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Globalisation and its Economic
Consequences

Given the rising criticisms of and growing doubts about globalisation, this timely
edited volume looks at globalisation and its economic impact on eight countries in
Asia and the Pacific region, namely Australia, China, Indonesia, Japan, Malaysia,
Thailand, the United States (US), and Vietnam. The eight selected countries are
members of the Asia-Pacific Economic Cooperation (APEC) forum and yet the
economies of these member countries have benefited differently from globalisation.

This book summarises findings from existing academic literature in a coherent
framework and reviews them critically to provide a balanced analysis. It also identifies
the mechanisms through which globalisation impacts economies and explains how
understanding of such mechanisms can be useful for formulating policies, which
would benefit from globalisation while achieving inclusive economic growth in the
context of rising nationalism and protectionism.

Shujiro Urata is Professor Emeritus, at Waseda University, Japan and a Senior
Research Advisor at Economic Research Institute for ASEAN and East Asia,
Indonesia.

Ha Thi Thanh Doan is an Economist at Economic Research Institute for
ASEAN and East Asia, Indonesia.
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Foreword

The project “Fostering Free Trade and Overcoming its Challenges in ASEAN and
East Asia Region” supported by ERIA, was presented at the symposium in Tokyo
on 22 and 23 April 2019, organised by the Japan Institute of International Affairs
(JIIA). This project treats an issue of current significance, namely the effects of
globalisation accelerated by liberalisation and facilitation of trade and investment
on the economic structure and society in the Asia-Pacific region, through
providing historical analyses and empirical studies. I highly value this project and
express my deep respect for the efforts made by the honourable professors led by
Professor URATA Shujiro and the JITA who took part in the project.

As each chapter shows, the globalisation contributes to improving society and
economy in various means, which consequently highlights the importance of
pursuing liberalisation and facilitation of trade and investment as one of the key
enablers of the economic growth. As Japan is keen on supporting the rules-based
multilateral trading system and deepening global and regional economic
integration, it is determined to continuously work on the eventual realisation
of the Free Trade Area of the Asia-Pacific. Its effort has recently seen significant
progress including the entering into force of the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP) and the successful signing of
the Regional Comprehensive Economic Partnership (RCEP) Agreement.
Simultaneously, Japan has been taking initiatives in the reform of the WTO as
a pressing issue for maintaining and strengthening the multilateral trading system
and promoting the stability and predictability of international trade flows.

Through pursuing the globalisation, it is important to recognise that the world
today, especially the COVID-19 pandemic reminds us again of the importance of
fostering sustainable and inclusive growth. This unprecedented crisis might add
to already existing sceptical perspectives against trade liberalisation, influenced by
its negative aspects such as job bi-polarisation and wage inequality that are rightly
argued in the book. I, therefore, believe that it will become increasingly crucial to
discuss various economic policies to realise ‘quality growth that brings palpable
benefits and greater health and wellbeing to all, including MSMEs, women and
others with untapped economic potential,” as set out as one of the long-term
objectives of our region in the APEC Putrajaya Vision 2040 launched by the
APEC Economic Leaders. Japan will continue to work together with partners in
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the region to achieve this objective through various international fora such
as APEC.

From this perspective, this valuable analytical work will contribute not only to
further understanding on the economic aspect of the globalisation but also to
being a source of inspiration to potential policies to be taken by the governments
in the awake the crisis. I sincerely hope this book will be referred to by a wide
range of readers.

TAJIMA Hiroshi,

APEC Senior Official of Japan,

Ambassador in charge of Economic Diplomacy,
Deputy Assistant Minister, Economic Affairs Bureau,
Ministry of Foreign Affairs of Japan
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To tackle these problems, there are at least two essential approaches. First, we need
to curb adverse effects stemming from rapid structural changes by promoting
sustainable and inclusive growth through various policies. These include investment
in both human and physical capital. Second, there needs to be a coordinated and
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1 Introduction and overview

Shujiro Urata and Ha Thi Thanh Doan

1 Introduction

In 2020, the coronavirus disease (COVID-19) pandemic changed the world so
remarkably that few believe a return to the pre-COVID-19 economic and social
situation is possible. Since January 2020, when the first COVID-19 infection was
officially detected in Wuhan, China, more than 49.0 million cases — including
more than 1.2 million deaths — have been reported worldwide as of 7 November
2020. The economic impacts of the COVID-19 pandemic have been devas-
tating; various lockdown and stay-at-home policies, implemented by many
countries to deal with the situation, have virtually stopped economic activities for
several months. Indeed, the International Monetary Fund (IMF) projected
global economic growth rate for 2020 is —4.4%, down from 2.8% for 2019 (IMF,
2020). This marks the worst economic situation since the Great Depression of
the 1920 and 1930.

A view has emerged that globalisation, which brought high economic growth
before the pandemic, will be reversed. Indeed, governments around the world
have intervened in the market to secure sufficient supplies of medical and health
products, such as face masks and medical gowns, by restricting exports and by
promoting domestic production of these goods, against the recommendations of
international organisations such as the World Trade Organization (WTO) and
international fora such as the G20. Moreover, it is undeniable that the rapid and
sizeable movement of people, which became possible thanks to globalisation, has
contributed to the spread of the coronavirus.

Anti-globalisation views did not emerge as a result of the COVID-19 pan-
demic, however; protectionist movements began to trend after the Global
Financial Crisis in 2008 and 2009. The pace and magnitude of protectionism
then grew after United States (US) President Donald Trump began to apply such
measures mainly by raising import tarift rates. It has been argued that an in-
creasing number of his constituents, such as unemployed workers who did not
benefit from globalisation, are supporting this trend.

It has been well-established, however, that globalisation, which had been
propelled by the liberalisation of trade and foreign direct investment (FDI)
policies as well as technological progress that reduced trade and FDI costs, has

DOI: 10.4324,/9781003138501-1
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contributed to rapid global economic growth — especially in East Asia, which has
grown more rapidly compared to the rest of the world. Protectionism, therefore,
could have serious impacts on this region, as important engines of economic
growth (i.e. trade and FDI expansion) could be slowed or stopped.

In light of protectionist policies resulting from the growing anti-globalisation
sentiment, the Japan Institute of International Affairs (JIIA), with financial as-
sistance from the Economic Research Institute for ASEAN and East Asia (ERIA),
conducted a study of the economic consequences of globalisation for eight se-
lected members of the Asia-Pacific Economic Cooperation (APEC) — Australia,
China, Indonesia, Japan, Malaysia, Thailand, the US, and Vietnam —in 2018-19.
As there are many lessons to be learned from these countries that have experi-
enced globalisation through trade and FDI liberalisation, the study aimed to
deepen the understanding of the benefits and costs of globalisation to provide
insight for policy makers in formulating foreign economic policy. Today, as many
countries are rapidly adopting protectionist policies in response to the COVID-
19 pandemic, it is hoped that this study brings about new insights that will help
overcome the economic crisis spurred by the pandemic as well as achieve eco-
nomic growth in the post-pandemic era.

As many studies already exist on this subject, it was decided that this study
would collate and analyse important findings and lessons from past literature
rather than conduct original research. The authors of each chapter have aimed to
draw policy implications from examining past studies, focusing on impacts on
productivity, employment, inequality, and innovation.

This chapter is organised as follows. Section 2 presents a brief overview of
globalisation, with a focus on the study’s sample countries. Section 3 reviews
previous studies on the economic impacts of globalisation in the forms of trade
and FDI. Section 4 presents major findings from this study, while Section 5
provides policy implications. Section 6 presents a synopsis of each chapter.

2 Economic globalisation: an overview

Several indicators can be used to examine the extent of economic globalisation, a
phenomenon in which economic activities, such as trade and investment, are
conducted on a global basis to result in active cross-border movement of goods,
services, capital, people, and data. The most popular indicators are trade and
FDI, because they have been important international economic activities for
decades, and data on these activities are generally collected. The international
movement of people, labour, capital other than FDI, services, and data are also
important activities contributing to globalisation, but they suffer from a lack of
reliable data.

Figures 1.1 and 1.2 show the changes in trade—gross domestic product (GDP)
and inward FDI stock—-GDP ratios for the world and APEC member economies
from 1989 (i.e. the year of APEC establishment) to 2018 (i.e. the year for the
most up-to-data available at the time of writing). The upward trend of these
indicators shows the advancement of globalisation of the world economy and
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Figure 1.1 Trade-GDP Ratios of Selected APEC Member Countries and the World (%).
Source: APEC, StatsAPEC, http:/ /statistics.apec.org/ (accessed 7 November 2020).
Note: APEC = Asia-Pacific Economic Cooperation, GDP = gross domestic product.

APEC member economies, because international economic activities indicated by
trade and FDI increased faster than domestic economic activities indicated by
GDP. Both indicators declined in 2008-09, however, because of the Global
Financial Crisis. It should also be pointed out that the trade-GDP ratio did not
increase after 2011, with only a slight increase after 2016. This was due to several
reasons, including growing protectionism, the reshoring of Chinese production,
the global shift in demand away from goods and towards less tradable services, and
the possible saturation of the development of global value chains (GVCs) (Rodrik,
2018). Moreover, the level of globalisation for APEC member economies is lower
compared to that of the rest of the world, because the three largest economies in
the world — China, Japan, and the US — are APEC members and exhibited rela-
tively low levels of globalisation. Generally speaking, dependence on international
economic activities is low for large economies, although trade and FDI have made
significant contributions to these countries’ economic growth.

In recent decades, there has been an active interaction amongst — and rapid
expansion of — different types of international economic activities, especially re-
garding trade and FDI. A typical pattern of their interaction may be described as
follows. Think of a multinational corporation (MNC) that is operating various
activities, processes, or tasks in an integrated form in the same location. Faced
with a reduction in transport and communication costs, it recognises the benefit
of breaking up the operation into various tasks, putting them in different loca-
tions through FDI, and linking these production bases by trade in components
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Figure 1.2 Inward FDI Stock—-GDP Ratios of Selected APEC Member Countries and the
World (%).

Source: APEC, StatsAPEC, http:/ /statistics.apec.org/ (accessed 7 November 2020).

Note: APEC = Asia-Pacific Economic Cooperation, FDI = foreign direct investment,

GDP = gross domestic product.

to achieve eflicient production systems. Adoption of such a fragmentation
strategy leads to the formation of a GVC, promoting trade in components be-
tween the affiliates set up by FDI. Indeed, as noted earlier, the rapid economic
growth of East Asian economies can be attributed to the remarkable expansion of
trade and FDIL.! Other international economic activities also interact with trade
and FDI; for example, a Chinese student in Japan finds a business opportunity in
exporting high-quality Japanese products to China, and sets up a trading com-
pany. This is a case where movement of people results in FDI and trade.

Several factors have contributed to the rapid expansion of globalisation. One
was a sharp reduction in the cost of undertaking trade and FDI.> Many
countries — especially developing countries — undertook trade and FDI liber-
alisation unilaterally during economic difficulty under the pressure of interna-
tional organisations, such as the IMF and World Bank, to receive financial
assistance. Some countries liberalised trade and FDI regimes bilaterally and
regionally with like-minded countries in the form of free-trade agreements
(FTAs) to promote economic growth. In addition, the members of the General
Agreement on Tariffs and Trade (GATT) and WTO carried out trade and FDI
liberalisation multilaterally by implementing commitments made under various
international agreements. A reduction in trade and FDI costs occurred through
decreasing transport and communication costs, which, in turn, resulted from
rapid technological progress and deregulation in such services.
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Table 1.1 Trade and FDI for Sample Countries

Exports/GDP Imports/GDP Outward FDI Inward FDI
Stock/GDP Stock/GDP

1989 2018 1989 2018 1989 2018 1989 2018

Australia  12.4 17.9 15.0 lo.4 11.3 34.1 24.0 47 4
China 15.1 18.3 17.0 15.7 0.8 14.3 3.8 12.0
Indonesia 23.5 17.3 17.4 18.1 0.1 6.9 6.4 21.7
Japan 9.0 14.8 6.9 15.1 5.1 334 0.3 4.3

Malaysia  64.5 69.0 57.9 60.7 2.5 33.6 20.8 43.0
Thailand 27.8 50.1 35.7 49.1 0.3 24.0 7.4 44.1

UsS 6.4 8.1 8.7 12.7 14.7 314 94 36.2
Vietnam  30.9 99.4 40.8 96.6 -- 44 1.0 59.3
APEC 10.7 18.7 11.3 19.3 10.3 32.2 8.7 329
World 15.4 22.7 16.0 23.1 -- 36.7 9.0 37.9

Note: APEC = Asia-Pacific Economic Cooperation, FDI = foreign direct investment, GDP =
gross domestic product, US = United States.Source: APEC, StatsAPEC, http://
statistics.apec.org/ (accessed 7 November 2020).

Most countries saw the acceleration of globalisation in the forms of trade and
FDI, as trade-GDP and FDI stock—-GDP ratios increased from 1989 to 2018
(Table 1.1). Two exceptions are Indonesia in its export—GDP ratio and China in
its import—-GDP ratio. Indonesia’s export—-GDP ratio fell due to the declining
value of oil exports, partly due to a drop in oil prices. In China, the import-GDP
ratio did increase from 17.0% in 1989 to 28.9% in 2005 but then declined to
15.7% in 2018, due to a shift in the country’s development strategy from an
outward to an inward orientation, reflecting the government’s attempt to reduce
external dependence. Trade friction with the US also caused a substantial decline
in imports from that country. It must be noted, however, that the presence of
foreign companies increased in China from 1989 to 2018, indicating their
growing importance in China’s economic activities. Based on these findings, it is
not clear if external dependence declined for the Chinese economy.

The extent of globalisation widely varies amongst the eight countries ex-
amined in this study. The degree of globalisation is high in Malaysia, Thailand,
and Vietnam; amongst these three countries, all of which are ASEAN members,
Vietnam globalised its economic activities at a remarkably high rate, transforming
its economic system from a centrally planned to a market economy. However,
Australia, China, Indonesia, Japan, and the US show low trade ratios, mainly
because of their large economic size.

The patterns are different for FDI stock—GDP ratios. All eight countries, ex-
cept Indonesia and Vietnam, increased outward FDI stock—GDP ratios, in-
dicating that firms in these countries were active in expanding their operations in
foreign countries, also reflecting that the number of successful firms with capable
management increased in these countries. Regarding the inward FDI stock-GDP
ratio, China and Japan are exceptions with low ratios — despite an increase in
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these ratios. As noted earlier, adaptation of an inward-oriented development
strategy may be behind China’s low ratio; for Japan, multiple factors, including
high wages and office rental costs, have discouraged FDI by foreign companies
there, despite the fact that the government has been eager to promote in-
ward FDI.

3 Economic impacts of globalisation: a brief
literature review

This section reviews previous studies on the economic impacts of globalisation. It
is divided into two sections: economic growth, and unemployment and in-
equality. Within the discussion of the impacts of globalisation on economic
growth, trade and FDI are examined separately.

3.1 Economic growth

3.1.1 Trade

Expansion of trade can contribute to economic growth by improving resource
allocation, known as the resource allocation effect, which may be realised at the
sector and firm levels. At the sector level, foreign trade leads to a shift of re-
sources, such as labour and capital, from low-productivity sectors (i.e. those with
a comparative disadvantage) to high-productivity sectors (i.e. those with a
comparative advantage), resulting in improved use of resources (Alessandrini
et al.,, 2011; McCaig and Pavcnik, 2018). At the firm level, trade-induced
competition forces low-productive firms to contract or to exit from the market,
reshuffling resources to more productive ones (Pavenik, 2002; Ha and Kiyota,
2014). For a multi-product firm, trade can also trigger resource reallocation
within the firm through adjustment of product structure (Goldberg et al., 2010;
Bernard, Redding, and Schott, 2011; Lopresti, 2016).

An expansion of trade, both exports and imports, is also likely to improve the
productivity of the countries involved. Exporting firms are shown to have higher
productivity compared to domestic firms (Melitz, 2003). Exporting requires firms
to overcome various barriers or fixed costs, such as obtaining market information
and setting up distribution channels, which may be overcome by high-productivity
firms (i.e. a self-selection effect). In addition, exporting firms improve productivity
if they acquire technical and managerial knowledge by being exposed to foreign
markets and competition (i.e. a learning-by-exporting effect). A similar argument
on a productivity-enhancing export effect has been made; exporting enables firms
to exploit a benefit-of-scale effect, as exporting leads to expanded production
(i.e. a scale effect).

Empirical evidence supports these predictions. For example, Bernard and
Jensen (1999) found robust evidence of a self-selection effect for US exporters,
although the learning impact was less clear. Alvarez and Lopez (2005) found
supporting evidence for both self-selection and learning-by-exporting hypotheses
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amongst Chilean firms. Using data from Slovenia, De Loecker (2013) showed
substantial productivity gains associated with export entry, ranging up to 7.35%.
Kim (2000) found that trade liberalisation improved productivity performance,
increased competition, and promoted scale efficiency in Korean manufacturing
industries.

Increased imports can contribute to the improved productivity of importing
and import-competing firms. For importing firms, an increase in imported in-
termediate goods may improve their productivity, because this enables them to
use high-quality intermediate goods (i.e. a high-quality import input effect),
especially in developing countries. This effect was observed by Amiti and Konings
(2007), who showed that input tariff reduction increased productivity in
Indonesia.

An increase in final good imports can lead to improved productivity of import-
competing domestic firms, as they face greater competitive pressure from in-
creased imports (i.e. the import-discipline effect). Increased imports may force
out inefficient domestic firms, which cannot compete against increased imports.
The exit of ineflicient firms from the market is, of course, undesirable from the
exiting firm’s point of view, but it leads to improved productivity for the industry
and economy. The negative impacts of increased imports on importing countries
can occur through declining employment and incomes. Two studies, de Melo
and Urata (1986) and Levinsohn (1993), found support for the import-
discipline hypothesis in Chile and Turkey, respectively.?

Although the role of innovation in promoting productivity is implicitly as-
sumed in the discussions of the impacts of trade on productivity, some studies
have emphasised the importance of a trade—innovation link for promoting pro-
ductivity. Specifically, a firm may acquire technological knowledge through its
international contacts and demand-supply links with foreign firms through trade.
In addition to opportunities to learn from foreign firms, a firm exposed to for-
cign competition through trade faces competitive pressure, providing an in-
centive to carry out innovation. Damijan and Kosteve (2015) found that firms,
learning from both imports and exports, innovated in Spain. Furthermore, they
found a sequence in the relationship between trade and innovation to follow
from imports to innovation to exports.

3.1.2 Foreign divect investment

FDI is shown to have different impacts on investing (i.e. home) countries and
receiving (i.e. host) countries in a simple static theory. In the home country, the
amount of capital declines, leading to a drop in output, while in the host country,
the opposite situation arises, leading to economic growth. The host country can
achieve additional economic growth if technology is transferred from foreign
investors or MNCs to the host country.

For a host country of FDI, successful technology transfer from MNCs is key to
achieving economic growth. Technology transfer takes place in two steps: (i)
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intra-firm technology transfer, where technology is transferred from MNCs to
their foreign affiliates in the host country by on-the-job training and the ex-
change of workers between the parent office and affiliates; and (ii) inter-firm or
technology spillover, where technology is transferred from foreign affiliates to
domestic firms through the business environment, such as sales and procure-
ment. Domestic firms may also obtain technology by hiring workers who used to
work for foreign affiliates.

Horizontal technology spillover takes place within the same industry, while
vertical technology spillover takes place between different sectors. Vertical
technology spillover is further divided into backward and forward technology
spillover, depending on the nature of inter-industry relationships. Backward
technology spillover takes place through procurement of intermediate goods
from the procurer (i.e. buyer) to the supplier, while forward technology spillover
occurs from the supplier to the buyer. The success or failure of technology ac-
quisition by domestic firms largely depends on their absorptive capability.
Specifically, domestic firms can successfully acquire technology if they have
capable workers and conducive environments for adopting new technology.

Early empirical studies of the impacts of FDI on economic growth have been
conducted using country- and sector-level analyses. Many studies found positive
impacts of FDI on economic growth. By analysing 124 cross-country data sets
for 1971-2010, Iamsiraroj (2016) found that FDI and economic growth posi-
tively affect each other. Several studies also found that FDI contributes to the
economic growth of FDI-receiving countries when certain conditions, such as
the availability of human resources and openness in trade, are satisfied
(Borensztein, De Gregorio, and Lee, 1998; Balasubramanyam, Salisu, and
Sapsford, 1996). Unfortunately, country- and sector-level studies did not ex-
plicitly consider technology transfer in their analyses of the impacts of FDI on
economic growth.

Few studies have been conducted on intra-firm technology transfer, although
several exist on inter-firm technology transfer. Some studies also did not dis-
tinguish between these two types of technology transfer. Urata and Kawai
(2000) studied intra-firm technology transfer using data on parent firms and
foreign affiliates of Japanese firms. They found that, on average, approximately
89% of technology was transferred from parent firms to their foreign affiliates,
and that absorptive capability was most important for obtaining technology.

Regarding technology spillover, empirical findings showed positive, neutral,
and negative effects. According to Rojec and Knell (2018), in a comprehensive
survey of the literature on technology spillover, this lack of a consensus is due to a
variety of reasons. They pointed out possible problems in the empirical studies,
which include inappropriate methodology and lack of adequate data. They found
greater similarity in the results from the studies; backward vertical technology
spillover was found in many but not horizontal or forward vertical technology
spillovers.

As discussed above, outward FDI may have a negative impact on economic
growth of the home country as capital moves out. However, outward FDI may
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contribute to economic growth of the home country, particularly in the
medium to long term, if outward FDI improves the productivity of FDI firms
or MNCs. Possible reasons for productivity improvement for MNCs are similar
to those discussed for exporting, such as acquiring technology and manage-
ment know-how from recipient countries. This impact is significant, particularly
when outward FDI takes the form of acquisition of foreign companies owning
high-quality technology.

Empirical analyses of the impacts of outward FDI on MNCs and home
countries showed mixed results.* Based on the literature survey, Hayakawa,
Kimura, and Machikita (2010) argued that such results can be attributed to the
differences in the types of outward FDI, which were not considered in many
studies. When classifying outward FDI into vertical and horizontal types, pre-
vious studies only found a positive impact on the productivity of vertical FDI.
Vertical FDI is undertaken to seck efficiency, while horizontal FDI captures the
market. These differences in motives or mechanisms can lead to different impacts.

3.2 Unemployment and inequality

Globalisation is often accused of creating unemployment and increasing in-
equality within countries. It has been argued that the inflow of imports that are
in competition with domestic production replaces domestic production, which,
in turn, leads to reduced employment. Moreover, outward FDI relocates pro-
duction from the home country to a host (i.e. foreign) country, leading to re-
duced employment in the home country. These reasonings rest on the validity
of certain assumptions, however, such as the perfect substitutability between
imports or foreign production and domestic production.

Many empirical studies have examined the impacts of increased imports on
unemployment. Autor, Dorn, and Hanson (2013) studied the impacts of in-
creased imports from China on US employment (i.e. ‘the China shock’). By
considering not only the direct effect but also the indirect effect through in-
put—output links, Acemoglu et al. (2016) found that import growth from China
between 1999 and 2011 reduced the employment of 2.4 million US workers.”
Similarly, Hayakawa, Ito, and Urata (2019) examined the impacts of increased
Chinese imports on Japan’s labour market, finding that these imports had a
negative impact on total employment, especially for industries that produced
competing products, as well as a positive impact on industries that purchased
Chinese imports as intermediate inputs.

Studies on the impacts of outward FDI on home employment exhibited mixed
results. In one on US manufacturing firms, Harrison and McMillan (2011)
showed how the motive of outward FDI and its location affected the impact of
FDI on parent firms’ employment. Overseas operation in low-wage countries
substituted for home employment, but overseas operation conducting different
tasks from parent firms complemented home employment. They showed the net
effect of FDI to only be a small decline in employment at home.® Moreover,
several studies on Japanese manufacturing firms, such as those by Ando and
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Kimura (2015) and Kodama and Inui (2015), did not find negative impacts of
outward FDI or foreign operations on employment in Japan. Indeed, many
studies found positive impacts of outward FDI on home employment, particu-
larly for MNC:s that expanded their overseas operations.

Many studies have also been conducted on globalisation and inequality.” An
important theoretical explanation of the impacts of globalisation on income
distribution is based on the Stolper-Samuelson Theorem within the Heckscher-
Ohlin trade model. According to the Stolper-Samuelson Theorem, globalisation
expands the production and exports of abundant factor-intensive products while
reducing the production of scarce factor-intensive products by increasing imports
of scarce factor-intensive products. Consequently, trade liberalisation leads to an
increase in the price of abundant factors relative to the price of scarce factors.
Assuming that skilled and unskilled labour exist and that developing (developed)
countries are relatively well endowed with unskilled (skilled) labour, an appli-
cation of this theorem indicates that an increase in trade by trade liberalisation
leads to an improvement (deterioration) in income distribution or a narrowing
(widening) of the wage gap between unskilled and skilled labour in developing
(developed) countries.

A survey of empirical studies on the impacts of trade on inequality by Urata
and Narjoko (2017) found that country and cross-country studies, conducted on
the relationship between trade and income distribution, showed different pat-
terns. Some country-level studies showed that an increase in trade—-GDP ratios
worsened inequality, while others did not detect significant impacts of trade on
income distribution. Yet cross-country studies found that trade improved income
distribution, although the impacts were small. These mixed results indicate the
need for more analyses.

The impacts of FDI from developed to developing countries on income
inequality are basically the same if FDI promotes trade. However, income in-
equality may deteriorate even in developing countries if the demand for high-
skilled workers increases, because MNCs hire high-skilled workers to adopt to
high-skilled worker-intensive management styles, for which they have an ad-
vantage. Few rigorous studies have been conducted on this issue, but Jaumotte,
Lall, and Parageorgiou (2013) found an inequality-deteriorating effect of in-
ward FDI in a cross-country econometric analysis.

Many empirical studies found that technological progress has negative impacts
on income inequality as well. Specifically, Jaumotte, Lall, and Parageorgiou
(2013) found that the introduction of skill-biased technologies, or labour-saving
technologies, contributed to worsening income inequality. Having noted the
negative impact of technological progress on income distribution, a bidirectional
relationship between technological progress on one hand and trade and invest-
ment on the other should also be noted. For example, an exporting firm facing
intensive competition in foreign markets will conduct research and development
to create new technologies to improve competitiveness. Recognition of this
point shows the difficulty in separating the impacts of trade and FDI as well as
technological progress.
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4 Major findings of this study

4.1 Foveign trade

Regarding the impacts of international trade on economic growth, all of the
cight country studies find positive impacts, mainly attributable to the resource
allocation and productivity-enhancing effects of international trade. A growth-
enhancing resource allocation effect is evident as well because trade expansion
was accompanied by structural changes from low value- to high value-added
sectors in Australia, Malaysia, Thailand, the US, and Vietnam.

Moreover, all of the country studies find a productivity-enhancing effect of
international trade. Export expansion is found to improve productivity in all of the
sample countries. As to the mechanism behind the positive impacts of exports on
productivity, the self-selection effect is identified for Australia, China, Japan,
Malaysia, and the US, while the learning-by-exporting effect is found in Australia,
Japan, Malaysia, and the US. For Australia, broad policy reform, under which trade
liberalisation was pursued, played an important role in promoting productivity.

Ito (2021), in her study of Japan, makes two key observations: not all high-
productivity firms exported, and new exporters had lower productivity compared
to established successtul exporters. She argues that the former finding indicates
the lack of information on exporting opportunities for potential exporters and
calls for policy support from governments in providing information on market
opportunities and situations in foreign countries. She posits that the latter
finding indicates the difficulty in continuing to export; thus, many new exporters
stop exporting. She points out a need for the government to support new
exporters to continue exporting in the long term to enjoy learning effects.

Lee (2021), however, observes the opposite in Malaysia; new exporters are
more productive than surviving exporters. Based on this finding, Lee argues that
the churning of exporters makes larger contributions to productivity growth.
Although a comparative analysis of the reasons for the different outcomes is
difficult due to, for instance, variances in the methodologies, these contrasting
findings call for further analysis on the dynamic effects of exporting.

Yu and Zhu (2021) report another interesting finding on the relationship
between exporting and productivity in China, inconsistent with findings from the
previous studies. Processing trade was actively conducted by Chinese firms in the
pre-millennium period. Usually, a Chinese firm obtained raw materials and parts
from a foreign trading partner without any payment, and then sold its products
to the same foreign trading partner by charging an assembly fee. Yu and Zhu,
however, find that firms engaged in such processing trade had lower productivity
compared to firms engaged in non-processing trade and those engaged only in
the domestic market. Based on these findings, they argue that processing trade
does not contribute to economic growth through improving productivity be-
cause of its unskilled labour-intensive operation. Yet it did enable Chinese firms
to accumulate experience in international trade, probably contributing to the
rapid expansion of trade in the succeeding periods.
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Imports of intermediate goods or inputs are found to promote the pro-
ductivity of importing firms in China and Thailand. A similar finding is
observed in Japan, as Ito (2021) reports positive impacts of offshoring on
the productivity of such firms. The import discipline hypothesis, which is
mainly applied to the import of final goods, is supported in Thailand, with a
condition that the industries to which imported final goods belong were
liberalised. An interesting relationship is found between increased imports
and productivity in China; increased imports had positive impacts on pro-
ductivity for firms producing complex goods, while they had the opposite
effect for the producers of simple goods.

Several of the studies, including those on China, Japan, Malaysia, and the
US, find a close, bidirectional relationship between trade and innovation,
both of which are important sources of productivity and economic growth.
Lee (2021) finds the innovation-inducing effect of exports in Malaysia, while
Yu and Zhu (2021) and Ito (2021) report the innovation-inducing effect of
both exports and imports in China and Japan, respectively. Exporting firms,
which are faced with foreign competition and are knowledgeable about
technologies and new products, were likely to increase innovative activities —a
kind of learning by exporting. Yu and Zhu find that innovation in the pre-
exporting period in China had a substantial, positive impact on productivity
after a firm began exporting. Importing firms were also likely to increase their
innovative effort to compete against import competition, likely improving
productivity.

Unemployment and widening income inequality due to globalisation were
reported in Australia and the US. Widening wage gaps were also reported in
China and Malaysia, while unemployment in non-competitive sectors was
seen in Indonesia. The study on the US (Petri and Banga, 2021) points out
that there is no convincing evidence that trade increases unemployment or
inequality in a long-term, economy-wide context; however, technological
change, reflected in increased productivity, was shown to have more sig-
nificant impacts on unemployment and inequality. Petri and Banga (2021)
argue that even if technological change and globalisation have caused ad-
verse labour market trends, it does not follow that the erection of barriers
against them is a useful solution, as they reduce the size of the economic pie
without necessarily improving its distribution. Instead, they recommend
that the government focus on redistributing gains from growth, increasing
the productivity of all workers, and helping affected communities adapt
socially and economically to the rapid change.

On the benefits and costs of globalisation, Verico and Pangestu (2021), in
their study of Indonesia, emphasise that the positive impact of globalisation
is dynamic and only felt in the medium term, whereas costs and potential
negative impacts are often felt more immediately. Since globalisation creates
net benefits in the long run, managing the costs of globalisation during the
transition process, before reaping long-term benefits, is a challenge.
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Beginning with inward FDI, all of the eight country studies find positive impacts
on cconomic growth through its contribution to capital formation and/or
productivity improvement. Findings on technology spillover, however, are
mixed. Technology spillover is reported in Australia. For Malaysia, horizontal
spillovers from FDI are found to be weak and backward, and forward spillovers
are found to be negative. Regarding Thailand, a horizontal spillover is detected
when industries operated under an open trade regime, while vertical backward
spillover is found when the link was formed by economic concerns as well as
motivated by the capability of domestic suppliers rather than by policy measures
such as local content requirement. For Vietnam, mixed results are found, but a
greater level of spillover is observed in the cases of joint-venture firms or firms
partially owned by domestic firms than wholly foreign-owned firms.

Regarding outward FDI, the case studies of Australia, China, and Japan report
positive impacts on the productivity of investing firms. One study on Chinese
outward FDI found that Chinese MNCs without state ownership but with
stronger absorptive capability gained higher and more sustainable productivity
effects. Moreover, such gains were higher for MNGCs investing in countries be-
longing to the Organisation for Economic Co-operation and Development
(OECD). The studies in the Japanese case found the learning effect of outward
EDI to be a source of high productivity of FDI firms but not the selection effect.

5 Policy recommendations

Several important policy recommendations can be drawn from the studies in this
project.

First, on international trade, liberalisation policies should be pursued to achieve
economic growth, as they promote both exports and imports. Trade liberalisation
promotes exports, because it shifts firms’ incentives from domestic sales to export
sales, as increased imports from trade liberalisation reduce the profitability of
domestic sales. In addition, firms have an incentive to expand exports, because they
can benefit from economies of scale and market diversification.

Although trade liberalisation has an export-promoting effect, governments
should also assist potential exporting firms, because exporting entails fixed costs
such as obtaining market information in foreign countries. Government assis-
tance, in the form of disseminating information on foreign markets (¢.g. product
standards), can be helpful for firms, particularly for small and medium-sized
enterprises.

Increasing imports of both intermediate and final goods contributes to eco-
nomic growth by improving productivity, as discussed in the previous section.
Although most studies in this project examined reduced tariff rates in the dis-
cussion of trade liberalisation, non-tariff measures in various forms, such as
technical barriers to trade and sanitary and phytosanitary measures, are becoming
important. Application of these measures can be justified for safety purposes, but
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they can be also used for protective purposes or in the form of ‘disguised’ pro-
tection. To avoid protection and to facilitate trade, mutual recognition or har-
monisation of these measures should be pursued.

Measures should be adopted to deal with the opposition against trade liber-
alisation. One is assisting those negatively affected, known as trade adjustment
assistance, which has been implemented in Australia and the US. This usually
includes temporary income compensation and education or training pro-
grammes, which should be formulated to facilitate change to higher-paid jobs by
improving workers’ skills. Theoretically, there is no reason to treat those nega-
tively affected by trade liberalisation differently from those negatively affected for
other reasons, such as technological progress. However, trade adjustment assis-
tance may also be justified for promoting trade liberalisation, which would bring
various economic and political benefits, as previously discussed. Other measures
for dealing with the opposition to trade liberalisation include enacting bilateral or
regional FTAs and/or promoting multilateral trade negotiations, which will not
only open the market in the country in question but also markets in trading
partners.® A country can then expect to increase exports, which would grow job
opportunities for the negatively affected workers.

Pursuing liberalisation, in the cases of both inward and outward FDI policies,
is recommended. Many countries, especially developing countries, have re-
stricted inward FDI due to a fear of dominance of MNCs over domestic firms;
however, in recent decades, more have begun liberalising their inward FDI re-
gimes to attract inward FDI as they realise the various benefits from hosting
MNC:s. Nevertheless, some continue to restrict activities of MNCs by applying
various measures. Trade-related investment measures, such as local content re-
quirements and export restrictions, are banned under the WTO, while other
restrictions on MNC activities, such as repatriation of profits and employment of
expatriates, are legal. Developing countries often restrict outward direct invest-
ment to save scarce investment funds or foreign exchange, whereas for developed
countries maintaining job opportunities for local workers is a popular motive.
These restrictions cannot be justified under the efficient use of investment funds
and other resources, such as technology and management know-how. Countries
should thus remove all restrictions to attract FDI, with exceptions for legitimate
reasons, such as national security.

