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Chapter Il

GLOBALIZATION AND ECONOMIC CONVERGENCE

A. Introduction

The gap between the richest and the poorest
countries in the world is vast. Average per capita
income in the richest countries is some 50 times
that in the poorest. The persistence of very low
standards of living for much of the world’s popu-
lation should be seen as among the most pressing
challenges facing policymakers at both the domes-
tic and the international level. Recent trends also
suggest that it is not only those developing coun-
tries on the lowest rungs which are finding it
difficult to raise living standards for the majority
of their citizens. With the notable exception of the
newly industrializing East Asian economies,
growth in most developing countries slowed sig-
nificantly in the late 1970s or early 1980s, often
involving an absolute drop in per capita income.
Although some countries have recovered quite
strongly since the late 1980s, many have contin-
ued to experience slow and fragile growth which
has further widened the gap between their average
living standards and those of the richest countries.

This picture contrasts with much economic
thinking which holds that the economic profile of
developing countries in terms of their resource en-
dowments and distance from the technological
frontier should give rise to a very fast pace of eco-
nomic growth and a reduction of income gaps
across the world economy. While a variety of ex-
planations have been offered for why economic

theory and reality diverged in such a striking way,
emphasis has increasingly been placed on the re-
sistance of many developing countries to integration
into the global economy. On this view, only a swift
and complete removal of restrictions on flows of
goods and factors of production across borders can
reverse decades of under-performance and close
income gaps among countries. This conclusion is
often given added weight by reference to the 19th
century globalization experience.

This chapter surveys global growth and con-
vergence dynamics. It begins (in section B) by
introducing the concepts of “globalization” and
“convergence” and considers how globalization can
be expected to accelerate growth in developing
countries. A brief review of convergence trends
before the First World War is then made, followed
by a more detailed account of the trends since
World War II (sections C and D). In the light of
this discussion, sections E and F examine the im-
pact of increased trade and greater capital mobility
on growth and convergence, drawing on recent
experience. Particular attention is paid to how
these international economic forces interact with
such traditional elements of economic growth as a
fast pace of investment and technological upgrading,
and whether globalization has altered fundamen-
tally the issues facing policymakers in developing
countries.
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B. Globalization and convergence

The concept of globalization refers both to
an increasing flow of goods and resources across
national borders and to the emergence of a com-
plementary set of organizational structures to
manage the expanding network of international
economic activity and transactions. Strictly speak-
ing, a global economy is one where firms and
financial institutions operate transnationally - i.e.
beyond the confines of national boundaries. In such
a world goods, factors of production and financial
assets would be almost perfect substitutes every-
where and it would no longer be possible to consider
nation States as distinct economic identities with
autonomous decision-making power in the pursuit
of national objectives. Those public goods that
are needed to maintain an open market system, such
as secure property rights and a stable monetary
system, would become a global responsibility.
Overall economic performance would depend upon
the response of firms to global market incentives
and the effectiveness of global regulations.

The world economy is far from such a
supranational paradigm. A more apt description
of the current situation is global economic inter-
dependence, where cross-border linkages between
markets and among production and financial ac-
tivities are now so strong that economic
developments in any one country are influenced to
a significant degree by policies and developments
outside its boundaries. Nevertheless, resource en-
dowments, institutional arrangements and policy
choices matter very much to national economic
performance, as well as to the way international
forces influence that performance.

Over the past two decades growing cross-bor-
der linkages have exerted powerful influences on
the shape of the world economy (table 24). From
1973 to 1994, the volume of world exports grew
at an average annual rate of around 4.5 per cent.
However, since 1985 the difference between the
growth of exports and that of world output has in-
creased significantly. As a consequence, world
exports of goods and services in relation to world
output rose from 12.1 per cent to 16.7 per cent

over this period. Although this increase in aggre-
gate trade flows has been no faster than in the
period before 1973, there have been qualitative
changes in the pattern of trade which have strength-
ened global economic integration. These include
the rise of manufactured exports from low-wage
to high-wage economies and the growth of intra-
firm trade accompanying a finer geographical
separation of production activities.

Notwithstanding, international trade has not
been the main catalyst for accelerating global eco-
nomic integration. That role has been played by
international capital. Cross-border financial flows
have risen spectacularly over the past two decades,
and the scope and depth of financial integration
has far outpaced that in goods markets. The aban-
donment of fixed exchange rates in the early 1970s
opened the flood gates to short-term capital flows;
average daily trade in the global foreign exchange
market has risen from $15 billion in 1973 to $880
billion in 1992 and over $1,300 billion in 1995.
From 1980 to 1993, cross-border sales and pur-
chases of financial assets rose from less than 10
per cent of GDP in the United States, Germany
and Japan to 135 per cent, 170 per cent and 80 per
cent, respectively. International banking has also,
over this period, grown considerably faster than
world trade or output. The increase in flows has
been accompanied by a series of more qualitative
changes, including a shift in the composition of
private capital flows from bank lending to equity
and portfolio investments, particularly in respect
of capital flows to developing countries. More-
over, the holding of foreign securities in the
portfolios of institutional investors from the ad-
vanced economies has been accompanied by a
tremendous pace of financial innovation designed
to reduce investors’ exposure to credit, liquidity
and exchange risks.!

Direct investment flows have also made a sig-
nificant contribution to global economic integration
in the sphere of production, and at a pace consid-
erably faster than trade in goods and services.
During the 1970s, annual flows of foreign direct
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Table 24

INDICATORS OF THE GROWTH OF INTERNATIONAL ECONOMIC ACTIVITY, 1964-1994

(Average annual percentage change)

World export World FDI International World
Period volume flows bank loans real GDP
1964-1973 9.2 34.0 4.6
1973-1980 4.6 14.8 26.7 3.6
1980-1985 24 4.9 12.0 2.6
1985-1994 6.7 14.3 12.0 3.2

Source: J. Perraton, D. Goldblatt, D. Held and A. McGrew, “
Vol. 2, No. 2, July 1997.

investment (FDI) averaged $27.5 billion, rising to
$50 billion in the first half of the 1980s and $166
billion in the second half. Following a dip in the
early 1990s, they reached $318 billion in 1995.
There has been a steady shift towards FDI in serv-
ices, which now accounts for well over half of the
total stock of FDI. In addition, there has recently
been an increase in the flow to developing coun-
tries (accounting for over one third of total inflows
in 1993-1996), much of it linked to export-oriented
manufacturing. These trends have increasingly
been associated with a more elaborate system of
intra-firm flows of goods and services as well as
inter-firm alliances of various kinds, thereby add-
ing a deeper layer of integration than was
previously incorporated in international trade or
financial capital flows.

The reach and effects of these cross-border
flows have been greatly influenced by the pace at
which various legal and political obstacles to trade
and factor movements have been removed (open-
ness), the ability of domestic producers to establish
a strong position in the international division of
labour (competitiveness), and the extent to which
rules, institutions and technologies have been stand-
ardized internationally (harmonization). Whether
greater openness, competitiveness and harmoniza-
tion will ever lead to a truly global economy in the
sense described above is very much open to ques-
tion. However, there is a growing expectation that
they will generate income convergence in the world
economy by pushing growth rates in developing

The Globalisation of Economic Activity”, New Political Economy,

countries above those in the advanced countries
through a combination of efficiency gains, faster
capital accumulation and rising productivity (see
box 4).

The contribution of trade to accelerated
growth in developing countries should come
through the familiar efficiency gains associated
with greater uniformity in prices for internation-
ally traded goods as well as more dynamic gains
linked to heightened international competitiveness
and the advantages of specialization. Moreover,
according to traditional trade theory, even in the
absence of capital and labour mobility, convergence
of factor prices should accompany greater open-
ness; workers of comparable skill will be paid the
same in the developed and developing worlds and
owners of capital will likewise obtain the same rate
of return on their investments.

Capital mobility strengthens considerably the
role of international trade in bringing about con-
vergence by linking international economic forces
more directly to economic growth. Free capital
movements should allow savings to be pooled and
allocated globally, improving the international al-
location of resources and equalizing rates of return
on capital (adjusting, of course, for differences in
risk), as capital moves from low-return locations
in the North to high-return locations in capital-
scarce developing countries. Simultaneously with
these gains, capital mobility, particularly in respect
of direct investments, should further accelerate
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Box 4

MEASURES AND CONCEPTS OF ECONOMIC CONVERGENCE

Economic convergence concerns the gaps in living standards between countries: are they closing
or widening, and at what speed? Posing this question immediately raises that of the variable (or
variables) that need to be considered. Some studies concentrate on real GDP per head, per worker
or per worker-hour, others look at total factor productivity (TFP), while yet others focus on factor
prices, such as real wages or rates of return on capital. Each measure provides different informa-
tion and can behave quite differently over fairly long periods. Consequently, the ranking of
countries depends on the particular measure used.

Still, labour productivity remains as good a measure of convergence trends as any other. Produc-
tivity not only links the long-run competitiveness of domestic firms and sectors in international
markets to rising living standards but also provides a basis for establishing economic leadership
among countries. Although productivity and per capita income measures are not identical be-
cause of differences in demographic and employment trends, a sustained improvement of in-
comes is unlikely without an increase in productivity.'

It is now customary to distinguish between two types of convergence; beta convergence and sigma
convergence. Sigma convergence is concerned with the dispersion around the mean of per capita
income, or a related variable in a group of economies, the dispersion typically being measured by
the standard deviation or the coefficient of variation. Other measures used include the Gini
coefficient, the ratio of the highest to the lowest income or of the average relative to the highest.

Beta convergence is concerned with the relative growth performance of rich and poor countries.
Convergence occurs when there is an inverse relationship between the initial value of a given
variable (such as per capita income or productivity) and subsequent GDP growth. Thus, if coun-
tries with lower initial values of this variable grow faster, they can be said to be catching up with
richer countries. However, even if poorer countries grow faster, their absolute income gap with
the richer countries can increase for quite sometime, if there is a large initial inequality. Indeed,
unless the ratio of growth rates between a poor and rich country equals or is greater than the ratio
of their starting incomes, the absolute income gap will first increase, reach a maximum, and
subsequently decline.

Two approaches to beta convergence are usually distinguished. The traditional approach in-
volves the argument that there is an inherent tendency for the poorer countries to grow faster than
the richer ones since, on the conventional analysis of growth economics, greater effort is needed
to raise output at higher levels of income.? Thus, poor countries should grow faster than wealthy
ones as long as their savings rates and technology are identical. Convergence on a common level
of income is then only a matter of time.

In the alternative approach (“conditional convergence”), however, poorer countries have the po-
tential to grow faster than advanced countries, but only if they satisfy certain conditions. If these
conditions are not satisfied, their growth rate may be below their potential, or even below that of
richer countries. Because conditional convergence is closely related to policies needed for catch-
ing up, it takes up many of the traditional concerns of development economists.

