flows.

In considering capital account liberalization, I assume that countries will and
should at some stage in the course of their development want to liberalize the capital
account and integrate into global capital markets. This view is based in part on the fact
that the most advanced economies all have open capital accounts; it is also based on the
conclusion that the potential benefits of well-phased and well-sequenced integration into
the global capital markets — and this includes the benefits obtained by allowing foreign
competition in the financial sector — outweigh the costs.>® **

With regard to empirical evidence on the benefits of capital account liberalization,
I believe we are roughly now where we were in the 1980s on current account
liberalization — that some evidence is coming in, but that it is at this stage weak and
disputed.>® The direction of causation is particularly problematic in this case, for as
Edison et al (2002b) note “successful economies are generally open economies”.

The relationship between capital account liberalization and growth is likely
inherently weaker than that between current account liberalization and growth, since it is
more dependent on the sequencing of reforms, and the presence of preconditions — for
instance a strong macroeconomic framework — than is the current account liberalization
relationship. An interesting finding in this regard is that of Arteta, Eichengreen and
Wyplosz (2001), who conclude that capital account openness has a positive impact on
growth contingent on the absence of a large black market premium — “that is to say, on
the absence of macroeconomic imbalances.”

At present most developing countries maintain capital controls. Experience
suggests they should only be removed gradually, at a time when the exchange rate is not

>3 The argument is developed at greater length in Fischer (1998). The point has been much disputed,
including by Bhagwati (1998).

34 It is also based on the views that in practice capital controls are often discriminatory, a standing
invitation to corruption, and grow progressively less effective over time.

33 Rodrik (1998) presents a critical view of capital account liberalization. A set of papers presented at a
May 2002 World Bank conference “Financial Globalization: A Blessing or a Curse?” (see
http://www.worldbank.org/research/conferences/financial globalization.htm) on balance pointed to small
positive impacts of financial liberalization on growth. See for example, Bekaert et a/ (2002), Chari and
Henry (2002), Galindo et al (2002), Gourinchas and Jeanne (2002), and Reinhart and Tokatlidis (2002).
Edison et al (2002a) review the literature on the relationship between growth and capital account
liberalization; they provide some support for a positive effect of capital account liberalization on growth,
finding that the effects are most pronounced in East Asia. However in a study of 57 countries, using a wide
array of measures of international financial integration and an assortment of statistical methods, the same
authors (2002b) are unable to establish a relationship between greater international financial integration and
faster economic growth. They do identify indirect effects, by finding a significant impact from capital
account liberalization on investment and financial development; these two channels are estimated to
increase growth by 0.5 percent a year or more.
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under pressure,>® and as the necessary infrastructure — in the form of strong domestic
financial institutions, a sound macroeconomic framework, a market-based monetary
policy, the underpinnings of an effective foreign exchange market, and the information
base necessary for the markets to operate efficiently — is put in place.”’ Unless the
country intends to move to a hard peg — and after Argentina, that does not look advisable,
unless there is a clearly defined terminal condition®® — it would be desirable to begin
allowing some flexibility of exchange rates as the controls are eased. Prudential controls
that have a similar effect to some capital controls, for instance limits on the open foreign
exchange positions that domestic institutions can take, should also be put in place as
direct controls are removed.>’

Any country using capital controls builds up an information system on capital
flows. It may be useful to maintain an information base for some time even after the
removal of controls, as in the Brazilian case, for such information can be useful in
managing a crisis.

Several countries, among them Singapore, the three Asian crisis countries, and
Malaysia have taken steps to limit the offshore use of their currencies. In principle this
makes it possible to break the link between onshore and offshore interest rates,
particularly by restricting the convertibility of the currency for nonresidents — who need
access to the domestic banking system to complete their transactions.® Ishii ez al (2001)
conclude that such restrictions have been more successful the more comprehensive they
have been, and that they could provide the authorities with a breathing space in which to
implement policy changes.®! But as with other capital controls, their effectiveness tends
to erode over time. Further, the longer the measures are implemented, and the stronger
they are, the higher the associated costs in terms of the efficiency of the financial system
are likely to be.

Excessive indebtedness of domestic financial and non-financial institutions arises
not from capital outflows, but from inflows, especially short-term inflows. Market-based

3¢ The removal of controls on outflows sometimes results in a capital inflow, a result of either foreigners
and/or domestic residents bringing capital into the country in light of the greater assurance it can be
removed when desired.

37 Some countries have attempted to impose controls on outflows once a foreign exchange crisis is already
under way. This use of controls has generally been ineffective. (See Ariyoshi et al (2000), pp 18-29, and
Edwards (1999), pp 68-71.) It has also to be considered that the imposition of controls for this purpose in a
crisis is likely to have a longer-term effect on the country’s access to international capital. For the record, I
should note here that there is very little information about such use of controls in the Malaysian case of
1998, for the controls were imp osed when exchange rates in the region were at their most depreciated, and
as capital flows in all the crisis countries were reversing.