Liberalisation of FDI policies can be pursued more easily if liberalisation po-
licies are implemented jointly with partner countries rather than unilaterally, as
they expand opportunities for domestic firms to increase outward FDI. Specific
forms of joint policies include bilateral investment treaties and FTAs with in-
vestment chapters. It should be noted that there are no multilateral rules on
investment other than the Agreement on Trade-Related Investment Measures
(TRIMs) Agreement under the WTO, which covers only a small part of FDI-
related activities.

FDI should be attracted and promoted, but preferential measures, such as
subsidies, are not recommended. Although preferential measures may be effec-
tive in attracting FDI, they create market distortions, possibly resulting in loss of
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economic welfare. A case in point is ‘the race to the bottom,” where competition
between countries using subsidies for attracting FDI is bound to end up in a
situation where both countries suffer from lost government revenue. Rather,
countries should develop business environments under which MNCs can operate
cfliciently. Specifically, the development of hard (e.g. transport and commu-
nication networks and electricity generation) and soft (e.g. legal and education
systems) infrastructure is crucial for attracting inward FDI; ensuring their ef-
fective functioning is also critical. For this, capable human resources must be
developed.

Policies to improve technological capability should also be developed, which
would contribute to the maximisation of benefits from trade and FDI expansion
for firms and countries, including information on advanced technology and
management know-how. To assimilate technology so that domestic firms can
improve productivity, domestic firms must have the appropriate capacity to learn
and to utilise technology and management know-how. To develop this cap-
ability, governments can help provide education and training.

Finally, governments should support innovation activities by firms. With
successful innovation, firms can become involved in exporting and outward FDI
by improving their competitiveness, so that they may enjoy the benefits from the
interaction with foreign firms and countries. Improved competitiveness also
helps firms become involved with MNCs operating in the domestic market
through joint-venture partnerships, sales, and/or procurement partnerships so
that firms can obtain technology and management know-how. To promote in-
novation, governments should ensure the protection of intellectual property
rights in addition to provision of various support measures, such as technical and
financial assistance. One effective way to provide intellectual property right
protection is to participate in FTAs with intellectual property right provisions,
because international agreements on intellectual property right protection, such
as those provided by the WTO and World Intellectual Property Organization,
are viewed as insufficient.

6 Synopses of chapters

6.1 Australia

Globalisation of the Australian economy has proceeded rapidly since the 1970,
as the share of trade and FDI in GDP has increased substantially. According to
Findlay, Mavromaras, and Wei (2021), rapid globalisation of the economy is
attributed to the changes in international economic policy from inward-
oriented protectionist policies to outward-oriented liberalisation policies, in-
cluding reduced import tariffs and relaxed restrictions on inward FDI and the
movement of people. The shift in international economic policies occurred as
the government was trying to overcome unfavourable economic performance.
A liberalisation of international economic policy was thus implemented as part
of broader economic reform, comprising reforms in the labour market, financial
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market, and tax system. A series of domestic reforms in various sectors, in-
cluding the financial sector, labour market, as well as private and public sectors,
also contributed to Australia’s globalisation.

The economic impacts of globalisation have been both positive and negative in
Australia. Globalisation has contributed to favourable economic performance;
indeed, Australia is the only OECD country that has not experienced a recession
in the last 27 years. Globalisation has also contributed to increased productivity
through the expansion of trade and FDI as well as the promotion of innovation.
Participation in trade contributed to increasing productivity through learning-
by-doing channels and market-size effects. Trade has provided access to tech-
nology, and the competition associated with trade has added to incentives to
innovate. FDI has improved productivity through the transfer of technology and
the promotion of competition. Migrants are likely to have contributed to an
increase in productivity with their skills as well.

A negative impact of globalisation in Australia, due to the expansion of trade
and FDI, is unemployment resulting from increased imports and widening in-
come inequality. Various labour-adjustment programmes have been im-
plemented to deal with unemployment, but evaluation of the programmes is
mixed. Increasing income inequality has been reduced by a progressive income
tax system and transfer system.

The chapter provides important policy lessons from the Australia experience,
referencing Banks (2005). First, ‘external liberalisation’ is a good manner in
which to begin reform. Second, Australia reformed unilaterally in the 1980, and
not in exchange for market access offered by trading partners. Third, reform did
not follow a ‘big bang’ approach but an incremental one, and the reform pro-
gramme was wide-ranging. Fourth, institutional reform was crucial to promote
and to sustain the reform. Fifth, political leadership was critical for carrying out
institutional reform and entrenching the right institutions.

6.2 China

China’s rapid economic growth since 1978 is attributable to various factors,
including globalisation of its economy. Yu and Zhu (2021) observe that the
characteristics of China’s involvement in international trade changed during its
process of economic development. The chapter identifies four stages in China’s
engagement in international trade.

The first, an extensive margin of opening up, comparative advantage fol-
lowing, and processing trade, occurred from 1986 to 2001. After experiencing
slow economic growth by adopting the comparative advantage-defying strategy
of heavy industry promotion with import protection, the government im-
plemented reform and an opening-up strategy in 1979, under which comparative
advantage following processing trade was expanded through government policies
such as the preferential trade policy of importing intermediate goods with zero
tariffs. Through processing trade, China began integrating into GVCs by taking
advantage of its abundant labour force.
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The years 2001-08 then marked an intensive margin of opening up. In the
process of and after WTO accession in 2001, China reduced import tariffs
substantially, leading to improved productivity and promotion of innovation,
which in turn contributed to increased productivity. Another important con-
sequence was an increase in the wage gap between low- and high-skilled labour.
Access to the WTO benefited Chinese exports, as it provided certainty in China’s
access to foreign markets.

The third period, from 2008 to 2017, demonstrated a deeper opening up
against financial crisis. Triggered by the Global Financial Crisis, increasing labour
costs, and renminbi appreciation, Chinese exporters were in a difficult situation
for export expansion. Faced with an increasingly competitive export market,
exporters adopted several strategies, including innovation, upgrading product
quality, and outward FDI. Since 2017, faced with growing protectionist policies
spearheaded by the US, China is introducing various measures, such as the
construction of free-trade ports, introduction of the Belt and Road Initiative,
internationalisation of the renminbi, and development of the Pearl River Greater
Bay Area, with an objective of further opening up.

An important lesson from China’s experience is that China’s evolving com-
parative advantage must be fully exploited and its industry and trade policy be
fully implemented to facilitate the exploitation.

6.3 Indonesia

Globalisation of the Indonesian economy has proceeded through the expansion
of trade and FDI. An important factor has been the adoption of trade and FDI
liberalisation, which was realised by implementing the commitments under
multilateral frameworks of the GATT and WTO, regional and bilateral FTAs
including the ASEAN Free Trade Area and ASEAN Plus FTAs, and obligations
for obtaining economic assistance from international organisations such as the
IMF and World Bank.

Verico and Pangestu (2021) find that globalisation generated a positive impact
on Indonesia’s economic growth through the trade and investment channel.
Through the trade channel, globalisation contributed to Indonesia’s productivity
and structural economic transformation, benefited small and medium-sized en-
terprises, aided poverty alleviation, and reduced inequality. Trade liberalisation
had a negative impact on employment in non-competitive sectors, however.
Through the investment channel, there is evidence of a spillover effect of tech-
nology transfer, technology progress, improvement of the role of small and
medium-sized enterprises, and poverty alleviation. They note that the positive
impact of globalisation is felt in the medium term, whereas a negative impact is
often felt more immediately.

A challenge for Indonesia is to ensure that its globalisation strategy stays
focused on long-term net positive benefits, because in the past, its external
economic strategies have swung between outward- and inward-looking policy,
depending on economic circumstances. Towards this objective, Indonesia needs
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public support for globalisation, which may be generated by presenting con-
vincing narratives based on rigorous empirical research.

6.4 Japan

Globalisation of the economy has been attracting attention in Japan because it is
discussed in relation to the prolonged sluggishness of the domestic economy.
However, Ito (2021) finds that globalisation has contributed to economic
growth through increased firm productivity. Indeed, Japanese firms that are
engaged in international trade and FDI have higher productivity than domestic
firms, although only a few firms are directly engaged in international business.

Two effects, the selection effect and learning effect, explain the high pro-
ductivity of exporting firms. Not all highly productive firms are engaged in ex-
porting, indicating the presence of obstacles such as difficulty in obtaining
market information and uncertainty in overseas markets. This finding calls for
government assistance in providing market information and mitigating risk.

As for the impact of globalisation on the labour market, many studies have
shown that competition from imports as well as offshoring have shifted labour
demand towards skilled workers, resulting in a widening wage gap between
skilled and unskilled workers. However, the contribution of globalisation to this
gap is limited in Japan.

To understand the impacts of globalisation on firm performance and the la-
bour market, the close relationship between globalisation and innovation is
identified. While innovative firms are more likely to become exporters, firms
serving international markets are also more likely to increase innovation activities.
Both globalisation and innovation tend to benefit skilled workers, while unskilled
workers are likely to be worse off. Given that the importance of globalisation and
innovation is likely to increase in the future, it is important for Japanese firms to
invest in new technology and human capital to respond to the structural changes
brought about by globalisation and technological change. Policy support should
be provided to increase investment, particularly in intangible assets, for firms that
are striving to succeed in the global market.

6.5 Malaysia

Globalisation in the forms of trade, FDI, and foreign workers has had significant
impacts on Malaysia’s economy and society. Lee (2021) posits that the impacts
of globalisation on economic growth have been shown to be positive from
macroeconomic as well as microeconomic studies. Macroeconomic studies,
employing time-series econometrics, demonstrated the positive relationship be-
tween exports and economic growth, while microdata studies found that glo-
balisation had positive impacts on productivity in Malaysia.

Foreign labour has had significant economic and social impacts in Malaysia.
Before Malaysia’s independence, the massive inflow of foreign workers
from China and India contributed to the development of its export-oriented,

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

Introduction and overview 19

labour-intensive tin and rubber industries, as well as Malaysia’s multi-ethnic
society. Then, after the successful development of FDI-driven, export-oriented
manufacturing in the 1980, the country began to experience labour shortages in
the early 1990, leading to rapid growth in the number of foreign workers.
Relatively cheap and low-skilled foreign labour helped sustain the country’s
manufacturing competitiveness in the 1990; however, this later became an
obstacle to efforts to upgrade the manufacturing and other economic sectors.

Globalisation also contributed to the reduction of poverty and income in-
equality, as it enabled an expansion of labour-intensive, export-oriented manu-
facturing. However, there is growing concern that the country’s addiction to
cheap foreign labour could suppress the wages of low-skilled workers, possibly
increasing income inequality. An important issue related to inequality in Malaysia
is inter-ethnic income and wealth distribution. The government has thus in-
troduced various policies, such as increasing government ownership in key sec-
tors, on behalf of the Bumiputra (i.e. indigenous) community. These policies
could limit the country’s ability to deepen its participation in the GVC in
manufacturing and services.

The negative impact of globalisation in Malaysia is its vulnerability to global
economic shocks. Prior to the 1990, crises were mainly transmitted through
the trade sector; however, since liberalising its financial sector in the 1990,
the economy has become vulnerable to external shocks to both the trade and
financial sectors.

An important policy issue related to globalisation is corruption in trading
activities. If institutional reforms occur regarding corruption, Malaysia’s com-
petitiveness as an export-oriented manufacturing base and as a trading nation is
likely to improve. Good governance is thus important for obtaining benefits from
globalisation.

6.6 Thailand

Industrialisation in Thailand began with an import-substitution policy in the
1960, which comprised an escalating tariff structure that achieved relatively high
economic growth but led to successive balance-of-payments problems due to
increased imports of intermediate goods. Its trade policy gradually shifted to-
wards an export orientation in the mid-1980, when tariff rates were relatively
high compared to other Southeast Asian countries, but export promotion was
pursued by policies such as import tarift-exemption schemes. During the past two
decades, FTAs have played an important role in expanding export opportunities.

Thailand has always been open and successful in attracting FDI. As a con-
sequence, the shares of trade and FDI in GDP have increased to relatively high
levels. Labour mobility has also played an increasing role as a driver of economic
globalisation. A large number of foreign workers have come to Thailand, which
had been suffering from a labour shortage.

As the Thai economy has begun to slow down and fall into the ‘middle-
income trap,” the government has been formulating policies to achieve high
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economic growth. Kohpaiboon and Jongwanich (2021) point to globalisation’s
potential to create a favourable economic impact. Opening up to international
trade promotes productivity by improving resource allocation and encouraging
research and development. Participation in GVCs and provision of a competitive
market environment play key roles in the efficient use of resources. Large FDI
inflows generate horizontal technological spillovers within a given industry, al-
though vertical spillovers through links in Thailand are insignificant.

Studies examined also pointed to the importance of a liberal trade policy to
promote technology spillovers. Another favourable impact of MNCs is to pro-
mote export and research and development by domestic firms. There is no evi-
dence that employing foreign workers retards firm productivity, and global
production sharing does not necessarily mean that participating countries are
trapped at the low end of the quality ladder. Indeed, mutual benefits from
participation in the GVC network can be shared between developed and de-
veloping countries. Thus, Thailand’s past experience supports the case for further
globalising its economy, as any possible side effects of globalisation can be mi-
tigated by other policies such as strengthening the country’s social safety net.

6.7 United States

Petri and Banga (2021) examine the consequences of globalisation in the US by
focusing on three issues: (i) overall gains from trade, (ii) adverse labour market
trends and causal effects of trade on the labour market, and (iii) the results of
changes in trade policy.

The US has benefited from globalisation, as it has enhanced productivity by
improving resource allocation, especially by participating in GVCs and by pro-
moting innovation through the inflow of ideas and money. Indeed, Petri and
Banga provide an estimate of gains from globalisation, accounting for 11%—19%
of the country’s GDP, comprising increased opportunities for purchasing a
variety of imports and exporting US products to foreign markets. However, the
general US public discussion does not fully recognise these benefits, and instead
focuses on the costs in the form of job losses, which may be actually caused by
trade or technological progress.

Labour market effects, which have dominated recent critiques of globalisation
in the US, have focused on unemployment, wage inequality, and labour force
participation. Some studies found significant impacts from trade on unemploy-
ment under specific circumstances, such as declining industries in some localities.
However, there is no convincing evidence that trade increased unemployment in
a long-term, economy-wide context. Indeed, an empirical study found that
technological change, reflected in increased productivity, had much more sig-
nificant impacts on unemployment. Regarding increased inequality, trade may
have had a significant impact; as a high-wage country, the US tends to import
products from countries with lower wages, but the evidence mainly pointed to
technological change rather than import competition as the source of pressure.
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The gains from trade likely exceed — potentially by orders of magnitude — the
costs of fighting inequality attributable to trade. Nevertheless, the economic, as
well as political, costs of worsening distributional trends are substantial and
demand urgent solutions. Policies should focus on redistributing gains
from growth, increasing the productivity of all workers, and helping affected
communities adapt socially and economically to the rapid change.

6.8 Vietnam

Since Doi Méi in 1986, Vietnam has gradually opened its economy to foreign
trade and investment and has become integrated into the global economy. Its
economic integration had four milestones: (i) accession to the ASEAN Free
Trade Area in 1996 and an array of FTAs under ASEAN Plus frameworks; (ii)
signing of the Vietnam-US Bilateral Trade Agreement in 2000; (iii) accession to
the WTO in 2007; and (iv) signing of bilateral and multilateral FTAs, including
those with Chile, the CPTPP, the Eurasian Economic Union, European Union,
Japan, and Republic of Korea. Thanks to these milestones, trade and FDI in the
Vietnamese economy became increasingly important.

Vo, Nguyen, and Do (2021) find that globalisation based on trade and FDI
contributed to the rapid growth of the Vietnamese economy and expanded
employment. However, they also find that the economy has not fully exploited
globalisation’s potential benefits. Mainly foreign firms, established in Vietnam
through FDI, contributed to export expansion, but their presence has not
contributed much to improved productivity nor the technological capability of
domestic firms. One problem is poor links between foreign and domestic firms;
as such, the technology spillover has been limited. Moreover, the inadequate
ability of domestic firms has trapped them in low value-added production stages
in GVCs.

Globalisation in the form of trade, however, has contributed to expanded
employment and improved resource allocation. Trade has enabled Vietnam to
exploit its comparative advantage, that is, its labour-intensive production.
Indeed, its poverty situation has improved under the liberalised regime with the
help of social programmes, although income inequality has not changed much in
recent decades.

Vo, Nguyen, and Do present several policy recommendations for Vietnam to
achieve deeper global integration and associated benefits, including im-
plementing domestic economic reforms, building hard and soft infrastructure,
and consulting actively with the business community.

Notes

1 See, for example, Urata (2012).

2 See, for example, Hummels (2007) on the decline in trade cost.

3 Although not directly investigating the increased impacts of imports on economic
growth, several studies empirically examined the impacts of trade liberalisation,
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which promote imports, on economic growth. Irwin (2019) provided a compre-
hensive survey of such studies and concluded that trade liberalisation, in the form
of reduced import tariffs, has a positive impact on economic growth, on average,
although the effect is heterogeneous across countries.

4 See Hayakawa, Kimura and Machikita (2010) for a survey of the literature on this
point.

5 Autor (2018) provided a summary of the studies on the impacts of increased
Chinese imports on the US employment.

6 Brainard and Riker (1997) obtained similar findings in the case of US MNCs. A
study on Korean MNCs by Debaere, Lee, and Lee (2010) found that investment in
less-advanced countries decreased companies’ employment growth, especially in
the short run.

7 Inequality is discussed from various perspectives, which include gender, genera-
tion, region, and others. See Urata and Narjoko (2017) for a review.

8 Regarding regional FTAs in the Asia-Pacific, the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP) and the Regional
Comprehensive Economic Partnership (RCEP) are two important regional FTAs
working towards the eventual establishment of the Free Trade Area of the Asia-
Pacific (FTAAPD), involving all APEC economies. The CPTPP entered into force in
December 2018, and seven countries have joined. Expanding membership, how-
ever, is a major challenge. The RCEP negotiation, began in May 2013, is still
under negotiation. First proposed by the US in 2006, the FTAAP has undergone a
formal feasibility study, but negotiations have not yet started because of the dif-
ferences in the opinions of the APEC members. The most important driving force
for promoting FTAs is national leaders’ determination, which comes from a strong
belief in regional economic integration for achieving economic growth.
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2 Economic consequences of
globalisation: the Australian
framework for reforms

Christopher Findlay, Kostas Mavrvomaras,
and Zhang Wei

1 Introduction

This paper reviews various elements of the Australian experience of globalisation
and its consequences. Australia’s experience has many positive elements, but
involves challenges, and both are valuable to share in the context of the current
debate about the value of international economic integration.

The approach adopted in this paper is to review existing studies, rather than
conduct new research. Existing work on relevant topics is synthesised and policy
implications are identified.

The focus of this paper is the period since the 1970s, where a significant shift
out of an era of protection begins with a policy of significant tariff cuts in 1973.
Section 2 outlines some of the drivers that led to this policy shift.

Section 3 provides more detail on the movement across borders of goods,
services, capital, and people. The evolution of Australian policy in these areas is
reviewed. The broader context of microeconomic and macroeconomic reform is
outlined there too. Some of this material can be put into context by reference to
a much longer time period, and in other cases only more recent data are available,
or even a snapshot, depending on the scope of existing studies.

Section 4 identifies some of the consequences of these changes in terms
of structural change (including labour market adjustment), productivity, and
incomes.

The final part of the paper, Section 5, reviews some of the policy lessons and
identifies elements of the future reform agenda.

2 Drivers of change

Several studies have reviewed the origins of the shift from the 1970s in Australian
policy towards globalisation. These drivers include natural circumstances, policy
shifts in trading partners, specific events, and the impact of particular people and
of ways of thinking.

To place this change in context, Anderson and Garnaut (1987) reviewed the
origins of the policy of protection before the 1970s. The motivations were to
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redistribute income towards workers, attract more migrants from Europe in that
context, maintain employment especially in import competing sectors, and de-
velop a diversified industrial economy. Banks (2005) (also drawing on Kelly,
1992) explained that Australian policy was part of the ‘Australian settlement’,
which involved using trade barriers to protect manufacturing while employing
migrant labour at relatively high wages. These were set Australia-wide by a
regulatory body, associated with which was a rigid set of workplace arrange-
ments. Public utilities were created to provide services at “fair’ (but which turned
out to be high) prices. Agriculture bore the costs of protection to manufacturing,
which led to its own demands for assistance, especially from the less inter-
nationally competitive producers. Ergas and Pincus (2016) referred to the ‘pa-
noply of schemes’, including those to subsidise inputs and to disconnect
domestic and international prices. The goal of this system was reflected in the
description of ‘protection all round’ but overall it was ‘highly regulated, anti-
competitive and distributive’ (Banks, 2005, p. 2).

The system was sustained in the early post World War II period by the growth
of national income, not generated by manufacturing but by the high-performing
agricultural sector. This sector also generated exports required to meet the
constraints of an external balance. Its performance was driven by its favourable
terms of trade, as well as productivity growth (Ergas and Pincus, 2016), and
occurred despite the discrimination against it through the differences in the
relative rates of assistance.

Australia had not participated in multilateral tariff reduction negotiations in the
1950s and 1960s under the General Agreement on Tariffs and Trade (Snape, 1984;
Adams, Brown, and Wickes, 2013). It had argued a special case on development
grounds for not being classified as an industrial country, based on its export mix.
Also, its export interests were not included in the scope of the negotiations and
dealing with manufacturing tariffs would have been ‘unfair’ and would have un-
dermined its model of development. As a result, Australia retained very high
manufacturing tariffs up to 1970, the highest amongst the so-called ‘advanced
industrial countries’ (Anderson, 2020).

Relative to other economies, Australia’s performance started to decline
(Anderson and Garnaut, 1987). Australia’s world gross domestic product (GDP)
per capita ranking dropped from fifth in 1950 to ninth in 1973 and 15th in the
late 1980s (Banks, 2005). This decline was the result of 70 years of import
substituting industrialisation alongside the other complementary policy measures
operating in the labour market, which supported extensive growth (including
immigration). It did not support intensive growth, which would have increased
productivity and thereby income (Ergas and Pincus, 2016; Anderson, 2020).
The policy model was challenged as a result (Berger-Thomson, Breusch, and
Lilley, 2018). At the same time, Ergas and Pincus (2016) argued that the regime
also provided the foundations that supported the subsequent reforms (for ex-
ample, the orientation to Asia, the large size of the private sector, access to
foreign capital, conservative fiscal policy settings, a narrower base of social
transfers, and a role for independent entities in policymaking).
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Another important challenge emerged from the shift in the patterns of
Australia’s trade, both actual and potential. Australia was naturally resource rich
and lightly populated so its main trading partners would always be economies
which were heavily populated and resource poor (Anderson, 2020). Initially this
was the United Kingdom (UK), and by the late 1940s, half of Australia’s imports
came from the UK and nearly 40% of exports went to the UK, with more than
20% going to other western European countries (Pomfret, 2015). However, the
UK in the 1960s began its own reorientation to Europe, finally joining what is
now the European Union in 1973. Opportunities in Europe were then denied to
Australia through trading arrangements which discriminated against farm ex-
ports. Yet they were the bulwark of the ‘settlement’.

Following these changes by the UK, the orientation of Australia switched to
East Asia, another resource poor and heavily populated region, which had begun
to industrialise and to export manufactured products. Mineral discoveries added
to the complementarity of Australia and East Asia. Australian policy leaders
sought new ways to deepen the integration with the region (Adams, Brown, and
Wickes, 2013, ch.3). However, they found that the existing patterns of protec-
tion of Australian manufacturing and impediments to migration and investment
were inconsistent with doing so. A significant policy shift was required to capture
the opportunities, and for mutual benefit both in economic and national security
terms. Garnaut (1989) articulated the case for this orientation.

Another factor noted by Corden (1996) was the reinforcement of the standing
and capacity of the institution which reviewed and made recommendations on
tarift policy (this is now called the Productivity Commission, originally the Tariff
Board, which in 1974 became the Industries Assistance Commission). This body
operated with transparency and with great effect, taking a focus on national ef-
ficiency. Other influences of this type were changes in the ways of thinking,
including the translation to Australia of a ‘new liberalisation’, which emerged
from events in other countries. One element was the lack of success of mainly
developing countries with the protectionist alternative, and the success of export-
oriented growth in East Asia: analysis provided by staft of multilateral agencies
reinforced these assessments of failure and success, respectively. Another element
was the set of reforms which were also in progress in the 1980s in the UK
(under Prime Minister Thatcher) and in the United States (US) (under
President Reagan). Anderson (2020) observes that in this context Australia’s
conservative parties gave up their ‘populist and negative opposition’ to
reductions in protection.

Other events and circumstances contributed to policy change in Australia
(Corden, 1996). The Whitlam government (elected in 1972) faced high inflation
and a balance of payments surplus, with a fixed exchange rate. There were sig-
nificant reductions in tariffs in 1973 (of 25% across the board), a motivation for
which was to increase the supply of imports for inflation relief. This was a
false start (Adams, Brown, and Wickes, 2013) since there was subsequently a
reintroduction of protectionist measures shortly afterwards, linked to the per-
ception of the consequences for employment. However, by 1983, the continuing
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economic crisis (high inflation, high unemployment, large current account
deficit, and rising external debt) brought together a variety of other forces for
reform.!

Finally, Gruen (2009) characterises the strategy of the prime minister (Bob
Hawke,? prime minister at the time of the substantial changes in policy, as
explained below) as that of ‘triangulation’.® The leader in this strategy finds a
bundle of policies drawing on both the left and right wings of politics, to create
a new bundle that responds to the motivations of all sides of politics and which is
also coherent. Because it appeals to the fundamental motivations of a range of
opinions, it creates winning political support. An example is the combination of
social equity alongside economic liberalism in this period in Australia (Kelly,
2000). Another consequence on this way of thinking was a focus on reaching
consensus and taking a gradual approach. As Kelly (2000) explained, there were
some ‘big bang’ events in Australia but generally that method was not followed.
The alternative to triangulation presented by Gruen is ‘wedge politics’, which he
says frustrates the development of coherent policy. It may be electorally ap-
pealing, but he argues it does not provide the basis for good policy design. He
also observes that the lack of a coherent reform strategy in later decades, as
discussed below, is linked to the adoption of the strategy of wedge politics.

3 Policy change

This section provides more details of the changes in the various elements of
policy affecting Australia’s experience of globalisation. The indicators show a
significant reduction in barriers to merchandise trade, including in highly pro-
tected sectors. Foreign direct investment (FDI) flows have also been liberalised,
but the degree of restriction on those flows remains high relative to the
Organisation for Economic Co-operation and Development (OECD) average. A
snapshot of services markets shows they are relatively open compared to the
OECD averagge, although Australian policy is generally more restrictive than the
most open regimes in the OECD. Longer-run studies of domestic regulatory
reform show a significant degree of reform. The movement of people has also
made a significant contribution to the growth of the workforce in Australia.
These changes have taken place in the context of a broader reform agenda.

3.1 Bawriers to trade in goods

Figure 2.1 shows the changes in the rate of protection applied to goods (man-
ufacturing and agriculture) trade since 1903-04 in Australia. The very long-term
trend is that of a decline, but with significant spikes in the 1930s and after World
War II (see Lloyd, 2008 for a detailed discussion of these events). As noted, there
was a significant tariff cut in 1973 which, following a couple of reversals, is
sustained from the late 1980s from which time the average rate fell from 10%
for manufacturing and 4% for agriculture, to 2% and 1%, respectively. The fall in
the rate of assistance to manufacturing closed the gap to the rate applied to
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Figure 2.1 Nominal Rates of Assistance, Agriculture and Manufacturing, 1904-2013.
Source: Anderson and Aryal (2015), Table A9.
Note: NRA = nominal rates of assistance.

agriculture. Adams, Brown, and Wickes (2013) pointed out these reforms were
fundamental to Australia being more active in the multilateral trading system:
Australia could be active in the Uruguay Round (from 1986), binding the in-
creasing openness while asking for better market access from others.

The Centre for International Economics (Centre for International Economics
CIE, 2017, Box A.1) provides more detail of the changes. Between 1988 and
1992, all tariffs over 15% were reduced to 15% and those between 10% and 15%
were reduced to 10%. Then between 1992 and 1996 all tariffs were reduced to
5%. Textiles, clothing, and footwear as well as motor vehicles followed their own
schedule, falling to at most 5% by 2015. Even at 5%, the Productivity
Commission (2018a) observed that these tariffs raise costs and reduce the
competitiveness of Australian exporters (p. 13).*

There is considerable variation in tariff rates at the sectoral level. In 1986, the
import weighted average tariff ranged from 0.5% for forestry products to 89% for
apparel (CIE, 2017). By 2016, this range had narrowed, so that the minimum was
0% for a number of agricultural products and the maximum was 2.4% for apparel.®

The Centre for International Economics (CIE, 2017) found that trade lib-
eralisation between 1986 and 2016 increased real GDP by 5.4% (national income
by slightly less reflecting the growth of FDI and income transferred offshore).
Investment grew by nearly 12%, trade by nearly 30%, and real wages by over 7%.
The average family income was about $8,500 higher because of liberalisation.®

Pomfret (2015) pointed out that in the late twentieth century, apart from its
agreement with New Zealand (Scollay, Findlay, and Kaufmann, 2011) and the
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preferences for developing countries, Australia did not discriminate amongst
partners. Australia remains a key advocate of the multilateral system” but in the
context of its failure to progress, and given the global shift in strategy towards
preferential agreements, Australia has mobilised its own strategy. Pomfret (2015)
also argued that in an era of low tariffs, other barriers to trade are relatively more
important and reform in an international setting becomes connected to (non-
discriminatory) deregulation more generally, a process which is managed in
agreements with fewer members.® Adams, Brown, and Wickes (2013) reviewed
the debate about the transition to free trade agreements (pp. 116-118) and they
refer to motivations for changes, including the value of covering new issues and
of responding to events in East Asia, plus business sector pressure. Having signed
four agreements in the first decade of the century, Australia has already signed 10
agreements this decade with prospects of more to come. The ‘genie was ... out of
the bottle’ (Adams, Brown, and Wickes, 2013, p. 119). Over 60% of Australia’s
two-way trade is covered potentially by these agreements (excluding the
Comprehensive and Progressive Agreement for Trans-Pacific Partnership or

CPTPP

which covers 22% by itself).

The Asia-Pacific Economic Cooperation (APEC) process was launched in
1989, and its leaders included the Hawke government. Australian economists
were also leaders in the design of the process (see for example Drysdale, 2009)
and adoption of its principles of open regionalism. The APEC made a critical
contribution to the evolution of trade in the region and between the region and
the rest of the world, and to Australia’s participation in that development
(Armstrong and Drysdale, 2009).

A variety of other measures affect trade in goods, including anti-dumping
measures. Information in the Global Trade Alert Data Base shows a rise in the
use of measures of this (and other) types affecting trade (see also Kirchner,
2018). The average duty imposed over the period 2009-15 was 17%, which is
high relative to the current maximum tarift of 5% and the measures applied
mainly (86%) to the steel industry (Productivity Commission, 2018a).

Industries benefit from budget assistance and tax concessions. Examples of the
latter are often cross-cutting, such as those for small business and for research
and development expenditure. Expenditure is mostly related to programmes for
specific industries. The Productivity Commission (2018a, ch.2) calculates that in
2016-17 these items were $5.3 billion and $7.2 billion, respectively. The value of
tariff assistance was $6.8 billion in that year. Allowing for the offset of the effects
of tarifts on industry inputs (a cost of $5.9 billion) the net assistance to all in-
dustry was $13.4 billion. The Productivity Commission observes that the bulk of
the input penalty from tariffs was borne by the services sector and also by mining
while manufacturing was the beneficiary.

The Productivity Commission (2018a) calculated the trend in the effective rate
of assistance (the combination of tarift and budget assistance, allowing for the
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input penalty, which is an indication of the change in the ability of an industry to
attract resources from the rest of the economy). Agriculture had been dis-
advantaged by the relatively high rate of nominal assistance for manufacturing.
But the effective rate has since fallen to below 5% for both agriculture and
manufacturing.

Anderson, Lloyd, and MacLaren (2007) provided further commentary on the
relative rates of assistance to manufacturing and agriculture. The average nominal
rate of assistance for agriculture fell from 16% in the early 1970s, to less than 2%
in the first decade of the 2000s (Figure 2.1). The authors report that no other
OECD country other than New Zealand has made such a dramatic change in
assistance for agriculture. As they also show, previously there had been a bias
against agriculture which was removed as assistance to manufacturing fell.
Consumers too benefited from lower prices: they paid an average equivalent of
2% on food purchases in the decade to 2004 compared to a tax between 23% and
36% for the OECD on average (p. 474). Anderson (2020) notes that Australia is
one of the few industrial countries that has not increased assistance to agriculture
as per capita incomes increased.

3.2 Services trade and investment restvictions

There is little data available in consistent terms on trends in policy applying to the
services sector. Figure 2.2 reproduces the OECD (2018a) estimates of the ser-
vices trade restrictiveness index (STRI) for Australia in 2017. The STRI examines
policy which affects both competition in domestic services markets and also the
ability of foreign providers to enter those markets. Australia has more open
services sectors for all but one sector (courier services), compared to the OECD
average. Other sectors with relatively high scores (above 0.2 out of 1) are air
transport, logistics, and accounting. However very few sectors are at the
minimum OECD score, the exceptions including rail freight. There are relatively
high restrictions on some business services, such as accounting, logistics, courier,
and distribution services. The OECD (2018b), in a Trade Policy Brief sum-
marising a more detailed review of Australian policy, observed that there is ‘scope
for beneficial policy reforms in all sectors’ (p. 2). The OECD (2018a) also
pointed out that Australia has several cross-cutting (or horizontal) measures that
apply to services: these include labour market needs tests, rules on foreigners
buying land, restrictions on residency of corporate board members, and costs of
obtaining a business visa.

The OECD provides a series of indicators of changes in regulation of various
markets (Koske et al., 2015). Table 2.1 shows the values of these indicators for
the network sectors, retail, and professional services between 1998 and 2013
(scores can range from 0 to 6, higher scores are more restrictive). Generally, they
show significant declines for Australia. Professional services are an exception
primarily due to the higher entry barriers for lawyers. Australia’s score in the
network sectors is in the bottom three of the OECD. Australia is ranked fifth
lowest in retail and sixth lowest in professional services.
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Figure 2.2 OECD Services Trade Restrictiveness Index: Australia, 2018.
Source: OECD (2018a).
Table 2.1 Indicators of Regulation, Australia, 1998-2013
Network Sectors Retoil Professional Services
1998 2.24 1.44 1.58
2003 1.98 1.35 0.79
2008 1.60 1.35 0.79
2013 1.50 0.70 0.92

Source: OECD. Indicators of Product Market Regulation. http://www.oecd.org/eco/
growth /indicatorsofproductmarketregulationhomepage.htm (accessed 22 Oct. 2019).