Early empirical research on differences in long-term growth performance among countries found
little support for unconditional convergence. In response, more recent growth models have al-
lowed for conditioning influences and a larger role for economic policy.> However, much of this
literature has focused on whether developing countries are below their own long-run potential
growth rate as determined by labour force growth, savings and technological progress. Because
these factors are thought to be beyond the influence of policymakers, the scope to influence con-
vergence is limited to reaching their potential growth rate. As a consequence, it has largely
avoided the central question concerning the best policy and institutional arrangements for accel-
erating economic growth at different levels of development. After a comprehensive survey of this
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Box 4 (concluded)

recent literature, one prominent contributor has concluded that “policymakers who want to pro-
mote growth would not go far wrong ignoring most of the vast literature reporting growth regres-
sions. Basic theory, shrewd observations, and common sense are surely more reliable guides for

9 4

policy”.

For a discussion of why productivity matters and the different ways of measuring it, see W. Baumol, S.

Blackman and E. Wolf, Productivity and American Leadership: The Long View (Cambridge, MA: MIT

Press, 1989).

Vol. 70, 1956.

R. Solow, “A Contribution to the Theory of Economic Growth”, The Quarterly Journal of Economics,

See, for example, N. Mankiw, D. Romer and D. Weil, “A contribution to the empirics of economic

growth”, The Quarterly Journal of Economics, Vol.107, 1992; and R. Barro and X. Sala-i-Martin,
“Convergence”, Journal of Political Economy, Vol. 100, 1992. For a general review of these studies,
see J. Fagerberg, “Technology and international differences in growth rates”, Journal of Economic

Literature, Vol. XXXII, Sept. 1994.

G. Mankiw, “The Growth of Nations”, Brookings Papers on Economic Activity, 1995 (Washington,
D.C., The Brookings Institution, 1995), pp. 307-8.

growth through higher rates of accumulation and
the transfer of technology and organizational skills.

In an interdependent world economy the fun-
damental issue is not whether these global forces
bring potential benefits to developing countries,
which they clearly can do. Nor is it only a matter

of weighing the costs against the benefits from a
full and swift subordination of the domestic
economy to global market forces. Rather, it is how
to best manage the interaction of domestic and in-
ternational economic forces so that it leads to faster
economic growth and rising living standards, par-
ticularly in developing countries.

C. Lessons from the 19th century

Assessing the impact of contemporary
globalization trends is made difficult by the fact
that they have been in operation over relatively few
years. Most accounts accept that the mid-1970s
mark a turning-point in international economic re-
lations, although a noticeable acceleration in
globalization trends only appears from the mid-
1980s. However, globalization pressures are not
unique to the late 20th century. Indeed, there are
enough features in common between the past two
decades and the half century before 1913 for some
observers to interpret contemporary trends in the

world economy as a return to this earlier episode
of globalization, following a long interregnum of
inward-looking, nationally-oriented development
strategies in most developing countries.?

Like the current period, the late 19th century
was characterized by a steady, but not spectacu-
lar, expansion of international trade. According
to one recent estimate, the share of exports in world
GDP rose from 5 per cent in 1870 to 8.7 per cent
in 1913.3 Also, as in the current period, cross-
border capital flows assumed a much more
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prominent role in shaping the world economy. By
1913, the annual flow of international capital had
reached 5 per cent of the GNP of the capital-ex-
porting countries, notably the United Kingdom but
also France and Germany.* The typical investment
involved government bonds with long maturities,
often of many decades, but FDI appears to have
accounted for one third of the total stock of over-
seas investment by 1913.

These expanding trade and capital flows were
closely interlinked. The growing demand for food
and raw materials in Europe and North America
encouraged FDI in primary sector activities; com-
modity exports accounted for over 60 per cent of
world trade at both the beginning and the end of
the period, and 55 per cent of the stock of FDI in
1914 was in this sector.> Complementary portfo-
lio investment flows financed infrastructure
projects, particularly railway construction, in the
same primary-exporting countries.® In addition,
because many of the resource-rich economies were
also labour-scarce economies, the emerging growth
opportunities attracted large inflows of unskilled
workers, particularly from the poorer European
fringe.”

Expanding cross-border linkages in the 19th
century were, in part, driven by and reinforced with
the help of new technologies in transport (railways
and steamships) and communications (the telegraph
and telephone) as well as new organizational ar-
rangements to harmonize standards and reduce
cross-border transaction costs. The most signifi-
cant of these was the gold standard, which was
adopted by a number of countries during the 1870s
and provided a stable international monetary and
payments framework for the growing volume of
trade and financial transactions. But other public
organizations (such as a rudimentary international
patents system® and the Universal Postal Union),
as well as the emergence of the multinational en-
terprise’, were integral features of the globalization
process during this period.

In line with much conventional thinking on
globalization in the late 20th century, this earlier
period has been described as one where interna-
tional trade and capital flows strongly biased
growth in favour of poorer economies, accelerat-
ing convergence in living standards in the world
economy. At best, this is a very one-sided assess-
ment of the period, concentrating on trends in its
most dynamic subregion, where a large part of
cross-border flows was concentrated.

To a very large extent the growing volume of
cross-border flows of goods, capital and labour did
not bring together a rich North and poor South in
a new international division of labour, but rather
helped to integrate the emerging industrial econo-
mies of Western Europe and North America with a
small group of rich primary-producing economies
elsewhere in the Americas and in Oceania.' To
varying degrees this dynamic core also established
links with a diverse collection of peripheral coun-
tries struggling to modernize their economies.
Large parts of the developing world, by contrast,
were forcefully integrated into the world economy
through colonial ties.

From recently published OECD data it is clear
that divergence was the dominant trend for the world
economy during the period 1870-1913 (chart 1). A
group of core countries did converge during this
period, but the pace was slow. Indeed, if the two
fastest-growing outliers, Argentina and Canada, are
taken out, core convergence switches to divergence.
Even in this core, the absolute income gap between
the top and the bottom, in terms of per capita in-
come, increased significantly. Moreover, during
this period the United States embarked on its own
successful industrial take-off which allowed it not
only to overtake Great Britain as the world’s lead-
ing economy but also to forge ahead of even the
most successful industrializing economies of Eu-
rope (chart 2). A stronger convergence trend did
occur in Western Europe, where initial starting
conditions were broadly similar and the leading
industrial nations were being chased by a larger
group of late industrializers, among which the star
performers were Germany and some Scandinavian
economies.!" However, even in this case the trend
to convergence became strong only after 1900,
and if Eastern and Southern European countries
are included the trend switches to divergence.

International economic forces were certainly
a factor accounting for rapid growth in some of
Western Europe’s high-performing economies.
However, the links between globalization and con-
vergence were neither simple nor direct. According
to arecent estimate, European migration accounted
for all the real wage convergence, almost three
quarters of the GDP per worker convergence, and
perhaps one half of the GDP per capita conver-
gence.'> Among the countries where there was
wage convergence only a few achieved a rapid in-
crease in output and productivity growth in the late
19th century. For example, at the beginning of the
period 1870-1913 Sweden, Italy and Ireland had
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Chart 1

INCOME CONVERGENCE AND DIVERGENCE AMONG COUNTRIES IN 1870-1913
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Source: UNCTAD secretariat calculations, based on A.Maddison, Monitoring the World Economy, 1820-1992 (Paris: OECD, 1995).
Note: Growth rates of GDP per capita are annual averages for the period. The country groupings are as follows: Western
Europe: Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway, Sweden, Switzerland, United
Kingdom. Europe: Western Europe plus Czechoslovakia, Hungary, Ireland, Portugal, Russia, Spain. Core of dynamic
countries: Europe plus Argentina, Australia, Canada, New Zealand, United States. World: core dynamic countries plus

Brazil, China, India, Indonesia, Japan, Mexico.

comparable levels of per capita income, and in all
three countries real wages had converged towards
those of higher-wage economies by the end of the
period. However, only Sweden exhibited strong
output growth that was accompanied by a genuine
process of catching up linked to successful indus-
trial take-off. While international trade and capital
movements certainly played a part in this process,
they were not the handmaidens of Sweden’s indus-
trial growth (see box 5). Indeed, in that country,
as in the other most dynamic economies of North
America and Europe, industrial output grew faster
than trade during this period while the expansion

of industry was itself a stimulus to trade through a
growing demand for raw materials (see table 25).

The difference between success and failure
during this earlier period of globalization rested
on a series of domestic institutional reforms, in-
cluding the strengthening of property rights and
commercial laws, improvements to the educational
system, the creation of more efficient and nation-
ally integrated markets, and the emergence of new
forms of financial intermediation, which helped
nurture an industrial entrepreneurial class willing
to commit their resources to larger investment
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Chart 2

PRODUCTIVITY LEVELS? IN WESTERN EUROPEAN COUNTRIES IN 1870 AND 1913
RELATIVE TO THOSE IN THE UNITED STATES
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a GDP per hour worked.

projects and over a longer time span. In most suc-
cessful late industrializing economies, these
institutional reforms were carried out by a mod-
ernizing State.'* However, governments, through
guarantees, loans and cash grants, also assumed a
more active role in creating new markets and initi-
ating and coordinating large infrastructure projects.
Technology and industrial policies were also used
to nurture infant industries. In all the successful
late industrializers tariff levels on imported manu-
factures rose - in some cases, such as the United
States, from already high levels.!> But more ac-
tive industrial policies were also used to support
upgrading, particularly in the emerging engineer-
ing and chemical industries, including through
publicly funded training and industrial research.'®

Successful industrial take-off at home pro-
vided the basis for entry into the international
economy in a way which reinforced growth and
development. It also helped attract the foreign capi-
tal needed to finance growing import requirements
and large-scale infrastructure development and to
gain access to modern technologies. Furthermore,

it made it possible to join and stay on the gold stand-
ard, which in turn facilitated capital inflows and
raised investment expectations.!”

Elsewhere in the world economy the impact
of international factor flows was very different. In
some land-rich economies, mobile factors chased
each other into primary sector activities, sometimes
generating rather spectacular growth, as in Argen-
tina and Mexico, and also, towards the end of the
period, Russia. But in these cases, a class of strong
industrial entrepreneurs failed to develop, capital
remained quite footloose and speculative investment
was widespread. There consequently tended to be
a more unstable growth path than in the industrial-
izing economies of the period.!® Finally, in
economies under colonial rule there were limited
growth opportunities. In many cases, dependence
on raw material exports was associated with en-
clave economies, often dominated by food products,
which constitute the least dynamic and most vola-
tile sector of world trade. At the same time, these
economies became markets for manufactures from
the industrial core, and although these markets were
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Box 5

SWEDEN’S PATH FROM THE PERIPHERY

In the period 1870-1913 Sweden was among the fastest-growing countries in the world, breaking
its reliance on traditional commodity exports and rapidly upgrading its industrial capacity. Al-
though Sweden maintained close links with the international economy during this period, its
rapid growth cannot be explained as the spontaneous outcome of globalization forces. Rather,
institutional reforms, new types of policy intervention and measured integration with the world
economy were at the heart of its successful industrialization process.

