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INTRODUCTION

Globalization has become both a household term and an important histor-
ical phenomenon. The geopolitics of globalization has several precedents:
the end of the cold war, the collapse of communism and a reconfiguration
in the balance of power towards Western countries and capitalism. The
cconomics of globalization suggests that increased global economic inter-
dependence can be a powerful engine for wealth creation and prosperity.
On the other side however, globalization also tends to be associated with
frequent financial crisis and volatility and its benefits are unevenly distrib-
uted across countries and regions. In view of these elements, globalization
poses an important challenge to the existing institutional matrix, created in
the mid-1940s, composed of the United Nations, the Bretton Woods
Institutions (BWIs) and the World Trade Organization (successor of
GATT) and other institutions. In turn, at national level globalization tends
to reduce the degree of effective autonomy for national governments to
pursue their own development goals of growth, stability and social equity.
A main challenge of public policy in the era of globalization is the seizing
of the opportunities it opens while at the same time managing the tensions
and problems it poses, particularly for developing countries. This requires,
among other things, addressing the adequacy of the institutional frame-
work (or governance structure), accompanying globalization, a main
subject of this chapter.

The chapter is organized around several sections. First, it provides an his-
torical background on early and late twentieth century globalization epi-
sodes and other main developments of the last 120 years, or so, to put the
current wave of globalization in historical perspective. Then the chapter
reviews, briefly, main analytical views, both orthodox and heterodox, on
globalization and development and examines the opportunities, tensions
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and dilemmas posed by globalization. Then it turns to the institutional
challenge of making globalization more compatible with global financial
stability and national development.

The chapter highlights both the need for re-examining the mix (and over-
lapping) between global and regional financial institutions and the consis-
tency between reform of global and regional institutions and changes in
national policies and institutions. The relative roles and allocation of
responsibilities of global and regional institutions need to be analysed and
evaluated in terms of the following criteria: value of regional versus global
knowledge, patterns of interaction with borrowing countries, capacity of
response to crisis, particularly in intermediate and small countries, voice
and representation for developing countries and transition economies. In
addition, the chapter argues the need for refocusing national policies
towards reducing volatility and equalizing opportunities among members
of society in the framework of pro-growth policies.

HISTORICAL BACKGROUND AND RECENT EVENTS

The last decades of the nineteenth century (say from the 1870s) to the carly
twentieth century (up to 1914) was a period of rapid growth of the global
economy based on the expansion of international trade and free capital
mobility under the gold standard along with massive international migra-
tion from Europe (the ‘Old World’) to the US, Canada, Argentina,
Australia, New Zealand (the ‘New World").! This liberal international eco-
nomic order came to an end with the disarray brought about by World War
I, which in turn was followed by a period of high inflation and macroeco-
nomic turbulence of the 1920s in several major European economies, and
thereafter, by the Great Depression of the 1930s.

These events during the inter-war period radically reshaped prevailing
ideas on how to stabilize global and national economies, and the role of
international trade and capital movements as engines of growth and pros-
perity. Global capitalism was seen as an inherently unstable system; prone
both to periods of volatility and inflation, as in the 1920s, or to recession-
ary trends without self correcting mechanisms that assure full employment,
as was patently demonstrated in the 1930s.

A new set of global financial institutions emerged in the mid- 1940s, known
as the Bretton Woods Institutions. The International Monetary Fund was
given the mandate of assuring a normal payments system under a system of
fixed exchange rates, and providing external financing to countries running
balance of payments deficits. The role of the World Bank was to provide
long-term financing for economic reconstruction and development.
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A period of considerable stability, rapid growth and reduced inequalities
took place from the late 1940s to the early 1970s;2 this period, called the
‘golden age of capitalism’, was based on a (globally and nationally) regu-
lated market economy. This regulated market economy could be defined by
a myriad of global, and later regional institutions.