Ferencz (2019) compiled cross-sectoral measures from the STRI database to esti-
mate an indicator of restrictions applying to digital transactions, which are increasingly
important in the services sector. Relevant policies are those applying to infrastructure
and connectivity, electronic transactions, payment systems, and other barriers relevant
to digitally enabled services. Australia’s score is relatively low. However, the principles
for the design of policy in this area continue to be debated (Voon and Mitchell, 2019;
Findlay, 2019).

3.3 Forveign divect investment policy®

Pomfret (2015) identified different stages of the development of foreign in-
vestment in Australia. The first stage involved investment primarily from the US

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use


http://www.oecd.org
http://www.oecd.org

EBSCOhost -

34 Christopher Findlay et al.

and the UK, to ‘jump’ the tariff wall. Then followed investment in the minerals
sector in the 1960s. Ergas and Pincus (2016) stressed the openness of the
economy to capital inflow in the 1950s and 1960s.

A screening process was introduced in 1972 to monitor foreign direct in-
vestment and to ‘protect’ Australian companies if a public interest case could be
made for doing so. The rate of rejection of investment proposals rose over the
period to the early 1980s. Then a process of liberalisation began, partly driven by
the treatment of investment matters in the World Trade Organization and its
treatment in Australia’s free trade agreements. Armstrong, Reinhardt, and
Westland (2017) asked whether free trade agreements are making ‘swiss cheese’
of Australian policy. The issue became the levels of discrimination amongst
trading partners, and China in particular when new criteria related to state-
owned enterprises were introduced (Drysdale and Findlay, 2009).

An indicator of the change in the regime applying to inbound foreign in-
vestment is the measure of FDI restrictiveness developed by the OECD (with
scores out of 1, higher values indicating a more restrictive regime). For Australia,
the index fell from 0.27 in 1997 to 0.15, indicating a significant change in policy
(Table 2.2). But the score for Australia remains high relative to the OECD
average (which was less than half that of Australia in 2017). Significant con-
tributors to Australia’s relatively high scores are its screening procedures
(Thangavelu and Findlay, 2018).

3.4 People movement vegime

Australia has been a country of migration but its early history is one of dis-
crimination in the sources of the inflows. Since the origin of the country in 1901,

Table 2.2 OECD FDI Restrictiveness Index, Australia and OECD Average

1997-2017
Australia OECD Average
1997 0.266 0.127
2003 0.246 0.098
2006 0.237 0.084
2010 0.128 0.068
2011 0.128 0.068
2012 0.128 0.067
2013 0.128 0.066
2014 0.127 0.066
2015 0.140 0.066
2016 0.146 0.066
2017 0.147 0.066

Source: OECD.FDI Regulatory Restrictiveness Index. https://stats.oecd.org/Index.aspx?
datasetcode=FDIINDEX# (accessed 22 Oct. 2019).

FDI = foreign direct investment, OECD = Organisation for Economic Co-operation and
Development.
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there were tight constraints on those of non-European descent (Pomfret, 2015).
Various events broke down this discrimination, including the experience of
World War II, and the acceptance of displaced people. The demand for skills was
another driver of change, as was the interest in integration with Asia. But it was
not until 1973 that race was removed in formal terms as a factor in migration.
Hugo (2014) referred to the introduction in 1996 of options for temporary
migration. Before this, Australia had focussed on permanent migration. Other
major changes from this time were the greater attention to the skills of migrants
and their distribution across the regions of Australia. Other major changes were
removing limits (in 1985) on enrolments of international students, who then had
the right to work and later the introduction of visas, which allowed graduates to
remain in Australia for employment. The current arrangement allows graduates
to remain for 18 months and postgraduates for up to four years (Wright et al.,
2016). Another example of more liberal policy is that working holiday visa
holders could apply for longer-term visas (up to three years) if they worked for
various periods in regional areas.'® On the other hand, temporary migration for
skilled workers was tightened from March 2018 onwards with shorter visa issue
periods, more testing, and less likelihood of leading to permanent residency.

3.5 Context of microeconomic and macvoeconomic veform

Other policy measures affect the impact of globalisation in Australia. Berger-
Thomson, Breusch, and Lilley (2018) pointed to three waves of reforms. The
first wave they say began in the 1970s with the deregulation of the financial
sector and led to the floating of the exchange rate and the removal of capital
controls in 1983. Foreign banks also then were able to enter the market. Another
part of the first phase was an agreement between the government and labour
unions, in which unions agreed to limit wage demands while the government
undertook to support workers through tax reform, retirement policy, and
spending programmes.

The second wave from the mid-1980s included the tarift reforms already
discussed. The second wave also included a more decentralised wage bargaining
system, which led to a more flexible labour market, which was more able to
respond to shocks. Various reforms of regulation and changes promoting com-
petition were also included in this stage. These had the effect of lowering input
costs to business, which assisted in the adjustment to the reductions in tariff rates.

Banks (2005) also referred to the interaction of packages of reform, especially
in the second phase. Scheduled tariff reductions, as noted above, were in-
troduced from 1988. An important consequence was that the traded goods
sector faced more intense international competition. Businesses then pressed not
for a reinstatement of protection (reflecting the change in thinking about policy
options) but for reductions in input costs, especially in labour markets and utility
services’ markets. Government policies and institutions were impeding this
outcome and Banks says that this situation led to a wide range of domestic re-
forms in product and factor markets and in the public and private sectors.'!
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The third wave according to Berger-Thomson, Breusch, and Lilley (2018) was
mainly focussed on fiscal and monetary policy. The key element of interest in this
context was the movement to constrain the federal budget deficit, which is
important later in the context of a discussion about the sustainability of the
tax-transfer system.

3.6 Trade, capital, and people flows

Australia’s policy settings before the 1970s were anti-trade, and the share of trade
in GDP was smaller than might be expected (Anderson, 2020). Following re-
form, there has been a remarkable reorientation to the world economy.

First, the ratio of exports plus imports of both goods and services to GDP rose
from 25% in 1975 to 42% in 2016. However, the traded share of GDP is low
compared to the OECD average, which is closer to 60%.'? Guttmann and
Richards (2004) argue a relatively low traded share for Australia is to be expected
given its location and geography, including its distance from international
markets (Pomfret, 2015). Armstrong, Drysdale, and Kalirajan (2008) found that
for the period 2002-04, Australia’s export performance in terms of meeting its
potential exceeds the world average: they also find that Australia exports to East
Asia very efficiently (p. 12).

Second, there has been a remarkable redirection of Australian trade, initially
towards Japan, which became Australia’s largest export market in 1966-67,'3
then to others in northeast Asia. China became the largest export market in
2009-10 and by 2017-18 accounted for 24% of Australia’s two-way trade. Japan
accounted for 10%, followed by the US, the Republic of Korea, and India.
Opverall, Asia accounted for 65% of total trade and Europe for 15% (Department
of Foreign Affairs and Trade DFAT, 2019). The UK share plunged to only 3.5%
of two-way trade, the same share as New Zealand.

Third, another interest is the management of trade and the impact of pre-
ferential agreements on trade flows. A study by PwC (2018) using a business
survey, reports the utilisation rates in the order of 80% for merchandise trade in
Australia’s northeast Asian agreements. Crook and Gordon (2017) using cus-
toms data, found lower rates (26% of total trade or 47% of eligible trade (p. 11)).
They also report considerable variation in utilisation across agreements.
Utilisation depends on being able to meet the rules of origin of these agree-
ments, which the Productivity Commission (2018a) advocates be relaxed. The
CPTPPD, signed in 2018 allows for the accumulation across members in meeting
the conditions of the rules of origin and it involves easier administrative pro-
cesses."* Some countries are referred to in more than one agreement, so traders
have decisions to make about which agreement to use.'®

Fourth, with respect to foreign direct investment, the stock as a ratio to GDP
averaged around 13% in the 1950s and 1960s, falling to under 10% in the 1970s,
but after the reform period grew towards 50% (Bingham, 2016). This growth is
remarkable, but Kirchner (2018) expressed concern that the growth of this ratio
has levelled off in the last few years. In terms of FDI flows, Australia attracted an
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inflow of $62 billion in 2018, a 40% increase on the previous year, which put
Australia at number eight in the world as a destination (UNCTAD, 2019).
Capital flows into the non-financial private sector in Australia have consistently
been of the order of 2%—-3% of GDP since 1998 (Debelle, 2017, Table 2.1). The
world average is 2.3% and for the Asia-Pacific it is 2.1%.'® The mining sector has
become increasingly important as a host of this investment (2.4% of GDP in
2014-16 compared to 3.0% in total). Bingham (2016) reported that Australia’s
outward FDI was only 1.3% of GDP on average from the 1950s to the end of the
1970s. This ratio increased after the reform period, reaching 38% in 2006-07.
Following a decline during the global financial crisis in 2008-09 and then re-
covery, Australia has had a small net equity position in recent years.

Sales by Australian affiliates offshore are high relative to the gross value of
exports. Bingham (2016) quoted a study by the Australian Bureau of Statistics
(ABS) in 2002-03 that found that 48% of the provision of Australian goods and
services to the world came from an Australian commercial presence abroad.
DFAT (2019), using the statistics of partner countries found for 2015 that
Australian-owned affiliates in Canada, the European Union, and the United
States had sales of goods and services of about $124 billion, which was more than
double the value of direct exports from Australia to these economies of $49 .4
billion.

The ratio of affiliate sales to cross-border exports is higher for services (two-
thirds) than for goods (DFAT, 2018). Bingham (2016) quoted other studies to
show that this ratio varies by sector, being high for financial and insurance ser-
vices, balanced for legal services, and low for education. However, only 40% of
the stock of offshore investment is in the services sector (Bingham, 2018), which
is low relative to the world average of about two-thirds. Also, Australia is low in
terms of the services share of foreign-owned value-added generated in the home
economy (OECD, 2017).

Finally, with respect to people flows, the consequences of the relevant policy
changes have been significant. The proportion of Australians who were born
overseas in 2016 hit the highest point in over 120 years, with 28% of Australia’s
population born overseas (ABS, 2016). That percentage has also increased every
year for the last 15 years. About half the Australian population is born overseas or
has one parent born overseas (The Guardian, 2017). The growth of migration
has made a significant contribution to the growth of the Australian population
(Wright et al., 2016, Figure 2.1). It was since 2006 more important than the
natural population increase. The main components are classified as economic
migrants (Table 2.3), with faster growth in the skilled categories compared to
those on working holidays. Migrants arriving since 2012 accounted for 65% of
the growth of the workforce between 2012 and 2017.%7

The permanent migration programme is expected to be 160,000 per year
(previously at 190,000) (ABC News, 2019). On the other hand, the number of
temporary visa holders (such as international students and working holiday visits)
is much larger than this, and its growth has been relatively fast (Australian
Government, 2019). The number of such visa holders in Australia as at June

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



T 2I9eT, ((9T07) 'Te 32 WSLA 921n0g

91  9S/°€T  S86'61 €T 8L0°€T €eL'€T  TO6'TT (3usuewntad) ueLreytuewngy
49  S80°T9  S8T09  99€95  9¢L1F 0¥ '€E  06%°9¢ (yuouewad) Ajrureg
6%S  FLLLTU  SL6°STT  LLLFIT  8L8°LL  OSL¥Y  L69°61 (yusuewsad) pafryg
LES  0FS66T 8LT6ST TEI6IE STYSLT  S9S9%1 119‘89  (Aresodway) Juspmis [euoneuraiu]
0€€  TI89CC 8¥T8ST T8SFOT  00FFOT  009°9Z  00LCS (Arezodway) Leprjoy Sunjiopy
64T 08096 0S€9CT 08TI0T  06S8%F  0069¢  89¢°ST (Arezodwal) /GF, PIIDIS
SI-F10T 01 L6-9661 svasur 94 GI-}107 SI-CI0T  60-800C  SO-#00T 10-000T L6-9661

38  Christopher Findiay et al.

ST-H10T 03 £6-9661 ‘TI[EISNY SIL0TNE)) ESIA PG 10§ SN[EIU] [eNUUY €7 994,

Al use subject to https://ww.ebsco.con terns-of-use

- printed on 2/8/2023 1:32 PMvia .

EBSCOhost



EBSCOhost -

The Australian Framework for Reforms 39

2018 was 878,912 people, which was over 300,000 higher than that number 10
years earlier, an increase of 54% over that decade. Students make up about half
the number and temporary skilled visa and working holiday visa holders account
for about 15% each.

Another result was a significant change in the direction of migration. The rate
of migration from Asia increased, especially after the Vietnam war from 1975.
England remains the number one country of origin, but now China and India are
ranked two and three (Table 2.4). The main source of growth of temporary visa
holders was East and South Asia. China was also the largest source of temporary
visa holders, followed by India, then the UK, Nepal, and the Republic of Korea.

4 Consequences of reform

Overall, a key indicator of the outcome of this package of reforms has been the
growth of the Australian economy, in which there have not been two quarters
of negative growth (that is, no recession) for the last 27 years. Australia is now

Table 2.4 Australia’s Population by Country of Birth, 2018

Country of Birth No. %
England 992,000
4.0
China 651,000
2.6
India 592,000
2.4
New Zealand 568,000
2.3
Philippines 278,000
1.1
Vietnam 256,000
1.0
South Africa 189,000
0.8
Ttaly 187,000
0.7
Malaysia 174,000
0.7
Scotland 135,000
0.5
All overseas-born 7,343,000
29.4
Australian-born 17,650,000
70.6

Source: Australian Bureau of Statistics (2016), 7.3 Million Migrants Call Australia Home’,
Media Release, 3 April. http://www.abs.gov.au/ausstats/abs@.nsf/Latestproducts/3412.
0Media%20Release12017-1820pendocument&tabname=Summary&prodno=3412.0&issue=
2017-18&num=&view= (accessed 22 Oct. 2019).
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the only OECD country with this record, despite a series of external shocks. The
drivers of this resilience (Berger-Thomson, Breusch, and Lilley, 2018) are the
packages of reforms outlined so far, including with respect to migration, as well
as the flexibility of the exchange rate, the flexibility of the labour market, fiscal
management, and monetary policy parameters.

Another driver of performance has been the shift in the terms of trade (Figure 2.3).
There had been a long decline in Australia’s terms of trade from the early 1950s. This
trend turned around from 2003 until 2011, with rising demand from China for re-
sources. This boom had many important consequences, which are also outlined
below, including the ability to sustain reform. The following sections discuss several
more specific indicators of the performance of the Australian economy.

4.1 Structural change

The reforms have been associated with a significant change in the structure of the
economy. The share of manufacturing in GDP by 1960 was about the same as
the OECD average, although Australia’s relatively low population meant that it
could not have a strong comparative advantage in that sector (Anderson, 2020).
Since the first tariff cut in 1973, the share of manufacturing fell from 16% to close
to 6% by 2017-18 (Berger-Thomson, Breusch, and Lilley, 2018, Chart 6; see
also Figure 2.4).

The services sector share of output grew to over 70% by 2016. Adeney (2018)
highlights the growth of the business services sector (Figure 2.4). This is part of a
process in Australia in which domestic supply chains have become more
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Figure 2.3 Terms of Trade, Australia, 1943—44 to 2016-17 (2015-16 = 100).
Source: Australia’s Trade and Economic Indicators. https://dfat.gov.au/trade/resources/
trade-statistics /Pages /trade-time-series-data.aspx
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fragmented and where various sectors are located. This process is especially
evident in goods production since the first tariff cut of 1973 (Adeney, 2018,
Graph 5). It is also an Australian example of ‘servicification’, which others have
observed (Lodefalk, 2015).

Anderson (2018) examined the question of why the agricultural sector has
been so resilient, with a long period up to the 1950s where it continued to
account for 20%-30% of output and then in the recent period when (at a
much lower share) it was far less relatively affected by reform than manu-
facturing. First, Anderson pointed out that agricultural prices rose almost as
much as mineral prices. Second, other factors were reductions in trade costs,
good investment in and returns to spending on research and development.
The flexible exchange rate also meant that the economy could adjust more
smoothly to the resource boom without a rise in inflation, which would have
been more disruptive. Third, Australian resource endowments matter, since
there is a relatively large endowment of land in the country.

The growth of trade and structural change combined to produce sig-
nificant shifts in the composition of Australian exports, although less so with
respect to imports (Anderson, 2014). Up to the early 1980s, exports were
dominated by wool and wheat — Australia ‘rode on the sheep’s back’ (Cashin
and McDermott, 2002). From the 1970s, there was a shift to minerals and
fuel exports, originally iron ore and coal, and later gas. From the 1980s,
services exports became more significant, particularly tourism and educa-
tion. For a long period, imports were dominated by capital goods, but as
tariffs were cut consumer goods imports increased, also reflecting a rise in
their quality as a result of access to international markets.'® Tourism imports
also increased.

The adjustment within the previously relatively highly-protected manu-
facturing sector has been a topic of interest. In a study of the period since
1990, ANZ (2017) found that exports of processed primary products grew
by (about) a factor of 5, claborately transformed manufactured (ETM)
goods by a factor of 3 (including the value of re-exports), and simply
transformed manufactured (STM) products by a factor of 2 (but with little
change since 2000).'” The composition of these changes aligns with ex-
pectations based on Australian resource endowments, but the growth is
relatively slow: over the same period Australia’s total exports of goods and
services grew by more than six times.

The growth of ETM exports might be an indicator of an increase in
Australia’s participation in global value chains. But in relative terms,
Australia’s global value chain participation remains low, in terms of forward
and backward linkages, and lower than any other OECD country in terms of
the foreign value-added share of exports, in part due to Australia’s location
at the start of the value chain for most products (e.g. mining) and its dis-
tance from potential foreign suppliers.?’
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4.2 Labour mavket adjustment programmes

The structural change of the Australian economy in the recent decades driven by
globalisation has significant impacts on the labour market. Displaced workers
from the declining firms and sectors must move to the expanding ones. Australia
has mainly relied on a flexible labour market during this labour movement
process and thus it is common that displaced workers receive limited public
support in transiting to new jobs. However, displaced workers in certain sectors
and regions have access to special support through various labour adjustment
programmes (LAPs), which operate within the broader structural and regional
adjustment programmes (OECD, 2016). These programmes aim to support
affected workers, businesses, industries, and regions through a time of change.
Support has been provided to a diverse range of sectors, but most expenditure
and programme effort has been concentrated in the manufacturing (the auto-
motive industry and the textile, clothing, and footwear industry) and agricultural
sectors.

Beer (2015) reviewed structural adjustment programmes in Australia between
2000 and 2012. During that period, 135 structural adjustment programmes
were operating, with the total value of commitments over $80 billion of
prospective outlays, the vast majority of which was federal expenditure. The scale
of funding varies substantially across programmes. A few of them are enormous.
For instance, The Dairy Structural Adjustment Program had a total budget of
$1.63 billion and the Automotive Competitive investment Scheme was budgeted
for $7 billion. It is more common that a programme costs between $5 million
and $500 million. There are also programmes which are very small.?!

LAPs are a crucial component of structural and regional adjustment assistance
in Australia. LAPs are designed to assist displaced workers transition to new jobs
during a plant closure or economic shock. Until July 2015, retrenched workers
in the sectors of the automobile industry, textile, clothing and footwear, steel and
the forest industry in Tasmania had been offered automatic access to the LADs.
In addition, four new programmes have been recently established for displaced
workers in four companies.*?

Some reviewers argue that the LAPs work well. Beer (2015) identifies the
benefits of the LAPs to workers and to regions. Others are more critical. Daley
and Lancy (2011) found that these programmes only include a modest amount
of funding for job search and training assistance for directly affected workers.
They further suggest that these programmes have a high cost per job (the one-off
cost per expected job from structural adjustment programmes ranges from
$20,000 to $60,000), do not have a significant effect on long-term employment
trends and do not lead to better performance than other regions that lose a major
employer but without government assistance. Daley and Lancy (2011) only
focused on the direct labour market outcomes of affected workers while Beer
(2015) considers both social and economic outcomes.

The OECD (2016) also criticised the LAP programmes in Australia mainly for
their limited coverage compared with the overall figure of displaced employees in
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Australia. It is suggested that the total number of employees possibly concerned
by the LAPs is less than 1% of total employees in Australia, while on average 2.3%
of employees with tenure of at least one year were displaced each year over the
period 2002-13. Other OECD countries have programmes with wider coverage
(e.g. the Trade Adjustment Assistance programme in the United States). The
OECD report also suggests that the services provided through the LAPs could be
improved by aiding displaced workers occur earlier and offering better training.

O’Neil (2014), based on the experience of adjustment in a regional city in
South Australia, argued that the most important component is the provision of
training for the development of human capital. The Productivity Commission
(2014) reviewed the global context and Australian policy changes that led to the
demise of the automotive industry, which occurred by the end of 2017 (Beer,
2018). The Commission stressed that decades of transitional assistance had
forestalled but not prevented the closure of the industry. It observed that in the
order of 40,000 people would lose their jobs over the transition period, com-
pared to about 355,000 that had been retrenched in the year to February 2013
in all sectors. In other words, labour market processes were accommodating
much larger adjustments in aggregate. The Commission noted that the costs of
adjustment may be higher for workers retrenched from this industry (as noted by
the Australian Government, 2014) and that the costs could be regionally con-
centrated. But the Commission argued that regional adjustment funds and in-
dustry specific programmes were inefficient and an inequitable way of providing
support. The generally available ‘welfare, training, and employment services’
should be used.

4.3 Productivity

Labour productivity growth is linked to growth in wages and incomes, and
therefore is a key channel by which the benefits of globalisation are distributed.
The drivers of labour productivity growth include capital deepening and multi-
factor productivity growth, the latter indicating the effects of changes in tech-
nology and of economic efficiency. Both capital deepening and multifactor
productivity (MFP) growth are affected by exposure to globalisation.

The Productivity Commission (2017a; 2019, Table 1) decomposes the
growth of labour productivity from 1973 to 2018 in these two sources. Over
that period, MFP growth accounts for about 40% of labour productivity
growth. The exceptions are firstly in the 1990s, when MFP accounted for
two-thirds of the growth. The other is the period since 2003 when MFP
growth had been zero or small, at least up until 2011-12 (see also Campbell
and Withers, 2017).23

The shift in the contribution of MFP growth before, during, and after the
1990s is also a feature of other OECD economies (Mann, 2016; Productivity
Commission, 2019). Various explanations are offered for the slowdown,
which preceded the global financial crisis. There appears to be a paradox since
this slowdown has occurred alongside the emergence of new technologies.
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Crafts (2018) concluded the issue is not a result of measurement errors. He
expects powerful effects of new technologies but with a lag. In any case, the
commentators (e.g. Mann, 2016) focused on the contributions of the gov-
ernment to resolving the slowdown, which is the interest here with respect to
the Australian experience.

The starting point is to examine the link from reform to productivity and the
rise in productivity in the 1990s compared to the earlier period. Kent and Simon
(2007) found that reforms have a consequence for productivity in later years.
The Productivity Commission (2017a) also argued that there is a link between
the performance of the 1990s and the earlier reforms, but that this effect should
be considered in conjunction with the impact of the application of information
and communication technology (ICT). However, access to ICT may itself be a
consequence of the openness of the economy. The productivity growth of the
1990s, the Productivity Commission reports, was led by the application of this
technology in the services sector, which also depended on the performance of
input-supplying services sectors like telecommunications, which also underwent
reform. Anderson, Lloyd, and MacLaren (2007) also concluded that the re-
duction in assistance to agriculture has been associated with a rise in farm MFP.

Participation in trade, which followed reform, is a driver of productivity,
through learning by doing channels and market size effects, for example. Using
firm-level data for Australia, Tuhin, and Swanepoel (2017) found that exporters
generally are larger than non-exporters and will have grown faster than non-
exporters. They also find that exporting increases labour productivity and the
average wage paid by exporters, and that exporting increases the chance of
business survival. Trade (and factor movements, see below in this section) pro-
vides access to technology and the competition associated with trade adds to the
incentives to innovate.

Firm-level selection and performance in open markets will also drive sectoral
productivity growth. For example, as new international markets become available
due to liberalisation, relatively more productive firms are attracted to exporting
(they can more casily cover the set up costs of doing so), more productive firms
then also expand, and less productive firms contract (Melitz, 2003). This will
change productivity measured at the sectoral level, and should also lead to a
reduction in the degree of dispersion of productivity amongst firms in a
sector.”* Anderson, Lloyd, and MacLaren (2007) also suggested that the Melitz
effect of raising average productivity and narrowing its dispersion applied in
agriculture, and contributed to better export performance by some sub-sectors,
which reinforced the commitment to openness.

There are other observations contrary to the Melitz outcome. One of the
explanations of the slowdown in productivity is the survival of ‘zombie firms’,
which means the Melitz effect has not been as effective as otherwise. Various
explanations are offered, including conditions in the financial sector (especially
banking) and insolvency regimes. Quinn (2019) reported that the Australian
technological frontier has not kept up with the global frontier (except in the
mineral and energy sectors) and that amongst laggard firms, productivity has not
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improved. The Productivity Commission (2019, p. 47) also noted the dispersion
across productivity levels amongst Australian firms and promotes the concept of
improving the diffusion of existing technologies and knowledge.

EDI is important for growth, through its contribution to the capital stock and
in mining in particular. Through the transfer of technology and the promotion of
competition, FDI can also have the effect of adding to productivity in the do-
mestic economy. Another channel is the transfer of the income and experience
generated by offshore investment (which as reported is of a similar magnitude to
the domestic stock).

Parham et al. (2015) discussed the ways in which migration, also a source of
growth in terms of the labour force, might contribute to productivity. The
channels they identify are the selection of migrants, policies that affect the work
of migrants after their arrival, and the broader environment that affects the
connectivity of the migrants with others. They found positive effects on pro-
ductivity from changes in policy relevant to these matters. They also found that
migrants have been more productive (according to earnings) and have increased
their productivity faster than non-migrants. They note that migration has played
an important role in meeting the requirements for various skills.

Structural change, also driven by globalisation, combined with different pro-
ductivity levels between expanding and declining sectors, could be an important
explanation for the change in overall productivity growth rates. The Productivity
Commission (2107b) highlighted the structural change towards the services
sector, which it asserts has a lower level of productivity, and which might thereby
reduce labour productivity growth in future. Campbell and Withers (2017) on
the other hand concluded that there is ‘little cause for alarm over the effect of
structural change’ since the productivity levels in the services sector are similar to
all other sectors of the economy. Adeney (2018) suggested that the re-
organisation of production processes in Australia, and the lengthening of supply
chains, including the processes of contracting, generate gains for productivity.

Several factors have been linked to this slowdown in MFP growth in Australia,
especially up until 2011-12, which has contributed to the lower labour pro-
ductivity growth. These include the effects of drought on productivity in agri-
culture and an acceleration of the use of inputs which preceded the growth in
output. The growth in inputs followed from increased profits in the past and
expectations of further increases (Parham, 2012). An example is the construction
phase in the mining boom; however the mining sector was not the only factor.

Another explanation is that the effects of the reforms were significant but also
exhausted or that reform fatigue and backtracking have set in. The Productivity
Commission (2017a) reported that productivity levels in Australia are below the
frontier observed in the same sectors in other economies (see their Figure 2.10,
where only for an aggregate of mining, agriculture utilities, and construction is
Australia at the frontier). Further improvements are possible. The Productivity
Commission said there is a clear role for a policy change to close this gap. A
similar point was made by the OECD in relation to the services policy. Garnaut
(2005, 2013) argued that there is substantial scope for reform.
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4.4 Inequality

The next question is how the developments in industry structure and pro-
ductivity feed into income inequality in Australia. Leigh (2013) identified a
process of a ‘great compression’ of income distribution (ch. 2) in Australia from
the 1920s to the 1970s, which was also observed in other economies, and a
‘great divergence’ (ch. 3) from the 1980s until now. Over that time the share of
what Leigh calls the affluent and the opulent doubled from 6% to 12%. Australia
is now twice as unequal as it was in the 1980s, according to these data. But Leigh
also points out that the US is twice as unequal as Australia, and that in Australia
over this period those at low- and middle income-levels have all gained, although
those at the top have gained by more.

The Productivity Commission (2018b) reported that while incomes in Australia
rose in every decile in the last 27 years, the Gini coefficient related to market
incomes has increased. The Commission then also found that the tax system,
which is progressive and the transfer system which is highly targeted has offset this
increase (reducing the Gini coefficient by 30%). The Commission noted, however
that the application of these measures may have had effects on the supply of labour.
Houscholds in Australia also receive in-kind transfers from the government in
health, education, housing, and childcare. Considering these, the Gini coefficient
is lowered by another 30%. The Commission concluded that policies and in-
stitutions can affect the levels of inequality. However, the Productivity
Commission (2017a) also expressed concern that the growth of the social in-
surance system is 20% faster than the growth of GDP, which suggests there is a risk
that it will be difficult to maintain. Leigh (2013, ch.4) argued that, allowing for
tax-transfer systems and the provision of services, developments in ‘technology and
globalisation’ contribute about one-third of the divergence in incomes (other
factors include a fall in the degree of unionisation of the work force, cuts in taxes,
and the provision of education services).

Apart from taxes, transfers, and in-kind transfers, the Commission also discusses the
role of policies for specific issues. For example, the Commission noted the movement
of people through deciles of the income distribution in the course of their life, but
reports that some are stuck and remain ‘entrenched’. About 3% of households remain
in the lowest two deciles over their lifetime. The Commission discussed measures
relevant to these groups, related to health and housing. One of Leigh’s (2013)
concerns was that higher inequality slows down social mobility (ch.6).

5 Conclusion

In the manufacturing, agriculture, and several services sectors, policy reform in
Australia has been significant. Issues remain with respect to some services sectors
and to factor flows. These changes are associated with outcomes that have been
significant in terms of indicators of the openness and growth of the economy, the
direction of trade, and the structure of output and trade. At the same time, the
perception of the community to trade appears to be positive.>®
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Banks (2005) drew lessons from this experience. First, he argued that ‘external
liberalisation’ is a good place to start reform. This might be contrary to ex-
pectations, based on the idea that improving domestic efficiency first is important
to help adjust to a change in external openness but in Australia, the latter drove
the former.

Banks’ second observation was that Australia reformed unilaterally in the
1980s, not in exchange for market access offered by trading partners. Partly, as
both he and Corden (1996) explained, this was because the multilateral system
was not initially dealing with markets of interest to Australia, which then had to
consider the nature of the gains from reform regardless of the actions of others.

The third observation by Banks was that reform in Australia was not a ‘big
bang’ approach but an incremental one. It was also a programme that was wide-
ranging. The experience of the original 25% tariff cut might have influenced the
design of the later programme, he proposes. He suggested that the approach
adopted brought about the benefits that might have been found in the big bang
approach but without the costs. It was important that losses from reform in some
sectors were offset by benefits to that sector from reform in others.?® Specific
measures were, however, introduced into the most sensitive sectors. There were
also examples of direct compensation for losses due to reform and regions where
costs of reform were concentrated were also supported.

Fourth, Banks stressed two institutional reforms. They were designed to
promote and sustain reform, to build wider community support, and to offset the
influence of private interests in the design of policy. These were the reliance on
the role of the Productivity Commission and the adoption of a framework
for competition policy, which applied across the whole economy. Banks linked
the use of these institutions and the design of their processes and systems to the
response to obstacles to reform including its diffuse benefits, the lack of in-
centives for winners to mobilise to support reform, bureaucratic constraints, and
multiple jurisdictions.

Banks’ final observation was that while political leadership is critical for reform
(see the earlier discussion of triangulation, for example), ‘its most enduring le-
gacy’ may be to entrench the right institutions.

Anderson, Lloyd, and MacLaren (2007) provided a more specific case of how
policies across sectors matter. For example, the cuts to assistance for non-
agricultural sectors was important for the success of the reforms of agriculture.
They said other microeconomic and macroeconomic reforms made it easier for
tarmers to adjust and to raise their productivity. Farmer resistance to reform in
their own sector was thereby reduced.

Lloyd (2008) discussed the experience of the 1973 reductions in tarifts and the
longer-term changes dating from the late 1980s. The lesson he takes from those
experiences is that phased reductions can work, since they apply across the board
and they occur each year, which helps to maintain momentum and predictability.
Corden (1996) also made the point that the operation of tarift systems based on
clear principles are less likely to be eroded by private interests and lobbying. The
commitment to reform and the nature of the policymaking process also meant
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that lobbying for special assistance was made less worthwhile in the reform period
(Anderson, 2020).

The reform agenda is not over, and a number of issues are identified in the
material reviewed here. The drop in productivity growth in the 2000s was also
highlighted, and Australian per capita incomes continuing to grow in spite of
that development as the terms of trade improved. Garnaut (2013) identified a
great complacency in Australia and argued for further reform to sustain pro-
ductivity growth. The culture of policymaking in this respect, however, demands
constant attention, he said. Garnaut’s (2013) assessment is that in this century
the role of private interests in policymaking has increased. Garnaut (2018) also
argued that

we will not get back to policy-making in the public interest without reform
to reduce the influence of vested business interests in the political process, to
strengthen independent centres of policy research, and to nurture a more
competitive and better resourced media.

There are many issues now worthy of attention for policymaking in the public
interest. Barriers at the border remain important. For example, the scope of the
services sector issues that might be addressed is evident in the discussion of policy
in Australia in that sector. For agriculture, although writing a decade ago,
Anderson, Lloyd, and Maclaren (2007) identified priorities that remain relevant,
including reviewing import restrictions applied on the grounds of human health,
removing remaining restrictions on the use of genetically modified varieties of
farm products, and the adoption of more efficient water pricing policies. In
manufacturing, items for attention include the use of the anti-dumping system
and the removal of remaining tariffs (as well as binding them). New issues will
continue to emerge as technology changes and world markets evolve; already
restrictions related to data flows are more prominent. With respect to factor
flows, significant degrees of discrimination remain in investment policy and
elements of migration policy have been tightening.

A feature of the Australian approach to reform as noted already has been its
wide-ranging coverage. Attention to barriers to international engagement re-
mains important but according to the Australian experience doing so in the
context of a package of reforms will be more effective (that is, the outcome will
be more extensive and more likely to be sustained). Examples are the following.

e The Productivity Commission (2017b) developed a new agenda for
microeconomic reform more generally, which includes attention to the
health and education systems, to the performance of cities (including the
management of infrastructure projects and land use), energy markets, and
the innovation ecosystem, as well as the relationships between federal and
state governments.

*  Garnaut’s action list (2013, ch.6) included firstly a focus on competition,
including audits for monopoly power and high profit margins and reviews of
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pricing of natural monopolies in utilities, airports and roads. His second main area
was barriers to international transactions. His third main area was taxation reform.