Sweden’s modernization began in the early 19th century with a series of institutional reforms in
agriculture, trade liberalization, a tightening of property rights and improvements to its educa-
tional system.! These marked a break with an earlier mercantile tradition and encouraged a
fledgling domestic entrepreneurial class to build on established industrial traditions, such as in
iron, as well as to move into new activities such as timber. As late as 1880 iron and timber still
accounted for 56 per cent of total exports and 45 per cent of industrial employment. However, new
and more sophisticated industries subsequently emerged, including pulp and paper, chemicals
and steel, that employed large-scale modern manufacturing methods. Most importantly, a capital
goods sector emerged with close links to agriculture and to the timber and metals industries. By
1914 these newer industries accounted for over 60 per cent of total exports.

The share of exports in GDP rose modestly from 18 per cent in 1870 to 22 per cent in 1913, and
industrial output grew faster than exports. While export growth was made possible, in part, by
the low tariff barriers in leading markets, particularly the United Kingdom, it was rapid produc-
tivity growth through the introduction of more capital-intensive production methods that allowed
Sweden to enter new markets (Germany and North America).

Efforts to upgrade the industrial base relied heavily on collaboration between the public and pri-
vate sectors. Typical of such collaboration was infrastructure development, initially in railways,
but subsequently in other areas, such as telegraph and telephone services and power supply. In
this process, the State sought not only to provide key ingredients for fast growth, but also to
facilitate entry of domestic producers into new markets, particularly in the more demanding capi-
tal goods sector. Moreover, the need to raise capital abroad was instrumental in deepening Swe-
den’s financial structures and, under close government supervision, establishing closer links be-
tween finance and industry along the lines of the German banking system.?

Significantly, the effectiveness of the State in this respect was helped by a series of reforms
during this period, removing cumbersome procedures and overlapping responsibilities, creating
new agencies with better links to emerging industrial activities and introducing new recruitment
procedures to ensure a more professional bureaucracy.?* New types of industrial policy were also
introduced. As in most of Western Europe and North America, infant industry protection was an
important component of late industrialization in Sweden; although they were not as high as in
some other countries, average tariffs on manufactured products rose from around 4 per cent in
1875 to 20 per cent in 1913. These measures were accompanied by various subsidies to support
rationalization and the adoption of new technologies, particularly in the newly emerging engi-
neering industries, where R&D was critical to maintaining competitiveness.

The role that education played, however, is controversial; see L. Sandberg, “The case of the impover-
ished sophisticate: Human capital and Swedish economic growth before World War 1", Journal of Eco-
nomic History, Vol. XXXIX, 1979; K. O’Rourke and J. Williamson, “Around the European periphery
1870-1913: Globalization, schooling and growth”, NBER Working Paper, No.5392 (Cambridge, MA:
National Bureau of Economic Research, 1995).

Sweden’s long-term borrowing abroad represented about 50 per cent of its gross domestic investment at
its peak in the 1880s, much of it for public infrastructure; see M. Panic, European Monetary Union:
Lessons From the Gold Standard (London: Macmillan, 1992), table 3.2 and 3.3; A. Lindgren, “Long-
term contracts in financial markets: Bank-industry connections in Sweden, illustrated by the operations
of the Stockholm Enskilda Bank™, in M. Aoki et al. (eds.), The Firm as a Nexus of Treaties (London:
Sage, 1990); and I. Nygren “Transformation of bank structures in the industrial period: The case of
Sweden 1820-1913", Journal of European Economic History, Vol 12, No. 1, 1983.

3 R. Torstendahl, Bureaucratization in Northwestern Europe, 1880-1985 (London: Routledge, 1991).
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Table 25
GROWTH OF TRADE AND INDUSTRY IN SELECTED COUNTRIES, 1870-1913
(Annual average volume change in per cent)
Manufacturing Per capita
Country/region Exports industry? GDP
Western Europe 3.2 3.0 1.3
Germany 4.1 4.5 1.6
Sweden 3.1 3.5 1.5
Denmark 3.3 3.4 1.6
Switzerland 3.9 3.1 1.5
Italy 2.2 2.6 1.3
Belgium 4.2 3.2 1.0
Great Britain 2.8 2.0 1.0
Netherlands 2.3 3.0 0.9
United States 4.9 5.7 1.8
Canada 4.1 53 2.2
Russia . 3.0 0.9
Japan 8.5 3.0 14

Source: UNCTAD secretariat calculations, based on A. Maddison, Monitoring the World Economy, 1820-1992 (Paris: OECD, 1995).
Output of manufacturing industry is from Paul Bairoch, “International Industrial Levels, 1750-1980", Journal of European

Economic History, Vol. 11, No. 2, Fall 1982.
a 1860-1913.

small by world standards, imports could prevent
the emergence of domestic industries or, worse still,
could lead to deindustrialization."

The evidence from the last century does not
suggest that global forces will spontaneously cre-

ate the pattern of differential growth rates needed
to achieve income convergence. Rather, the lesson
to be derived from the globalization episode before
1913 is that there is still an important role for ac-
tive government policy if poorer countries are to
benefit from international market forces.

D. Contemporary convergence trends

1. Global trends

Since 1950 there has been a steady process of
economic integration which has continued even
against the growing uncertainties and intermittent
crises of the 1970s and 1980s. Indeed, in certain

respects, the process of integration has accelerated
recently and drawn in many more developing coun-
tries and economies in transition. Table 26 provides
some broad economic indicators for the leading
industrial economies over these four decades. The
Bretton Woods era, ending in the early 1970s,
achieved an unprecedented degree of growth and
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Table 26

INDICATORS OF ECONOMIC PERFORMANCE IN THE G7 COUNTRIES UNDER VARIOUS
INTERNATIONAL MONETARY REGIMES

Gold standard

Bretton Woods? Floating rates

(1881-1913)

(1946-1958) (1959-1970) (1974-1989)

Indicator Mean Variation®

Mean Variation®

Mean Variation® Mean Variation®

Real growth per capita® 1.5 25
Inflation® 1.0 3.4
Real long-term interest rate 3.5 0.7
Change in real exchange rate? 0.9 0.9

4.3 0.5 4.5 0.4 2.2 1.1
3.9 1.5 3.9 0.5 7.2 0.5
2.0 2.0 2.7 0.4 2.7 1.6
5.8 1.5 2.0 1.0 8.2 0.8

Source:
publication, Sales No. E.97.11.D.2), table 1.

Average annual percentage change.
Average year-to-year absolute rate of change.

QO T

stability, leading some observers to dub it a
“Golden Age”. Asnoted in section B, rapid growth
in this period was accompanied by expanding trade
and capital flows. Growth was also rapid in many
developing countries during the 1960s and 1970s,
often accompanied by profound economic, politi-
cal and social changes associated with increasing
industrial activity. However, the benefits were
partly offset by relatively fast population growth,
especially in Latin America and Africa. This
“Golden Age”, too, ended abruptly with a “growth
meltdown” in many developing countries in the late
1970s and early 1980s.%°

For this period as a whole, poorer countries
grew on average more slowly than richer ones, giv-
ing rise to a trend of divergence in the world
economy.?! Taking real per capita GDP growth in
OECD countries as a benchmark, over the past four
decades strong economic catch-up has been a fea-
ture of a small group of newly industrializing
economies in Southern Europe. Some developing
countries, particularly in East Asia, have also sus-
tained growth rates well in excess of the wealthiest
nations (table 27). However, for most other devel-
oping countries per capita growth rates have either
lagged behind, or been only marginally above, those
of the advanced countries. This pattern did not

D. Felix, “Financial globalization versus free trade: The case for the Tobin Tax”, UNCTAD Review, 1996 (United Nations

By December 1958, all European G7 countries had removed all exchange controls on current account transactions.
Relative dispersal of annual observations around each period’s mean value, as measured by the coefficient of variation.

fundamentally change as growth slowed down in
the North; since the early 1980s growth also slowed
down in much of the developing world, particu-
larly Latin America and Africa.

As a consequence of these trends income gaps
have widened. From 1965 to 1995 average per
capita income (in terms of purchasing power par-
ity) in Africa fell from 14 per cent of that of the
industrialized countries to a mere 7 per cent. In
Latin America, while there was little change up to
the late 1970s, the gap in income has widened con-
siderably since then, with a dramatic drop from 36
per cent of the level in industrial countries in 1979
to around 25 per cent in 1995. By contrast, the
rapid growth of the East Asian NIEs has secured
them a per capita income increase from 18 per cent
of the industrial countries’ level in 1965 to 66 per
cent in 1995.%2

Productivity gaps have followed much the
same pattern (see chart 3). Moreover, they appear
to be closely linked to widening structural gaps in
the world economy. Although the share of the ad-
vanced countries in world industrial output fell
significantly from 1970 to 1995, while that of the
developing countries has risen, the rise in the latter
is almost exclusively a reflection of rapid indus-
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Table 27

GROWTH IN THE WORLD ECONOMY: CATCHING UP BY DEVELOPING ECONOMIES ON OECD,

1960-1990
GDP growth
differential with OECD? 1960-1990 1960-1973 1973-1990
More than 3 per cent Republic of Korea Singapore Hong Kong
Singapore Hong Kong Indonesia
Hong Kong Republic of Korea
Taiwan Province of China Singapore

1 - 3 per cent Botswana
Malaysia
Thailand
0 - 1 per cent Indonesia
Barbados
Lesotho
Morocco
Tunisia
Seychelles
Memo item:
Annual average growth
of real GDP in OECD
(Per cent) 3.2

Taiwan Province of China

Republic of Korea Botswana
Taiwan Province of China  Cape Verde
Botswana Mauritius
Gabon Seychelles
Lesotho Bangladesh
Namibia China
Swaziland Malaysia
Barbados
Nigeria Cameroon
Jordan Lesotho
Malaysia Morocco
Thailand Tunisia
Brazil India
Panama Pakistan
Syrian Arab Republic
Myanmar
Barbados
4.4 2.2

Source: UNCTAD secretariat calculations, based on the Penn World Tables (see text, note 22).

a Excess of average annual real GDP over the OECD average in percentage points.

trial growth in East Asia. Particularly since 1980,
the share of Latin America and Africa has fallen
sharply (table 28). Without entering the long-stand-
ing debate on the precise role of industry in
development, these trends do suggest a strong as-
sociation between structural change, productivity
growth and living standards.