During the 1990s, there were important policy reform processes in Latin
America, the former Soviet Union and Eastern Europe. Large macro
imbalances were corrected in Latin America, inflation declined and eco-
nomic growth resumed, coinciding with the return of capital flows to the
region and the deepening of market-oriented reforms. Nevertheless, annual
GDP growth averaged only 3.3 per cent in the decade. This was a moder-
ate pace of output expansion (punctuated by recessionary cycles in 1995
and 1999 and more recently in 2001), still insufficient to reduce poverty and
improve living standards in the region. On the structural front economic
openness has brought about a more competitive environment for previ-
ously protected national economies. The former socialist economies of the
Soviet bloc started a process of transition to capitalism with varying
degrees of success. Particularly complex has been the reform process in
Russia, in former Soviet Republics and in the Balkans. The general point
to be made here, is that of a significant shift to a market economy in both
Latin America and the former socialist bloc which marks a radical depar-
ture in these two regions from the policies followed in the 40 years preced-
ing the 1990s,

The globalization process of the 1990s was punctuated by recurrent epi-
sodes of financial instability such as the Mexican crisis of 1994, the Asian
crisis of 1997, the Russian crisis of 1998 and the Brazilian crisis of carly
1999. In the early twenty-first century, the crises of Turkey and Argentina
must be noted. In view of these experiences, we can say that the current
process of globalization is being accompanied by a greater frequency of
currency and financial crisis than in the ‘golden age phase’ (from the 1950s
to the early 1970s) and the first wave of globalization of the late nineteenth
century. The frequency of financial and currency crisis is rivaled only by the

crisis-ridden period of the 1920s and 1930s.3

To finish, it is worth highlighting several differences between pre-1914
and late twentieth century globalization. First, the degree of capital mobil-
ity of late twentieth century globalization in both currency markets and in

bonds, equity, short-term credit and other financial instruments is unprec-
edented in history. The dominance of ‘financial globalization’ in the current
globalization period is a crucial feature of this historical phase. Second, in
pre-1914 globalization, there were no global financial institutions aimed at
stabilizing the world economy. financing development and economic
bodies, setting global rules for international trade in goods and services
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such as the GATT and then the World Trade Organization. At the political
and diplomatic levels, there was no such global forum as the United
Nations. Third, there was a change in the leadership (that is, the *hegemon’)
in the two waves of globalization. The first globalization wave was led by
England as the dominant ‘superpower’ in the late nineteenth century. The
international monetary system was anchored around the British pound and
the gold standard.* In contrast, in the second globalization wave of the late
twentieth century, the process is being led by the United States and the US
dollar under a flexible exchange rate regime. Fourth, pre-1914 globalization
came across with mass migrations (to the US and other countries). Instead,
late twentieth century globalization is coming along with lower migration
flows and movement of people across countries and continents relative to
the total population of sending and receiving countries.

THINKING ON GLOBALIZATION: ORTHODOX AND
HETERODOX VIEWS

Globalization involves increased trade in goods and services, enhanced
financial integration and greater mobility of people across national boun-
daries. In addition, globalization implies particular patterns of insertion of
developing countries in the world economy, its institutional architecture
and other forms of global power relations.

Neoclassical theory supports free trade on the grounds that economic
integration bolsters a more efficient structure of production and expanded
consumption opportunities that, in turn, must lead to higher national (and
world) income and welflare.

The case for free capital mobility is more contentious, even in the frame-
work of neoclassical theory. On the one hand, it is recognized that remov-
ing barriers for capital to go from areas with lower rates of return to
countries with higher rates of return must increase global real income, and
contribute to the saving pool of recipient countries which are often capital-
scarce economies. However, speculative short-term capital mobility can be
also destabilizing, and the promotion of free capital mobility is not a guar-
antee of stable, speedier, growth for recipient countries.

In fact, neoclassical trade theorists such as Jagdish Bhagwati (2000)
make a distinction between [ree trade and free capital mobility, noting that
both forms of economic integration are not equivalent in terms of their
economic rewards because of the speculative nature of short-term capital
inflows. This belief is also shared by Nobel prize winner James Tobin, who
has proposed a tax on international financial transactions to reduce exces-
sive capital mobility across countries. In general, this literature is favorable
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to globalization understood as trade integration but more skeptical when
dealing with capital flows, particularly of a short-term nature. In turn, free
labor mobility constitutes an interesting case. The advocacy for free trade
and free capital mobility rarely extends to the free mobility of people, in
spite of the fact that freer international migration should increase real
income by allowing labor 1o migrate from areas with lower labor produc-
tivity to areas with higher labor productivity. It is apparent that we live in
a world with significant differences in the ‘freedom to become global®
between human-made objects (goods and money) and actual people (see
Solimano, 2001a).