Notes

1

10

11

12

13

14

Anderson (2020) and Brennan and Pincus (2002) presented different views on
the positive and neutral contributions (respectively) of key economists to the
implementation of reform.

Bob Hawke died in May 2019. For another assessment of the elements of success
of the Hawke government reforms, see Adam Creighton (2019), ‘He Came, He
Saw, He Fixed the Economy’, The Australian, 18-19 May, p. 41. https://www.
theaustralian.com.au/inquirer/he-came-he-saw-he-fixed-the-economy,/news-
story/60a50b164d3aa98751e1a6bf13fb33b5

This concept is attributed to President Clinton adviser Dick Morris. See https://
politicaldictionary.com/words /triangulation /

The World Trade Organization in its trade policy of review of Australia in 2015
stresses that these tariff reductions have not been bound and that there is a sig-
nificant gap between applied and bound rates (World Trade Organization
WTO, 2015).

As Treasury says, ‘Over recent decades the importance of tariffs as a revenue
source has declined dramatically. This is expected to continue into the future.” Its
share in total tax revenue was of the order of 2% by 2008-09, compared to 6% in
1973-74. See Australin’s Future Tax System, ch E. http://taxreview.treasury.
gov.au/content/FinalReport.aspx?doc=html/publications /Papers/Final_
Report_Part_2 /chapter_e8-3.htm

Dollar values in this paper refer to Australian dollars.

See for a recent example the speech in September 2018 by the Secretary of the
Department of Foreign Affairs and Trade. https: //dfat.gov.au/news/speeches/
Pages/defending-the-rules-based-trading-system-the-role-of-business.aspx

The Productivity Commission continues to argue for precautions in the appli-
cation of a preferential strategy — see section 5.2 of Productivity Commission
(2018a). See also Armstrong (2012).

This section concentrates on barriers to direct investment. See Thangavelu and
Findlay (2018) for a more detailed discussion of issues related to portfolio flows of
capital.

A significant number of people also breach their visa conditions and stay in
Australia longer than originally approved, estimated to be about 63,000 in 2017.
See Australian Migration Statistics 2016—17.https://data.gov.au/data/dataset/
australian-migration-statistics /resource /9¢5fab9-81dd-4e34-81b4-
712920da4d98 (accessed 22 Oct. 2019), Table 4.0. See also Australian
Government (2019, pp. 24-25).

Banks (2005) in Box 1 summarised the reforms in tariffs, capital markets, infra-
structure, labour markets, human services, competition policy, macroeconomic
policy, and taxation.

OECD Data. Trade in Goods and Services. https: / /data.oecd.org/trade /trade-
in-goods-and-services.htm#indicator-chart (accessed 22 Oct. 2019).

Dates in this format refer to Australian financial years, which start on 1 July and
end on 30 June.

See White and Case (2019). Some commentary however is that the self-
certification process, which the CPTPP offers will also create different risks for
business. See Pitcher Partners (2018).
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The Department of Foreign Affairs and Trade provides a portal to free trade
agreements: https://ftaportal.dfat.gov.au/ (accessed 22 Oct. 2019).

World Bank, Foreign Direct Investment, Net Inflows (% of GDP). https://data.
worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS (accessed 22 Oct. 2019).
Australian Government, Australian Migration Statistics, 2016—-17. https:/ /data.
gov.au/data/dataset/australian-migration-statistics /resource /9e5ffab9-81dd-
4e34-81b4-712920da4d98, Table 7.0 (accessed 22 Oct. 2019).

See examples presented by DFAT (clothing, footwear, motor vehicles, household
appliances, and audio visual equipment) at https://dfat.gov.au/trade/resources/
publications/Pages/benefits-of-trade-and-investment.aspx (accessed 22 Oct. 2019).
According to the ABS: ‘STM consist mainly of basic metal manufactures, che-
micals and other intermediate manufactured goods which will be used as inputs
into other goods. Examples include flat-rolled steel products, chemicals, leather
and cotton yarn. ETM are generally what would be termed “finished goods’. ETM
covers a vast range of goods, including machinery, whitegoods and other
household wares, motor vehicles, clothing and footwear.” See https: //www.abs.
gov.au/ausstats /abs@.nsf/Lookup /by%20Subject,/5489.0~2015~Main
%20Features~Trade%20Import%20and%20Export%20Classification~10029
OECD/WTO Trade in Value-added Database (TIVA): Australia. http://www.
occd.org/sti/ind /TiVA%20Australia.pdf

Examples of mid-size programmes are the Moreton Bay Marine Park Structural
Adjustment Package ($15.1 million), the Structural Adjustment Fund for South
Australia ($45 million from the Commonwealth and $10 million from the State),
the Illawarra Advantage Fund ($10 million), and the Regional Food Producers
Innovation and Productivity Program ($35 million). With respect to small pro-
grammes, two individuals received assistance of around $50,000 as a result of the
creation of Marine Protected Areas in Tasmania.

Alinta Energy is an Australian electricity generating and gas retailing company
with around 700 employees. In May 2016, it permanently closed Playford A
Power Station, Playford B Power Station, and Northern Power Station in South
Australia. Arrium was an Australian mining and materials company. The company
employed nearly 10,000 workers. In April 2016 the company went into voluntary
administration with debts of more than $2 billion. In September 2017, it was
acquired by British-owned GFG Alliance. Caterpillar is a mining equipment
manufacturer. In 2015, it closed its north-west Tasmanian factory, making 280
workers redundant as it moved to its new facility in Thailand. Queensland Nickel
is a company owned by businessman and former politician Clive Palmer in the
sector of refinery. In January 2016 the company entered into voluntary admin-
istration. In April 2016, the company’s creditors voted for liquidation.

See Parham’s website (http://www.deanparham.com /australia-s-productivity-
trends/recent-developments) for a discussion of the growth and then decline of
MFP growth since 2011-12 and also the collapse of labour productivity growth
in recent years (negative in 2017-18: Productivity Commission, 2019).

Various explanations are offered, including conditions in the financial sector
(especially banking) and insolvency regimes. See http://www.oecd.org/eco/
growth /exit-policies-and-productivity-growth.htm.

Lowy Institute. 2017 Poll. https://www.lowyinstitute.org/publications/2017-
lowy-institute-poll

An important contribution by the Productivity Commission and its predecessors
was investment in general equilibrium modelling methodologies which could be
used to capture the significance of reform at the industry and regional levels. See
Anderson (2003) and Dixon (2008) for a discussion of these contributions.
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3 Processing trade, trade
liberalisation, and opening up:
China’s miracle of international
trade

Yu Minojie and Zhu Huihuang

1 Introduction

China began to reform its economy in 1978, and that economy has continued to
grow rapidly over the past four decades. That such a large economy can achieve
such long-term sustainable development has been seen as a miracle. One obvious
feature of this miracle is that China has participated deeply and extensively in the
global international trading system. Due to its opening-up policies, China has
become the largest trading country in the world. In 2018, its foreign trade was
valued at $4.62 trillion, with exports of $2.48 trillion and imports of $2.14
trillion. China replaced Germany as the largest exporter in the world in 2009,
and the United States (US) as the largest importer in 2015. Over the past four
decades, China’s foreign trade volume has increased 204-fold, whereas its gross
domestic product has only increased 34-fold. In this regard, China has already
successfully achieved a miracle of foreign trade. Thus, to understand the miracle
of China’s economic growth, it is necessary to understand what role international
trade has played in this process.

The realisation of this foreign trade miracle can be broken into four steps: the
extensive margin of opening up (before 2001), the intensive margin of opening
up (2001-08), deeper opening up against financial crises (2008-17), and all-
around opening up (since 2017) after China’s Communist Party announced the
establishment of a new era of all-around opening up in China in its 19th National
Congress.

The first stage was the extensive margin of opening up. During this period,
the main feature of China’s international trade was the utilisation of the
country’s huge labour force, which provides China with comparative ad-
vantages in labour-intensive industries and processing trade. Along with the
decline of trade barriers between countries all over the world, the develop-
ment of transportation and communication technologies, and the separation
of production processes, China began integrating into the global value chain
and taking advantage of its abundant labour force. A typical example of this
integration was China’s preferential trade policy of importing intermediate
goods with zero tariffs to encourage processing trade production. Firms who
participated in processing trade specialised in tasks requiring labour-intensive
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production. At the same time, by participating in processing trade and
importing intermediate goods and capital goods, Chinese firms gradually
became familiar with production technology and gained experience from
foreign companies, which further improved their production and operation
efficiency.

The second stage was the intensive margin of opening up. The main
feature of this period was trade liberalisation in China and dramatic changes
in Chinese firms’ performance, product market, and intermediate market.
On the one hand, opening up brought intensive import competition,
compelling domestic firms and companies to reduce inefliciency and improve
product quality to become more competitive. On the other hand, the re-
duction of import tariffs allowed domestic companies to purchase high-
quality intermediate goods and capital goods, allowing them to save costs
and upgrade technology. At the same time, export trade liberalisation (for
example, the removal of the Multi-Fiber Arrangement) expanded Chinese
firms’ foreign markets. These market-scale effects can stimulate enterprises
to increase investment, research and development (R&D), innovation, and export.
Furthermore, along with the increased labour costs, the proportion of processing
trade (a relatively low value-added trade mode) gradually decreased, and ordinary
trade began to dominate.

The third stage was deeper opening up against the financial crisis. The
global financial crisis in 2008 had significant negative impacts on the
economic development of the global economy, especially in developed
economies. Demand from major developed economies was weak, and the
mode of relying mainly on exports to drive China’s economic growth was
no longer feasible. Thus, Chinese firms began to find new advantages, in-
cluding quality, brand, service, and so on. On the other hand, the
Government of China also implemented several actions to encourage local
firms to improve product quality, provide first-class service to their custo-
mers, and, at the same time, attract multinational companies to invest
in China.

The fourth stage is the all-around opening up. In 2017, the 19th National
Congress of the Communist Party of China pointed out that China’s
economy has shifted from a high-speed increase stage to a high-quality
development stage, and improving the supply quality has become a top
priority. At the same time, trade protectionism and anti-globalisation forces
are on the rise. Against this background, the government proposes to build a
new pattern featuring all-around opening up, thus promoting the develop-
ment of both the Chinese and global economies. Specific measures to be
undertaken include (i) further widening market access, (ii) improving the
investment environment for foreign investors, (iii) strengthening protection
of intellectual property rights, and (iv) taking the initiative to expand
imports. In doing so, China will send a message to the world that China’s
door will not be closed and will only open even wider.
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2 Comparative-advantage-following and processing trade

Before opening up its policy, China adopted a heavy industry-oriented devel-
opment strategy — a comparative-advantage-defying development strategy. Lin
and Yu (2015) found that a development strategy that prioritised heavy industry
(which is a comparative-advantage-defying strategy) distorted product and factor
prices, and had to rely on a highly centralised planned resource allocation me-
chanism. Thus, before the reform China adopted a distorted macroeconomic
policy, which included suppressing interest rates, over-valuing domestic cur-
rency, adopting an import-substitution strategy, setting up ‘price-scissors’
against peasants, and restricting labour migration. After the 1978 economic
reform, China abandoned the heavy industry-oriented development strategy,
adopting the comparative-advantage-following (CAF) development strategy
based on its factor endowments.

Where does China’s comparative advantage lie? Yao and Yu (2009) found
that a low dependent rate' and low urbanisation rate contribute significantly
to China’s large labour force and low wages. This provides China with a
long-term advantage in labour-intensive industries. Tian et al. (2013) used
cross-country data and a gravity model to show that a large labour popu-
lation has a positive effect on a country’s imports and exports. Ma, Tang, and
Zhang (2014) found that firms become less capital-intensive but more
productive after exporting, compared to non-exporters with similar ex-ante
characteristics.

After its economic reform, China adopted a CAF development strategy.
The government realised that processing trade is an ideal way to implement
the CAF strategy given that China is a labour-abundant country. Indeed,
processing trade is one of the main causes of the high level of intra-industry
trade among the capital-intensive industries mentioned above (Lin and Yu,
2015). The General Administration of Customs reports 16 specific types of
processing trade in China. Of these, the two most important are processing
with assembly and processing with inputs. Both types of processing trade are
duty-free but they are characterised by an important difference. For pro-
cessing with assembly, a domestic Chinese firm obtains raw materials and
parts from its foreign trading partners without any payment. However, after
local processing, the firm must sell its products to the same foreign trading
partner by charging an assembly fee. By contrast, for processing with inputs,
a domestic Chinese firm pays for raw materials from a foreign seller. After
local processing, the Chinese firm can then sell its final goods to other
foreign countries (Yu, 2015).

Compared with ordinary imports, processing imports in China accounted for
just a small proportion of total imports in the early 1980s. However, as shown in
Figure 3.1, China’s processing imports increased dramatically in the early 1990s
and began to dominate ordinary imports in 1992, when China officially an-
nounced the adoption of a market economy. In 1995, processing imports ac-
counted for more than 50% of the country’s total imports (now decreased to
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one-third of total trade). Interestingly, processing imports with assembly were
more popular in the 1980s because most Chinese firms lacked the capital needed
to import. Since the 1990s, processing imports with inputs have become more
prevalent.

Due to the prevalence of processing trade, the literature has revisited some
international trade theory, one of the main findings of which is the paradox of
Chinese exporters’ productivity. The firm-level trade literature finds that ex-
porters are exceptional performers for a wide range of countries and measures
(Melitz, 2003). Paradoxically, the one documented exception is the world’s
largest exporter, China. Dai, Maitra, and Yu (2016) showed that this puzzling
finding is entirely driven by firms that engage only in export processing — the
activity of assembling tariff-exempted imported inputs into final goods for resale
in foreign markets. They document that processing exporters are less productive
than non-processing exporters and non-exporters, and perform more poorly in
many other aspects such as profitability, wages, R&D, and skill intensity.
Furthermore, accounting for processing exporters explains the abnormality in
exporter performance in China documented in the previous literature. Although
processing trade accounts for half of China’s exports, processing firm pro-
ductivity is lower than that of non-processing (i.c. ordinary) firms and even lower
than that of non-exporters. Once they drop processing firms, Chinese exporters
are more productive than non-exporters, meaning that the paradox disappears.
Low fixed costs of processing exporting and trade and industrial policies fa-
vouring processing exporters are both responsible for the low productivity of
processing exporters. Tian and Yu (2015) found rich evidence that a reduction in
input trade costs for large trading firms leads to an increase in export intensity
(i.e. exports over total sales). This impact is more pronounced for ordinary firms
than for hybrid firms that engage in both processing and ordinary trade since
ordinary imports enjoy duty-free treatment in China. Declining input trade costs
not only increase the probability of a firm’s being a new exporter (i.e. extensive
margin) but also lead to higher export intensity (i.e. intensive margin).

Another main finding is how input and output tariffs affect a firm’s pro-
ductivity. Yu (2015) showed that reducing output tariffs has had a greater effect
on productivity improvement than has reducing input tariffs for large Chinese
trading firms in the 21st century. Such results are primarily attributable to the
special tarift treatment afforded to imported inputs by processing firms as op-
posed to non-processing firms in China. Processing imports, which account for
half of the total imports in China, have zero tariffs. He documents that further
tariff reductions on imported intermediate inputs have no impact on firms that
engage entirely in processing trade but still have some impact on firms that
engage in both processing and non-processing trade. As the firm’s processing
share grows, input tarift reductions have a smaller impact on productivity gains.
Similarly, as a firm’s processing share increases, the share of domestic sales de-
creases accordingly; and the pro-competition effects from the reductions in
output tarifts are hence weaker.
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3 Trade liberalisation and firm performance

China’s accession to the World Trade Organization (WTO) has had a profound in-
fluence on the world economy. However, this step took China far longer than it did
other economies. As one of the 23 contracting parties to the General Agreement on
Tariffs and Trade (GATT), it took China 15 years, from 1986 to 2001, to accede to
the WTO. Wong and Yu (2015) observe this interesting phenomenon and argue that
the level of democracy of an applicant country affects the time it takes to gain GATT/
WTO accession. They find that most GATT/WTO members are democratic. More
interestingly, democratic regimes seem to take less time to accede to the GATT/
WTO than do non-democratic regimes. For example, Hong Kong acceded to GATT
in 1986 immediately after its application. In contrast, Congo took more than 26 years
to accede to the WTO. In addition, democratising countries also suffer from the
length of time spent in attempting to accede to this large global trading organisation.

Democracy also has an impact on economic performance and export. Giavazzi
and Tabellini (2005) provided evidence that countries that liberalise and then
democratise perform much better than countries that do the reverse.
Eichengreen and Leblang (2008) argued the existence of two-way positive
causality between trade openness and democracy using historical data from 1870
to 2000. Yu (2010a) documents that democracy aftects trade through different
channels. First, democratisation in the exporting country can improve product
quality and reduce trade costs, increasing bilateral trade. Second, democratisation
in the importing country may increase trade barriers and thus reduce imports.

After China’s accession to the WTO, along with the significant reduction in
applied tarift rate (Figure 3.2), China’s exports, firm performance, industrial
structure, and factor market have undergone huge developments. According to
the empirical findings of other countries, import trade liberalisation mainly af-
fects firms in one country through two following channels: one is the intense
competition caused by trade liberalisation in the final goods market; the other is
the effect of tariff reductions on imported intermediate inputs (Amiti and
Konings, 2007; Goldberg et al., 2010; Topalova and Khandelwal, 2011). On the
one hand, import trade liberalisation and tariff reductions make it easier for
foreign companies and their products to enter the domestic market, leading to
greater competition for domestic companies and products. This will force do-
mestic firms to reduce inefficiency in operations, markup and product price to
better cope with the competition. On the other hand, tariff cuts have enabled
many companies to purchase better quality intermediates at lower prices, which
permits cost savings and quality upgrades.

Amiti and Konings (2007) analysed Indonesian firm-level data and find that firms
gain at least twice as much from the reduction of input tariffs as from the reduction of
output tariffs. Furthermore, Topalova and Khandelwal (2011) found that Indian firms
could gain 10 times as much from input tariff reduction as from output tariff re-
duction in several industries. They argue forcefully that the primary reason for this
result is that access to better intermediate inputs through the reduction of input tarifts
is more important than the procompetitive effect of the reduction of output tariffs.
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In addition to the commonality with the trade liberalisation process in other
developing countries, many studies use Chinese firm-level data to study how
trade liberalisation affects firm productivity. Firstly, trade liberalisation can boost
firm productivity through different channels. Yu, Ye, and Qu (2013) investigated
the linkage between firm productivity and product complexity. First, they adopt
the Olley-Pakes (1996) approach to address two empirical challenges: simulta-
neity bias and selection bias caused by ordinary least squares. Then, the esti-
mation results suggest that trade liberalisation significantly increases productivity
for firms that produce complex goods. In contrast, they find that trade liberal-
isation has the opposite effect on the productivity of producers of simple goods.

Secondly, trade liberalisation can boost firm total factor productivity through
R&D and innovation. Dai and Yu (2013) argue that absorptive capacity devel-
oped through pre-export R&D investment is crucial for learning to occur. They
estimate the instantancous and long-term productivity effects of starting to ex-
port on the universe of Chinese manufacturing firms during 2001-07 using
propensity score-matching techniques. The baseline results show that, while the
productivity effect of exporting is weak and transient for all firms on average, it is
large and lasting for firms with pre-export R&D. For firms without pre-export
R&D, exporting has no significant productivity effect, even instantaneously. In
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Figure 3.2 Applied Tariff Rate, Simple Mean, All Products (%).
Source: The World Bank, World Bank Open Data, retrieved 15 November 2019 from: https://
data.worldbank.org/indicator/TM.TAX.MRCH.SM.AR.ZS
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addition, the productivity effect of exporting increases with the number of years
of pre-export R&D investment, suggesting that firms involved in intentional and
persistent R&D activities enjoy greater learning effects than do firms only acci-
dentally involved in R&D activities. They suggest that policies that encourage
firm R&D and other absorptive capacity-building activities should be combined
with trade liberalisation to reap the full growth benefits of openness. Tian and Yu
(2017) also find strong evidence that input trade liberalisation due to the WTO
accession significantly fosters firm R&D activity.

Furthermore, trade liberalisation can boost firm total factor productivity by
increasing import variety. Feenstra, Li, and Yu (2014) use Chinese firm-level data
to confirm the positive effect of imported intermediate goods on firm pro-
ductivity. The results are primarily attributable to spillover and competition ef-
fects from imported goods. However, they find that the impact of imported
intermediate inputs on firm productivity becomes weaker as firms produce more
complex products. Differentiated products, which account for four-fifths of total
products, to some extent bear less pressure from severe competition but enjoy
fewer benefits from foreign imports penetrating the domestic market than do
homogeneous products. However, the growth in productivity of firms that
produce heterogeneous goods is slower than that of firms that produce homo-
geneous goods when product complexity requires more imported intermediate
goods. It a homogeneous intermediate input is imported, firms will find it easier
to adopt its up-to-date technology because homogeneous products are less
technology-specific than heterogeneous products.

Finally, Yu and Yuan (2016) have also found that the reduction of final tariffs
has led to a decline in firms’ production cost, and the reduction of tariffs on
intermediate goods has led to an increase in firms’ production cost. As a firm’s
processing share increases, the impact of the reduction in tariffs on firms” markup
will be smaller. Yu and Li (2016) investigate the impact of trade liberalisation on
the quality of imported inputs within narrow product categories. They follow the
model in Khandelwal (2010) to estimate the quality of inputs imported to China.
To estimate the impact of both input tarift reductions and output tarift reduc-
tions, they choose processing trade, which is free from both tariffs, as a control
group. By implementing the difference-in-difference method, they find evidence
to support the argument that trade liberalisation promotes the quality of im-
ported inputs in ordinary trade relative to processing trade. Yu and Jin (2015)
study the impact of imported intermediate inputs and imports of final goods on
the firm by taking product complexity into account. After controlling for the
endogeneity of imported intermediate inputs, they confirm that firms could
benefit from imports. Further, they find that imports could improve the pro-
ductivity of firms that produce homogeneous goods, but have little effect on
those produce complex goods. To explain this heterogeneous effect, market
concentration is introduced, and the result reveals that the import competition
effect weighs more in homogeneous industry while the import spillover effect is
more important to heterogeneous industry. The low impact of imports on firm
productivity in heterogeneous industry could be explained by a weak import
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spillover effect due to low R&D efficiency. Yu and Zhi (2016) find that, in the
short term, import liberalisation of final goods allows more foreign firms to
export to the domestic market, intensifying domestic market competition and
thus reducing the profitability of pure domestic selling firms. However, in the
long term, since firms can choose whether to enter or exit the market, some
domestic reigning firms will choose to exit, allowing the firms that remain in the
market to enjoy higher profitability in equilibrium.

Trade liberalisation also affects within-firm income inequality. Chen, Yu, and
Yu (2017) develop a Mincer (1974)-type approach to investigate the impact of
input trade liberalisation on firms’ wage inequality between skilled and unskilled
workers (or skill premium). When controlling for product-market tariffs in a
firm’s industry, they find robust evidence that reduced input tariffs in a firm’s
industry are associated with a higher skill premium at firms with more skilled
workforces. This effect is more pronounced at ordinary (non-processing) firms.
They also provide evidence that reduced input tariffs in a firm’s industry are
associated with higher value added and profits at firms with more skilled work-
forces. Rodriguez-Lopez and Yu (2017) also find a link between trade liberal-
isation and firm employment. They document a phenomenon where reductions
in Chinese and foreign final-good tariffs are associated with job destruction in
low-productivity firms and job creation in high-productivity firms. In contrast,
the net effect of reductions in Chinese input tariffs is limited to job destruction in
low-productivity ordinary exporters.

Moreover, Loren et al. (2017) observe the effects of the trade liberalisation
that accompanied China’s WTO accession on the evolution of markups and
productivity of Chinese manufacturing firms. They show that cuts in output
tarifts reduce markups but raise productivity, while cuts in input tariffs raise both
markups and productivity. They highlight several mechanisms operating in lib-
eralised sectors that help explain our findings in the Chinese context. Liberalised
sectors saw an increase in the exit of private firms and more frequent replacement
of management in badly performing state-owned firms. Lim, Trefler, and Yu
(2019) use both econometrics and a calibrated structural model to disentangle
the mechanisms via which trade affects innovation, focusing on scale effects
(impact on market size) and competition effects (impact on markups). They find
that both scale and competition effects are important for understanding how
trade affects innovation in China. In particular, scale effects of trade on in-
novation are positive in the aggregate, whereas competition effects are negative.
However, when firms can innovate to escape competition, greater competition
induced by lower trade barriers can lead firms to increase innovation rather than
reduce it.

In addition to trade liberalisation and reductions in import tariffs, Chinese
firms also experienced export trade liberalisation, which has greatly expanded the
international market faced by Chinese firms. Khandelwal, Schott, and Wei
(2013) examine Chinese textile and clothing exports before and after the elim-
ination of externally imposed export quotas. Both the surge in export volume
and the decline in export prices following quota removal are driven by net entry.
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This outcome is inconsistent with a model in which quotas are allocated based on
firm productivity, implying the misallocation of resources. Removing this mis-
allocation accounts for a substantial share of the overall gain in productivity as-
sociated with quota removal. Feng, Li, and Swenson (2017) study how a
reduction in trade policy uncertainty affects firm export decisions. Using a firm-
product level dataset on Chinese exports to the US and the European Union in
the years surrounding China’s WTO accession, they provide strong evidence that
the reduction in trade policy uncertainty simultaneously induced firm entries to
and exits from export activity within fine product-level markets. In addition, they
uncover accompanying changes in export product prices and quality that coin-
cided with this reallocation: firms that provided higher quality products at lower
prices entered the export market, while firms that provided lower quality pro-
ducts at higher prices prior to the changes exited. To explain the simultaneous
export entries and exits, as well as the fact that new entrants are more productive
than exiters, they provide a model of heterogeneous firms that incorporates trade
policy uncertainty, tracing the effects of the changes in policy uncertainty on
firm-level payofts and the resulting selection effects.

Despite the substantial reduction in tariff rates, recent literature notices a new
aspect — non-tarift measures (NTMs) — that is gaining more importance than ever
before, sometimes hampering the flow of international trade. NTM:s are defined
as ‘policy measures, other than ordinary customs tariffs, that can potentially have
an economic effect on international trade in goods, changing quality traded, or
prices or both’ (United Nations Conference on Trade and Development
[UNCTAD], 2013). Ing, Li, and Yu (2019) have identified and collected all
currently enforced NTMs in China, and provide a brief overview of the diverse
types of NTMs that exist in China based on national laws and regulations.

4 Deeper opening up against financial crisis

The global financial crisis has had far-reaching repercussions on cross-border
economic activity. After a sharp and sudden collapse in international trade in the
last quarter of 2008, world trade flows declined by about 12% in 2009 according
to the WTO (Chor and Manova, 2012). This exceeded the estimated loss of
5.4% of world gross domestic product during the same period. The contraction
in exports was especially acute for small open economies, several of whom saw
their trade volumes in the second half of 2008 fall by up to 30% year-on-year.
This trade decline contributed to the spread of recessionary pressures to
countries which had little direct exposure to the US subprime mortgage market
where the crisis originated. By exploiting the variation in the cost of capital across
countries and over time, as well as the variation in financial vulnerability across
sectors, Chor and Manova (2012) show that credit conditions were an important
channel through which the crisis affected trade volumes. They notice that
countries with higher interbank rates and thus tighter credit markets exported
less to the US at the peak of the crisis. This effect was especially pronounced in
sectors that require extensive external financing, have limited access to trade
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credit, or have few collateralisable assets. Exports of financially vulnerable in-
dustries were thus more sensitive to the cost of external capital than exports of
less vulnerable industries, and this sensitivity rose during the financial crisis.

In the context of China, credit constraints faced by exporters played a sig-
nificant role in the fall in exports. Manova, Wei, and Zhang (2015) use China’s
customs data to provide firm-level evidence that credit constraints restrict in-
ternational trade and affect the pattern of multinational activity. They show that
foreign affiliates and joint ventures in China have better export performance than
private domestic firms in sectors that are more financially vulnerable. These re-
sults are stronger for destinations with higher trade costs, and are not driven by
firm size or other sector characteristics. These findings are consistent with
multinational subsidiaries being less constrained by liquidity because they can
access foreign capital markets or funding from their parent company.

Feenstra, Li, and Yu (2014) examine why credit constraints for domestic and
exporting firms arise in a setting where banks do not observe firms’ productiv-
ities. To maintain incentive compatibility, banks lend below the amount that
firms need for optimal production. The longer time needed for export shipments
induces a tighter credit constraint on exporters than on purely domestic firms.
Using Chinese firm-level data, they find that the credit constraint becomes more
stringent as a firm’s export share grows, as the time to ship for exports is
lengthened, and as there is greater dispersion of firms’ productivities, reflecting
more incomplete information.

Accompanied by the export pressure caused by the global financial crisis, the
increase in China’s labour cost and appreciation of the renminbi also eroded
China’s export competitiveness significantly, especially in labour-intensive in-
dustries. We focus on three main solutions to expand trade volume. The first of
these is to increase the firm’s R&D. Dai, Yu, and Zhao (2018) find that com-
petition plays an important role in providing incentives for firm innovation. They
use the appreciation of the renminbi exchange rate during 2005-07 as a natural
experiment and exploit its differential impact on Chinese manufacturing firms
with different export exposures. The appreciation reduced exports and imposed
greater competitive pressure on exporters relative to non-exporters. In response,
exporters increased innovation activities more than did non-exporters. Using a
difference-in-difference approach, they find that the R&D expenditure of ex-
porters increased by 11% more than that of non-exporters during the apprecia-
tion period, and the new product development of exporters increased by nearly
1.5 times more than that of non-exporters.

The second solution is to upgrade the quality of exported goods. First, it is
necessary to examine how Chinese manufacturers’ export quality has evolved
since 2000. Yu and Zhang (2017) developed a new method to estimate export
quality and avoid pitfalls in the literature. Using China’s manufacturing firm data
and customs data from 2000 to 2006, they estimate firm-product-destination-
year level export quality and find that the overall export quality of Chinese
manufacturers has increased by 15%. The quality gap between foreign and do-
mestic firms has narrowed, with domestic firms exhibiting quality convergence.
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Table 3.1 Quality Distribution, China 2000-13

Year Mean Median 75th Percentile 25th Pervcentile
2000 1.217 1.072 1.677 0.550
2001 1.242 1.111 1.714 0.579
2002 1.242 1.105 1.704 0.588
2003 1.247 1.111 1.724 0.587
2004 1.293 1.151 1.772 0.621
2005 1.335 1.191 1.817 0.664
2006 1.383 1.232 1.882 0.684
2007 1.371 1.210 1.881 0.650
2008 1.444 1.267 1.968 0.689
2009 1.449 1.275 2.007 0.666
2010 1.470 1.297 2.038 0.689
2011 1.493 1.303 2.063 0.684
2012 1.558 1.351 2.184 0.687
2013 1.588 1.360 2.218 0.702

Source: Ing, Yu, and Zhang (2018).

Export quality increases for most industries are higher in high-income destina-
tions and are negatively associated with both export and import tariffs. Surviving
varieties contribute to most of the aggregate export quality upgrading, while
low-quality existing varieties facilitate the aggregate export quality upgrading.
Ing, Yu, and Zhang (2018) estimated micro-level firm-product-destination-year
export quality for China (2000-13).

As shown in Table 3.1, from 2000 to 2013, the quality of Chinese exports
increased by 30%. Their findings show that a firm will produce and export a higher
quality product to a place with higher consumer preferences when the relative cost
of shipping is higher than the unit production costs. They also show that better
quality goods are more likely to be sold to high-income destinations. When they
decompose the aggregate weighted-average export quality into the intensive and
extensive margins, they find that the intensive margin plays a major role in
Indonesia’s exports, while the extensive margin plays a major role in China’s ex-
ports. Cui and Yu (2018) studied the effect of the exchange rate on the domestic
value-added ratios of processing exports via two channels: substitution and markup.
First, home currency depreciation leads to an increase in domestic value-added
ratios by affecting each firm’s imported and domestic intermediate inputs (the
substitution channel). Second, home currency depreciation improves exporters’
profitability and results in higher domestic value-added ratios of processing firms
(the markup channel), as exports become more competitive with depreciation.
Using Chinese firm-level production data and product-level trade transaction data,
they find that processing firms’ domestic value-added ratios increase significantly
through the two channels in response to firm-level nominal effective exchange
rate depreciation. The markup channel contributes almost 39% of the variation in
domestic value-added ratios in response to changes in the exchange rate.
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The third solution is to increase outward foreign direct investment (FDI).
Since 2010, the sharp increase in outward FDI from developing countries has been
phenomenal, and this is especially true for China. The UNCTAD World Investment
Report (UNCTAD, 2015) shows that outward FDI flows from developing econo-
mies have already accounted for more than 33% of overall EDI flows, up from 13% in
2007. Furthermore, despite the fact that global FDI flows plummeted by 16% in
2014, multinational corporations (MNCs) from developing economies invested al-
most $468 billion abroad in 2014, an increase of 23% over the previous year. As the
largest developing country in the world, China has seen an astonishing increase in its
outward FDI flows. In 2015, China’s outward FDI reached the level of 9.9% of the
world’s total FDI flows, making China the second largest home country of FDI
outflows globally. In addition, manufacturing outward FDI from China is becoming
more important in China’s total outward FDI flows, having increased from 9.9% in
2012 to 18.3% in 2016.

Chen, Tian, and Yu (2019) examine how domestic distortions affect firms’
production strategies abroad by documenting two puzzling findings using
Chinese firm-level data from manufacturing firms. First, private MNCs are less
productive than state-owned MNCs, but more productive than state-owned
enterprises overall. Second, there are disproportionately fewer state-owned
MNGC:s than private MNCs. They also built a model to rationalise these find-
ings by showing that domestic discrimination against private firms incentivises
them to produce abroad. The model shows that selection reversal is more pro-
nounced in industries with more severe discrimination against private firms, a
theory that receives empirical support. Liu et al. (2017) use unique data on
Chinese manufacturing firms over the sample period 2002-08. They find that
MNC:s are generally more productive after they conduct outward FDI, but this
productivity effect varies depending on the parent firm and investment strategy
heterogeneity. Their results suggest that MNCs without state ownership but
with stronger absorptive capability gain higher and more sustainable productivity
effects, and such gains are higher for MNCs investing in countries in the
Organisation for Economic Co-operation and Development than elsewhere.

5 All-around opening up and trade globalisation

Since the 2008 global financial crisis, there has been a new wave of trade pro-
tectionism headed by the US, casting a shadow on the world economy. The
current situation arises from the stagnation of the Doha negotiations, the failure
of the Transatlantic Trade and Investment Partnership, negotiations among
Western countries, the Brexit negotiations, the Trump regime’s abolition of the
Trans-Pacific Partnership, renegotiation of the North American Free Trade
Agreement, and the recent trade war between the US and China, which has
resulted in a tremendous shock to world markets. Widespread protectionism
could lower global output, making worldwide economic recovery difficult.