Differential growth trends have also had a di-
rect influence on the relative position of countries

in world income distribution, as can be seen from
chart 4 and table 29, which show the trend in world
income distribution during 1965-1990, classifying
countries into five groups, each representing 20
per cent (a quintile) of world population.”® Income
divergence and increasing inequality in the world’s
population has been a persistent feature over this
period, but with a noticeable worsening in the
1980s (chart 4). The increase in the income share
of the richest 20 per cent of the world population
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Chart 3

PRODUCTIVITY LEVELS? IN SELECTED DEVELOPING COUNTRIES, 1950-1992,
RELATIVE TO THOSE IN THE UNITED STATES

(United States productivity = 100)

T

—
— =
=

Argentina
Chile
Mexico
Brazil

Colombia

Republic of Korea
Taiwan Prov. of China

Indonesia

China
Pakistan

o
c
&
‘©
<
'_

Source: As for chart 2.
a GDP per hour worked.

was significant; it rose by 14 percentage points
from 1965 to 1990, to reach over 83 per cent of
world GNP. Much of this increase occurred in the
1980s and was concentrated in the countries with
the richest 10 per cent of the world population (as
measured by per capita income). The Gini coeffi-
cient, commonly used as a measure of inequality
(see chapter I1I, box 6), stood at 0.66 in 1965, rose
slightly to 0.68 in 1980 and reached 0.74 in 1990.
Perhaps more striking has been the enormous in-
crease in the income gap between the richest and
poorest quintiles of world population. In 1965 av-
erage GNP per capita in the poorest quintile was
$74 and in the highest $2,281, a ratio of 31:1. By
1990 the figures were respectively $283 and
$17,056, yielding a ratio of 60:1. There is little
evidence to suggest that this tendency towards
greater dispersion has since been reversed.*

Table 29 shows which countries belong to the
different quintiles in world income distribution.

While the majority of developing countries re-
mained in the same quintile over the period
1965-1990, the table does show some significant
movements. All the first-tier East Asian NIEs have
moved into the highest quintile, the most impres-
sive performance having been by the Republic of
Korea and Taiwan Province of China, which moved
up from the third quintile in 1965.> Their fast
growth allowed them not only to overtake many
developing economies which remained stuck in the
second quintile throughout the period, but also to
catch up with the advanced industrial economies
and even overtake some of them. Moreover, their
success meant that some countries in Latin America
moved down from the first to the second quintile.
Also, a large group of countries moved from the
third to the second quintiles during this period, in-
cluding a number of African middle-income ones,
a feature which should not be overlooked in the
context of a generally unsatisfactory performance
of the region. Indeed, the most impressive leap of
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Table 28

SHARE OF DIFFERENT REGIONS IN WORLD
MANUFACTURING OUTPUT SINCE 1970

(Percentage)
Country/region 1970 1980 1990 1995
Industrialized countries? 88.0 828 84.2 80.3
Developing countries 120 172 158 197
of which:
Latin America 4.7 65 46 46
North Africa
and West Asia 0.9 1.6 1.8 1.9
South Asia 12 13 13 15
East Asia® 42 68 74 111

Sub-Saharan Africa® 0.6 0.5 0.3 0.3

Source: UNIDO data base.
a Including the former socialist countries of Eastern
Europe and also South Africa.
b Including China.
¢ Excluding South Africa.

any economy in this period was by Botswana, which
moved from the bottom quintile in 1965 to the sec-
ond quintile in 1990. Many African countries,
however, remained in, or dropped down to, the
ranks of the poorest countries (bottom quintiles).

The combination of income divergence, the
strongly rising share of income going to the top
quintile, particularly since 1980, and the fact that
average per capita income in that quintile has risen
not only relative to the lowest quintile but also to
all other quintiles, points to a clustering of coun-
tries around higher and lower growth poles. Indeed,
on some accounts the landscape of the world
economy has already become polarized. Ofthe 98
developing countries for which data are available,
40 countries had income levels over 20 per cent of
the average per capita income of the G7 countries
in 1960 and 14 countries over 40 per cent. By
1990, the figures had fallen to 29 and 11, respec-
tively. More generally, failure to catch up in this
period is confirmed by the fact that the number of
developing countries with per capita incomes over
80 per cent, 60 per cent and 40 per cent of the
average per capita income of the G7 countries all
decreased between 1960 and 1990.

However, a number of points should be borne
in mind when evaluating the increasing dispersion
of global income. As already noted, given the large
differences among countries at the beginning of the
period, absolute gaps could widen even when the
poorer countries grew faster than the rich ones. It
is also important to note the role that demographic
factors can play in the catching-up process. Rapid
population growth over the past decades has clearly
been important in lowering per capita income
growth in many developing countries, even when
their aggregate income grew faster than that of the
industrial countries. Given the current demo-
graphic trends in densely populated countries such
as China, India and Indonesia, future trends in glo-

Chart 4

WORLD INCOME DISTRIBUTION, 1965-1990
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Note: The five quintiles each represent 20 per cent of the
world population. The country populations included
in each quintile are determined by the ranking of coun-
tries according to per capita income. The methodol-
ogy underlying the chart is the same as that for table
29. For further explanations, see that table and the
text.
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Table 29

POSITION OF COUNTRIES IN WORLD INCOME DISTRIBUTION, 1965 AND 1990

Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5
1965 1965 1965 1965 1965
Quint. 1| Australia fialy Barbados  Seychelles|  Oman
1990 Ausfria Kuwaif Gabon Singapore | Republic of Korea
Bahamas Luxembourg| Hong Kong Spain Taiwan Province
Belgium  Netherlands | relgnd of China
Canada N. Zealand Japan
Denmark Norway Libyan
Finland  Sweden Arab Jam.
France  Switzerland | \jqitg
Germany? UK Portugal
Iceland  USA Puerto Rico
Israel USSR (1) Saudi Arab.
; ) Belize Mexico Algeria PapuaN. G.
Q]Uggf Cg‘;’l’;‘l’o Biazil) Ponama  |Brozi(2)  Paraguay SeisttElne
Chile Peru Cameroon Philippines (1)
Colombia Poland Congo St. Vincent
Costa Rica Romania | C.d'lvoire  Swaziland
El Salvador South Affica| Dominica  SyrianA.R.
Fii Suiname | Domin. Rep. Thailand
GuatemalaTrinidad & T. | Morocco  Tunisia
Iraq Turkey
Jamaica  Uruguay
Malaysia USSR (2)
Mauritius  Yugoslavia
Quint. 3 Bolivia Philippines(2) | central African Indonesia
1990 China(1)  Senegal Republic Haiti
Comoros  Srilanka Lesotho
Egypt Sudan Myanmar
Honduras  Togo
Liberia Zambia
Mauritania  Zimbabwe
Quint. 4 Benin China (2)
1990 Eliere India (1)
Kenya
Pakistan
Quint. 5 Guyana Gambia Bangladesh India (2)
1990 Nicaragua Madagascar Burkina Malawi
Niger Faso Nepal
Nigeria STel Rwanda
Dem. Rep. of Congo Chad U. Rep. of
e Tanzania

Source: UNCTAD secretariat calculations, based on R. Korzeniewicz and T. Moran, “World Economic Trends in the Distribution
of Income, 1965-1992”, American Journal of Sociology, Vol. 102, 1997; World Bank Atlas tape; World Bank, World Tables
tape; Penn World Tables (see text, note 22); |. Borenstein, Comparative GDP Levels, ECE Economic Studies No. 4
(United Nations publication, Sales No. GV.E.93.0.5), New York, 1993; Statistical Yearbook of the Republic of China,
1987, Taipei; Central Bank of China, Annual Report, 1995, Taipei; United Nations Population Division database.
a Excluding the eastern Lander.

Note: The table shows the relative position of countries in world income distribution, i.e. to which of the five population quintiles
of chart 4 they belong, and changes in their relative position from 1965 to 1990. The table (as well as the chart) was
derived by (i) dividing the total population of the countries covered (representing 93.6 per cent of world population) into
five groups of equal size (in 1990, for example, each quintile accounts for slightly less than 1 billion people), (ii) ranking
countries in the relevant years according to their per capita income in current dollars, and (iii) allocating countries to the
different quintiles in the order of their ranking. Countries with the highest per capita incomes are thus allocated to quintile 1
(“the richest”) and those with the lowest to quintile 5 (“the poorest”). For some countries, their large population had to be
distributed over two quintiles, in line with each quintile’s cumulative population total. Such countries are indicated by the
suffix (1) or (2). For example, in the case of China in 1965, 25 per cent of the population are included in quintile 3 and 75
per centin quintile 4. All countries that were in the same quintile in 1965 and 1990 fall into the diagonally placed boxes
of the table. For countries below the diagonal the relative position worsened between the two years, and for those above
it improved. For example, the position of Argentina worsened (moving from quintile 1 in 1965 to quintile 2 in 1990),
whereas Indonesia moved up from quintile 5 to quintile 3.
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bal income dispersion could be quite different from
those of the past if these countries succeed in main-
taining the kind of income growth they have
achieved in recent years. Finally, past trends in
the distribution of income among countries say very
little about the opportunities open to individual
countries in terms of rapid growth and catch-up.
Indeed, the increase in global dispersion has taken
place while a number of poorer countries joined
the ranks of the richest countries, in part because
they have successfully exploited the opportunities
presented by integration with the global economy.

2. Economic convergence in the OECD
countries

Over the last four decades, convergence has
been confined to a small group of industrialized
economies, notably those of OECD. Prior to 1950,
the United States outstripped Western Europe,
opening up a large productivity and income gap
with that region. Much of this gap was closed dur-
ing the long postwar boom, when the poorer
members grew more quickly; from 1950 to 1992,
the countries in the bottom half of the list of OECD
countries (ranked by per capita income) grew on
average 1.4 percentage points faster each year than
those in the top half; and, more strikingly, those in
the bottom quarter grew 2.4 percentage points faster
than those in the top quarter.?® As a result, the dis-
persion of income halved; the coefficient of variation
of per capita income, which stood at 0.48 in 1950,
had fallen to 0.25 by 1992. The trend towards
convergence for productivity has been even faster.”

The most striking example of rapid catching
up in this period is Japan, where per capita income
is now similar to that of the United States. In
some industries, such as transport equipment and
metal products, Japan has already overtaken the
United States in terms of labour productivity, al-
though it lags far behind in others, such as clothing.

This experience of OECD countries can pro-
vide a useful basis for understanding any wider
process of economic convergence. First, it shows
that if convergence indeed takes place, it is not an
automatic process. Although various studies have
traced accelerated productivity growth in OECD
countries back to the late 19th century, a particu-
larly fast pace of convergence was achieved only
after 1950, when economic growth became a spe-
cific target of policymakers.?® Even so, the absolute

income gap increased for a number of countries;
over the period 1950-1992, Australia, United King-
dom and New Zealand failed to catch up with the
United States (or fell further behind) and in the
process were overtaken by other, more rapidly
growing, economies such as those of Germany,
France, Norway and, most impressively, Japan. On
the other hand, extrapolating growth trends over
the same period for the poorest OECD members,
during which their average per capita income rose
from under a quarter to over one half that of the
United States, it would still take between 30 and
50 years for those same countries to eliminate the
remaining income gap.

Second, while convergence is underpinned by
a fast pace of capital accumulation in poorer coun-
tries, it is also closely linked to structural shifts in
economic activity. In all OECD countries produc-
tivity growth in manufacturing has consistently
been faster than in agriculture or services. Conse-
quently, in most of the poorer members large
movements of labour out of agriculture and into
manufacturing have contributed to catching up,
even though their productivity gap in manufactur-
ing remained quite high.