38 For instance, that the country plans to join the European Monetary Union and give up its currency.

39 Goldstein (2002) recommends a “managed floating plus” regime, where the plus consists of measures to
discourage currency mismatching by domestic institutions.

60 See Ishii et al (2001). This paper describes three different mechanisms that are used to limit offshore
currency trading.

%! Singapore has been gradually dismantling these controls. Lee (2002) concludes that the Singapore
controls were successful in large part because the underlying macroeconomic imbalances were very small,
and therefore did not provide significant incentives to circumvent the controls.
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capital inflow controls, Chilean style, could be helpful for a country seeking to avoid the
difficulties posed for domestic policy by capital inflows. This typically occurs when a
country is trying to reduce inflation using an exchange rate anchor, and for ant+
inflationary purposes needs interest rates higher than those implied by the sum of the
foreign interest rate and the expected rate of currency depreciation. A tax on capital
inflows can help maintain a wedge between the two interest rates. In addition, by taxing
short-term capital inflows more than longer-term inflows, capital inflow controls can also
in principle influence the composition of inflows.

Evidence from the Chilean experience implies that controls were for some time
successful in allowing some monetary policy independence, and also in shifting the
composition of capital inflows towards the long end. Empirical evidence presented by
De Gregorio et al (2000) sugge sts that the Chilean controls lost their effectiveness after
1998. They have recently been removed.

Thus, controls can be used to help limit capital outflows and maintain a pegged
exchange rate, given domestic policies consistent with maintenance of the exchange rate.
However such controls tend to lose their effectiveness and efficiency over time. Capital
inflow controls may for a time be useful in enabling a country to run an independent
monetary policy when the exchange rate is softly pegged, and may influence the
composition of capital inflows, but their long-term effectiveness to those ends is doubtful.

Instability in the global
financial system. The
series of emerging

Figure 6. Real GDP Growth (Percent per year)
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had been growing very
fast. The crises took a
heavy toll on almost all of the crisis countries, as well as on other countries affected by
the contagion. %> Figure 6 shows the behavior of output in the crises.

Source: IMF (World Economic Outlook)

The proximate cause of most of the crises was the reversal of large-scale short-
term capital flows. In every case except Brazil in 2001-02, the crisis affected a country

52 In this section I draw heavily on Fischer (2001) and (2002).
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with a more or less formally pegged exchange rate, which gave way, usually at the
beginning of the crisis. In every case except in Brazil, the crisis hit a country with a weak
financial system — though the Russian financial system was very small at the time of the
crisis, and the Argentinian banking system had been strong a year before the crisis, but
was severely weakened by measures imposed on it in attempts to preserve the currency

peg.

Capital flow volatility during the crises was massive. For the extreme cases,
between 1996 and 1998, private capital inflows to Indonesia declined by 16.5 percent of
GDP while the turnaround for Turkey between 2000 and 2001 was 13.6 percent of GDP.
Among the crisis countries shown in Figure 6, the smallest reversal in private capital
flows was in Brazil, where the decline was by 3.1 percent of GDP between 2001 and
2002. This helps explain why Brazil is the only country that kept growing through its
external crises.

Although hedge funds received a large share of the blame for the reversals, and
were probably predominant in determining the timing of some of the crises,’ the
reversals were more general and not confined to short-term funding. Neither were they
confined to the actions of foreigners; not surprisingly in most of the crises domestic
residents and corporations played a prominent part in the capital flow reversals.

What can be done to reduce the volatility of capital flows to emerging market
countries? The first response would be for countries to shut themselves off from
international capital flows. It bears emphasis that despite the crises, and the arguments of
many critics of globalization, almost no country has taken this route;** the revealed
preference of the emerging market countries is to stay involved with the international
financial system.

However, as previously noted, some countries have taken measures to limit the
offshore use of their currencies, thus securing more monetary policy flexibility. In
addition, we should note that capital flow reversals would not have been so large had the
inflows been smaller to begin with. The introduction of a flexible exchange rate system
has generally sharply reduced short-term capital inflows, and is thus a major part of the
solution to the problem of excessive capital flow volatility. For transitional periods, the
use of Chilean style capital inflow controls and more detailed reporting requirements can
also help moderate inflows.

The question also arises of whether policy measures to mitigate the volatility of
capital flows to emerging market countries can be taken by the authorities in the major
capital markets from which the funds flow. Many, including the authorities in some
Asian countries, have argued for more transparency by the hedge funds and other market
participants.®> However it has not been possible to reach a consensus on greater

63 Following the Asian crisis, an IMF study concluded that a wide range of financial institutions, including
banks, had engaged in the same behavior as the hedge funds. See Eichengreen et a/ (1998).

%4 Even Malaysia, which imposed capital controls in 1998, removed most of them within one to two years.
%5 For more detailed proposals, see Dobson and Hufbauer (2001).