One the one hand, Trump’s trade war will have a huge impact on the
world economy. Guo et al. (2018) used Eaton and Kortum’s 2002 multi-sector,
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multi-country general equilibrium model with inter-sectional linkages to forecast
how exports, imports, output, and real wages would change if Trump’s threat of
45% tariffs is carried out. To consider plausible scenarios, they evaluate the case
of unilateral action on the part of the US, as well as a scenario where China
retaliates by imposing an equally high 45% tariff on its imports from the US. In
all of the scenarios, the calibration exercise suggests that a trade war triggered by
high US import tariffs will lead to a collapse in US—China bilateral trade. In all of
the scenarios, the US will experience large social welfare losses, while China may
lose or gain slightly depending on the effect of the trade war on the US—China
trade balance. Globally, some small open economies may experience small
benefits, while other countries may suffer collateral damage.

On the other hand, China has implemented multiple methods to minimise the
impact of Trump’s trade war and to continue to open up to the outside world. The
first of these is the construction of free trade ports. By definition, a free trade port
is a port area within the territory of a country or region that is not subject to the
usual customs control, with free access to overseas goods and funds. The main
feature of a free trade port is that it is outside the control of the customs authority
of a country. It has the features of a port and a free trade zone, with many trade-
related functions, including product processing, logistics, and warehousing.
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Figure 3.3 Map of the Free Trade Pilot Zones and Pilot Cities.

Source: authors.
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Geographically, a free trade port is part of the territory of a country, but from the
perspective of administrative supervision, it is outside the customs jurisdiction of
the country. As shown in Figure 3.3, there are 13 free trade pilot zones and twelve
pilot cities in China. Tian et al. (2018) suggested three areas to promote the
development of free trade ports. First, it is necessary to improve convenience for
businesses engaging in trade in the ports. Second, the ports must take steps to
improve the fluidity of personnel as well as their ability to attract talent. Finally, the
process of improving the ports’ financial systems presents an opportunity to
deepen financial reform and improve market openness. Moreover, the government
should establish a financial leasing system, so that it can provide sufficient capital
support for all businesses in ports and encourage more international companies to
establish headquarters in the free trade ports.

The second method is the One Belt, One Road initiative (BRI). The BRI,
which was initiated by the Chinese government in 2013, is devoted to improving
regional cooperation and connectivity on a transcontinental scale. The initiative
aims to strengthen infrastructure, trade, and investment links between China and
the other BRI countries. Currently, 64 countries are actively involved in the BRI.
These include 10 Association of Southeast Asian Nations countries, 18 countries
in Western Asia, 8 in South Asia, 5 in Central Asia, 7 in the Commonwealth of
Independent States, and 16 in Central and Eastern Europe. Yu (2018a) found
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Figure 3.4 China’s Bilateral Swap Values and Numbers.

Source: People’s Bank of China.

Note: Data of swaps are from the People’s Bank of China (2016). This graph does
not include swaps under the Chiang Mai Initiative.
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that if China chooses to import more intermediate goods from the European
Union and Association of Southeast Asian Nations countries, or countries
alongside the BRI instead, the price of the intermediate goods would be more
competitive, and the Chinese people can also access cheaper finished goods.

The third method is the internationalisation of the renminbi. Since around
2005, the Government of China has pursued a variety of initiatives designed to
encourage wider use of the renminbi. As shown in Figure 3.4, these efforts sped
up after the global financial crisis in 2008 and have made great progress since
2009. This progress peaked in 2015 and has slowed in some aspects since 2016.
The progress of renminbi internationalisation can be categorised into four fields:
renminbi trade settlement, renminbi-denominated investment, renminbi bond
issuance, and renminbi currency swaps and direct trading (Eichengreen and
Kawai, 2014). Zhang et al. (2018) found a significant positive effect of swap
agreements on trade. In their benchmark model, the negotiations of the swap
agreement would improve 30.4% of bilateral trade values between China and its
partners. For BRI countries, the effect is even stronger. This effect is both sta-
tistically and economically significant. They believe that renminbi swap agree-
ments support economic integration between China and BRI countries by
facilitating bilateral trade.

The fourth method is the construction of the Pearl River Greater Bay Area
(GBA). If the BRI and Regional Comprehensive Economic Partnership con-
structions are treated as the key content of the new pattern of all-around opening
up, the Guangdong-Hong Kong—Macau GBA indeed is an important domestic
carrier of the BRI. Thus, the construction of the Guangdong-Hong
Kong—Macau GBA is the most urgent task of China’s opening up. Yu (2018b)
suggests that the development of the GBA should focus on the following per-
spectives. First, it is essential for the GBA to focus on manufacturing industries
rather than services industries only. Second, the construction of the GBA should
focus on innovation. The third objective is to achieve institutional innovation.
Fourth, the GBA should pay more attention to its ecological environment.

Note

1 According to the Chinese statistical yearbook (2008), the dependent rate of China
in 2007 was only 0.4. This number was not only lower than the average dependent
rate in east Asia, but also one of the lowest dependent rates all over the world (Yao
and Yu, 2009).
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4 The economic impact of
globalisation in Indonesia

Kiki Verico and Mari Elka Pangestu

1 Background

Trade and foreign direct investment (FDI) are essential instruments for eco-
nomic growth. Theoretically, the combination of the Solow growth model,
Cobb-Douglas production function, and Harrod—Domar model show that trade
and investment are the primary sources of economic growth. Trade allows all
countries to consume cheaper goods and services from other countries based on
their comparative advantage. FDI promotes technological transfer as well as
human capital and institutional improvement from developed to developing
countries. Developing countries typically face a savings—investment gap, whereas
FDI inflows allow them to receive technological transfer from developed coun-
tries. This transfer stimulates both human capital and institutional improvement
in developing countries."

As trade and investment are the major sources of economic growth, Indonesia
must remain on track by continuing the process of globalisation and openness.
The openness experienced by Indonesia, particularly in the 1990s, has benefited
its development in the last few decades. Globalisation and an open economy
create economic benefits in the form of economic growth and welfare. However,
cconomic globalisation entails costs, as trade increases competition for domestic
producers and workers. Globalisation creates trade with other countries, but
implies loss for non-competitive domestic producers because their products have
to compete with imported products.

Trade liberalisation at bilateral, regional, and multilateral fora increases trade
creation with the countries involved in the agreements (Viner, 1950; Verico,
2017; Mattoo, Mulabdic, and Ruta, 2019). Trade creation allows Indonesia to
export its products to other countries, but increases import products from other
countries. Increasing imports is immediate and classified as the cost of liberal-
isation. Increasing exports requires supply-side improvement, which takes longer
than increasing imports from the demand side.

Stiglitz (2007) showed that globalisation creates costs in the short run and
benefits in the medium to long run. Nevertheless, the short-run cost is always less
than the long-run benefit, and several empirical studies have supported this
statement.
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Economic theory and empirical results have shown that globalisation yields
positive net benefits, but policymakers have to mitigate the short-run costs. The
biggest challenge for Indonesia in continuing its globalisation process is finding
the balance between the long-run net benefits of globalisation and managing the
adverse effects in the short run. In a democratic Indonesia, this has political
implications. Thus, like many other countries, Indonesia has to balance the
political economy of the long-term benefits of globalisation and the short-term
negative impact of the continued globalisation.

This paper has two primary objectives: firstly, to understand the globalisation
trends in Indonesia — both in trade and investment liberalisation — over the last
four decades, from the period before the reform era until now. Section 3 dis-
cusses the factors behind Indonesia’s process of globalisation. An understanding
of these underlying factors is essential to see how Indonesia needs to deal with
globalisation factors in the short term to bring it to the next stage of develop-
ment and structural transformation. Section 4 provides an overview of
Indonesia’s recent trade policy and globalisation, followed by a description of the
underlying phenomenon in the different periods of globalisation. It also details
the government’s trade and investment policies, including forms of protection.

The second objective is to understand the impact of globalisation on
Indonesia’s economy in order to provide the longer-term case for economic
globalisation. Section 5 focuses on the impacts of trade liberalisation on growth,
productivity, labour, poverty, inequality, small and medium-sized enterprises
(SME:s), and tourism. Section 6 focuses on the impact of investment liberal-
isation on economic growth, technological transfer, and progress. The last sec-
tion provides conclusions and policy recommendations.

2 Trends of globalisation in Indonesia

2.1 Trade liberalisation in Indonesia

The legal basis of the international trade and investment regime was established
through international commitments and domestic laws and regulations.
Indonesia was a member of the General Agreement on Tariffs and Trade
(GATT) from 24 February 1950, and participated in the Uruguay Round of
multilateral trade negotiations, which saw the creation of the World Trade
Organization (WTO) in 1995. It also ratified WTO commitments in its national
legislation in 1994, including laws related to the use of trade remedies and the
setting up of the necessary institutions.

In addition to the WT'O, Indonesia was a founding member of the Asia-Pacific
Economic Cooperation (APEC), and the host of the 1994 APEC meeting which
created the Bogor Goals for free trade and investment flows in the Asia-Pacific
region no later than 2010 for developed economies and 2020 for developing
economies. Indonesia announced a number of critical reforms, especially re-
moving restrictions on foreign investment, such as allowing 100% foreign
ownership and linking it to export orientation. The APEC principles support the
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elimination of trade restrictions, voluntary liberalisation, and non-exclusive re-
gionalism; and have provided benefits for member economies (Seng et al.,
2002). The Bogor Goals were the forerunner of the proposed Free Trade Area of
the Asia Pacific.

Indonesia experienced several periods of liberalisation as part of its globalisa-
tion process to integrate with the world economy. The beginning of the New
Order® brought a series of reforms such as FDI liberalisation, the removal of
foreign exchange restrictions, and tariff rationalisation. In subsequent years and
during the oil boom years, the import substitution industrialisation strategy re-
sulted in high tariffs, quantitative restrictions, and high effective rates of pro-
tection (ERP). However, the decline in oil prices in the mid-1980s and the need
to reduce dependence on oil affected some bold deregulatory policies in
Indonesia. Notably, the 6 May Policy Package issued in 1986 abolished many
tarift levels; and corrupt customs were replaced by SGS, a Swiss surveyor com-
pany. In 2007, the foreign and domestic investment law was merged and man-
aged by the Indonesian Investment Coordinating Board (BKPM) and showed
much improvement.

Empirically, based on the World Bank’s World Development Indicators,
Indonesia’s tarift rates (applied and most favoured nation) declined from an
average of 15% in the 1990s to an average of 2% of applied and 6% of most
favoured nation weighted tariffs in 2018 (World Bank, 2019).

In 1992, Indonesia agreed to the Association of Southeast Asian Nations
(ASEAN) Free Trade Area (AFTA), which set intra-ASEAN tariff rates at zero.
The AFTA involved two stages of implementation: the Common Effective
Preferential Tariff for the ASEAN Six (Brunei Darussalam, Indonesia, Malaysia,
the Philippines, Singapore, and Thailand) in 2010; and its extension to the re-
maining ASEAN Four (Cambodia, the Lao People’s Democratic Republic,
Myanmar, and Vietnam) in 2015.# Since then, Indonesia has applied a 0% tariff
for all ASEAN members (Common Effective Preferential Tariff).

In 1995, Indonesia committed to implementing tariff deregulation, which was
followed by a series of reforms due to commitments under the WTO. Indonesia
complied with its WTO commitments in terms of import tariffs not exceeding its
bound tariffs. It also fulfilled several other commitments, such as eliminating local
content regulations. Studies have shown that global economic liberalisation in
trade and investment contributed to a positive and significant effect on the eco-
nomic growth of the member states of the WTO (Ying, Chang, and Lee, 2014).

In terms of regional cooperation, Indonesia is one of ASEAN’s founding
members. It is very active in the deepening and widening of ASEAN economic
integration, starting with AFTA in 1992 and the broader and deeper ASEAN
Economic Community in 2003. Indonesia was also active in the formation of the
ASEAN Economic Community Blueprint in 2006 and the development of free
trade agreements (FTAs) between ASEAN and China; the Republic of Korea
(henceforth, Korea); Japan; Australia and New Zealand; and India. ASEAN is
like “battleground training’ for Indonesia before facing global trade competition.
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Indonesia only has two major bilateral agreements: (i) the Indonesia—Japan
Economic Partnership Agreement, completed and signed in 20006; and (ii) the
Indonesia—Pakistan Preferential Trade Agreement, signed and in effect since
September 2013. Several bilateral trade negotiations with major partners such as
the European Union, Korea, Australia, and Chile, were started around 2008-09
but stopped due to the global financial crisis and the retreat from the openness
that occurred from 2012.

Besides tariff reductions, non-tarift measures (NTMs) were deregulated, and
the number of items covered by such barriers fell by 15 percentage points from
31% to around 16% (Wymenga, 1991). Indonesia’s liberalisation of trade and
investment policies was basically shaped by various rounds of international
agreements of which Indonesia was a participant or chair, leading to a further
series of unilateral liberalisations in Indonesia.®

The most obvious example was Indonesia’s “Timor’ national car, where a joint
venture with Kia and President Suharto’s son was given the privilege of duty-free
imports of ‘completely knocked down’ vehicles. This was in contrast to the
conditions for existing automotive companies, which could only import
‘knocked down’ cars and assemble them in Indonesia with relatively high tariffs.
Japan, supported by the United States (US) and the European Union, brought
this case to the WTO’s dispute settlement mechanism. It was one of the first
cases to be brought to the mechanism and the first for Indonesia. Indonesia lost
the case because the policy violated the most fundamental principle in the
GATT/WTO - non-discrimination.

Another phenomenon that affects the liberalisation and reform of countries
such as Indonesia is ‘competitive liberalisation,” where countries open up trade
and investment as their competitor countries liberalise their markets (the Nash
equilibrium or reciprocal action). In general, this took place during the 1990s in
East Asia, as countries undertook liberalisation and reforms to attract FDI and
diversify their sources of growth.® Concerted unilateral liberalisation was also
part of the spirit of APEC, undertaken under agreed non-binding principles and
examples of other countries, as showcased by the regular announcements of
individual action plans.

Another impact of competitive liberalisation is competitive trade pacts, leading
to a snowball effect. The Trans-Pacific Partnership (TPP) was launched in 2006
with the original four small countries (Brunei Darussalam, Chile, New Zealand,
and Singapore). In the beginning, it was named the Trans-Pacific Strategic
Economic Partnership Agreement (TPSEP). In 2008, Australia, Peru, and
Vietnam joined as non-members and associate members of the TPSEP. The
TPSEP got a boost in 2010 when the US, along with Malaysia, joined and tried
to entice larger countries to join, and the name was changed to the TPP. The
TPP gained much ground when Canada and Mexico joined in 2012, and most
importantly, Japan joined in 2013, and with US leadership, the negotiations
were completed in 2015 and signed by all 12 members in early 2016. Vietnam is
a member of the TPP and has been on the record as using the TPP to shape its
domestic reforms. Under pressure from its exporters, which would be at a
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competitive disadvantage in the US market and could face trade diversion,
Indonesia announced its intention to join the TPP in 2015. Since the US
withdrew from the TPP in January 2017, the TPP changed to 11 members and is
known as the TPP11 or the Comprehensive and Progressive Agreement for
Trans-Pacific Partnership (CPTPP).

Meanwhile, with Indonesia as chair, ASEAN launched the Regional
Comprehensive Economic Partnership (RCEP) in 2011 to consolidate the
ASEAN Plus One FTAs with China, Japan, Korea, Australia and New Zealand,
and India. The RCEP is much more significant in terms of population but similar
in size to the TPP in terms of gross domestic product (GDP) and trade.
Negotiations started in 2012 and are ongoing, although the completion of the
TPP and the CPTPPD, as well as global uncertainties, heightened the importance
of completing negotiations in 2019. Six of the 11 countries (Australia, Canada,
Japan, Mexico, New Zealand, and Singapore) ratified the agreement on 30
December 2018, followed by Vietnam in January 2019, and the CPTPP
agreements came into force in these countries. The RCEDP agreement is to be
signed in 2020, according to the commitment made at the ASEAN Summit on 2
November 2019, but will not include India, which decided not to move forward.

Warr (1992) argued that Indonesia’s competitiveness remains stagnant be-
cause the reduction in tariff and import restrictions had only liberalised
Indonesia’s economy, without serious efforts to improve the competitiveness of
its domestic supply. Permani (2011) supported this finding that Indonesia took
more in terms of tariff protection (demand side) and showed little effort to boost
economic growth from the improvement of its supply side.

2.2 Investment liberalisation in Indonesia

Since 1986, Indonesia had waived some of the restrictions on foreign investment.
Right after independence and under the ‘old order’ period of Sukarno, there was
massive nationalisation and a very restrictive and nationalistic approach to foreign
investment, e.g. Law No. 78 /1958 on Foreign Direct Investment. Following the
collapse of the economy and under the New Order era of President Suharto, the
technocrats in government recognised the need to attract foreign investment to lift
Indonesia out of its economic crisis. Thus, they introduced Indonesia’s first for-
eign investment law (Law No. 1,/1967), which adopted an open-door policy, as
well as a parallel] domestic investment law (Law No. 6,/1968). Indonesia’s in-
vestment liberalisation was one of the major reforms under the New Order
Government and was intended to attract FDI after the economic crisis under the
old order period. Law No. 1,/1967 allowed for the first FDI joint ventures, which
was followed by waves of foreign investment restrictions during the oil boom years
and relaxation during bad times and economic crisis.

The Coordinating Investment Board was also created in 1973 to facilitate
investment and become a one-stop shop — a centralised, top-down government
approach where the authority to issue related licensing and regulations was given
to the officials at the Investment Board. These laws and policies led to a vast
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increase in FDI in mining, oil and gas, and manufacturing, as well as domestic
investments. There was a wave of Japanese investments in the manufacturing
sector, notably the electronics and automotive segments.

After some resistance to foreign investment, an amendment and supplement to
Law No. 1/1967 on Foreign Direct Investment (Law No. 11,/1970) was
passed, marking the introduction of restrictions on foreign ownership and di-
vestment. With the objective of increasing investment in the aftermath of the
Asian financial crisis, Indonesia reformed its investment regulation in 2007 and
the domestic and foreign investment laws were merged under Law No. 25,/2007
on Investment of both Foreign and Domestic Direct Investment. The intention
was to create greater certainty and introduce the best practices of investment laws
such as national treatment, non-discrimination, transparency, a negative list ap-
proach, removal of the divestment requirements, and streamlining of investment
processes, with an integrated investment system similar to the notion of the one-
stop service of the past. The passage of the law and subsequent institutional and
regulatory improvements succeeded in increasing FDI inflows to Indonesia
around threefold from an annual average of $5.5 billion (2004-2007) to $15.7
billion (2007-2017).

As a result, FDI inflows to Indonesia have turned from negative and slow
growth during 1999-2004 (Asian financial crisis period)” to positive and in-
creasing growth from 2005 onwards (Figure 4.1). This significant progress
began with the implementation of the new investment law in 2007 and a clear
signal from the government on its intention to improve the investment climate.
From 2015, however, the proportion of FDI to Indonesia’s GDP has been de-
clining, suggesting that Indonesia needs further reform to attract more FDI
inflows from abroad.

Otsuka, Thomsen, and Goldstein (2011) found that Indonesia had sig-
nificantly liberalised its investment regulation in 2007 by applying one-stop in-
tegrated services (PTSP) to reduce red tape, granting fiscal incentives for
investment regardless of a firm’s ownership, and establishing transparent pro-
cedures for investment. These actions increased FDI inflows to Indonesia, in
particular in 2008 and 2010. Nevertheless, the investment climate has been af-
fected by various other issues such as the proliferation of NTMs, rigid labour laws
and lack of clarity regarding the minimum wage, and legal uncertainties. A survey
of Japanese foreign investment by JETRO (2019) showed that Indonesia has
become the most challenging country in terms of NTMs, in particular on import
restriction, standards and conformity assessment systems, and local content re-
quirement regulations.

Regarding movement of people, Indonesia sends more people to work over-
seas than the number of foreign workers it receives from abroad. Data from Bank
Indonesia show that 3.51 million Indonesians were working abroad in 2016,
increasing to 3.65 million people in 2018. This resulted in remittances of $10
billion in 2016 (10% of the foreign exchange reserve) and $12 billion in 2018
(11% of the foreign exchange reserve).® The total value of remittances from
foreign workers is $12 billion (2019), highlighting the importance of the
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contribution of worker remittances to foreign exchange reserves. In comparison,
the number of foreign workers in Indonesia decreased from 97,000 in 2016 to
94,000 in 2018. In terms of skills, most of Indonesia’s migrant workers are low-
skilled domestic workers, while the foreign workers in Indonesia working in
foreign companies come from the home country of the FDI. Expatriates in
Indonesia are skilled workers who mostly work for foreign companies or inter-
national organisations. Indonesia has restrictive policies on foreign workers and
talent. A recent estimate showed that foreign immigrants comprise only 0.1% of
Indonesia’s population — the lowest in the region — compared with 6% in
Malaysia, 8% in Thailand, and 45% in Singapore (United Nations Department of
Economic and Social Affairs, Population Division, 2015).

3 Factors behind Indonesia’s options in globalising its
economy

In the context of Indonesia’s unilateral economic liberalisation, many political
economic analyses point to Sadli’s Law: ‘bad economic conditions drive good
policy and good economic conditions drive bad (inward looking) policy.” The
different episodes of economic openness are depicted in Figure 4.2. Historically,
bad economic conditions during the old order regime and the transition to the
new order regime in 1966 led to massive regulatory reform and unilateral eco-
nomic liberalisation, with a significant positive impact.

During the oil boom years or the Dutch disease period in the 1970s and
1980s, Indonesia had a trade surplus and the real gross national product growth
rates were considerably high, at 7.5% in 1978 and 8.6% in 1980 (Juoro, 1993).
During this period, Indonesia continued to pursue an import substitution policy
to support industrialisation by increasing the tariff rate of final goods more than
that of inputs — leading to high levels of effective protection — whereas consumers
and producers had to pay a higher price due to the increasing rate of protec-
tion.'® An increased role was given to state-owned enterprises and certain well-
connected private sector enterprises linked to the inner circle of the New
Order,"" which received special business privileges, access to financing, and
monopoly over the import of strategic goods. By the mid-1980s, more than 200
enterprises were state-owned, many of which were being used for rent-seeking by
cronies (Robertson-Snape, 1999). The policy stance was somewhat mixed be-
cause some measures were also undertaken to increase non-oil exports, such as
subsidies for exports and the relaxation of foreign investment restrictions for the
promotion of exports.

The collapse in oil prices in 1986 led to major reforms and deregulation to
diversity away from dependence on the oil sector. The government undertook
rationalisation of tarifs; a concerted focus to increase exports by removing ob-
stacles to the movement of goods, such as the closure of the corrupt customs
department and a substantial improvement in the restitution mechanism to allow
duty- and tax-free access to international inputs; and relaxation of restrictions on
export-oriented investments. The result was an increase in export-oriented

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



84 Kiki Verico and Mari Elka Pangestu

“£o110d 100p-uado ue st £>170d SUDjOO[-prEMINO I[TYM Ad1[0d TOOP-pasopd e saoudp Adrjod

Sunjoo[-pIeMU] *dUR[Rq IPEL IDYIP B sAIedIPUT (AWoU0d3 peq e) arsoddo a3 ofiym sdueleq spen snidins € $21ed1pUl AWOU02d poos Y ‘1onpoid dnsswop sso1d
Jo anea o1 ST IO Pue fUoIsudWIp dwn 23 11 ‘adeds Anunod st u rodwr Jo anjea 9y st 110dxod Jo anfea o1 st Y ‘ssouuado apen st O, m?_ﬁ_w_|mw_§ = 0L:ddo
12d su10dwur Jo anjea oy pue s110dx2 Jo anjea Y Jo [e303 YL ST OL, (O.L) ssouuado aped saIedIpur JUl] YIB[q Y2 I[IYA IdUB[EQ IPEII SIIBIIPUT JUI[ AJIT I T, :9I0N
(6107) Mueg prropy :22mog

(%) dao/(drodur + 110dx2) pue uorq ¢) 81072961 ‘ssauuad() spel], pue ddue[eyq dpel], SBISSUOPU] 7'F 24nbL]

%0 %0°0T-
%0T %078~
%0¢ %92 %09~
%07~
%0°¢-
%00
%0°'¢
%0'¥
%09
%08

%00T %86, 96 %0°0T

8T0Z-296T (SHY X28|q ‘dAD %) ssauuadQ 2 (SH1 ‘A8lb ‘dao %) 8douefeg apell s.eiss uopu|

Al use subject to https://ww.ebsco.con terns-of-use

- printed on 2/8/2023 1:32 PMvia .

EBSCOhost



EBSCOhost -

Impact of Globalisation in Indonesin 85

investments and Indonesia’s exports of manufactured goods in labour-intensive
products such as garments and footwear, as well as electronics. By the 1990s,
Indonesia had reduced its dependence on oil exports from 80% to about 40% of
total exports.

The period from 1987 to 1992 was an exception to the Dutch disease phe-
nomenon, when good times still led to outward-oriented policies. The success of
the export-oriented industrialisation policy gave Indonesia the confidence to
commit to the ASEAN FTA in 1991. It subsequently ratified various WTO
commitments into Law No. 7/1994 and relaxed foreign investment restrictions
when it was the chair of APEC — providing leadership for free trade and in-
vestment. This period is an example of deregulation and reform, even though
Indonesia’s economy was performing well. It is also an example of reforms that
were shaped by international commitments. Despite these reforms, policies were
mixed because many preferential policies and import monopolies remained.

It took the Asian financial crisis to remove most of the distortive policies. The
crisis forced Indonesia to submit to an International Monetary Fund rescue
package, under the fund’s supervision. Major reforms were undertaken, such as the
scrapping of special preferences for certain state-owned enterprises and business
groups, the removal of import concessions, import deregulation, and the removal
of various restrictions on foreign investment such as in the retail sector.

Since 2004, reforms have included the passage of the FDI law, simplification
of already low tariffs, rationalisation of NTMs, streamlining of regulations, and
improvement of customs procedures. The tarift-setting process under the inter-
ministerial tariff team was improved, with clear evidence-based policymaking,
and a similar attempt was introduced to increase transparency in the setting of
NTMs. As part of the commitment to trade facilitation under the ASEAN Single
Window, import procedures were simplified and standardised. However, since
2012, we have seen the return of protectionist measures — mainly through the
increased use of NTMs, some of which are not consistent with the WTO and
which have been taken to the WTO for dispute settlement. The percentage of
imports subject to some form of restriction increased from around 20% to 48%
(Ministry of Trade, Indonesia, 2018) of tariff lines from 2012 to 2018, even
though some of those NTMs are valid for health and safety standards.

4 Indonesia’s recent trade policy and globalisation

To reduce the reliance on imported inputs, as 50% of intermediate input and
raw material is imported, Indonesia introduced a local content requirement
(LCR) policy in the 1980s. However, the discriminative implementation of
tarifts on the final product and intermediate input, and the government re-
sponse to the LCR — without domestic supply-side support — have not led to an
increase in local intermediate input production and have been counter-
productive to investment flows. The LCR policy keeps Indonesia in the so-
called ‘hollow middle,’'? as it is competitive in the production of raw materials
and the assembly of manufactured products, but weak in producing
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intermediate inputs and machinery. The LCR is one type of NTM that
Indonesia has implemented, i.e. in the automotive and electronic industries,
which had to be eliminated in 1995 upon ratifying the WTO agreements. In
recent times, Indonesia has tried to introduce the LCR in several sectors and
manners on various occasions, ¢.g. LCRs for mobile phones in 2012.

As an alternative to implementing the LCR, the government should improve
the quality standard of domestic local content and stimulate the local production
of intermediate inputs by opening up FDI inflows to the production of inter-
mediate inputs. If domestic producers can create high-quality intermediate input,
producers will buy local intermediate inputs. To encourage investment in in-
termediate products, it is possible to use incentives rather than mandatory re-
quirements. Currently, the shift in policy aims to increase the intermediate
product supply from the domestic market, and recognises the need for supply-
side supporting policy.

As a result, the ERP for final products has been decreasing (Marks, 2017,
Widodo, 2008). The average nominal tariff fell during 1995-2008 in Indonesia,
while the average ERP rate increased then decreased (Marks and Rahardja,
2012). The study by Marks and Rahardja also argued that whilst protection using
tariffs has fallen, protection policy has shifted to the use of NTMs, which are less
transparent, tend to be inconsistent, and are susceptible to rent-seeking activ-
ities."® Some examples can be found in the import of key food products such as
rice and sugar, where import licensing procedures have become much more
restrictive in the name of price stabilisation. In fact, prices rise — hurting the poor
whilst benefiting importers, including the state-owned logistics agency and other
state and private sector companies. Another example is the restrictions on im-
ports of horticulture imports entering via certain ports for quarantine reasons,
although the intention is to protect local fruits from imported fruits.

5 The impact of trade liberalisation on Indonesia’s
economy

5.1 Economic growth

Indonesia’s gains from trade liberalisation, through open trade and investment
policies, were reflected in the strong growth performance following deregulation
from 1986 to 1997 (James, 2001). Indonesia increased exports in the primary
and service sectors due to both backward and forward linkages, led by increased
exports of manufactured products. Indonesia experienced increasing job creation
in the primary sector because of the increase in primary product exports. The
most significant impacts of globalisation were in export volume, terms of trade,
export tax, import volume, and domestic income through increased FDI (Sofjan,
2017). The study by Sofjan found that changing the strategy from import
substitution to export promotion was the essential factor that created positive
impacts from globalisation on Indonesia’s economic growth.
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Empirically, Indonesia has experienced the benefits of globalisation since
1970, with an increase in GDP per capita of 40% after five years and 76% after 10
years (Billmeier and Nannicini, 2013). The study by Billmeier and Nannicini
applied the synthetic control method to assess the impact of economic liberal-
isation on countries’ GDP per capita. The time frame is after liberalisation, and
they compared countries that liberalised and others that did not liberalise as
synthetic control countries. They found that Indonesia’s GDP per capita was
40% higher than counterfactual countries only five years after its first liberal-
isation in early 1970 and 76% higher after 10 years in 1980.

Wacker, Grosskurth, and Lakemann (2014) confirmed that trade liberalisation
has increased both Indonesia’s terms of trade and economic growth. This study
showed that the country’s terms of trade decreased at the beginning because the
cost of trade liberalisation came immediately but increased afterwards when the
benefits of trade liberalisation came. Empirically, the increasing trade balance
always fosters economic growth.

5.2 Productivity and labour

The tariff reduction on inputs doubled the productivity level in comparison to
the tariff reduction on outputs (Amiti and Konings, 2007). Their study used
Indonesia’s annual medium-large manufacturing survey and applied tarift rates
from 1991 to 2001. They found that having a lower intermediate input tarift
rate, compared to that of the final good, doubled firms’ productivity against the
case without tariff reductions. Amiti and Konings also found that having higher
tariff rates for imported final products than for imported intermediate inputs led
to an increase in Indonesia’s ERP. The ERP policy increases a country’s pro-
ductivity if its local producers are stimulated to compete with the imported
products.

Trade liberalisation increases one of the main sources of economic growth —
productivity. Hayakawa and Matsuura (2017) calculated the impact of tariff rates
on productivity using the simple dynamic simulation method, by comparing the
actual and counterfactual scenarios of tarift rates. Their study proved that tariff
reduction has improved intra-plant productivity. This reduction generated a
significant impact on productivity, as seen in the increased quality of Indonesian
products resulting from the reduction in input tariffs. This study adopted price as
a proxy for quality — the higher the price of the products (in this case, apparel),
the higher their quality. Hayakawa and Matsuura found that a reduction in input
tariffs significantly affected product quality, while a reduction in output tarifts did
not. A reduction in input tariffs would increase the import of higher-quality
inputs. This increasing higher quality of imported products would support
Indonesia to produce higher-quality final outputs.

Trade liberalisation also increases labour productivity (Kis-Katos and Sparrow,
2009). Their study investigated the impact of trade liberalisation on child labour
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in Indonesia by analysing geographical differences due to the trade policy of
import tariff reduction at the district level from 1993 to 2002. They found that
trade liberalisation generated a positive impact on the declining number of child
workers, in particular those aged 10-15 years old. The strongest impact of im-
port tariff reduction occurred on children with a low-skills background, older
siblings, and those who work in rural areas. Kis-Katos and Sparrow showed that
trade liberalisation opened more job opportunities for skilled workers, so the
demand for unskilled child labour declined.

The positive impacts of trade liberalisation on competitiveness are affected by
product quality, firm size, capacity, and strength (Narjoko and Urata, 2019).
Their study adopted both developed and developing countries, including
Indonesia. Rahardja et al. (2015) found that Indonesia’s economic liberalisation
benefited from the global economy since economic openness to trade improved
Indonesia’s competitiveness. This study showed that trade competitiveness in-
creased through export promotion, distributor creation programmes, and in-
termediate input liberalisation, which supported Indonesia to engage with the
global value chain and keep its economic growth sustainable.

Beaulieu and Pakrashi (2013) examined an econometric model to test the
correlation between child labour force participation and WTO membership.
They used panel data analysis for 94 countries with data from 1980 to 1999 and
found that WTO membership had a negative correlation with child labour. In
addition, the higher the price of rice, the higher the amount of child labour. Less
restrictive rice import policies increased rice imports and reduced its price. This
decreased the amount of child labour.

Reductions in the tariff rates of imported inputs resulted in increased partici-
pation of women in the labour force and a rise in work hours, but no significant
effect on working men (Kis-Katos, Pieters, and Sparrow, 2018). The decreasing
cost of imported inputs was transformed into increasing job creation for female
workers, who had lower wage rates than male workers. Their study found that
tarift reductions had a positive impact on the female-intensive sector, while the
male-intensive sector dropped because they found that tariff rate reductions in
Indonesia are more female-biased than skill-biased. Intensive female-labour
participation sectors in Indonesia are textiles, clothing, and footwear (Pangestu
and Hendytio, 1997). Kis-Katos, Picters, and Sparrow (2018) also found that
trade liberalisation declined Indonesia’s marriage rates for women aged 20-29
and men aged 30-39 because it increases job opportunities for women and
decreases subsequent marriages.

Labour market changes are gradual and hinder different groups of workers
(Edmonds and Pavcnik, 2005). In the short run, employees are less flexible
across industries, so tariff cuts benefit jobs in sectors that adopt a flexible labour
market. In regions where labour is concentrated in sectors that are losing most of
their protection from imports, tariff cuts create regional wage loss and un-
employment in the short run (Hasan et al., 2012).
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As for the comparison in reducing output and input tariffs, Hayakawa,
Matsuura, and Takii (2017) found that reducing output tariffs created a lower
impact than that of an input tariff reduction. They confirmed that the application
of tariff discrimination between the final product and intermediate input would
be beneficial for Indonesia’s trade liberalisation. Such trade liberalisation,
through the introduction of FTAs, has contributed to the rise in high-quality
imported materials. The significant impact of the quality improvement of im-
ported products creates spillover effects. Local suppliers benefit from the in-
creased quality of products. The study of ERP confirmed that trade liberalisation
of inputs is more beneficial than that of finished goods. This policy motivates
firms to produce the final product in the domestic market rather than importing
from abroad.