Finally, there appears to be a close relation-
ship between convergence and overall growth. For
the OECD countries in 1950-1973 strong growth
coincided with strong convergence. Since then,
however, slower growth, weaker investment and
sharper macroeconomic shocks have slowed pro-
ductivity growth in all the member countries. In
general, however, the poorer countries have suf-
fered relatively more from this slowdown, and the
convergence process has decelerated; indeed, on
some measures it has actually gone into reverse.”

3. Economic convergence in the European
Union

The conclusions outlined above concerning the
industrialized (OECD) countries in general have
particular validity for the countries of the Euro-
pean Union, where economic integration has been
fastest. Since 1972, some less industrialized coun-
tries, with distinctly lower per capita income levels,
have joined the Union. Until the early 1970s, con-
vergence was strong among the 12 countries, more
so for productivity than for income. After 1973
productivity convergence continued, but at a slower
pace, while there was divergence for income.
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During 1986-1990 convergence in income was
reestablished, albeit against a backdrop of much
slower average growth.°

Behind these convergence figures lies strong
growth in the four peripheral economies that be-
came EEC members after 1972.3' A closer
examination of sectoral trends also shows that a
faster pace of convergence has been linked to strong
growth in manufacturing, notably in Spain and Ire-
land. However, in Greece, Portugal and Spain, the
fastest period of growth occurred prior to joining
the Community. Moreover, the acceleration of
growth in the second half of the 1980s which fol-
lowed their accession failed to be sustained
thereafter. Indeed, from 1990 to 1995 average
annual growth in those three countries fell back to
or below the EEC average.

As discussed in greater detail in the next sec-
tion, trade has tended to play a supportive rather
than a leading role in this convergence experience,*
and the same also appears to hold for capital flows,
including FDI. The one possible exception is Ire-
land, where growth since the end of the 1980s has
not only exceeded that in the 1970s, but has been
fast enough to suggest that the country has em-
barked on a dynamic catching-up process. In this
respect, the large inflows of FDI seem to have
played an important role, given the size of the Irish
economy. However, as a share of overall invest-
ment inward FDI has been no more important in
Ireland than in the other three peripheral countries,
where growth performance was weaker. Moreover,
there had been an even larger inflow of FDI during
the 1970s, with no such growth. Large transfers
from EEC, which exceeded 5 per cent of GNP in
the 1990s, as well as selective industrial policies
aimed at linking FDI to the development of indig-
enous industrial capabilities, with emphasis on
technology and exports, have played a particularly
important role in the growth performance of the Irish
economy in this more recent period.

4. Divergence within the developing
world

As noted above, over the past three decades
the developing countries as a whole have failed to
move closer to the developed countries. Simulta-
neously, there has been a strong divergence within
the developing world itself whereby countries with
low initial per capita incomes have fallen further

Chart 5

INCOME CONVERGENCE AND DIVERGENCE
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behind the others (chart 5). Increased dispersion
has been accompanied by a significant increase in
the absolute income gap between the richest and
poorest developing countries. In 1960 the richest
developing economy, in terms of purchasing power
parity, was Venezuela, with a per capita income of
$6,338, and the poorest was Lesotho, with only
$313. By 1990 the richest was Hong Kong
($14,849) and the poorest Chad ($399). The ratio
of maximum to minimum per capita income thus
rose over this period from 20:1 to 37:1. Growing
polarization since 1965 among developing coun-
tries is illustrated by recent data of IMF, which
classifies developing countries (excluding major oil
exporters) into five income brackets, each defined
in relation to the per capita income (in purchasing
power parity terms) of the richest developing coun-
try. There were considerably fewer developing
countries with income levels ranging from 40 per
cent to 80 per cent of the income of the richest coun-
try in 1995 than in 1965 and a much larger number
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Table 30

INCOME CONVERGENCE AMONG
DEVELOPING COUNTRIES,
BY REGION, 1960-1990

(Coefficient of variation of per capita income)

Region 1960 1970 1980 1990
Africa 049 057 0.64 0.68
Asia 046 060 0.75 0.81
Latin America 0.51 050 0.51 0.53
All developing countries  0.62 0.70 0.79 0.87
Memo item:

Developed countries? 0.51 0.43 0.38 0.34

Source: UNCTAD secretariat calculations, based on the Penn
World Table (see text, note 22).
Note: The table relates to 82 developing countries for which
data throughout 1960-1990 were available.
a Excluding the former socialist countries of Eastern
Europe.

of countries had fallen by 1995 into the category
of the poorest 20 per cent. These forces of polari-
zation that prevailed throughout the period were
intensified in the early 1980s.3*

Among Latin American countries the disper-
sion of income was quite high in 1960 and has
changed little since; after some narrowing until the
late 1970s dispersion has increased in the 1980s
(table 30). Brazil, Colombia and Mexico all ex-
perienced per capita growth rates in excess of the
wealthiest Latin American economies, although
only Brazil came close to the OECD average. In
all three countries growth has slown down sharply
since the early 1980s. By contrast, since the mid-
1980s Chile, one of the region’s richest economies,
has achieved growth rates well in excess of the re-
gional average and high enough to enable it to catch
up with the industrialized countries of the world.

In Africa there has been a gradual widening
in the dispersion of incomes throughout the past
three decades, particularly in the 1970s. Only
Botswana, Morocco and Tunisia, among the larger
economies, have been able to narrow the gap with
the industrial countries over the entire period, al-

though only in Botswana was growth significantly
faster. As a consequence, these countries have re-
duced their income gap with the richest African
countries. Since 1973 growth in Egypt, Cameroon
and Cape Verde has been faster than the regional
average, although the most impressive performance
over this more recent period has been by Mauri-
tius, which has always been one of the wealthiest
African countries.

In Asia, where, unlike the two other develop-
ing regions, average per capita growth has exceeded
that of OECD countries during the past three
decades, there are considerable intra-regional dif-
ferences, particularly between the rapidly growing
East Asian economies and the slow-growing South
Asian ones. Consequently, income divergence has
increased sharply. In South Asia there was not a
single economy with an average per capita growth
rate in excess of the OECD average during 1960-
1990, although some have emerged since 1973, in
part due to the slowdown in OECD.

In East Asia growth has been spectacularly
fast, beginning with Japan and then in the first-tier
NIEs (Hong Kong, Republic of Korea, Singapore,
and Taiwan Province of China). Japan, Hong Kong
and Singapore have already graduated to the ranks
of the richest economies and the other two econo-
mies have crossed the convergence threshold.
However, with the exception of Japan, these are
all small economies, with a combined population
of less than 70 million. There are none the less
signs of a wider dynamism emerging in this
subregion, which shares some of the characteris-
tics of the convergence process described above for
the OECD countries.

As examined in detail in TDR 1996, a number
of economies (Indonesia, Malaysia and Thailand)
in South-East Asia have experienced sustained
growth in excess of the world average for over four
decades, with a strong acceleration over the past
decade or so which has been accompanied by a very
fast pace of capital accumulation and large struc-
tural shifts from resource-based to industrial
activities. A third tier of rapidly growing develop-
ing countries has emerged in the subregion over
the past two decades. Among this group of coun-
tries, China has had perhaps the most impressive
performance, with double-digit growth rates. Asa
result of strong growth in these poorer economies
and the slowdown in Japan and the first-tier NIEs
associated with industrial maturity, greater income
convergence is likely to be experienced in East Asia.
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E. Trade, growth and convergence

The discussion above shows that income di-
vergence has been the dominant trend in the world
economy over the past 120 years, and that conver-
gence has taken place only within a small group of
industrial economies, particularly since the early
1950s. At various times since the second World
War anumber of countries, both in Latin America
and in Central and Eastern Europe, managed to
achieve very high growth rates, but they proved
unsustainable, and in most cases the catching up
process came to an end or the economies actually
fell further behind. Only the first-tier NIEs of East
Asia have exhibited a strong and sustained tendency
to catch up with the industrial world.

This experience contrasts sharply with the
prediction of traditional growth theory that poor
economies have an inherent tendency to catch up,
through faster growth, with the more advanced
economies. An increasingly popular explanation
of the postwar experience emphasizes the resist-
ance of developing countries to full integration into
the global economy. On this view, only those de-
veloping economies which remained open during
the past three decades were able to outperform the
more advanced industrial economies, while those
that stayed closed fell further behind.*

Some studies of the determinants of economic
growth found evidence in support of this explana-
tion, but of the 50 variables that have been
considered as determinants of growth, perhaps the
only one on which there has been broad consensus
is investment.*® This consensus rests on the famil-
iar principle that the direct contribution of
investment to productivity growth, and the strong
complementarities with other elements in the growth
process, such as technological progress and skill
acquisition, make investment a natural point of
departure for policymakers seeking to formulate a
robust development strategy. This was the con-
clusion already reached in the earlier convergence
literature and has always been the focus of much
of the historical literature on industrialization and
economic development.

In a more open and integrated world economy
both the quantity and the quality of investment are
increasingly influenced by external factors. How-
ever, the forces driving capital accumulation retain
strong domestic roots, and an economy that leaves
development to global market forces alone is likely
to be disappointed. Experience shows that care-
fully managed and phased integration is the key to
success.

The remainder of this chapter addresses these
issues. This section considers the possible contri-
bution of international trade to growth and
convergence in developing countries, and is fol-
lowed by an examination of the impact of capital
mobility on accumulation.

1. Trade and growth

Analysis of the links between trade and eco-
nomic growth has long been hampered by
ambiguities surrounding the categorization of na-
tional trade policies. Two concepts, openness and
outward orientation, have often been used inter-
changeably for this purpose. In common parlance,
however, openness refers to a situation character-
ized by the absence of restrictions on flows of goods
across national borders, notably on imports. By
contrast, outward orientation usually depicts a
strategy of emphasizing world markets as an out-
let for domestic producers, and is often synonymous
with export promotion. A number of countries
which are described as outward- or export-oriented
in the above sense have often had important, but
selective, restrictions on imports, even though such
barriers tended to be lower than in countries em-
phasizing domestic rather than world markets.

The tendency to equate these two concepts in
describing and assessing trade policy has its roots
in the conventional trade theory that policies that
combine protection with export promotion produce
the same result as those relying on full-scale im-
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port liberalization, because they are equivalent in
terms of incentive structure - a proposition that is
valid only under very special conditions. This ten-
dency has also given rise to a confusing proliferation
of empirical indicators which are used interchange-
ably in connection with trade policy. However,
findings of a recent survey examining six common
measures of trade policy indicate that countries
can be very differently ranked according to the
measure used, and there are few significant cross-
country correlations between these measures.’’
These findings raise obvious questions about the
reliability of the various indicators in capturing
some common aspects of trade policy, and about
the interpretation of the empirical evidence on the
relation between trade and economic performance.