Heterodox theories of international economic relations such as center-
periphery, dependency theory and unequal exchange were developed in the
1940s and 1950s by authors like Prebisch (1950), Emmanuel (1972) and
were formalized by Bacha (1978) and Taylor (1983). Although these theo-
ries were developed well before the current process of globalization, which
started in the 1980s and 1990s, they still can help to identily issues related
to the current globalization wave, particularly in terms of the distribution
of gains of globalization for developing countries and the limited degrees
of freedom of developing countries to affect global outcomes.

In general, these approaches emphasize that international trade takes
place under ‘unequal conditions’ between the ‘North’ (center, developed
countries) and the ‘South’ (periphery, underdeveloped economies). In
general the “North’ 1s where technical change mostly originates and where
physical, human and institutional infrastructure is superior.

A main conclusion of this heterodox literature is an asymmetrical distri-
bution of the benefits of international trade between center and periphery.
In addition, it is proposed that there are not enough degrees of freedom in
the international system to allow the South (periphery) to choose its own
rate of economic growth or terms of trade, which are determined by macro-
economic equilibrium complemented by certain institutions in the North.
In turn, the South (periphery) carries a disproportionate share of world-
wide economic adjustment costs to global shocks like deterioration in
terms of trade, fall in world demand and slowdowns in capital flows (see
Lance Taylor, 1983, chapter 10, for a formal exposition of these theories).
Heterodox theories propose that main global economic decisions are made
by the governments of the North, who hold the main decision-making
power in the global, and to less extent regional institutions that ‘govern’ the
global economy. These theories stress an asymmetric decision- and power-
capacity in the institutional matrix of globalization between developing
and developed countries.
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The economic order of the early twenty-first century offers both opportu-
nities and risks to developing countries and other actors in the global
economy. The drastic reductions in barriers to international trade have
opened the door for export-led growth. In fact, for small- and medium-
sized economies with limited internal markets,? the possibilities for rapid
economic growth lie, to a large extent, in production oriented towards inter-
national markets. The historical experience of the last three decades of the
century shows that countries that have managed to grow at very rapid rates,
say 7 per cent, 8 per cent or more per year, have all relied on strong export
growth, with exports expanding at a faster rate than GDP. This has been
the case of East Asia since the 1960s (up to their current crisis), China, since
the mid-1970s, Chile since the mid-1980s and others.

Another argument in favor of globalization is that it expands freedom
(Micklethwait and Wooldridge, 2000). The idea is that, by increasing
opportunities, globalization also encourages [reedom to be exercised.
Interestingly a similar argument is put forward, regarding development
rather than globalization, in Amartya Sen’s 1999 book, entitled precisely,
Development as Freedom.

Globalization also increases the potential access to a wide variety of con-
sumption goods, new technologies, knowledge, ideas and international best
practices in different fields and realms. These can include a new product
design, a new investment project, a new production technology, a new man-
agerial practice, or even a certain set of institutions that has proved success-
ful in other places, and, eventually, a model of society.

Of course the mere acquisition or imitation of foreign products, technol-
ogies or foreign social models to local conditions with all their specificities
and idiosyncratic features is not a guarantee of success. It is just a poten-
tial benefit (or cost if misused) derived from broadening the set of choices
open to the participants of the global economy.

Every coin has two sides; thus it is also important to recognize that glo-
balization poses tensions and dilemmas to countries integrated in the world
economy.® It is clear that globalization has spread unevenly across the
developing world. Private capital inflows are largely concentrated in a
group of large developing countries. Sub-Saharan Africa and other poor
countries in other continents receive fewer benefits from trade, capital
mobility and technological improvements developed in the North. Another
tension of globalization is associated with the fact that in a more interde-
pendent and interlinked world economy any adverse global or regional
shock, for example the Asian and Russian crisis of 1997-98, rapidly prop-
agates to other economies which often have little economic contact with