5.3 Poverty, inequality, and SMEs

Kis-Katos and Sparrow (2015) estimated the impact of trade liberalisation on the
poverty line in Indonesia. They used regional poverty level data for 1993 and
2002 from 259 districts in Indonesia. They also used labour market data and
found a decrease in poverty, particularly in districts with sectors that were more
exposed to intermediate input tariff liberalisation. This study found that trade
liberalisation of intermediate inputs by lowering import tarifts increases demand
for low- and medium-skilled worker participation, and this is a driving factor for
poverty alleviation effects.

In the long run, trade openness reduces poverty, income inequality (as mea-
sured by the Gini coefficient ratio), and open unemployment'* in Indonesia
(Agusalim, 2017). This study examined secondary data from 1978 to 2015 on
import value, GDP, income per capita, open unemployment, and the poverty
rate.'® Agusalim argued that trade openness has a significant impact on poverty
reduction in the long run. His impulse response function model showed that the
poverty rate decreased in the first two years and recorded the most significant
negative response in the fifth year. In the predicted error variance decomposition
analysis, trade openness starts to have an impact in the seventh year, with the
highest impact in the ninth year.

In terms of inequality, using data from developing countries and the
Organisation for Economic Co-operation and Development (OECD) countries,
Urata and Narjoko (2017) showed that globalisation reduces wage inequality
gaps between developed and developing countries. This shows that globalisation
enables economic convergence and equality between and amongst countries.
Three essential factors leading to a decline in the wage inequality gap were
found: the labour market, capital inflow, and policy reform — suggesting a di-
rection and focus for government policy to improve human capital and establish a
well-functioning and flexible labour market. Indonesia is experiencing rapid
changes in its international trade and related policies as a consequence of its
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participation in numerous bilateral, global, and multilateral FTAs (Revindo and
Gan, 2017). Free trade increases competition in the domestic market for SMEs
through cheap imported goods and the growing presence of international en-
terprises. On the other hand, it provides an enormous opportunity for SMEs to
export and venture abroad.

Sandee, Isdijoso, and Sulandjari (2002) concluded that the macroeconomic
environment affected by international trade policy was an essential determinant
for the stability of SME operations. They confirmed that, in the long run, the free
trade system creates more advantages than burdens for SMEs.

Tambunan (2011) argued that SMEs could not be sustained without globa-
lisation. He discussed the implications of domestic product scarcity on interna-
tional trade liberalisation and how trade protection on imports of raw materials
has generated difficulties for local SMEs. Several times in the 1980s and 1990s,
metalworking SMEs in East Java had to close their businesses due to lack of raw
materials. The raw materials needed to support Indonesia’s metal industry have
been imported from China due to the lack of domestic supply (Tambunan, 2007,
2008). Tambunan’s studies confirmed that imported input availability due to
trade liberalisation was important to support the SMEs’ production process.

On the export liberalisation impact, Tambunan (2005) showed that most
SME:s did not export directly, but through intermediate agents. He found no
strong evidence that trade openness would hurt SMEs in the long run and no
evidence that the AFTA of 1992 would be harmful to Indonesia’s SMEs.
Furthermore, a strong correlation between trade liberalisation and plant size was
found by Takii (2014), suggesting that the larger the size of firms, the higher the
usage of imported inputs and more orientation for exports. This proves that large
companies have driven exports and imports in terms of value instead of small
ones. Both Tambunan (2011) and Takii (2014) proved that globalisation is
essential for firms of all sizes — small, medium-sized, and large — in Indonesia.

5.4 Trade impacts on tourism

Trade creates movement of people, which is indicated by the flows of foreign
tourists. Sugiyarto, Blake, and Sinclair (2003) argued that globalisation and trade
increase international tourism. They also found that tourism increases trade, as
tourism increases demand in the domestic market. The depreciation of the rupiah
against the US dollar has made tourism more competitive. Combined with the
government’s prioritisation of tourism, the improvement in infrastructure (e.g.
airports), increased number of countries receiving visa exemptions, and enhanced
promotion increase the number of foreign tourists and foreign currencies in
Indonesia.

The continued growth of international tourism increases the country’s inter-
national reserve and decreases its reliance on trade in goods. Sugiyarto, Blake,
and Sinclair confirmed that tourism had become a major source of international
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reserves for Indonesia, whose tourism yield reached about $14 billion in 2018,
up from $10 billion per year in the last five years. Tourism is Indonesia’s only
trade in services account with a positive net trade balance. Indonesia relies sig-
nificantly on international tourism for its trade in services foreign exchange re-
serve. Data on Indonesia’s trade balance show that the source of trade in services
is tourism, as Indonesia’s transportation, insurance, and banking services are
always in deficit. International tourism, which contributes to trade in services, has
become an essential factor of globalisation for Indonesia.

6 The economic impacts of foreign direct investment

0.1 Investment libevalisation and economic growth

Sinha and Sinha (2002) found a positive relationship between openness in trade-
related investment and economic growth in Asia, including Indonesia. They
found how trade influences investment and economic growth, and in turn
contributes to higher technological advancement and savings. There are three
connections between economic growth and globalisation from trade to invest-
ment. First, while industrialisation is crucial for economic growth and domestic
supply is higher than domestic demand, then exports provide an outlet for the
excess production and generate international reserve revenue (Colombatto,
1990). Second, export-led growth shows that exports lead to more technical
progress and additional savings, which increases economic growth (Krueger,
1978). Economic growth improves a country’s credit ratings, which increases
foreign investment inflows. Third, export promotion policies improve total factor
productivity (Balassa, 1978). All these trade competitiveness improvements in-
crease investment incentives, including from abroad, i.e. FDI inflows.

Ramstetter and Sjoholm (2006) showed significant differences in revenue,
productivity, and trade between multinational corporations (MNCs) and local
plants. Evidence also suggested that MNCs do not appear to target high-wage
industries or take over plants in Indonesia, but they increase the wage level.
Ramstetter and Sjoholm produced substantial evidence that Indonesia had a
significantly higher export preference for MNCs, since MNCs have created sig-
nificant positive impacts and benefits in Indonesia in terms of higher wages,
productivity, and exposure to export markets.

FDI has had a greater impact on economic growth than domestic investment
(Okamoto and Sjoholm, 2005). In the first half of the 1990s, FDI was a driving
force for growth in both employment and production. The presence of foreign
firms is also likely to increase profitability in domestic firms through increased
competitive stress and technological externalities. Sjoholm (1999) found these
productivity spillovers in the Indonesian manufacturing sector. The contribution
of foreign plants to the aggregate total factor productivity is relatively high, but
the contribution to labour productivity is relatively low due to the high numbers

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

92 Kiki Verico and Mari Elka Pangestu

of low-skilled workers. However, the foreign contribution to productivity
growth has been substantial in some sectors (e.g. electronics and automotive)
because of the availability of high-skilled workers.

Economic models of endogenous growth have been applied to examine the effect
of FDI on economic growth through the transfer of technology. Khaliq and Noy
(2007) examined the direct effects of FDI inflows on economic growth in different
economic sectors using a fixed effects model with sectoral data of FDI inflows,
collected from Indonesia’s Investment Coordinating Board (BKPM) for 1997-2006.
They found that FDI can promote economic growth through the creation of dy-
namic comparative advantages that lead to technology transfer. Investment from
foreign countries also accelerates economic growth by strengthening human capital,
the essential factor in research and development (R&D), while an increase in com-
petition and innovation results in technological progress and increases productivity —
thus promoting economic growth in the long run. It can accelerate economic growth
either directly or through spillover eftects. The effects of FDI on economic growth
vary across sectors. From the BKPM data, the secondary sector (including the food
and textile industry, paper and printing, machinery, chemical, plastic, rubbers, and
metal industry) always had the highest annual and cumulative FDI throughout
1997-2006. On the other hand, the tertiary sector (e.g. electricity, gas and water,
trade, hotels, construction, transportation, and communication) received lower FDI
inflows than the secondary sector.

6.2 Investment policy, spillover effect of technological transfer, and
technological progress

The Government of Indonesia responded to an economic slowdown in 1994 by
announcing radical economic deregulation, including the liberalisation of in-
vestment policies (Kuncoro, 2014). The deregulation relaxed foreign ownership
restrictions, including allowing 100% foreign ownership investment liberalisation
in the manufacturing sector, in particular R&D. Kuncoro (2012) used a model
that sets out the concept of a conditional input demand function, which allows
labour productivity to have an impact on R&D. The author observed that less
successful companies are less likely to engage in R&D operations

At the same time, the government introduced policies and regulations to
protect the poor from possible adverse effects of FDI. The policies include the
closure of specific sectors, industries, or activities to FDI; and restrictions on
modes of entry. These aimed to prevent possible adverse effects of the presence
of foreign firms on local SMEs. Some examples are batik and crafts, and small
retail enterprises. Other policies include local content and subcontracting po-
licies, aimed at reducing the import dependency of domestic industries and de-
veloping production linkages between FDI and local SMEs. Policies to protect
labour include regional minimum wages aimed at guaranteeing reasonable la-
bour income and worker consumption levels; and local community development
programmes, which are required for foreign mining corporations.
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The key factor in the spillover effect of FDI inflow in four ASEAN member
states, including Indonesia, was the transfer of technology (Lee and Tan, 2000).
In the case of Indonesia, FDI has both direct and indirect economic impacts.
FDI has a direct impact on Indonesia’s output. On the indirect impact, FDI also
promotes Indonesia’s output growth, which results from technology transfers.
The technology transfers into Indonesia will dramatically increase the efficiency
of production by domestic firms. Therefore, they will also increase trade
activities — both export and import.

Wie and Pangestu (1994) examined the technological capabilities of the
Indonesian garment, clothing, and electronics industries to show that Indonesian
clothing manufacturers have formed strategic alliances with their Japanese
counterparts to open a critical technology transfer stream. Likewise, business ties
with foreign firms have been a significant channel of technology transfer for
clectronics firms, in particular consumer electronics and electronic components.
Wie and Pangestu found that technology transfer in the textile industry was
limited to the improvement of production capacity, though Japanese counter-
parts pursued significant, more advanced practices that could help local com-
panies develop their technological capabilities — including pre-investment, plan
execution, and technical changes in development and service.

Wie (2001) explained that the significant channels of technology transfer to
Indonesia — including FDI, technological licensing agreements, capital goods
imports, and involvement in world trade — have generally led to specific
production capabilities in terms of developing local industrial technological
capabilities.

Temenggung (2006) found a significant and robust increase in productivity in
the Indonesian manufacturing industry over the entire period. She identified ne-
gative and significant spillovers during the pre-liberalisation period (1975-86) and
neutral and significant spillovers during the post-liberalisation period (1987-2000).
The study also found that the spillover effect differs across the two-digit ISIC
industry, demonstrating that each economic sector experiences a different impact of
the transfer of technology to local partners. This study used plant-level data from the
unpublished manufacturing industry surveys (Survei Tahunan Perusahaan Industri
Pengolahan) by Statistics Indonesia (BPS) from 1975 to 2000.

The spillover effect of FDI was reflected not only in the transfer of technology
but also in technological progress, economies of scale, R&D expenditure, and
transfer of knowledge and know-how (Suyanto and Salim, 2012). This study
used two productivity measurement methods — the stochastic production frontier
and the Malmquist productivity index — with data from 1988 to 2000, in in-
vestigating the spillover effects on firms’ productivity.'® The primary data source
of this study was the annual survey of Indonesia’s medium-sized and large
manufacturing sector (Survei Tahunan Statistik Industri Indonesia) conducted
by BPS. Suyanto, Bloch, and Salim adopted input—output table analysis for
calculating FDI variables for downstream and upstream industries. Their findings
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confirmed that the spillover effects from FDI on productivity growth are derived
from technical and scale efficiencies as well as from technology.

Based on a literature survey of the role of FDI in poverty alleviation,
Tambunan (2005) argued that FDI may have positive effects on poverty re-
duction, mainly through three channels: (i) labour-intensive economic growth,
with export growth as the most crucial engine; (ii) technological, innovation, and
knowledge spillover effects from FDI-based firms on the local economy; and (iii)
poverty alleviation government programmes or projects financed by tax revenues
collected from FDI-based firms. Preliminary findings based on secondary data
from Indonesia find some support for the role of FDI in poverty alleviation and
consumption of the poor through labour-intensive export growth. Tambunan
found that the implementation of an open-door policy in the New Order gov-
ernment proved that FDI could make significant contributions to economic
development.'”

7 Policy implications and recommendations

Indonesia experienced its worst net export performance in non-oil and gas ex-
ports in 2018. The trade surplus decreased significantly from $20.4 billion in
2017 to only $3.8 billion due to the 19.7% increase in imports, while exports
only increased by about 6.2%. Part of the reason for the fall in exports was the
decline in investment, which appears to be affected by the investment climate,
including uncertainties resulting from the increase in the use of trade protection
instruments through NTMs in Indonesia.

This paper shows how Indonesia has dealt with globalisation and the swings
between outward- and inward-looking policy in various economic circumstances.
To increase its exports, Indonesia must improve its supply-side competitiveness
by supporting the manufacturing sector to be competitive and start producing
higher quality intermediate goods that can compete with imports. Therefore,
Indonesia has to commit to the AFTA agreement, and its expansion on the
ASEAN Plus frameworks in the RCEP, as ASEAN plays a central role as the
regional hub. For decades, Indonesia’s liberalisation and protectionist measures
were a reaction to global trends and declining productivity, without proper long-
run liberalisation, with the strategic purpose of gaining the long-term benefits of
trade and investment liberalisation.

This paper found that globalisation through trade liberalisation has led to a po-
sitive impact on Indonesia’s economic growth, reducing wage inequality and the use
of child labour, and increasing labour absorption, including women’s participation
in the labour market. In terms of trade, globalisation contributes to Indonesia’s
economic growth, productivity, structural economic transformation, SMEs, poverty
alleviation, reduction in inequality, and enhanced trade in services such as tourism.

The investment liberalisation has had positive impacts on Indonesia’s eco-
nomic growth; and spillover effects from technology transfer, technological
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progress, know-how, and knowledge. These improve the role of SMEs and re-
duce the poverty level.

The impact of globalisation is dynamic and has had an overall positive impact
in the long term, as shown through the trade and investment liberalisation
channels. However, it has also created costs, which have impacted uncompetitive
sectors through job losses (Baldwin, Mutti, and Richardson, 1980; Stiglitz,
2007; Dutt, Mitra, and Ranjan, 2009; Ranjan, 2012). Globalisation generates
trade creation with other countries at the immediate cost of non-competitive
local producers, while the benefit of globalisation through the investment
creation comes afterwards.

The challenge for Indonesia is to ensure that it keeps the globalisation strategy
focused on the long-term net positive benefits, while building a political and
policy narrative to gain public support on this longer-term strategy. Indonesia
also needs to focus on how to manage the immediate costs and transition (e.g.
providing social safety nets), reskilling labour, adopting a good regulatory fra-
mework, and improving competitiveness (e.g. reducing the costs of doing
business and improving the investment climate).

Lastly, Indonesia has to obtain the maximum benefit from globalisation at all
levels of economic cooperation — global, regional, mega-regional, bilateral, and
unilateral. It also needs to ensure consistency and make an effort to widen its
markets, with the intention of allowing for more possibility of the trade and
investment nexus, and the development of regional global value chains (Hidayat,
Hidayat, and Hendrix, 2017; Nurika and Amaliyah, 2017; Sidharta and
Nihaaiyyah, 2017). Indonesia must commit to globalisation consistently and,
with the right strategy, can ensure it reaps net benefits.

Notes

1 According to the neo-classical model of economic growth, FDI only affects
economic growth if it positively affects technology permanently (de Mello, 1997).

2 For instance, the cost of 50% tariff elimination in the United States (US) was
around 4% of the resulting total gains (Baldwin Mutti, and Richardson, 1980).
Workers bore 90% of this cost while employers bore the remaining 10%. Trade
liberalisation in textiles, steel, and the automotive industry led to an estimated
economic cost of around 1.5% of its total gain (de Melo and Tarr, 1992). The
removal of subsidies and tariffs in the British footwear industry led to a low esti-
mated cost of 0.5%—1.5% of total liberalisation gains (Takacs and Winters, 1991).

3 After the collapse of the economy and under the New Order era of President
Suharto, the technocrats in government recognised the need to attract foreign
investment to lift Indonesia out of its economic crisis and introduced Indonesia’s
first foreign investment law No. 1,/1967, which adopted an ‘open door policy,’ as
well as a parallel Domestic Investment Law in 1968.

4 In 2016, ASEAN began the implementation of the ASEAN Economic
Community, the longest period of the liberalisation process from trade to invest-
ment. Based on the model of the European Union’s regional economic integration,
the process of integration began with the Free Trade Area (1957-67), followed by
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11

12

13

14

15

16

the Customs Union or Economic Community (1967-87), the Common Market
(1987-93), the Single Monctary Union (1993-99), and the Single Currency
(1999-2002). The longest period was the Customs Union (20 years).

Liberalisation in Indonesia often required dealing with ‘patron—client relation-
ships” amongst members of former President Suharto’s inner circle, who owned
certain monopolies and private establishments backed by formal regulations

(Pangestu, Rahardja and Ing, 2015).
AYie _ (i = Ge*+ g +AEn/ Ei) + (Xit = Mip) |

Economic growth i is 2 v, ; where Y is output; I is

investment; n is populatlon Eis product1v1ty of labour; X is export; M is import;
and C is incremental capital output ratio: additional unit of capital needed to

increase an additional unit of economic growth.

King (2000), Robertson-Snape (1999), and Rock (2003) showed how the
Indonesian economy can be sustained amid reform and economic-related liber-
alisation policy despite massive, systemic rent-seeking activities and corruption.
Pincus and Ramli (1998) pointed out that the roots of the lack of preparation
for the 1998 crisis were attributed to the series of policy errors in the name of
economic liberalisation in the previous period.

See Bank Indonesia (2019).

‘Sadli’s Law’ refers to the late Mohammad Sadli, Indonesian economist and
Minister of Mining (1973-78), Minister of Manpower (1971-73), and Director
of the University of Indonesia’s think tank, LPEM-UI.

In this case, the Dutch disease refers to Indonesia’s misallocation of subsidies and
protectionism. Indonesia applied an import substitution policy, using tariff pro-
tection, instead of building the competitiveness of its supply side. The Dutch
disease of the oil boom, moral hazard in subsidies, and misuse of the import
substitution policy made economic liberalisation in Indonesia unsuccessful in
improving domestic supply competitiveness. This stimulated rent-seeking activity
and economic inefficiency in Indonesia.

Another example of such abuse of the trade liberalisation schemes was the ex-
emption of import and luxury taxes for the national car company. This incurred
the wrath of international automotive companies, as the holding group enjoyed
the advantage of importing completely built-up cars.

Indonesia has a high comparative advantage in both raw materials and assembly
but a low comparative advantage in producing intermediate inputs. The lack of
comparative advantage in the middle is known as ‘hollow middle’ industry.
During the presidency of Susilo Bambang Yudhoyono, agricultural products
became subject to restrictive permits — establishing a quota-based barrier that
generated rent-seeking or misuse of the import quota for cows. This involved an
Indonesian political party, whose leader was apprehended by the Indonesian
Corruption Eradication Commission (KPK) for rent-seeking activity.

Open unemployment is the number of unemployed people divided by the
number of people in the labour force.

In terms of dynamic time series tests, this study examined the vector error cor-
rection model (VECM). Before examining the VECM, it applied stationarity,
optimal lag, stability, and cointegration tests. The VECM applies both short- and
long-run modelling analysis, with the impulse response function and forecast
error variance decomposition model, accordingly.

Test procedures such as Chow and Hausman were used to choose the appropriate
model amongst the three competing models, i.e. the common or pooled effect,
the fixed effect with least squares dummy variables, and the random effect of
generalised least squares.
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17 Tambunan (2005) adopted and adapted a linear regression method and data from
the National Socio-Economic Survey (SUSENAS), an annual cross-sectional
survey of households by the BPS for 1974-2002 for poverty analysis.
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5 The impact of economic
globalisation on firm
performance and the labour
market: evidence from Japan

Keiko Ito

1 Introduction

The impact of globalisation on the economy and people’s lives is attracting
growing attention. In Japan, too, the economic impact of globalisation has been
receiving significant interest, partly because there appears to be a link between
the increase in trade and the overseas expansion of Japanese firms on the one
hand and the prolonged sluggishness of the domestic economy on the other. In
contrast to stagnant GDP growth, imports and exports and outward foreign
direct investment (FDI) have increased, and as shown in Figure 5.1, the ratio of
imports and exports and FDI to GDP has been rising sharply since the mid-
1990s in Japan. Against this background, there is a burgeoning literature on the
impact of globalisation — in particular, international trade and FDI- on pro-
ductivity and the labour market. While the empirical results differ across studies
to some extent, a broad picture regarding the major issues, especially in devel-
oped countries including Japan, has emerged. This can be summarised as follows.

First, in developed countries including Japan, macro-level structural changes
have been widely observed. The share of workers in the manufacturing sector has
declined dramatically, although the value-added share of manufacturing has re-
mained relatively stable. While there are a number of reasons for this structural
change, globalisation is regarded as one factor that is at least partly responsible.
Second, underlying such macro-level structural changes, various micro-level ef-
fects of globalisation have been observed. One stylised fact is that firms engaged
in international trade and direct investment tend to be more productive than
non-internationalised firms (see, for example, Bernard and Jensen, 1999; Mayer
and Ottaviano, 2008; and Wakasugi et al., 2011). The former outperforms the
latter not only in terms of productivity but also in terms of various other per-
formance indicators such as research and development (R&D) expenditure,
patents, firm size, wage rates, and so on.

These changes are not necessarily bad for economic growth. The decline in
manufacturing employment may accelerate economic growth if workers move
towards fast-growing new industries. Moreover, if better-performing inter-
nationalised firms grow more and increase their shares in the economy, the ef-
ficiency of the economy overall is expected to be improved. The pro-competitive
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direct investment, GDP = gross domestic product.

Source: World Bank (2019), World Development Indicators 2019. Washington, DC: World

Bank. https://databank.worldbank.org/source /world-development-indicators (accessed 19

May 2019).

effect of globalisation is likely to promote firms’ efforts to improve productivity
and develop new technologies, thereby increasing economic welfare.

Yet, in practice, a rise in anti-globalisation sentiment and protectionism can be
observed across the world. One reason for the anti-globalisation sentiment is likely
that the impact of globalisation is highly heterogeneous across firms and workers:
globalisation creates winners and losers. As shown in Figure 5.2, in Japan for example,
both the number and the share of workers in the manufacturing sector have been
declining since the early 1990s (with the number falling by 4.8 million and the share
by 7.2 percentage points from 1990 to 2012). On the other hand, the manufacturing
share of real gross domestic product (GDP) has remained relatively stable, suggesting
that labour productivity in manufacturing has been increasing relative to that in the
service sector.! The figure also implies that many manufacturing workers lost their jobs
and were forced to move into the service sector, where labour productivity is not
increasing and pay is less likely to increase, while workers who stayed in the manu-
facturing sector, where labour productivity is increasing, are relatively well paid.
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Note: GDP = gross domestic product. Source: RIETI (2015) JIP J IP Database 2015. Tokyo:
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JIP2015/index.html (accessed 1 April 2019).

Moreover, many previous studies suggest that although internationalised firms
outperform others by a wide margin, the number of such firms is very small
compared with the total number of firms. Furthermore, a large part of interna-
tional trade is conducted by a very small number of top exporters (multinational
firms in most cases). On the other hand, firms — particularly less productive ones —
facing import competition from low-wage countries are more likely to exit or
shrink, and workers employed in such firms or industries are likely to lose their
jobs. Within an internationalised firm, labour demand tends to shift away from
unskilled workers towards skilled workers as firms get more involved in the in-
ternational division of labour via trade and FDI. Thus, in developed countries,
while globalisation may benefit skilled workers, unskilled workers are more likely
to be worse off. Therefore, many developed countries are facing the urgent policy
issue of how to distribute the gains from globalisation so that everyone benefits.

Statistics in many developed countries, including Japan, show that (i) a huge
productivity gap exists across firms and the gap seems to be persistent; (ii)
manufacturing employment has been declining while employment in the services
sector has been increasing; and (iii) labour demand has been shifting away from
unskilled workers towards skilled workers, resulting in substantial wage gaps
across workers. Although these changes are partly attributable to globalisation,
technological change is another important factor. These two factors — trade and
technology — are intertwined and affect firm performance and the labour market.

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use


https://www.rieti.go.jp
https://www.rieti.go.jp

EBSCOhost -

106 Keiko Ito

It is therefore important to note that it is extremely difficult to decompose the
various changes into those resulting from globalisation and those caused by
technological change.

This caveat notwithstanding, the aim of this paper is to derive the economic
consequences of the expansion of international trade/investment with a focus
on firm performance and the labour market, and to discuss the implications for
policies to assist firms in their global activities and promote economic growth.
The paper focuses primarily on evidence from Japan, mainly based on micro-
data such as firm- or establishment-level data. In particular, the following three
aspects of globalisation are examined: exports, imports, and FDI. Linked these
three aspects, the impact of ‘offshoring’ — defined as both international in-
sourcing (offshore production and imports from overseas affiliates) and inter-
national outsourcing (imports from non-affiliated foreign firms) — is also
discussed. While international migration is another aspect of globalisation,
this aspect is not covered in this paper, partly because of the lack of such studies
for Japan.

The findings of many previous studies suggest that globalisation — such as
increases in exports, imports, and FDI — to some extent create winners and losers
amongst firms and workers. A widening gap in productivity and wages has been
observed in many countries. However, previous studies also show that the
magnitude of the impact that is directly attributable to globalisation is quite
limited. Although the empirical evidence on Japan is more or less consistent with
that on other developed countries, noteworthy observations for Japan are as
follows. First, several empirical studies confirm a learning-by-exporting effect as
firms tend to improve their productivity after they start exporting. However,
such a learning effect is not always found for other countries. Second, increases in
imports from China do not always have a significant negative effect on em-
ployment and value-added growth in Japan, which contrasts with results for the
US and some European countries. A possible interpretation of the results for
Japan is that they reflect a complementary relationship between Japan and China
in global supply chains.

The findings for Japan suggest that both firms and governments should not
take a negative approach towards globalisation. Rather, firms should invest in
new technology and human capital to respond flexibly to the structural changes
brought about by globalisation and technological change. The government
should encourage investment in such intangible assets by firms that are striving to
succeed in the global market.

The rest of the paper is organised as follows. The next section reviews the
empirical evidence on the impact of globalisation on firm-level productivity and
innovation. Turning to the labour market, Section 3 looks at the impact on
employment, skill composition, and wages. Section 4 discusses the inter-industry
impact of globalisation, while Section 5 concludes. Finally, the appendix provides
a summary of key studies and their empirical findings on the impact of globali-
sation for Japan.
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2 The impact of globalisation on firm productivity and
innovation

Many previous studies show that firms engaged in international business are
larger, more productive, and more innovative. Firms are also likely to improve
their productivity after starting exporting and /or overseas production.’

2.1 Superior performance of internationalised firms

As numerous studies have shown, more productive firms that can pay the fixed
cost required to start exporting/FDI are more likely to become exporters/
multinationals (selection effect), and such internationalised firms are more likely
to improve their productivity by learning from international markets (learning
effect). Internationalised firms, therefore, are expected to perform better than
others because of these two effects. As for Japanese firms, many studies confirm
that internationalised firms tend to be more productive than domestic firms (e.g.
Kimura and Kiyota, 2006; Tomiura, 2007; and Wakasugi et al., 2011). For
example, Wakasugi et al. (2011) showed that exporting firms’ total factor pro-
ductivity (TFP) is 38% higher than that of non-exporting firms. They also
showed that multinational firms’> TFP is 31% higher than that of non-
multinational firms. Moreover, as predicted by Helpman, Melitz, and Yeaple
(2004), firms engaged in both exporting and FDI show the highest productivity
on average, followed by exporting firms and firms not engaged in exporting and
EDI.? Furthermore, firms that invest in more regions tend to be more productive
(Tanaka, 2012a).

The superior performance of internationalised firms can be explained by the
selection effect and the learning effect. In the case of Japan, Kimura and Kiyota
(2006) and Todo (2011a) confirmed that both effects raise the productivity of
exporting and /or FDI firms. As shown in Figure 5.3, in the case of Japan, export
starters tend to show higher productivity growth than firms that do not start
exporting.* Although Wagner (2012) argued that previous studies on other
countries did not always find a positive learning effect, in the case of Japan, many
studies including the ones mentioned above, have found a positive learning ef-
fect. While firms are required to continuously improve their efficiency to survive
competition in foreign markets, they can also learn foreign firms’ best practices
by entering foreign markets via exporting or FDI. They not only learn foreign
competitors’ marketing know-how and their products but also obtain feedback
from foreign customers. As I will discuss in the next subsection, exporters tend to
utilise such information obtained from foreign markets and develop their tech-
nological capability. Moreover, not only exporting but also importing may have a
positive impact on firm productivity. By using cheaper and higher quality im-
ported intermediate goods, firms may be able to be more cost-competitive and
shift towards higher value-added processes. In the case of Japanese manu-
facturing firms, Hijzen, Inui, and Todo (2010) found that offshoring is likely to
have a positive effect on productivity. While Ito, Tomiura, and Wakasugi (2011)
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Notes: 1. The vertical axis shows the log of labour productivity. 2. Export starters are firms that
started exporting in 2001.

also found a productivity enhancing effect of offshoring, their results indicate
that only firms that offshore both manufacturing and service tasks enjoy an im-
provement in productivity and that the level of firms’ engagement in offshoring
matters more than whether or not firms engage in offshoring.

Turning to the selection effect, although some studies provide evidence of
such an effect for Japan, Todo (2011a) pointed out that the impact of pro-
ductivity on firms’ decision to export is economically negligible in size.
According to his estimates, when the log of TFP improves by 50%, the predicted
probability that the average domestic firm becomes an exporter or an FDI firm
increases by only 0.07%. Todo (2011b) argued that a significant number of high-
productivity firms are not engaged in exporting and/or FDI. Todo (2011a) also
pointed out that the exporting/FDI status of firms does not change easily. For
example, more than 96% of non-exporters remain non-exporters the following
year. The fact that only a few firms change their status over time implies that it is
not easy to become an exporter or to expand overseas, even though firms’
productivity is expected to increase after their status changes.

Why are some firms not engaged in international business even though they
are productive? Possible reasons for the weak relationship between productivity
and overseas expansion include a lack of information on foreign markets (in-
formation friction) and firms’ risk-averse behaviour. For instance, Inui, Ito, and
Miyakawa (2015) found that firms that have access to information on foreign
markets via their main bank are more likely to start exporting. Todo and Sato
(2014) found that firms with risk-tolerant and forward-looking managers are
more likely to engage in international business. These studies suggest a need for
policy support to potentially outward-oriented firms.

Although it is important to facilitate international activities by firms, particu-
larly by promising and productive small and medium-sized enterprises, it is also
widely observed in many countries that a large part of international trade is
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conducted by a very small number of internationalised firms. Wakasugi et al.
(2011) showed that the largest 10% of exporters accounted for 92% of Japan’s
total exports (measured in value) and that this concentration ratio is comparable
to that of the US and European countries. Similarly, Ito (2019) showed a huge
gap in productivity between the top exporters and other exporters. Figure 5.4
shows the difference between the average productivity of exporting and non-
exporting firms in the Japanese manufacturing sector. In the figure, exporters are
further divided into four categories: top 10 exporters, permanent exporters, new
exporters, and export exiters. The figure indicates that exporters as a whole are
more productive than non-exporters (about 20% higher on average). It also
shows that the top 10 exporters are much more productive than other exporters
and that the average productivity of new exporters is not very high. It is well
known that many export starters tend to stop exporting in a short period and it
seems difficult for many new exporters to become permanent exporters (Inui,
Ito, and Miyakawa, 2017). These findings suggest that another important policy
issue is how to support new exporters to help them continue exporting to foreign
markets in the long term to enjoy learning effects. For firms, one possible
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Figure 5.4 Difference in TFP between Exporters and Non-Exporters: Manufacturing
Sector.

Source: Ito (2019), Figure 2 (b).

Notes: TFP = total factor productivity. 1. “Top 10 exporters’ denotes the 10 largest exporters in
terms of export value. 2. ‘Permanent’ denotes firms exporting in at least three consecutive years,
t-1, ¢, and #+1. 3. ‘Exporters’ denotes all exporting firms in year . 4. ‘New’ denotes firms that
did not export in year ¢-1 but started exporting in year ¢ and continued exporting in year ¢+1. 5.
‘Exiters’ denotes firms that exported in years -1 and # but stopped exporting in year #+1.
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strategy might be to focus on niche markets; another might be to create trans-
action relationships with large global firms that help them to reduce the costs and
risks involved in serving overseas markets. Reducing information frictions and
facilitating risk management are areas in which the government could take some
policy action.

2.2 Bidivectional causal velationship between innovation and
internationalisation

Another issue that has been extensively investigated in the literature is the re-
lationship between firms’ decisions on exporting and on innovation. A sub-
stantial number of studies has shown a bidirectional causal relationship between
firm innovation and export activity or complementarity between innovation and
exporting (for empirical evidence on Japanese firms, see, for example, Ito and
Lechevalier (2010) and Ito and Tanaka (2016)).5

While innovative firms are more likely to become exporters, firms serving in-
ternational markets are also more likely to increase innovation activities because
of knowledge spillovers from foreign competitors and partners as well as com-
petitive pressures in those markets. Haneda and Ito (2014), employing the ‘in-
novation accounting’ framework proposed by Mairesse and Mohnen (2002),
found that Japanese firms with R&D establishments abroad show the best in-
novation performance compared with all other types of firms. More specifically,
although international activities do not necessarily raise the probability of in-
novation, i.e. whether a firm successfully develops a new product, new products
tend to account for a much larger share of sales in the case of firms engaged in
international activities. In other words, firms engaged in international activities
are more likely to develop new products that sell well. Haneda and Ito (2014)
suggested that information/knowledge obtained from international markets
plays an important role in this context. This can be interpreted as an effect of
learning from foreign markets.

Haneda and Ito (2014) also showed that a significant part of the higher in-
novation performance of internationally active firms can be explained by greater
intra-firm knowledge spillovers, R&D intensity, perceived competitive pressure,
and proximity to basic research. Highlighting the importance of knowledge
spillovers from firms in foreign markets, Branstetter (2006) and Yashiro
and Hirano (2010) argued that gathering information from foreign markets via
exporting,/FDI significantly raises firms’ technological capabilities.