Even when agreement can be reached on the
appropriate concepts, the role of related measures
within a broader development strategy can raise
difficult issues. For example, if, as in some stud-
ies, an economy is considered open when its
average tariff rate is less than 40 per cent and non-
tariff barriers cover less than 40 per cent of trade,
then on this criterion the first-tier East Asian NIEs
would be classified as having been consistently
open over the past 30 years or so, and their strong
growth performance would bias the empirical re-
sults in cross-country regressions in favour of a
link between openness and growth and conver-
gence. Indeed, much of the evidence on the
causation between high and rising shares of im-
ports and exports, on the one hand, and rapid
economic growth, on the other, hinges on the per-
formance of a small number of East Asian NIEs
which account for as much as three quarters of the
increase in the share of developing countries in
world manufactured exports from 1970 to 1990.
However, a careful examination of these econo-
mies, notably the Republic of Korea and Taiwan
Province of China, shows that while they were
outward-oriented in the above sense, their trade
policies were not liberal. They were not designed
to align domestic prices to those in world markets
so as to capture static efficiency gains. Indeed,
there is ample evidence that price distortions in
these economies were pervasive, even more so than
in many other developing countries with a much
less impressive economic performance. Rather,
trade policies were designed to attain dynamic gains
from linking trade to capital accumulation and tech-
nological change.*®

In TDR 1996 the UNCTAD secretariat intro-
duced the idea of an export-investment nexus to

capture the wider and mutually reinforcing set of
growth-enhancing linkages between trade and in-
vestment. Exports enable domestic savings to be
raised and balance of payments constraints on capi-
tal goods imports and accumulation to be overcome.
But since export expansion depends on the crea-
tion of productive capacity in industry as well as
on productivity growth, a sustainable growth proc-
ess requires mutually reinforcing interactions
between investment and exports. These interac-
tions perhaps explain why an extensive body of
research has long confirmed a strong correlation
between trade and economic growth, but has been
unable to establish causation.*

The extensive intervention of governments in
East Asia in animating an export-investment nexus
is by now well documented.*® They pursued vigor-
ous trade and industrial policies designed to
stimulate local industry, applying export incentives
and protectionist measures for industries at differ-
ent stages of maturity. Export promotion through
subsidies for certain industries was combined with
protection for infant industries, rendering the con-
ventional dichotomy between the two meaningless.
Since tight restrictions on some imports were ac-
companied by low or zero tariffs on others, the
average tariff rate and overall coverage was quite
low. Measures of openness which conceal these
facts conveniently ignore the central policy issues
arising from this experience. To say that countries
will suffer if they have an average tariff or quota
coverage of more than 40 per cent says very little
about the impact that selective trade and industrial
policies might have on economic growth.

Trade policies would not have by themselves
been sufficient to animate a dynamic growth proc-
ess without the very rapid pace of investment. As
examined in greater detail in chapter VI below, none
of'the governments in East Asia, with the possible
exception of Hong Kong, left the pace or direction
of investment to market forces; they employed a
variety of fiscal and financial measures to foster
reinvestment of profits and accelerate capital for-
mation. In this context, trade was used to
complement and enlarge the benefits of a fast pace
of capital accumulation.

An examination of specific liberalization epi-
sodes in industrial countries to ascertain the impact
on subsequent growth rates and the timing of in-
come convergence also confirms this conclusion.
The most commonly cited case of a direct relation-
ship between the timing of trade liberalization and
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income convergence concerns the countries of the
former European Economic Community (EEC) fol-
lowing the reduction of tariffs and the elimination
of quotas initiated in 1959.*' However, tariffs were
still quite high in 1963 when the rapid convergence
came to an end, and most of the spectacular in-
crease in intra-EEC trade took place thereafter.
Intra-EEC imports rose from 4 per cent of the com-
bined GDP of the six countries in 1951 to only 6
per centin 1963. Itis difficult to believe that such
a modest increase in trade, mostly concentrated
towards the end of the period, could have been a
major factor behind the impressive convergence of
incomes which occurred during this period. A more
convincing argument is that rapid growth in all the
countries and income convergence among them led
to a mood of optimism and created the political
conditions required to dismantle trade barriers,
which in turn led to a rapid expansion of trade and
a virtuous growth circle. In all these countries, a
very rapid pace of capital accumulation since the
early 1950s, particularly in manufacturing, pro-
vided the basis of the convergence process, a
process which was reinforced by closer integration
through the growth of intra-industry trade.*

2. Trade and the convergence of wages

Because the immediate impact of trade liber-
alization is to change relative prices in line with a
country’s resource endowments, a general move
towards greater openness in the world economy
should be reflected in narrowing wage gaps among
countries. Demand for labour should shift towards
less-skilled workers in the South and more highly
skilled workers in the North, raising relative wages
of the unskilled in the former and of the skilled in
the latter. Over time, wages of all similarly skilled
workers should fully converge in the context of
overall gains from increased trade.*

Despite the emphasis on the growth opportu-
nities created by trade, there is growing concern in
the North that trade with developing countries is
bringing down wages of unskilled workers towards
those in the South. However, as discussed in greater
detail in TDR 1995, although such a tendency is
consistent with the experience of growing wage
differentials between skilled and unskilled labour
in a number of advanced industrial economies, it
is difficult to reconcile the actual size, scope and
timing of wage movements in the North with shifts
in North-South trade. So far, less attention has

been paid to the impact of trade liberalization on
wage differentials between skilled and unskilled
labour in the South itself, an issue which is ad-
dressed in chapter ['V. This section focuses on wage
gaps between similar workers in developed and
developing countries.

The body of accumulated evidence, from both
developed and developing countries, does not show
any long-run wage convergence trend in the world
economy.* From samples of countries at similar
levels of development there is some evidence of
wage convergence, but it is less evident the greater
the number of countries included in the sample. A
number of studies focusing on the former EEC have
found some support for wage convergence among
those countries.* The evidence is less clear when
other OECD countries are also considered. Up to
the early 1980s, growing trade among those coun-
tries was associated with wage convergence.
Thereafter, however, no clear convergence pattern
emerges, and average real wages of production
workers in a number of countries, including the
United States and the United Kingdom, diverged
from the highest-wage countries such as the then
Federal Republic of Germany.*® As regards devel-
oping countries, a comparison of wage trends in
16 high-income and 8 middle-income countries at
the industry level shows a statistically significant
convergence of relative wages towards the world-
wide mean due to greater international trade.
However, convergence is modest and limited to
the high-income economies.*’

Over the past two decades most developing
countries have experienced rising wage gaps with
the North, sometimes either because real wages
have declined in absolute terms (as in Latin America
and much of Africa in the 1980s) or because they
have risen less than in the developed countries (as
in much of South Asia). The exception is the first-
tier of East Asian NIEs, where manufacturing
wages have converged on those of the North quite
rapidly.

These general trends hold for all skill levels.
Table 31 shows changes in the wage gap between
various developing countries and the United States
for a number of low, medium and high-skill indus-
tries from 1980 to the early 1990s. In all these
countries except Kenya, the share of exports and
imports in GDP rose sharply over this period.
However, in most countries, and for all skill lev-
els, there has been a strong decline in the wage of
developing countries relative to the United States.
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Table 31

WAGES AND PRODUCTIVITY PER EMPLOYEE IN SELECTED DEVELOPING COUNTRIES
AND INDUSTRIES RELATIVE TO THE UNITED STATES, 1980 AND 19932

(Ratio to the United States level)

A. Annual wage per employee

Textiles Clothing Transport Printing and
equipment publishing

Country 1980 1993 1980 1993 1980 1993 1980 1993
Mexico 0.43 0.21 0.49 0.24 0.37 0.17 0.38 0.21
Chile 0.37 0.23 0.45 0.26 0.25 0.15 0.50 0.35
Colombia 0.23 0.11 0.19 0.10 0.13 0.07 0.16 0.09
Hong Kong 0.38 0.57 0.52 0.64 0.29 0.45 0.30 0.44
Republic of Korea 0.21 0.51 0.23 0.61 0.18 0.45 0.28 0.52
Malaysia 0.10 0.17 0.07 0.19 0.10 0.13 0.12 0.19
Indonesia 0.04 0.04 0.06 0.05 0.07 0.03 0.07 0.04
Turkey 0.21 0.33 0.24 0.24 0.26 0.27 0.28 0.33
India 0.08 0.05 0.08 0.05 0.06 0.04 0.07 0.05
Kenya 0.13 0.03 0.14 0.03 0.07 0.03 0.24 0.04
Morocco 0.24 0.13 0.14 0.14 0.30 0.14 0.32
Memo item:

Germany 1.24 1.32 1.31 1.45 0.97 1.08 1.30 1.32

B. Value added per employee
Textiles Clothing Transport Printing and
equipment publishing

Country 1980 1993 1980 1993 1980 1993 1980 1993
Mexico 0.43 0.25 0.84 0.22 0.50 0.35 0.40 0.22
Chile 0.57 0.32 0.72 0.34 0.55 0.20 0.84 0.44
Colombia 0.48 0.27 0.29 0.13 0.25 0.17 0.26 0.20
Hong Kong 0.35 0.43 0.42 0.41 0.23 0.29 0.28 0.33
Republic of Korea 0.29 0.63 0.28 0.65 0.24 0.54 0.29 0.57
Malaysia 0.16° 0.20 0.12° 0.14 0.13° 0.19 0.16° 0.20
Indonesia 0.08 0.07 0.05 0.07 0.17 0.16 0.07 0.08
Turkey 0.40 0.40 0.34 0.41 0.27 0.33 0.27 0.46
India 0.07 0.03 0.07 0.08 0.05 0.03 0.05 0.03
Kenya 0.14 0.02 0.13 0.03 0.05 0.01 0.15 0.03
Morocco 0.20 0.11 0.10 0.09 0.23 0.13 0.19
Memo item:

Germany 0.94 1.19 1.26 1.33 0.86 0.83 0.95 0.82

Source: UNIDO, Handbook of Industrial Statistics 1988 and International Yearbook of Industrial Statistics, 1996.
a Ormostrecent year available.
b 1975.
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The exception to this trend has been the Asian
NIEs, particularly those in the first-tier, such as
the Republic of Korea, where wages for all skill
levels have converged on the United States.

These widening wage gaps in manufacturing,
both between developed and developing countries
and also among developing countries, have coin-
cided with a period of greater openness in the
developing world. However, it is difficult to ex-
plain these trends simply in terms of differences in
factor endowments, including differences in edu-
cational attainment. Rather, for most developing
countries, strong growth in wages depends upon
industrial expansion and upgrading so as to achieve

higher levels of employment and rapid productiv-
ity growth in the economy as a whole, as well as in
specific industrial sectors. A recent study of real
wage growth in manufacturing in 32 developing
countries for 1973-1990 confirms that the impact
of trade on wages cannot be divorced from invest-
ment and productivity performance, and that greater
openness to trade in this group of countries in the
1980s did not coincide with stronger wage growth.*8
As table 31 shows, those countries in East Asia
which exhibited strong wage convergence also ex-
hibited strong productivity convergence. This
result has been attained in the context of the in-
vestment-export nexus described above, rather than
as a result of spontaneous global market forces.