Also focusing on international knowledge spillovers, Ito et al. (2019) ex-
amined the relationship between patent applications by Japanese firms and their
position in global value chains, which is measured using the Inter-Country
Input-Output Tables of the Organisation for Economic Co-operation and
Development. The authors assumed that industries with higher network cen-
trality receive more knowledge spillovers because they are connected to more
countries and industries. The study found that exporters in sectors that are more
central in the forward linkage network (i.e. the downstream input linkage
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network) tend to file for more high-quality patents, as measured by the citation-
weighted number of patent applications. Such exporters in sectors with higher
forward centrality are interpreted as being key suppliers, and they tend to be
more innovative. The finding suggests that the position within global value
chains is another important factor determining the innovative capability of firms.

As suggested by Haneda and Ito (2014), competitive pressures may make
firms more innovative. However, fierce competition potentially also dampens
firms’ investment in innovation activities, because market competition is likely to
reduce firms’ profits. Examining the innovation response of Japanese firms to
intensified import competition from China during 1995-2010, Yamashita and
Yamauchi (2020) found that firms that exported and /or imported filed for more
patents in response to the increased import competition from China. However,
Chinese import competition adversely affected the quality of innovation as
measured by citations. While Chinese import competition did not have any
significant impact on patent applications by domestic firms which are not en-
gaged in exports/imports, it had a negative impact on their R&D expenditure.®
Therefore, evaluating the impact of import competition from China on in-
novation output by Japanese firms is not straightforward. However, what seems
safe to say is that the competition faced by firms engaged in international ac-
tivities compels them to make greater efforts to innovate. Meanwhile, the ne-
gative impact on the quality of innovation (as measured by citations) is an issue
that deserves further scrutiny in future research.

3 Globalisation and the labour market

Another hotly debated issue in many countries has been the impact of globali-
sation on employment and wages. In Japan, as shown above, the share of
manufacturing workers has declined drastically since the early 1990s, when
Japanese firms started expanding offshore production and increasing imports.
Moreover, standard international trade theory predicts that trade liberalisation is
likely to accelerate specialisation in capital- and skill-intensive production in
developed countries, while unskilled labour-intensive production will be moved
to developing countries. Therefore, for developed countries, increases in exports
are likely to have a positive impact on demand for skilled workers on the one
hand, and increases in imports are likely to have a negative impact on demand for
unskilled workers on the other. Against this background, this section discusses
the impact of imports and offshoring as well as exports on changes on domestic
employment, wages, and the skill composition of workers.

3.1 Impact on domestic employment

Starting with the impact on domestic employment, several industry-level studies
have examined the impact of imports and exports on employment in Japan. Using
the decline in import prices as a measure of import competition, Tomiura (2003)
found that import competition has a negative effect on domestic employment.
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However, imports are only one side of the coin and often go hand in hand with
increases in exports. This is shown by factor content analyses based on in-
put—output tables, which highlight that globalisation increases not only imports
but also exports, so that the negative impact of globalisation on domestic em-
ployment has been rather limited (see, for example, Sakurai [2014]).

In recent years, the rapid increase in imports from China has been blamed as a
major cause of the decline in manufacturing employment in the US. For ex-
ample, Autor, Dorn, and Hanson (2013) estimated that the increase in imports
from China explains about a quarter of the decline in manufacturing employment
in the US. However, using Japanese prefecture-level data, Taniguchi (2019)
conducted a similar analysis to that of Autor, Dorn, and Hanson (2013) and
found that in Japan an increase in imports from China is positively associated
with manufacturing employment.” The reason for the positive impact of Chinese
imports on employment in Japan is probably that industries importing from
China increased their exports as well. The difference between Japan and the US
potentially implies that Japanese imports from China are more likely to be
complementary to, and not substitutes for, Japanese production and exports.

Studies based on firm-level data have also shown that the direct impact of
globalisation on firm employment has been quite limited. Since increases in
imports of intermediate inputs to a large extent are due to the expansion of
overseas production by Japanese multinational enterprises (MNEs), Yamashita
and Fukao (2010) examined the relationship between domestic employment and
employment in overseas affiliates of Japanese manufacturing MNEs using par-
ent—affiliate matched data. They did not find a statistically significant negative
relationship. Meanwhile, following the research framework employed by
Harrison and McMillan (2011), Kambayashi and Kiyota (2015) examined the
effects of FDI on the domestic employment of Japanese manufacturing MNEs.
They found that ‘disemployment’ (reductions in employment, especially in the
manufacturing sector) in Japan is mainly driven by substitution between capital
and labour rather than the reallocation of labour from Japan to overseas via
FDI.® Ando and Kimura (2017) also found that Japanese multinational firms
which expand their foreign operations tend to increase domestic employment,
mainly in the form of boosting headquarters services, and concluded that the
globalisation of corporate activities contributes to the expansion of domestic
employment by boosting complementary activities at home.

These studies suggest that domestic workers were not perfectly substituted for
foreign workers embodied in imported goods. By shifting operations at home
towards higher value-added processes which are complementary to offshored
lower value-added processes, Japanese firms have been trying to sustain domestic
employment but the composition of worker skills and occupations may have
been changed substantially. I will return to this point in the next subsection.

While the above studies have suggested that the overseas expansion of
Japanese MNEs did not have a significant negative impact on the domestic
employment of the MNEs themselves, it may have had a negative impact on the
employment of domestic firms acting as suppliers to MNEs. Taking domestic
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supplier—customer relationships into account, Ito and Tanaka (2014) examined
the relationship between the overseas expansion of Japanese MNEs and the
employment of domestic suppliers of these MNEs. However, they did not find
any negative relationship and instead discovered that the relationship tends to be
positive. The finding suggests that domestic suppliers selling to MNEs that are
expanding overseas do not reduce employment more than firms not selling
to MNEs.

Summing up, the studies on Japan suggest that we cannot conclude that
globalisation has a negative impact on domestic employment.’

3.2 Impact on skill composition

Globalisation is likely to have differential effects on the domestic demand for
labour in terms of the skills that workers possess and the tasks in which they
engage. In particular, this differential impact on labour demand is likely to in-
crease wage gaps across workers. This is borne out in studies showing that
globalisation negatively affects certain types of workers in certain regions and/or
industries. Generally speaking, in developed countries, low-skilled workers tend
to be worse oft while high-skilled workers tend to be better off as a result of
globalisation. This section provides a summary of research findings on such
heterogeneous effects of globalisation on the labour market in Japan.

The rapid and worldwide advances in trade liberalisation and the development
of information and communication technologies since the 1990s have dramati-
cally reduced the cost of the international division of labour or fragmentation of
production. In production fragmentation, unskilled labour-intensive processes
are located in low-wage developing countries, while skilled labour-, capital-, and
knowledge-intensive processes are located in developed countries. Unskilled
labour-intensive processes or tasks are increasingly moved offshore or outsourced
to developing countries.

Therefore, fragmentation is expected to increase the demand for skilled
workers in developed countries, and many studies confirm that increases in im-
ports of intermediate inputs are positively associated with an increase in the skill
intensity of production in developed countries. Ito and Fukao (2005), following
the framework employed by Feenstra and Hanson (1996), showed that imports
of intermediate inputs, particularly imports of relatively low-tech intermediate
inputs from Asian countries, have led to an increase in the share of skilled workers
in Japan’s manufacturing sector. Ito and Fukao (2005) estimated that nearly half
of the increase in the skilled worker share in Japan’s manufacturing sector from
1988 to 2002 is attributable to the increase in the intra-industry division
of labour with Asian countries. Similarly, Ahn, Fukao, and Ito (2008) and
Yamashita (2008) found a positive relationship between intermediate input im-
ports from Asia and skill intensity in Japan. Further, Kiyota and Maruyama
(2017) concluded that offshoring has increased the demand for high-skilled
workers in Japan. Studies based on firm-level data have also found strong evi-
dence that the expansion of the overseas production of Japanese MNEs has
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increased the skill intensity of production at home (e.g. Head and Ries, 2002;
Hayakawa et al., 2013).'°

On the other hand, Tanaka (2012b) found that the share of temporary
workers dispatched from staffing companies tends to increase after a firm be-
comes a multinational, although the number of workers at home does not de-
cline. This is an interesting finding and may imply that globalised firms tend to
utilise more temporary workers, the number of which firms can flexibly increase
or reduce in response to economic conditions and/or the speed of technological
developments. This result suggests that, in addition to the demand for skilled
workers, globalisation appears to increase the need for a more flexible workforce.

3.3 Impact on wages

The previous section has shown considerable evidence that globalisation has
increased the demand for skilled workers more than for unskilled workers. This
demand shift towards skilled workers in turn has implications for the wage gap
between skilled and unskilled workers. In fact, it is now well known that the
demand shift towards skilled workers has been larger and more significant within
industries and within firms than between industries. Previous research has
highlighted that the demand shift within industries and firms is attributable to
skill-biased technological change and offshoring. For instance, one of the pio-
neering studies on the US, Feenstra and Hanson (1999), found that both skill-
biased technological change and offshoring have contributed to the increased
wage gap between skilled and unskilled workers in the US, although the impact
of skill-biased technological change was larger than that of offshoring.

As for Japan, Sasaki and Sakura (2004) and Sakurai (2014) confirmed that the
wage gap between skilled and unskilled workers has been increasing, albeit
slowly, and that international trade (i.e. import competition and offshoring) have
contributed to this increase in the wage gap to some extent. Although these two
studies took different approaches, both concluded that the impact of oftshoring
was almost the same as, or slightly larger than, the impact of skill-biased tech-
nological change. Endoh (2018), analysing employer—-employee-matched data
for Japan, also found that offshoring has contributed to the widening of the
wage gap.

However, the widening wage gaps at the macro level observed in many
countries are because of a number of reasons, and the contribution of globali-
sation appears to be modest (Helpman, 2016). This is the conclusion suggested
by, for example, Burstein and Vogel (2017), who estimated the impact of glo-
balisation on the wage gap using a trade model and data for 60 countries around
the world covering the period from 2005 to 2007. They measured the impact of
trade by comparing the estimated wage gap in the case with international trade
and without international trade (i.e. trade costs are infinity). They found that
international trade increased the wage gap between skilled and unskilled workers
by 5.1% on average, although the impact varied across countries depending on
various country characteristics such as the trade openness and comparative
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advantage. For the US and Japan, the impact was about 2%. Burstein and Vogel
(2017) as well as Burstein, Morales, and Vogel (2019) suggested that the
magnitude of the impact of international trade depends on each country’s trade
share and the size of the elasticity of substitution across workers with different
skills. Given the estimated trade shares and elasticity of substitution based on
actual trade data, these studies confirmed that international trade impacted wage
inequality but had only moderate effects.

As reviewed by Helpman (2016), various factors affect wage inequality, in-
cluding labour supply changes, technological changes, firm and worker hetero-
geneity, and labour market frictions. While the impact of globalisation on wage
inequality has been extensively investigated, incorporating these various factors,
quantitative estimates produced so far have revealed that the effects of globali-
sation explain only a fraction of the actual rise in wage inequality. For example,
Autor (2014) showed that the college wage premium in the US doubled from
48% in 1979 to 96% in 2012; i.e. in 2012, a college graduate earned 96% more
than a high-school graduate. Thus, compared with the increase in the college
wage premium, the impact of trade on the wage gap estimated by Burstein and
Vogel (2017) is very small. On the other hand, in the case of Japan, Kawaguchi
and Mori (2016) showed that the college wage premium decreased by 1
percentage point from 1986 to 2008."" Therefore, while the impact of trade on
the wage gap may have been quite substantial in Japan, other factors, presumably
the rapid increase in the supply of college graduates, appear to have more than
offset the widening of the wage gap due to trade.

More recently, a growing number of researchers have suggested that the shift
in labour demand is not actually from unskilled towards skilled workers. Rather,
they argue, it is the demand for middle-skilled workers that is negatively affected
by globalisation, while demand for low-skilled and high-skilled workers is in-
creasing. The reason is that middle-skilled workers tend to engage in routine
tasks that are easily computerised and/or offshored. On the other hand, non-
routine cognitive analytical /interpersonal and non-routine manual physical tasks
are not easily offshored, i.e. the ‘offshorability’ of such non-routine tasks is low.
Therefore, such tasks tend to remain at home, and demand for high- and low-
skilled workers engaged in these tasks has been increasing at home (e.g.
Oldenski, 2012; Autor and Dorn, 2013; Becker, Ekholm, and Muendler, 2013;
and Goos, Manning, and Salomons, 2014).

In the case of Japan, there are no rigorous analyses on the relationship between
globalisation and labour demand at the detailed task level because of lack of data.
However, employing factor content analysis using input-output tables and
industry-level employment data, Tomiura, Wakasugi, and Zhu (2014) showed
that Japan’s net exports of routine tasks significantly decreased from 1995 to
2005. The finding suggests that globalisation has contributed to job polarisation
in Japan. However, studies on European countries such as Becker, Ekholm, and
Muendler (2013) and Baumgarten, Geishecker, and Gorg (2013) argued that
the effects of globalisation on wage gaps between workers engaged in different
tasks are quite complex and depend on workers’ educational attainment, skill
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>

types, the degree of task ‘offshorability,
national activities.

In sum, many previous studies, including studies on Japan, show that globa-
lisation has affected domestic employment, the composition of workers, and
wage gaps across workers. More specifically, offshoring has shifted labour de-
mand away from low-skilled and/or medium-skilled workers towards high-
skilled workers, thereby increasing the wage gaps across different types of
workers. However, relative to actually observed macro-level changes in em-
ployment and wages, it is generally believed that the direct impact of globalisa-
tion has been rather limited. Of course, it should be noted that it is difficult to
perfectly separate out the impact of globalisation from other effects such as those
caused by technological change (and, such as in the case of Japan, changes in the
labour supply due to demographic changes).

and the size and scope of firms’ inter-

4 Inter-industry impact of globalisation

The studies reviewed in the preceding sections have suggested that globalisation
has not necessarily had a large negative impact on firm performance or the labour
market. More globalised firms tend to be more productive and more incentivised
to innovate, resulting in higher wages. Although globalisation has increased wage
gaps across workers, the impact has been rather limited. However, most of the
studies reviewed so far examine the direct impact of globalisation on the in-
dustries or firms involved and do not take inter-industry effects into account.
While globalisation is likely to have a positive impact on ‘better’ (more inter-
nationalised and more innovative) firms and on ‘better’ (more skilled) workers,
such effects may change the composition of activities and worker types within
industries /firms. Moreover, even though the micro-level impact has been lim-
ited, it is possible that effects are amplified via inter-industry or inter-firm re-
lationships, leading to significant structural changes such as the sharp decline in
manufacturing employment shown in Figure 5.1 above.'?

Therefore, by changing firms’ behaviour and the composition of the work-
force, globalisation may have accelerated structural changes. This section dis-
cusses the inter-industry effects of globalisation.

4.1 Servicification ov changes in activities within
manufactuving firms

One of the aspects related to the offshoring of production processes and tasks is
the increased ‘servicification’ of manufacturing firms in many developed coun-
tries. Relatively low skill-intensive and routine task-intensive processes are easily
offshored, and these processes tend to be the ‘manufacturing’ part of the supply
chain. Therefore, manufacturing MNEs tend to move such manufacturing pro-
cesses offshore and concentrate on high skill-intensive and non-routine task-
intensive services at home. This is illustrated, for example, by a study by Ito and
Ikeuchi (2017), who, using Japanese firm-establishment matched data, found
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that firms are more likely to shut down domestic establishments in more routine
task-intensive industries after they became a multinational. They also found that
establishments in non-routine task-intensive industries tend to show higher
employment growth. While not all non-routine task-intensive industries are
service industries, their study suggests that expansion abroad may have led to the
restructuring of domestic activities and may to some extent have driven the
‘servicification” of manufacturing firms and the economy overall.*?

4.2 Propagation of the impact of incveased imports from China
across industrvies

In the US, some researchers such as Acemoglu et al. (2016) have argued that
import competition from China has a significant impact on economy-wide em-
ployment when the indirect effects of globalisation through input—output lin-
kages are taken into account. Acemoglu and his research group also examined
how shocks in the form of increased imports from China propagate across in-
dustries via input—output linkages. For example, Acemoglu, Akcigit, and Kerr
(2016) showed that increases in imports from China in an industry reduce value-
added growth in upstream industries, although the impact on downstream in-
dustries is not significant.'*

In the case of Japan, Fabinger, Shibuya, and Taniguchi (2017) examined the
impact of increases in imports from China following the framework employed by
Acemoglu, Akcigit, and Kerr (2016). Their results were somewhat different from
those obtained by Acemoglu Akcigit, and Kerr (2016). That is, while the studies
found a significant negative impact on upstream industries for both Japan and the
US, increases in imports from China have a positive effect on value-added growth
in downstream industries in Japan but no significant impact in the US.
Therefore, while in the US increases in imports from China only have a negative
impact, in the case of Japan they have a positive impact on downstream in-
dustries. While Fabinger, Shibuya, and Taniguchi (2017) did not investigate the
reasons for this difference between Japan and the US, one possible interpretation
is that the impact of imports differs depending on the relationship between
imports and domestic production. That is, while Chinese imports likely are more
complementary to domestic production in Japan, they are more likely to be
substitutes in the US.

To illustrate this point, Figure 5.5 shows the value of trade between China on
the one hand and the US or Japan on the other for different types of goods. The
US has a trade deficit with China both in final and in intermediate goods, while
Japan has a trade surplus with China in intermediate goods. This pattern suggests
that Japan exports a substantial amount of intermediate goods to China, im-
plying that Japan and China are more heavily involved in a division of labour
between each other than the US and China. This difference between Japan and
the US may explain the different results of the empirical studies on these two
countries.
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Figure 5.5 Value of China-US and China-Japan Trade by Type of Goods, 2016.
Source: RIETI (2015) RIETT Trade Industry Database 2017 (RIETI-TID2017). Tokyo: Research
Institute of Economy, Trade and Industry. https://www.rieti.go.jp/en/projects/rieti-tid/ (accessed
17 January 2019).

Note: US = United States.

5 Summary and policy implications

This paper summarised the major findings of and arguments in the literature on
the impact of globalisation on firm performance and the labour market, focusing
on the case of Japan.

Similar to their counterparts in many other developed countries, Japanese
firms that are engaged in international trade and FDI outperform other domestic
firms. However, only a small number of firms is directly engaged in international
business, while most firms operate only in the domestic market. A noteworthy
observation for Japan is that several empirical studies confirm a learning-by-
exporting effect, even though such a learning effect is not always found for other
countries. Yet, there is a huge performance gap not only between exporters and
non-exporters but also amongst exporters — such as between top exporters and
new exporters. These findings suggest that providing support to firms trying to
serve foreign markets could be an important way to improve the performance of
the economy overall. Such support could take the form of policies to reduce
information frictions and the risks involved in overseas business. Moreover, given
that many studies show that international activities and innovation are com-
plementary, it might be useful to devise packages that combine both policies to
promote science and technology and policies to promote international trade.

As for the impact of globalisation on the labour market, many studies have
shown that competition from imports as well as offshoring have shifted labour
demand towards skilled workers, resulting in a widening of the wage gap be-
tween skilled and unskilled workers. However, although some types of workers,
or workers in certain occupations or industries or regions, may be severely
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affected by globalisation, the contribution of globalisation to the widening wage
gap is considered to be quite limited. Moreover, in the case of Japan, there is no
strong evidence that increases in imports from China have significantly reduced
domestic employment in industries and regions facing import competition from
China, which differs from results for the US. The difference between Japan and
the US potentially implies that imports from China are more likely to be com-
plementary to domestic production in Japan, while they are more likely to be
substitutes in the US.

The findings summarised in this paper suggest that many Japanese firms still
have the potential to grow by learning from foreign markets and that Japanese
firms and industries are likely to benefit from globalisation in the case where
domestic production is complementary to imports from foreign countries. As for
the impact of globalisation on the labour market, while some types of workers
and firms do not enjoy significant benefits from globalisation, previous studies
have shown that the magnitude of the impact that is directly attributable to
globalisation is quite limited.

That said, it is possible that globalisation has accelerated structural changes in
the Japanese economy. The share of manufacturing workers has shrunk drama-
tically, and more workers are now engaged in labour-intensive service industries,
where labour productivity is relatively low. Looking ahead, it is likely that glo-
balisation and technological change will be even more intertwined than they have
been so far, meaning that both may have an even greater effect on firm perfor-
mance and the labour market. This means that it is of the utmost importance for
firms in Japan to invest in new technology and human capital to respond flexibly
to the structural changes brought about by globalisation and technological
change. However, various statistics indicate that Japan is lagging other developed
economies in terms of investment in intangible assets such as organisational
capital and human capital (see INTAN-Invest (2019) for the US and European
countries and RIETT (2015) for Japan). Therefore, it may be useful to provide
policy support to increase investment, particularly investment in intangible assets,
by firms that are striving to succeed in the global market. Japanese firms need to
continue investing in R&D, human capital, global production and distribution
networks, new technology, etc., to benefit from the globalised economy.
Amongst such investment, investment in human capital is of particular im-
portance, as it helps workers respond to the structural changes brought about by
globalisation and hence can help to address the growing anti-globalisation sen-
timent and protectionism mentioned at the outset.

Notes

1 Baily and Bosworth (2014) and Fort, Pierce, and Schott (2018) showed a similar
trend for manufacturing in the United States (US).

2 There is a large body of literature on the relationship between globalisation and
firms’ performance. See previous literature reviews such as those by Greenaway
and Kneller (2007); Wagner (2007, 2012); and Hayakawa, Machikita, and
Kimura (2012).
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Wakasugi et al. (2011) and many other studies have shown that firms engaged in
international activities such as exporting and FDI are not only more productive
but also outperform other firms in various other respects. For instance, such firms
are larger, more R&D-intensive, more capital- and skill-intensive, and pay higher
wages. As for the wage premium of exporters, Ito (2017) found that, after
controlling for worker characteristics, the premium is much larger for smaller
plants than for larger ones. On the other hand, Tanaka (2018) concluded that
most of the wage premium of exporting and/or FDI firms can be accounted for
by worker characteristics. These results may suggest that internationalised firms,
particularly large internationalised firms, tend to employ more skilled workers,
resulting in higher performance and higher wages.

The same study on which Figure 5.3 is based (METI, 2012) provided a similar
figure comparing firms that started FDI (rather than exports) and firms that did
not. The figure indicates that FDI starters similarly show higher productivity
growth after starting FDI.

Regarding other countries, Damijan, Kostevc, and Polanec (2010), for example,
examined the bidirectional causal relationship in the case of Slovenia.

Yamashita and Yamauchi (2020) employed a similar approach to that used by
Bloom, Draca, and Van Reenen (2016) for European firms and by Autor et al.
(2016) for US firms. While Bloom, Draca, and Van Reenen (2016) found a
positive impact of import competition from China on patent applications by
European firms, Autor et al. (2016) obtained the opposite result for US firms.
Studies for European countries (e.g. Dauth, Findeisen, and Suedekum, 2014;
Balsvik, Jensen, and Salvanes, 2015; and Donoso, Martin, and Minondo, 2015)
obtained results consistent with those of Autor, Dorn, and Hanson (2013) for
the US.

Analysing data for US MNEs, Harrison and McMillan (2011) concluded that
increases in offshoring by US MNEs reduced manufacturing employment at
home, but the magnitude was very limited.

According to Wagner (2011), many studies on developed countries have found
no statistically significant relationship between FDI and employment at home.
Instead, several studies have found a positive relationship.

The definition of ‘skilled” or ‘unskilled’ workers differs across studies. For in-
stance, Ito and Fukao (2005) defined skilled workers as workers whose profession
is classified as ‘professional and technical” or ‘managerial and administrative.’
Meanwhile Ahn et al. (2008) and Kiyota and Maruyama (2017) defined “skill” in
terms of educational attainment, while Yamashita (2008), Head and Ries (2002),
and Hayakawa et al. (2013) defined workers in terms of whether they are engaged
in production or non-production activities and regard non-production workers as
‘skilled” workers.

In contrast, for the US, Kawaguchi and Mori (2016) estimated that the college
wage premium increased by 22 percentage points from 1986 to 2008.

In the case of other developed countries, there is some empirical evidence that
offshoring and import competition have negatively affected the demand for
middle-skilled workers in the manufacturing sector and have forced such workers
into low-wage service jobs. See, for example, Ebenstein et al. (2014); Goos,
Manning, and Salomons (2014); and Keller and Utar (2016).

Bernard, Smeets, and Warzynski (2017) and Crozet and Milet (2017) showed
that the switch to the service sector or ‘servicification’ of manufacturing firms
explains a significant part of the reduction of manufacturing employment and
sales in Denmark and France, respectively.

In the case of the US, imports from China have a significant negative impact on
overall employment because of both direct and indirect effects. Acemoglu et al.
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(2016) estimated that about 2.0 million-2.4 million workers in the US manu-
facturing sector lost their jobs during 1999-2011 because of import competition
from China.
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Appendix

Table 5A.1 Recent Empirical Studies on the Economic Impact of Globalisation
Focusing on Japan

Author(s) and date Findings

1. Globalization and firm productivity
Wakasugi et al. (2011) Exporters/MNEs have higher TFP than non-
exporters/non-MNEs.

Tanaka (2012a) MNE:s investing in more regions tend to be more
productive.

Kimura and More productive firms tend to be exporters/MNEs

Kiyota (2006) (selection effect). Exporters/MNEs enjoy higher
productivity growth (learning effect).

Todo (2011a) Both the selection and learning effects are confirmed.
However, the magnitude of the selection effect is
economically negligible.

Todo (2011Db) There are a significant number of firms that do not
export despite their high productivity.

Hijzen, Inui, and Offshoring has a positive effect on productivity.

Todo (2010)
Ito, Tomiura, and Firms offshoring various tasks to various destinations
Wakasugi (2011) enjoy higher productivity growth.

2. Exporting and firm characteristics
Wakasugi et al. (2011) The largest 10% of exporters account for 92% of
Japan's total exports.

Ito (2019) There is a huge productivity gap between the top
exporters and other exporters.
Inui, Ito, and Firms that have access to information on foreign
Miyakawa (2015) markets via their main bank are more likely to start
exporting.
Inui, Ito, and Many export starters stop exporting in a short period.
Miyakawa (2017) More R&D-intensive firms tend to survive in

export markets for a longer period.
3. Innovation and internationalization

Ito and Firms engaged in R&D activities are more likely to
Lechevalier (2010) improve their productivity after entering export
markets.
Ito and Tanaka (2016) Exporters engaged in R&D activities (either inhouse

R&D or R&D outsourcing) are more productive
than non-exporters and exporters with no R&D.

Haneda and Ito (2014) New products tend to make up a much larger of sales
for firms engaged in international activities than for
domestic firms.

Branstetter (2006) Japanese firms investing in the United States receive
significant knowledge spillovers from US firms. In
addition, US firms also receive knowledge
spillovers from Japanese firms that have invested in
the United States.

(Continued)
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Author(s) and date

Findings

Yashiro and
Hirano (2010)

Yamashita and
Yamauchi (2020)

Ito et al. (2019)

Exporters that gather various kinds of information from
foreign markets are more likely to succeed in
technology upgrading and development of new
products.

Exporters/Importers tend to file for more patents in
response to increased import competition from
China.

Exporters in sectors with higher network centrality
tend to file for more high-quality patents.

4. Globalization and domestic employment.

Tomiura (2003)

Sakurai (2014)

Taniguchi (2019)

Yamashita and
Fukao (2010)

Kambayashi and
Kiyota (2015)

Ando and Kimura (2017)

Ito and Tanaka (2014)

Import competition has a negative effect on domestic
employment.

Factor-contents of trade estimation results suggest
that the net impact of exports and imports on
domestic employment is rather limited.

Imports from China have a positive effect on
manufacturing employment.

There is no significant negative relationship between
overseas employment by Japanese MNEs and their
domestic employment.

Manufacturing disemployment in Japan is not driven
by the reallocation of labour from Japan to
overseas via FDI.

Japanese MNEs that expand overseas operations tend
to increase domestic employment.

There is no significant negative relationship between
employment by domestic suppliers and overseas
expansion of their customers.

5. Impact on skill composition

Ito and Fukao (2005)

Ahn Fukao, and
Ito (2008)
Yamashita (2008)

Kiyota and

Maruyama (2017)
Head and Ries (2002)
Hayakawa et al. (2013)

Tanaka (2012b)

Increases in imports of intermediate inputs increase
the share of skilled workers in the Japanese
manufacturing sector.

There is a positive relationship between intermediate
input imports from Asia and skill intensity in Japan.

There is a positive relationship between intermediate
input imports from Asia and skill intensity in Japan.

Offshoring increases the demand for high-skill
workers in Japan.

Expansion of overseas production of Japanese MNEs
increases the skill intensity at home.

Expansion of overseas production of Japanese MNEs
increases the skill intensity at home.

The share of temporary workers dispatched from
staffing companies increases after a firm becomes a
multinational.

(Continued)
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Table 5A.1 (Continued)

Author(s) and date Findings

6. Impact on wages, etc.
Sasaki and Sakura (2004) Import competition and offshoring increase the wage
gap between skilled and unskilled workers.

Sakurai (2014) Import competition and offshoring increase the wage
gap between skilled and unskilled workers.
Endoh (2018) Offshoring increases the wage gap between skilled
and unskilled workers.
Burstein and International trade increases the wage gap between
Vogel (2017) skilled and unskilled workers by 5.1% on average

for 60 countries, but the impact cpcprintis is only
approximately 2% in the case of Japan.
Tomiura, Wakasugi, and  Japan’s net exports of routine tasks significantly

Zhu (2014) decreased from 1995 to 2005.
7. Inter-industry impact of globalization
Ito and Tkeuchi (2017) Firms are more likely to shut down domestic

establishments in more routine task-intensive
industries after they became a multinational.
Fabinger, Shibuya, and Imports from China have a negative effect on value
Taniguchi (2017) added growth in upstream industries but a positive
effect in downstream industries.

FDI = foreign direct investment, MNE = multinational enterprise, R&D = research and
development, TFP = total factor productivity. Source: Author’s compilation. MNE =
Multinational Enterprises. R&D = Research & Development. TFP = Total Factor Productivity.
FDI = Foreign Direct Investment. Source: Author’s compilation.
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6 Globalisation and economic
development: Malaysia’s
experience

Cassey Lee

1 Introduction

Globalisation has historically played an important role in the emergence of
Malaysia as a nation and its subsequent development. Almost every important
aspect of globalisation involving trade, capital, labour migration, technology, and
information flows has left deep imprints on Malaysia’s economy and society. The
nature and impact of globalisation, however, have changed over time. These
changes include the economic transformation of an economy that was highly
dependent on primary commodities (tin and rubber) into one driven by man-
ufactured exports. Waves of migrant workers have also shaped the country into a
multi-ethnic society especially since the nineteenth century. The openness of the
country’s economy in terms of trade and investment has also made it vulnerable
to global economic shocks.

The goal of this paper is to examine the impact of globalisation on the Malaysian
economy through the different phases of its development experience. This will
include socio-economic development (poverty eradication and inequality), struc-
tural transformation (industrialisation and deindustrialisation), and vulnerability to
external shocks (oil crises and financial crises). The paper will also discuss the
country’s domestic and external economic policies aimed at meeting domestic
needs (affirmative action) and managing the effects of globalisation.

2 Globalisation and the formation of Malaysia

The formation of Malaysia as a nation is a useful starting point for analysing the
impact of globalisation on the country. Globalisation played an important role in
the economic and political history of Malaysia in the pre-colonial, colonial, and
post-colonial (independence) periods. In the pre-colonial period from the fif-
teenth to the eighteenth century, the early states in Peninsular Malaysia such as
Melaka and Penang grew as major entrep6ts for intra- and inter-regional trade
flows. The strategic locations of these port cities together with bountiful natural
resources (gold, tin, forest products) in their hinterlands attracted successive and
competing colonial powers from the West.
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The Portuguese conquered and occupied Melaka in 1511. The Dutch wrested
Melaka from the Portuguese in 1641 and it remained under their control until it
was handed over to the British as part of the 1824 Anglo-Dutch Treaty.' Penang
came into the possession of the British East India Company when the island was
leased from Sultan Abdullah of Kedah in 1786. Melaka and Singapore came
under the control of the British East India Company in 1864. Three years later,
in 1867, the three entrepdt states became crown colonies (Straits Settlements)
and their administration was shifted from Calcutta to London in 1867.

The British colonisation of the rest of Peninsular Malaysia (Malaya) began to
take shape in the 1870-80s with the implementation of the Resident System in
the states of Perak (in 1874), Selangor (1874), Negeri Sembilan (1887), and
Pahang (1888).% Control over these states was subsequently centralised with the
formation of the Federated Malay States in 1896. The other Northern Malay
states of Perlis, Kedah, Kelantan, and Terengganu came under British control
with the signing of the Anglo-Siamese Treaty in 1909. These states, together
with Johor, became British protectorates and were collectively known as the
Unfederated Malay States. Two other states on Borneo island, namely Sabah and
Sarawak, became British protectorates by 1888. Thus, by the late nineteenth
century, all of the states that are part of Malaysia today had come under British
control.

British control was disrupted by the Japanese occupation during the Second
World War from 1941 to 1945. In the aftermath of the war, administration of all
of the states in Malaya was centralised under British control through the for-
mation of the Malayan Union in 1946. Fierce opposition from the Malay
community and Malay rulers led to the replacement of the Malayan Union with
the Federation of Malaya in 1948. Malaya gained independence in 1957. In
1963, Singapore, Sabah, and Sarawak joined Malaya to form Malaysia. Two years
later in 1965, Singapore exited Malaysia, and the polity of Malaysia has remained
unchanged since then.

In summary, the amalgamation of states into the Federation of Malaysia can be
seen as part of the globalisation process involving colonialisation and de-
colonialisation. The political changes that took place during this process were
accompanied by significant growth and structural change in the economy.

3 Trade, growth, and structural change

Since the country’s independence in 1957 and over a period of about 50 years
since then, Malaysia has developed to become an upper middle-income devel-
oping country. In 1960, the country’s gross domestic product (GDP) per capita
stood at $1,354 (in 2010 constant prices), around 10% of the GDP per capita of
the United Kingdom. By 2017, Malaysia’s GDP per capita reached $11,528,
about 27% of the GDP per capita of the United Kingdom (Figure 6.1). How did
Malaysia grow to become a middle-income country? Trade has clearly played an
important role in the country’s growth and development, as can be seen in the
country’s dependence on it.
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Figure 6.1 Gross Domestic Product Per Capita of Malaysia and Selected Developed
Countries, 1960-2017.
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).

3.1 Pre-independence peviod

The Malaysian economy has always been very open. Even in the pre-
independence period, the country’s trade ratio (share of trade in GDP) ranged
from 80% to 120% (Figure 6.2). In the post-independence period, Malaysia
became even more open. The country’s trade ratio rose from around 100% in the
mid-1970s to a peak of 220% in 2000 (Figure 6.3). Thereafter, the country’s
trade ratio began to decline due to deindustrialisation. Despite this, the country’s
economy remains very open with a trade ratio of around 135%.