F. Capital mobility, growth and convergence

As noted above, the clearest sign of glob-
alization has been the rapid increase in international
flows of capital. It is precisely this aspect of
globalization that is expected to yield the greatest
benefits for developing countries. These benefits
should arise from the contribution of capital flows
to the two principal determinants of the catching-
up process, namely capital accumulation and
technology transfer.

This section first examines these propositions
against the background of the historical evidence.
It is argued that greater capital mobility can bring
significant benefits to developing countries but that
these benefits depend crucially on how a country
manages its integration with global capital mar-
kets. It then examines to what extent increased
capital movements help accelerate global growth
by responding to opportunities for investment in
physical assets, thereby equalizing rates of return
on investment everywhere. It is found that there is
an upward convergence of profits in OECD coun-
tries, where capital markets are much more closely
integrated, but that higher profits are not associ-
ated with increased investment and faster growth.
Rather, they have been brought about by the
stronger bargaining power of capital against labour
associated with globalization.

1. Foreign direct investment

The recent acceleration of flows of FDI has
renewed interest in the role of transnational corpo-
rations (TNCs) as engines of economic growth,
particularly in developing countries. Indeed, this
role has been given prominence in many recent ac-
counts of the contemporary globalization process,
primarily for three reasons. First, unlike most other
capital flows, FDI does not represent a fixed charge
on foreign exchange reserves; second, it is a less
volatile source of financing for the accumulation
process; and third, it can have more direct links to
economic growth than other cross-border flows,
particularly because it facilitates the transfer of
technology and generates spillovers into other
sectors.

All these reasons carry considerable weight.
The experience with FDI before 1913 suggests that
it can indeed bring about a transfer of real resources
internationally. Likewise, United States investment
in Europe after the second World War was impor-
tant in diffusing new technology. The success of
some East Asian NIEs in attracting FDI with a
strong export orientation also helped compensate
for deficiencies in domestic technological and or-
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ganizational skills during critical periods of their
industrialization. However, there are a number of
aspects of the current globalization experience that
suggests that the impact of FDI on growth and con-
vergence requires careful assessment before
designing policies which aim to maximize the bene-
fits from hosting TNCs.

Assessing the impact of recorded increases
in FDI flows is especially difficult because they
include a number of different types of investment
activity with different effects. Greenfield FDI,
which involves a firm constructing a new produc-
tion facility abroad financed by capital raised in
the home country, clearly makes a positive contri-
bution to capital formation in the host country. The
acquisition of a controlling interest in an already
existing firm is likely to have a different impact
from greenfield investment, and seems to corre-
spond more to shorter-term capital flows. This may
also be true for retained earnings. Although it is
often presumed that these earnings are automati-
cally reinvested in physical capital, existing
statistical measures cannot distinguish between
their use for such a purpose and their investment
in financial assets.

Many of the changes in global financial mar-
kets that have facilitated capital mobility and the
increase in FDI flows have also made it more diffi-
cult to evaluate their stability. Evidence suggests
that even when FDI is governed by long-term con-
siderations, such as real rates of return and securing
market shares, aggregate FDI flows can respond
rapidly to changes in short-term economic condi-
tions. This is particularly true for non-repatriated
earnings on existing stocks of FDI, which have
constituted in recent years a more important source
of asset acquisition abroad by United States and
United Kingdom firms than capital outflows from
those countries. As recognized by a recent World
Bank study, even those forms of FDI that make the
greatest contribution to host-country investment
may involve unstable financial flows:

Because direct investors hold factories and
other assets that are impossible to move, it is
sometimes assumed that a direct investment
inflow is more stable than other forms of capi-
tal flows. This need not be the case. While a
direct investor usually has some immovable
assets, there is no reason in principle why these
cannot by fully offset by domestic liabilities.
Clearly, a direct investor can borrow in order
to export capital, and thereby generate rapid
capital outflows.*

These considerations suggest that a developing
country that relies on FDI rather than portfolio in-
flows is not necessarily protected against external
financial instability. It thus still needs to pay at-
tention to the management of its balance of
payments and to macroeconomic stability.

Any examination of the impact of FDI on eco-
nomic growth and convergence must also bear in
mind a number of other considerations. Although
evidence suggests a positive association between
FDI and growth, it is difficult to determine causa-
tion.>® A realistic interpretation of the evidence
suggests that there is a threshold level of income
which needs to be crossed before FDI can make a
significant contribution to overall growth perform-
ance.”' Such a conclusion is also broadly consistent
with the finding that technology and other spillovers
from TNCs become significant only when there is
already in place an appropriate level of local capa-
bilities.*

It appears that FDI is attracted to economies
with a proven growth record, be it to seek markets
or cost advantages, in which case it can become part
of a virtuous growth circle. However, much of the
developing world remains outside this universe of
international production because cost advantages
alone do not offset low productivity levels or the
absence of productive assets needed to complement
firm-specific plant and equipment. Furthermore,
risks associated with investment tend to be in-
versely related to the stage of development reached.
While incurring these risks may be justified by the
expectation of monopolistic profits associated with
the exploitation of a particular natural resource in
a poor developing country, there will be no such
exceptional or monopolistic elements in manufac-
turing or services. Any attempt in these countries
to improve cost advantages by easing their entry
conditions for FDI, or by reducing wages further,
will almost certainly fail to offset other disadvan-
tages which cause the risk premiums to be high.

These considerations explain why the recent
rapid surge in FDI flows to the South has remained
heavily concentrated among a handful of develop-
ing countries. In 1993 the 10 largest host
developing countries accounted for 79 per cent of
the total FDI flow to the South; seven of them were
in East Asia and alone accounted for close to two
thirds of the total inflow. However, it should be
kept in mind that in many developing countries FDI
is unlikely to play the same role as in some East
Asian countries. Malaysia is often cited as an ex-
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Table 32

COMPARATIVE INFLOW OF FDI INTO MALAYSIA AND OTHER DEVELOPING COUNTRIES
(Average annual FDI inflow in 1991-1993)

Total Per capita Percentage of
($ billion) ($) 1990 GDP
Malaysia 12.8 241.8 10.0
Developing countries?
Actual inflow 136.8 16.5 1.4
Hypothetical inflow (1)? 2007.8 241.8 20.9
Hypothetical inflow (I1)¢ 957.7 115.3 10.0

Source: R. Rowthorn, “Replicating the Experience of the NIEs” (mimeo), Cambridge, United Kingdom, 1996.

a Excluding the first-tier NIEs.

b Assuming the FDI inflow per capita to be the same as for Malaysia.
¢ Assuming the FDI inflow as a percentage of GDP to be the same as for Malaysia.

ample of how to sustain rapid growth by attract-
ing very large inflows of export-oriented FDI.
Indeed, on both a per capita basis and relative to
GDP, Malaysia had one of the largest stocks of
inward FDI in the developing world in 1990 and
inflows have continued to be substantial, consti-
tuting a major source of external financing.
However, even if all other developing countries had
the domestic prerequisites which would allow them
to replicate Malaysia’s experience, substantial
increases in total FDI flows to the South would be
required. As table 32 shows, even a modest repli-
cation of the Malaysian experience throughout the
developing world implies a level of FDI outflows
from the North that it would be totally unrealistic
to expect. If all developing countries other than
the first-tier NIEs received from OECD countries
the same amount of FDI as a proportion of GDP
as did Malaysia in 1991-1993, total FDI outflows
from those countries would amount to about 27 per
cent of their spending on investment. If, on the
other hand, they received the same per capita FDI
as Malaysia, the proportion would rise to 56 per cent.

In any event, the contribution of FDI to growth
and industrialization depends very much on the
degree of control that the foreign firm retains over
its assets. The general body of evidence suggests
that the nature and extent of any spillovers to do-

mestic firms is industry-specific and depends on
how domestic policymakers manage FDI, includ-
ing its role in the export-investment nexus. Indeed,
the role of policy is now even greater, given that
the determinants and organization of FDI flows
have become more complex. Rather than pursu-
ing cost-reducing and/or market-seeking strategies
aimed at raising corporate profits in a particular
location, TNCs are increasingly seeking to com-
bine these objectives around a tightly organized
intra-firm division of labour where the choice of
location for a specific activity is made in the con-
text of the overall profitability of the firm. By
widening the choice of possible locations in this
way the advantages for the firm can be numerous.
However, and particularly in developing countries,
the consequence may well be that FDI becomes
more footloose than in the past, relying heavily on
imported inputs from other affiliates and with fewer
linkages with and technological spillovers to the
host economy.™

In this context it is important to recognize the
different ways in which FDI has been attracted to
and used in East Asian economies. While Hong
Kong took a more laissez-faire approach, the atti-
tude toward FDI was much more selective in the
Republic of Korea and Taiwan Province of China
and also, though to a lesser extent, in Singapore.
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A larger array of policy measures could conse-
quently be brought to bear on FDI to ensure that it
made a positive contribution to economic growth.
To date, the successful second-tier NIEs have taken
amiddle way. However, as discussed in TDR 1996,
concern over heavy reliance on imported interme-
diate goods and over weak supply and technology
linkages between the TNC-dominated export sec-
tors and the domestic economy has already
triggered more active industrial and technology
policies in these countries, including the use of lo-
cal content agreements and more selective
incentives to attract higher-valued added activities
and generate FDI spillovers in the areas of train-
ing and R&D.

2. Financial flows

An important difference between the current
process of integration of global markets and that
of the 19th century lies in the nature of financial
flows. Asnoted above, in the earlier period greater
integration of financial markets and increased flows
of financial capital were complementary to inter-
national trade. In the more recent period, by
contrast, finance is not simply a lubricant to real
economic activity. The role of international finance
has extended well beyond the coordination of in-
ternational trade and investment. It has gained a
life of its own independent of the international flow
of goods and investment.

This is not to say that global linkages of fi-
nance with trade and FDI have been totally severed.
The recent expansion of world trade and of TNC
activities could not have taken place without a cor-
responding expansion of the global operations of
financial institutions. Increased international trade
in goods has necessitated an expansion of finan-
cial services; intermediaries now operate in each
market to provide foreign exchange services and
trade financing. The increased need for firms to
secure foreign exchange cover in respect of both
export earnings and foreign investment has added
momentum to this process by providing a major
role for international banks.>

However, this global financial deepening has
occurred while the link between financial flows
and foreign investment has considerably weakened.
These financial flows are rarely associated with
the flows of real resources - i.e. capital equipment
embodying best-practice production techniques and

other resource inputs seeking the highest available
rates of return in the production of goods and serv-
ices. Rather, they are primarily related to the
purchase and sale in secondary markets of liabili-
ties created for the financing of already existing
real assets. As discussed in previous TDRs, a large
proportion of these flows consists of liquid capital
attracted by short-term arbitrage margins and pros-
pects of speculative capital gain, rather than by
long-term yields on productive investment. They
are extremely volatile and subject to bandwagon
effects, capable of generating gyrations in secu-
rity prices, exchange rates and trade balances.
They make little contribution to the international
allocation of savings or diffusion of technology and
hence to a reduction in international disparities in
per capita income.

It is increasingly argued that financial
globalization is creating systemic effects that un-
dermine global stability and growth. Large swings
in exchange rates and current account balances
brought about by the volatility of capital flows tend
to create considerable uncertainty regarding pro-
spective yields on investment, particularly in traded
goods sectors. This raises the minimum expected
rate of return that will induce investors to under-
take long-term investment, thereby slowing output
growth. The problem is particularly serious for
developing countries, where firms cannot always
hedge against such risks by allocating their activi-
ties globally and through financial operations.
Their outward-oriented strategies can consequently
be endangered as investment in traded-good indus-
tries is depressed.

Experience shows that the factors that encour-
age inflows of liquid capital can also impede
investment in productive physical assets. Circum-
stances can arise when the short-term return on
financial assets and the return on productive capi-
tal investment move in opposite directions. When
domestic short-term interest rates are raised rela-
tive to rates abroad in order to stabilize the
economy or reduce the pace of expansion, they can
attract liquid capital, placing upward pressure on
the exchange rate. At the same time they may de-
press investment. For one thing, the slowdown of
home demand, together with loss of competitive-
ness due to currency appreciation, can reduce the
expected real return on capital assets. For another,
the increase in the real return on financial assets
can raise the cost of financing productive invest-
ment. As a result, the liquid capital inflows
attracted by high interest rates are not used for
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productive investment; on the contrary, such invest-
ment may contract as short-term funds flow in.

This has indeed been the experience of a
number of countries during the past two decades.
In the 1980s capital flowed primarily from coun-
tries with high investment rates (e.g. Japan) to
countries with low investment rates (e.g. the United
States), and served to finance consumption rather
than investment. Similarly, a very large part of
the flows to Latin America in the first half of the
1990s financed consumption rather than investment
and growth.

However, as examined in last year’s TDR, a
number of developing countries have been able to
manage financial flows successfully. They have
resorted not only to conventional methods, such as
intervention in foreign exchange markets or adop-
tion of more flexible exchange rate policies, but
also to more direct controls, including quantita-
tive restrictions on holding and issuing foreign
currency assets and the composition of non-interest-
bearing reserve requirements. Successful management
of capital flows has depended on a flexible and
pragmatic approach designed to maintain stable
and sustainable exchange rates and current account
positions without impeding capital flows related
to trade and investment.

3. Capital mobility, accumulation and
convergence of profits

As noted above, greater capital mobility is
expected to sever the link between national sav-
ings and investment so that individual countries
can save more than they invest, or invest more than
they save. It should also lead to a greater equali-
zation of the real rate of return on capital among
countries. This section examines the available
evidence, concentrating on the major OECD coun-
tries, where capital markets are much more closely
integrated. Recent trends in profits in developing
countries are discussed in chapter [V below.

The evidence for the OECD countries for the
1960s and 1970s shows a broad balance between
national savings and investment. A seminal study
relating the shares of gross domestic investment
and gross national savings in GDP in those coun-
tries for 1960-1974 concluded that national savings
tended to be invested in the country where they
originated.>®> Moreover, this close link between

national savings and investment holds even when
a number of other factors are taken into account.
Although the link is somewhat weaker in the 1980s,
the evidence still confirms the existence of sub-
stantial imperfections in international capital
markets.’® These results are incompatible with the
idea that over the long term international capital
flows can exert a significant influence on national
investment and growth rates.

However, these studies do not distinguish be-
tween the effects of FDI and of portfolio investment
on capital accumulation, and there is little direct
evidence on the effect of inward or outward FDI.
However, according to a study relating to OECD
countries, each dollar of outward FDI reduces in-
vestment in the home country by approximately one
dollar and is not compensated by an inflow of
portfolio investment.’” Accordingly, portfolio in-
vestment cannot be lumped together with FDI in
analysing the impact of international capital mo-
bility on accumulation. It is indeed argued that
while financial flows do not alter the dependence
of domestic investment on domestic savings, this
is not necessarily the case for FDI:

... an extra dollar of national saving would
remain in domestic portfolio assets unless
it is used by a multinational corporation to
finance a cross-border direct investment. ...
If the portfolio investments were completely
segmented into national markets in this
way, the effect of the outbound FDI on do-
mestic available funds would not be offset
by an international flow of portfolio capi-
tal and the aggregate domestic investment
would be reduced by the full amount of the
direct investment outflow.*®

Thus, according to this evidence, over the long
term financial flows do not reduce the dependence
of capital accumulation on domestic investment.
By contrast, FDI alters the domestic savings-
investment balance; while outward FDI reduces
investment in the home country, it appears to add
to domestic investment in the host country. It fol-
lows that, to the extent that capital flows equalize
rates of return on investment in different countries,
they do so for FDI rather than for short-term capital.

The evidence shows a remarkable convergence
of rates of return on capital among the OECD coun-
tries in the past 15 years. As can be seen in chart 6,
the coefficient of variation in the rate of return on
capital for the business sector among the G-7 coun-
tries fell significantly after the recession of
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Chart 6

RATE OF RETURN ON CAPITAL IN THE BUSINESS SECTOR OF G7 COUNTRIES AND
INTER-COUNTRY VARIATIONS?, 1980-1996
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Source: OECD Economic Outlook, No. 61, June 1997.

Note: The chart depicts three-year moving averages. Underlying data for 1997 and 1998 are projections.

1980-1982. A similar tendency is also observed
for rates of return earned by United States compa-
nies on their investments abroad.” For the EU
countries, the decline in variation has been more
marked since the late 1980s.

This decline in variations in rates of return
has occurred while the trend rate of return has been
strongly upward. In other words, there has been
an upward convergence of rates of return on capi-
tal in the major OECD countries. This upward
trend in profits is also reflected in the increased
share of capital income in the business sector
(chart 7) - a tendency that is also to be found in
developing countries (see chapter [V). However,
the rise in profits has not been associated with a
corresponding increase in the aggregate share of
private investment in output in those countries,
although the same period has witnessed a surge in
outward and inward investment in the major in-
dustrial countries. It thus seems that increased FDI
has served, at least partly, to redistribute, rather
than to add to, aggregate global investment.

The tendency for investment shares to decline
may have been linked to the other aspect of in-
creased integration in financial flows, namely
portfolio flows. As financial engineering has in-
creased the scope to trade long-term fixed income
securities for short-term gains, the integration of
developed country bond markets has increased.
This, along with the convergence in inflation rates
which has occurred in recent years, has brought
about a marked tendency towards convergence in
long-term real rates of return, which are often con-
sidered as the most important determinant of
investment financing costs. However, the increas-
ing volume of trading in these instruments has
tended to increase the volatility of bond prices to
the point that in the 1990s they exceeded the vola-
tility of equity prices. The result has been to
increase the risk premium and raise long-term rates,
which have also been pushed up by monetary
policy. Thus, the impact of increased integration
and financial flows in such markets has meant up-
ward convergence in real long-term interest rates
at historically high levels. The increase in profits
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is thus absorbed, at least partly, by increased in-
terest charges on corporate debt, resulting in a
downward pressure on investment in the developed
economies.

This disparity between the evolution of prof-
its and investment is not new. It is a tendency that
emerged in the early 1980s, and that was noted a
decade ago by the UNCTAD secretariat:

The medium-term financial strategies
adopted by the major developed market
economies at the end of the 1970s sought
to reverse the decline in profit shares and
rates of return which had occurred in the
course of the decade, and which were be-
lieved to be responsible for slow growth and
unemployment. Thanks to falling raw ma-
terial prices and wage costs, business
profitability has been restored. However,
this has not triggered the investment boom
that policymakers were expecting. The
main reasons are: slow demand growth;
continued high real interest rates; and uncer-
tainties regarding the key macroeconomic
variables and the trading system. Unless
these problems are resolved, investment and
growth are likely to remain subdued.®

While profits are currently very close to their
pre-1970 levels, they generate much less invest-
ment than previously. As discussed in greater
detail in 7DR 1995, the main reason for sluggish
investment is the low-growth hysteresis created by
monetary policy that tends to lock most major in-
dustrial economies into growth rates of around 2.5
per cent. By contrast, investment now generates
higher profits than before. The evidence invari-
ably points to rising unemployment and falling
wage costs as the principal factors behind the surge
in profits.*!

Sluggish demand also generates excess sup-
ply in the product market, leading to fierce competition
among firms. However, since investment is sluggish
and the pace of capacity creation slow, the pres-
sure on profits and prices is more than offset by
the dampening effect of increased unemployment
on wage levels. Consequently, real labour costs
and inflation are reduced as profits rise.

The combination of increased mobility of
capital, slow demand growth and excess supply of
labour thus appears to be an important element in
the rising profits in OECD countries. This proc-
ess, while putting pressure on real wages does not
necessarily lead to a convergence of real wages

Chart 7

PROFITS AND INVESTMENT IN THE
G7 COUNTRIES, 1980-1995
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a Gross operating surplus of enterprises, i.e. the
difference between value added calculated at factor
cost (i.e. excluding net indirect taxes) and labour income.

b Gross fixed non-residential capital formation.

because of differences in labour market conditions.
Those countries which have adopted “flexible” la-
bour market policies tend to retain investment at
home and even attract FDI inflows, adding to jobs
at relatively low wages in productive sectors. As
shown in TDR 1995, the policies also lead to the
creation of large numbers of low-productivity, low-
wage jobs in services sectors, transforming open
unemployment partly into disguised unemployment.
In countries where wages remain relatively rigid,
labour market conditions are reflected in high rates
of open unemployment, rather than low wages or
disguised unemployment. Thus, as noted above,
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there has been no tendency for wages to converge
in the OECD area since the early 1980s, despite
increased trade and FDI flows.

Moving production facilities to developing
countries through FDI in order to lower costs can
influence income distribution between labour and
capital in the North by creating unemployment and
putting pressure on wages. Although a compre-
hensive empirical analysis of the employment
effects is lacking, available evidence suggests that
FDI directed to the South has not so far been a
significant factor in rising unemployment or in-
equality in specific sectors in the North. However,
the picture is changing rapidly. The emergence of
a number of dynamic economies with adequate
human and physical infrastructure in Central and

Eastern Europe and Asia has certainly widened the
options of capital to choose among alternative lo-
cations in both labour and skill-intensive production.
Furthermore, in many industries it is becoming in-
creasingly possible for TNCs to locate specific
activities in the production chain in different coun-
tries according to their skill endowments, thereby
allowing developing countries to enter more easily
into the global system of production. These forces
can certainly work towards a greater convergence
between developing and developed countries and
bring benefits to labour in the South. However,
they can also reinforce the global tendency for the
share of profits to rise at the expense of wages -
something that is unlikely to be reversed as long
as global demand is deficient and too much labour
chases too little capital. m
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