With trade as a major source of growth, the country did experience fairly high
growth rates during the pre-independence period (Figure 6.4). However, eco-
nomic growth during this period was very erratic. A major source of this in-
stability was the importance of primary commodities such as tin and rubber as
major sources of exports. These two commodities accounted for close to 80% of
total exports during this period (Figure 6.5). Fluctuations in the prices of these
commodities affected the country’s economy.

Tin was an important industry in the late 1880s. Although tin had been mined
in Malaya for hundreds of years, the discovery of tin in Perak in 1840 led to a rapid
expansion of the industry through the mid-1890s. The tin industry also developed
rapidly in other states, such as Selangor, Negeri Sembilan, and Pahang. The
Second World War adversely affected tin production, but production recovered
after the war, reaching a peak around 1970 and declining thereafter.
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Figure 6.2 Share of Imports and Exports in Gross Domestic Product — Malaya,
1900-39.

Source: Economic History of Malaya. https://www.ehm.my/home (accessed 30 July 2019).

The decline in the importance of tin production and exports were offset by the
rising importance of rubber exports, especially after the 1890s. The rubber in-
dustry grew rapidly in the states of Selangor, Perak, and Negeri Sembilan from
1905, but stagnated during the Japanese occupation and during the 1950s due
to competition from synthetic rubber. However, the industry grew rapidly from
the 1960s through the mid-1980s. The rubber industry only began to stagnate
and decline after the mid-1980s (Figure 6.6).

3.2 Post-independence period

The subsequent decline of tin and rubber as sources of exports did not spell
doom for the Malaysian economy in the post-independence years. Economic
growth became more robust and less volatile in some periods. Although external
global shocks such as the oil crisis in the 1970s and the Asian financial crisis in the
1990s did affect the Malaysian economy, it managed to maintain relatively robust
growth during intermittent periods (Figure 6.7). For example, the average
growth rate was 10% during 1988-96.

The relatively robust growth rates achieved in some periods in the post-
independence era were made possible by the economic diversification strategies
pursued and promoted by the Government of Malaysia. These strategies included

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use


https://www.ehm.my

Globalisation and economic development 133

(6107 AIn[ 0§ passadde) Sioyueqpriom-erep//:sdiy “ereq uadQ yueg pHIOp :921n0§
*/10T-0961 ‘BISAR[R]N — 3I9NPOIJ d1ISdWO(] SsoIn) ul suiodxy pue suiodw] Jo d1eys 9 anb]

olel 9pel] e e e  SIIINIBS pUR SPOODL JO suodw| $92IAI9S pue spoob jo suodx3

& Azoa & ozoe @ooa 9006 Aoac & ooar & %@ EEEE 9@% & &%\z A%z W 99&1 & ooww
0§
00T
0sT
00¢
0S¢

Al use subject to https://ww.ebsco.con terns-of-use

- printed on 2/8/2023 1:32 PMvia .

EBSCOhost


https://data.worldbank.org

EBSCOhost -

134 Cassey Lee

15

10

(%)

S
N

)

-10

Figure 6.4 Annual Real Gross Domestic Product Growth — Malaya, 1901-39.
Source: Economic History of Malaya. https://www.ehm.my/home (accessed 30 July 2019).
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Figure 6.5 Malaya — Share of Tin and Rubber in Total Exports.

Source: Economic History of Malaya. https://www.echm.my/home (accessed 30 July 2019).
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Figure 6.6 Rubber Production, 1905-2010 (tonnes).

Sources: Food and Agriculture Organization of the United Nations; Bruton (1992).The
Political Economy of Poverty, Equity and Growth: Svi Lanka and Malaysin. Washington, DC:
World Bank; Lim (1967). Economic Development of Modern Malaya. Kuala Lumpur: Oxford
University Press.
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Figure 6.7 Annual Real Gross Domestic Product Growth — Malaysia, 1961-2017.
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).

the promotion and development of the palm oil industry, petroleum and gas, and
export-oriented manufacturing.

Historically, oil palms were first introduced into Malaya in the 1870s, but palm oil
only became an important commercial crop between 1917 and 1960 (Rasiah,
2006). Palm oil production grew very rapidly starting in the 1970s partly due to the
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land development schemes implemented by the government (Figure 6.8). Even
today, palm oil remains an important export, accounting for 7-9% of total exports.

Petroleum and gas have been important industries since the 1970s. The early
phase of commercial oil exploration was undertaken during 1910-29 in Sarawak,
but this was exhausted by 1973 (Adnan, 1982). Major discoveries in 1973 and
1974 oft the coasts of Terengganu, Sabah, and Sarawak expanded the industry
significantly. Liquefied natural gas became an important industry in the 1980s.
The importance of crude oil and liquefied natural gas exports has fluctuated over
the years (Figure 6.9). Fuel as a share of exports peaked at 32% in 1985 and 22%
in 2013. In 2017, fuel as a share of exports was around 15%.

In the post-independence period, the most important structural change has
been the rise of the manufacturing sector. Malaysia’s export-oriented in-
dustrialisation strategy began in the 1960s. As a result, the manufacturing sector
as a share of GDP has risen over time from 10% in 1960 to 31% in 1999
(Figure 6.10). A rapid expansion in manufacturing’s role in the economy can be
observed in two periods: 1963-80 and 1987-99.

Foreign direct investment (FDI) has been a significant driver of the rise of
manufacturing. The first phase of export-oriented industrialisation was fuelled by
FDI from the West. In the second phase, FDI in the late 1980s came primarily
from Japan following the Plaza Accord. FDI as a share of GDP rose from 1.3% in
1987 to 8.7% in 1992 (Figure 6.11). However, since 1999, manufacturing’s
relative contribution to the economy has declined and this can also be seen from
the trends in the sector’s share of total employment (Figure 6.12). The country’s
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Figure 6.8 Palm Oil Production, 1925-2010 (tonnes).

Sources: Food and Agriculture Organization of the United Kingdom. http://www.fao.org/
statistics/en (accessed 30 July 2019); Lim (1967),Economic Development of Modern Malnya.
Kuala Lumpur: Oxford University Press; Malaysian Palm Oil Board. http://
bepi.mpob.gov.my/index.php/en/statistics /production.html (accessed 30 July 2019).
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Figure 6.9 Fuel Exports (% of merchandise exports).
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).

(% share)

0
O N © 0O N O© 0O N O© 0O NT OO NI O© WO N I
© © © © O INNINMNINMNOOMOMOMOMOO OO OO O O 00O o dd
[e23e)) [« o OO O O O OO OO O o O O O O O O O
A A A A A A A A A A A A A A A A A A AN NN NNNNN
- e e Agriculture e Manufacturing e eeee Services Mining

Figure 6.10 Structural Composition of Malaysia’s Gross Domestic Product,
1960-2015.
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).

export structure has also changed over time (Figure 6.13). At its peak in 1999,
the manufacturing sector accounted for some 80% of the country’s total exports
(Figure 6.14). However, the sector’s share of GDP declined from 30% in
1999-2004 to about 22% in 2015. Thus, following a long period of
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Figure 6.11 Foreign Direct Investment and Capital Formation as a Share of Gross
Domestic Product.

Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).
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Source: Department of Statistics. https://www.dosm.gov.my/v1/ (accessed 30 July 2019).
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Figure 6.14 Agricultural and Manufactured Exports (% of total exports).
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).

industrialisation over a period of 40 years from around 1960 to 2000, the
economy has been deindustrialising for close to 20 years since 1999 ,/2000. This
has been accompanied by the rise of the services sector’s share of GDP (55% in
2015) and employment (60%).

3.3 Empirical studies on globalisation and economic growth

A number of time-series econometric studies on globalisation and economic
growth in Malaysia have been carried out. In an early study using quarterly
time-series data for the period 1970-94, Ahmad and Rashid (1999) found
evidence of a stationary long-term relationship amongst exports, imports, and
GDP. The study also found a feedback causal relationship between exports and
economic growth for both manufacturing and agricultural exports.

Keong, Yusopa, and Khim-Sen (2003) used annual data for the period
1959-2000 to test the export-led growth hypothesis for Malaysia. The authors
found that the hypothesis is valid for Malaysia in both the short and long term.
The study also found that the growth rate is also positively affected by the growth
rate of capital formation and imports.

Sulaiman and Saad (2009) used annual time series data for the period
1960-2005 to verify the positive relationship between exports and economic
growth. The study also found a negative relationship between imports and
economic growth.

In a more recent study, Makun (2017) used annual data for the period
1980-2013 to show that a positive and significant relationship exists between
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trade openness and growth. Furthermore, the effect of trade openness on growth
is strengthened by human capital and good economic policies.

Overall, the empirical evidence on the relationship between exports and eco-
nomic growth has been fairly robust across the different studies employing time-
series econometrics. There is strong evidence that globalisation has a positive
impact on economic growth in both the short and long term.

4 Impact of globalisation

Globalisation has impacted the Malaysian economy in many ways and through
different mechanisms. This can be examined using different sources of in-
formation and data at various levels of aggregation. Section 4.1 discusses the
empirical microdata literature on exporting, innovation, and productivity in the
Malaysian manufacturing sector. Section 4.2 examines how trade and foreign
labour have impacted Malaysia in terms of the country’s demography and human
capital over time. The impact of globalisation on poverty and inequality in
Malaysia is discussed in Section 4.3. The openness of the Malaysian economy has
also rendered it vulnerable to external economic shocks. This is discussed in
Section 4.4. Finally, the relationship between globalisation and institutions (e.g.
corruption) is discussed in Section 4.5.

4.1 Exporting, innovation, and productivity

Evidence on the role and impact of globalisation can also be derived from studies
using microdata. In an early microdata study on the Malaysian manufacturing
sector covering the period 2000-2001, Lee (2004) found that innovation is
positively and significantly correlated with foreign participation. However, the
same study showed that exporting may have a reverse relationship with in-
novation. This surprising result has been attributed to sampling limitations.

A study by Noor and Adam (2009), which used microdata from Malaysian
manufacturing industries for the period 2000-04, found significant evidence of
positive productivity spillovers to local firms in the same industry when foreign
shareholding is used to measure foreign presence. Interestingly, the authors did
not find any significant difference in labour productivity between wholly foreign-
owned and locally owned establishments when foreign presence is proxied by
employment share. In addition, both majority and minority foreign-owned es-
tablishments have significantly lower levels of labour productivity than locally
owned establishments in Malaysia.

In a later study on productivity and exporting in the Malaysian manufacturing
sector covering the period 1997-2004, Lee (2011a) found that the link between
exporting and productivity is a weak. However, the paper presents stronger
evidence that exporting is related to innovation.

Innovation by firms in the manufacturing sector can also be driven by their
participation in the global economy through knowledge flows. Using firm-level
manufacturing data covering the period 2002-04, Lee (2011b) provides some
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evidence that FDI and exporting are related to innovation activities such as
training and acquisition of machinery, equipment, and software. However, the
study also found that the links between innovative firms in Malaysia and other
firms abroad in terms of cooperative activities are relatively weak.

Dogan, Nyen, and Yap. (2011) used a manufacturing micro panel data to
examine the differences in productivity between exporters and non-exporters.
Their study showed that exporters are more productive than are domestic-
oriented establishments. Entrants to export markets were more productive than
both the surviving domestic-oriented establishments (non-exporters) and, even
more telling, surviving exporters. On the other hand, exiters from the export
markets or ‘export failures’ were less productive than continuing exporters.
Churning was also found to contribute to productivity growth in manufacturing
due to entrants having higher productivity than exiters. In addition, the churning
of exporters made larger contributions to productivity growth than churning
amongst domestic-oriented firms.

Lee (2012) studied the dynamics of productivity and innovation using panel
firm-level data from the manufacturing sector covering the years 2002 and 2006.
The study provides some evidence for the existence of strong productivity pre-
miums for continuing exporters (compared to non-exporters) and relatively weak
productivity premiums for new exporters. There is also evidence of causality from
exporting to innovation that supports the learning-by-exporting hypothesis in
the case of Malaysia. It was also found that continuous exporters enjoy significant
exporting premiums in terms of scale of production.

Another study by Lee (2013) examined the impact of globalisation on wage
inequality at the firm level. The study used microdata collected by the Malaysian
government covering the years 2002 and 2006 and the World Bank (covering
the year 2006). The study found that there is a positive but weak relationship
between average wage levels and exporting. There is also a positive relationship
between trade liberalisation and wages, although this relationship is stronger for
skilled workers. The employment of foreign workers also has a depressive effect
on average wage levels for skilled workers.

Lee (2014) used manufacturing data for 2002 and 2006 to study the re-
lationship between exporting and productivity across different firm sizes. The
study affirmed the positive relationship between productivity and exporting.
However, for larger firms, the productivity gap between exporters and non-
exporters became less important, suggesting that the selection process for ex-
porting is binding only for small firms.

Dogan, Nyen, and Yap (2017) used manufacturing microdata from 2000 to
2005 to analyse FDI spillover effects empirically. Their empirical findings are
not very encouraging — horizontal spillovers from FDI are weak. In addition,
backward and forward spillovers are found to be negative.

In a recent study, Chuah, Loayza, and Minh (2018) used microdata from
three manufacturing censuses (2000, 2005, and 2010) to study the intra-sectoral
reallocation of resources. In terms of globalisation, the authors found that
export-oriented industries are generally more efficient at resource allocation.
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These industries include the textile, wood products, and electrical and electronics
industries. The authors also found that the productivity gap between Malaysia
and the United States (US) has widened over time.

In summary, microdata studies on manufacturing do suggest that exporting is
associated with higher productivity. The contribution of churning amongst ex-
porting firms shows how such processes can contribute to economic growth.
These findings are generally consistent with the theoretical and empirical lit-
erature in heterogeneous firms and trade (Melitz, 2003). There is also evidence
supporting a positive relationship between innovation and exporting. These
studies indicate that globalisation in the form of exporting is beneficial to firms in
the manufacturing sector. However, there are weaknesses in the current state of
export participation, including limited spillover effects and constraints on
knowledge flows between subsidiaries based in Malaysia and their headquarters
in more developed countries. Finally, even though there is a positive relationship
between productivity and foreign ownership, this may not necessarily translate
into a positive link between wages and exporting. This is due to excessive reliance
on foreign labour with low skills and low human capital. This issue is explored
further in the next section.

4.2 Trade, foreign labour, and human capital

Globalisation, in the form of trade and migration, has had a significant and long-
term impact on Malaysia. In the pre-independence period under British colonial
rule, the development of labour-intensive and trade-oriented industries such as
tin and rubber necessitated the use of foreign labour. Between 1850 and 1930,
the development of the tin industry brought about a massive migration of for-
cign workers from China into the tin mining areas in Malaya. Similarly, the
advent and rapid growth of the rubber industry during 1911-31 saw the mi-
gration of workers primarily from South India.

The impact of migration went beyond the development of export-oriented
primary commodities industries. The most important effect of the inflows of
migrant workers in the 1850s to 1930s was the formation of a multi-ethnic
society in Malaysia. While some migrant communities can be traced as far back as
the fifteenth century, these earlier migrant communities were relatively small.
The later waves of migrants into the tin and rubber industries were significantly
larger to the extent that they subsequently altered the demographic composition
of Malaysia. By 1947, the Chinese population in Malaya accounted for 38.4% of
the total population (Table 6.1). The Indian community’s share of total popu-
lation peaked at 15% in 1921. Most of these migrant workers eventually became
citizens of Malaysia. As a result of lower fertility rates amongst the Chinese and
Indian communities in Malaysia, their population shares have declined over time.
Despite this, Malaysia remains a multi-ethnic society. This has had important
implications on the political economy of resource distribution in the country.

During the colonial period, one of the contentious elements in the Malayan
Union (1846-1948) was the granting of citizenship and equal rights to migrant

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

144  Cassey Lee
Table 6.1 Census Population by Ethnic Group, Peninsular Malaysia, 1911-2010

Population (number)

Year  Malays/Bumiputra Chinese Indians Others Total

1911 1,368,954 693,228 239,169 37,700 2,339,051

1921 1,568,588 855,863 439,172 43,068 2,906,691

1931 1,863,872 1,284,888 572,613 66,385 3,787,758

1947 2,427,834 1,884,534 530,638 65,080 4,908,086

1957 3,125,474 2,333,756 696,186 123,342 6,278,758

1970 4,663,284 3,117,896 933,250 66,298 8,780,728

1980 6,315,572 3,865,431 1,171,135 74,475 11,426,613

1991 8,433,826 4,250,969 1,380,048 410,544 14,475,387

2000 11,135,694 4,883,079 1,666,048 147,749 17,832,570

2010 13,735,752 5,509,302 1,892,322 130,205 21,267,581
Population share (%)

Year Malays/Bumiputra Chinese Indians Others Total

1911 58,5 29.6 10.2 1.6 100.0

1921  54.0 294 15.1 1.5 100.0

1931 492 339 15.1 1.8 100.0

1947 495 38.4 10.8 1.3 100.0

1957 498 37.2 11.1 2.0 100.0

1970 53.1 355 10.6 0.8 100.0

1980  55.3 33.8 10.2 0.7 100.0

1991 58.3 294 9.5 2.8 100.0

2000 624 27 .4 9.3 0.8 100.0

2010 64.6 259 8.9 0.6 100.0

Source: Economic History of Malaya. https://www.echm.my/home (accessed 30 July 2019).

communities. In the aftermath of the nation’s independence, children of mi-
grants born in Malaya/Malaysia were automatically granted citizenship (the jus
soli principle). However, the racial riots on 13 May 1969 proved to be a turning
point in Malaysia. Thereafter, affirmative action policies were introduced to
correct the economic imbalance across the different ethnic groups in Malaysia.
The New Economic Policy (NEP) was introduced in 1970 both to eradicate
poverty and to redress inter-ethnic economic imbalance.

The inter-ethnic economic imbalance is related to economic globalisation. The
inflow of Chinese migrants in the late nineteenth century was mainly con-
centrated in modern sectors located in the more developed and urbanised states
in Peninsular Malaysia. The Malay population was primarily agrarian and resided
in less developed areas and states.

Thus, Malaysia’s engagement in economic globalisation has had an impact on
urbanisation and the spatial concentration of economic activities. In terms of ur-
banisation, the development of the tin industry during 1850-1930 brought about
a massive migration of Chinese workers to the tin mining areas in three states,
namely, Perak, Selangor, and Negeri Sembilan (Sidhu and Jones, 1981). The five
largest cities during 1911-31 were Georgetown (Penang), Kuala Lumpur
(Selangor), Ipoh (Perak), Melaka, and Taiping (Perak) (see Figure 6.15). With the
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Figure 6.15 Size of Major Cities, 1911-2010 (000 people).
Sources: Lim (1978),The Evolution of the Urban System in Malaysia. Kuala Lumpur: University
of Malaya Press; Saw (2015), The Population of Malaysia, Second Edition. Singapore: Institute
of Southeast Asian Studies; Department of Statistics, 2010 Population and Housing Census of
Malaysia. https://www.dosm.gov.my/v1/ (accessed 30 July 2019).

exception of Melaka, these cities were mainly associated with tin mining activities.
With the decline in mining, a few cities that relied on mining such as Georgetown
(which was involved in the trading and shipping of tin) and Taiping declined in
importance (Figure 6.16). For other cities, such as Seremban and Kuala Lumpur,
the advent and rapid growth of the rubber industry (during the periods 1911-31
and 1947-80) and later palm oil likely mitigated the effects of the decline in the tin
mining industry.

The rise of manufacturing since the 1960s also contributed to the growth of
old cities (Ipoh and Johor Bahru) and the development of new ones such as
Petaling Jaya and later, Shah Alam and Subang Jaya. The growth of these cities
entailed inter-state migration that began to skew the population distribution
across the Malaysian states (Table 6.2). The share of total population increased
significantly in states with export-oriented manufacturing such as the state of
Selangor.

Initially, the development of FDI-driven and export-oriented manufacturing
did not entail the extensive use of foreign workers. However, by the early 1990s,
the country began to experience labour shortages. This led to a rapid growth in
the number of foreign workers in manufacturing, agriculture, and services for the
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Sources: Lim (1978), The Evolution of the Urban System in Malaysia. Kuala Lumpur: University
of Malaya Press; Saw (2015), The Population of Malaysia, Second Edition. Singapore: Institute
of Southeast Asian Studies; Department of Statistics, 2010 Population and Housing Census of
Malaysia. https://www.dosm.gov.my/v1l/ (accessed 30 July 2019).

next 20 years. The dependence on foreign workers has increased across all states
since the 1980s (Figure 6.17). Looking at the trends in foreign workers’ share of
total employment since the early 1980s, it can be seen that the share of foreign
labour increased rapidly during two periods in particular: 1993-96, and
2009-13. The degree of dependence on foreign labour varied from state to state.
The state of Sabah is especially dependent on foreign labour. Foreign workers
account for some 40% of total employment in the state. Other states with sig-
nificant dependence on foreign workers include Selangor (15%) and Kuala
Lumpur (13%).

There are currently no data on foreign workers by sector in different states, but
given differences in economic structure, foreign workers are likely concentrated
in two sectors: (i) agriculture in Sabah and Sarawak; and (ii) manufacturing and
services in Johor, Selangor, and KL. Agriculture and manufacturing are the two
key sectors employing foreign labour (Figure 6.18).

One key concern with respect to the country’s dependence on foreign workers
is the relatively low human capital and skills associated with foreign workers
compared to local workers. In 2015, only 5.7% of foreign workers had tertiary
degrees whereas the corresponding figure for domestic workers exceeded 20%
(Table 6.3).
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Figure 6.17 Foreign Workers” Share of Total Employment, 1982-2016.
Source: Department of Statistics, https://www.dosm.gov.my/v1/DOS (accessed 30 July 2019).

The World Bank (2012) estimated that in 2014 about 44% of foreign workers
in Malaysia were employed in low-skilled elementary occupations. Only 5% of
foreign workers in Malaysia have high-skilled jobs. Furthermore, sectors likely
matter. Foreign workers in agriculture and construction may have lower human
capital and skills than foreign workers in manufacturing and services. The pro-
portion of foreign workers with no formal education (noedupct) or primary
education (primarypct) is particularly high in states with large agriculture sectors
such as Sabah and Sarawak (Figure 6.19).

Relatively cheap and low-skilled foreign labour helped sustain the country’s
manufacturing competitiveness in the 1990s; however, this later became an
obstacle to efforts to upgrade the manufacturing and other economic sectors.
The country’s heavy dependence on low-skilled foreign workers has adversely
affected productivity growth in all sectors in the economy. Access to cheap
foreign labour could have disincentivised employers from upgrading their pro-
duction technology (more capital intensive) and investing in human capital
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Figure 6.18 Number of Foreign Workers in Malaysia by Sector, 2000-15.
Source: Department of Statistics, https://www.dosm.gov.my/v1l/DOS (accessed 30 July 2019).

Table 6.3 Labour Force by Educational Attainment, 2015

Malny  Chinese  India-  Others  Foreigners  Total

ns
No formal education 169.6 19.2 15.5 6.1 236.0 446.3
% 2.1 0.6 1.7 6.4 10.9 3.1
Primary 796.2 322.0 102.6 22.0 986.8 2.229.6
% 9.7 10.2 11.3 23.3 45.5 15.4
Secondary 4584.2 1,856.1 526.3 46.9 823.1 7,836.6
% 56.0 58.9 58.0 49.7 37.9 54.0
Tertiary 2,642.4 956.7 2633 194 1235 4.,005.4
% 32.3 30.3 29.0 20.6 5.7 27.6
Total 8,192.4 3,154.0 907.7 94.5 2,169 .4 14,518.0
100.0 100.0 100.0 100.0 100.0 100.00

Source: Department of Statistics. https://www.dosm.gov.my,/v1/DOS (accessed 30 July 2019)

development. There is some evidence that the use of foreign labour could have
weakened agglomeration economies related to human capital (Lee, 2018).
Upgrading the country’s manufacturing sector requires workers that are pro-
ductive, innovative, and well-paid (World Bank, 2012).
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4.3 Poverty and inequality

Malaysia has made significant progress towards eradicating poverty since the
1970s. In 1970, close to 50% of the country’s population were living below the
poverty line. By 1997, the incidence of poverty had declined to about 11%. Even
though the government implemented rural development programmes (such as
the Federal Land Development Authority scheme) to eradicate poverty, the most
important factor has been identified as the absorption of rural educated workers
into higher income occupations in the industrial and services sectors (Ragayah,
2011). Thus, insofar as the country’s manufacturing sector is export-oriented,
globalisation has had a positive and indirect impact on the decline in the in-
cidence of poverty in Malaysia.

Inequality in Malaysia as measured by the Gini ratio has declined over time
since the 1960s (Figure 6.20). Significant reductions were achieved in the
second half of the 1970s and remained relatively stable thereafter until further
declines in the 2000s. A number of factors were identified, including improved
salaries at the lowest levels in the public sector, a tight labour market, and
income transfers to rural households (Ragayah, 2011). These last two factors
are indirectly related to globalisation through employment and the income-
generation effects of the export-oriented manufacturing sector. Figure 6.21

Despite the improvements in inequality, there is growing concern that the
country’s addiction to cheap foreign labour could have suppressed the wages of
lower skilled workers in the labor market. A consequence of this could be
worsening wage inequality. A few studies have examined these issues. Athukorala
and Devadason (2012) provided industry-level evidence of the negative impact
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Figure 6.20 Incidence of Poverty in Malaysia, 1970-2009.

Sources: Ragayah (2011), ‘Poverty and Income Distribution’, in R. Rasiah (ed.) Malaysian
Economy. New York: Oxford University Press; (2012), ‘Poverty Eradication and Income
Distribution’, in H. Hill, T.S. Yean, and R.M. Zin (eds.) Malaysia’s Development Challenges.
London: Routledge.
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Figure 6.21 Gini Index Estimates.

Sources: Ragayah (2011), ‘Poverty and Income Distribution’, in R. Rasiah (ed.) Malaysian
Economy. New York: Oxford University Press; (2012), ‘Poverty Eradication and Income
Distribution’, in H. Hill, T.S. Yean, and R.M. Zin (eds.) Malaysia’s Development Challenges.
London: Routledge; World Bank Open Data. https://data.worldbank.org (accessed 30
July 2019).

of foreign workers on the wages of unskilled workers. This is borne out by the
changes in average wage levels across occupational categories in the manu-
facturing sector during 2000-05.

There is also evidence that average wage levels have risen faster at the managerial,
technical, and supervisory levels than for clerical, general, and production workers
(Table 6A1). A more qualitative analysis was undertaken by Mohamad (2010) who
argued that wage inequality worsened during 1995-2007 and that this might be
due to industry-level effects and job characteristics. In another study, Said and
Hamid (2011) argued that micro-level evidence based on household surveys points
to decreasing demand for professional workers (rather than technical workers) due
to changes in technology. All of these studies could also be capturing the effects of
structural change, that is, deindustrialisation and the increasing prominence of the
services sector. More recent data suggest that export-oriented manufacturing may be
a less important source of job creation (Figure 6.22).

Finally, an important issue related to inequality in Malaysia is the inter-ethnic
income and wealth distribution. Malaysia became a multi-ethnic society through
the inflows of migrants into the tin and rubber industries in the late 19th to the
early 20th centuries. In 1969, communal tensions following the general elections
resulted in racial riots.
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Table 6.4 Ownership of Share Capital in Listed Companies (%)

Group 1970 1985 1990 2004
Bumiputra 2.4 19.1 19.3 18.9
Chinese 27.2 334 45.5 39.0
Indians 1.1 1.2 1.0 1.2
Nominee companies 6.0 7.2 8.5 8.0
Foreigners 63.4 26.0 254 325

Source: Table 4.5 in Leete (2007), Malaysia: From Kampuny to Twin Towers. Kuala Lumpur:
Oxford Fajar.

The policy response to the riots was the NEP, a long-term strategic policy
covering the period 1970-90 and aimed at addressing the root causes of the
riots, namely, poverty and inequality. The two goals of the NEP were the era-
dication of poverty and achieving a more equitable inter-ethnic distribution of
income and wealth. The policies for the NEP was subsequently extended under
the New Development Policy (1991-2000) and the National Vision Policy
(2001-10). In 2010, the New Economic Model covering the period 2011-20
was launched. The orientation of the New Economic Model differed from pre-
vious policies in that it attempted to depart from an affirmative action orientation
to a more needs-based approach. However, this shift was not very successfully
implemented due to concerns from the Bumiputra community regarding the
erosion of their rights and special standing.

Several aspects of these NEP-type policies have implications for the country’s
engagement in globalisation. A key aspect of the implementation of NEP-type
policies is the trusteeship model in which state-owned enterprises, government
investment corporations, and government-linked corporations hold equity in
large companies in key sectors on behalf of the Bumiputra community. These
sectors include banking and transport. This strategy was aimed at ensuring that
the Bumiputra community owned at least 30% equity in the modern sector
(services and manufacturing). Another important aspect is public procurement in
which some preferences were given to Bumiputra-owned companies. This was
meant to support and nurture Bumiputra entrepreneurs.

More than 50 years after its implementation, the extent of corporate equity
remains controversial. Though official data indicated that Bumiputra owner-
ship in listed companies reached only 18.9% in 2004, a study undertaken by
the Centre for Public Policy Studies and Asian Strategy and Leadership
Institute suggest that the figure could be as high as 45% in 2005. In a more
recent study, Gomez et al. (2017) estimated that the government’s share in the
companies listed on the Bursa Malaysia increased from 43.7% in 2011 to 47.1%
in 2015. Much of the government-owned equity in the corporate sector is in
the services sector. Menon and Ng (2017) have argued that state-owned en-
terprises or government-linked corporations crowded out private investment
in 2007-11.
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There are two important implications of government ownership and control in
the services sector. The increasing importance of services in the Malaysian
economy implies that the growth of the Malaysian economy is likely to be in-
creasingly driven by productivity in the services sector. Furthermore, there are
positive linkages between manufacturing productivity and services inputs (Lee,
2019). If productivity in the services sector is adversely affected by government
ownership, this could have negative implications for the future growth of the
Malaysian economy.

The significant presence of government ownership in the services sector and
affirmative action in government procurement policies could be obstacles to the
country’s participation in the next generation of trade agreements. This is already
an issue in Malaysia’s guarded participation in recent trade agreements such as
the Comprehensive and Progressive Agreement for Trans-Pacific Partnership. If
Malaysia fails to liberalise its trade regime further, including its services sector,
this could limit the country’s ability to deepen its participation in the global value
chain in manufacturing and services.

4.4 Openness and economic stability

The openness of the Malaysian economy has made it vulnerable to global eco-
nomic shocks. This is one of the risks of economic globalisation. Since the
country’s independence in 1957, there have been four major global economic
shocks that have had significant impacts on the Malaysian economy. These in-
clude (i) the Organization of Petroleum Producing Countries (OPEC) oil crisis
(1973-74), (ii) the commodity crisis (1985-86), (iii) the Asian financial crisis
(1997-98), and (iv) the global financial crisis (2008-09)

The impact of each of these shocks is summarised in Figure 6.23 and
Table 6.5. The severity of the impact of each of these global economic shocks has
varied. This is not surprising as the nature and sources of each of these shocks
also differed.

The first shock, the OPEC oil crisis (1973-1974), was triggered by the actions
of OPEC member countries. The oil embargo imposed by OPEC on the US and
its allies essentially caused a severe oil shortage and a sharp increase in oil prices.
This supply-side shock severely affected Malaysia, which had not yet fully de-
veloped its oil and gas sector.

The second shock, the commodity crisis (1984-85), was brought about by the
high interest rate policy in the US in the early 1980s that weakened demand for
primary commodities. This significantly affected Malaysia, which by this time had
become a major exporter of both palm oil and, to a lesser extent, rubber and tin.
The severity of this crisis was greater as it was more prolonged partly due to the
country’s inability to implement effective counter-cyclical policies because of
fiscal constraints faced by the Malaysian government (Athukorala, 2010)."

The third shock was the Asian financial crisis (1997-98), which was triggered
by Thailand’s decision to devalue its currency following the Government of
Thailand’s decision not to peg the baht to the US dollar. This action unnerved
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Figure 6.23 Annual Real Gross Domestic Product Growth — Malaysia, 1961-2017.
Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).
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Table 6.5 Impact of Global Economic Shocks on the Malaysian Economy

Period Event Decline in economic growth (veal GDP)
1973-1974 OPEC oil crisis 8.3% (1974) — 0.8% (1975)
1985-1986 Commodity crisis 7.8% (1984) — -1.0% (1985)
1997-1998 Asian financial crisis 7.3% (1997) — -7.4% (1998)

(

2008-2009 Global financial crisis 4.8% (2008) — -1.5% (2009)

Source: World Bank Open Data. https://data.worldbank.org (accessed 30 July 2019).
GDP = gross domestic product, OPEC = Organization of the Petroleum Exporting Countries.

foreign investors, causing sharp withdrawals from equity markets in the region
including Malaysia. This was accompanied by a speculative attack on the ringgit.
The financial liberalisation in the 1990s was an important precursor to this crisis.
Unlike the previous two crises, this crisis was primarily due to financial globali-
sation.

The fourth and more recent crisis, the global financial crisis (2008-09), was
originally caused by the deterioration of sub-prime assets in the US, which
subsequently led to systemic liquidity problems in the global interbank and credit
markets. This brought about deleveraging activities and recessions in developed
economies. Malaysia’s exposure to this crisis was primarily through the weakened
demand for the country’s exports as well as the decline (following deleveraging
activities) in foreign investments.

Given the different nature and impact of each of these economic crises, it is not
surprising that the policy responses from the Malaysian government have been
different (Athukorala, 2010). These policy responses depend on both external
constraints (e.g. speed of global economic recovery) as well as internal con-
straints (e.g. socioeconomic policies and fiscal space). There are also inter-
temporal dependence and learning effects over time for policy makers. For ex-
ample, the restructuring of the financial and corporate sectors in Malaysia during
the aftermath of the Asian financial crisis strengthened the ability of the country’s
financial sector to cope with the effects of the global financial crisis.

In summary, the openness of the Malaysian economy made it vulnerable to
global economic shocks. Prior to the 1990s, the crises were mainly transmitted
through the trade sector; however, since liberalising its financial sector in the
1990s, the Malaysian economy became vulnerable to external shocks to both the
trade and financial sectors.

4.5 Institutions

Institutions are today recognised as an important factor in economic growth
(Acemoglu, Johnson, and Robinson, 2005). In the context of globalisation,
institutions are also an important source of comparative advantage (Levchenko,
2007; Costinot, 2009). Within this literature, the traditional way of con-
ceptualising institutions is in terms of the enforcement of contracts and property
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rights. In addition to these, the transaction costs of exporting and importing
could also be affected by the quality of institutions. For example, rampant cor-
ruption in customs could increase importing and exporting costs. The im-
plementation of trade facilitation measures could also be slowed as such measures
could be perceived as reducing opportunities for corruption. Aside from trans-
action costs, the benefits of trade could also be reduced by corruption. For ex-
ample, as a result of corruption, importers have to pay higher import costs that
are then passed on to consumers. Corruption can also make it easier to smuggle
goods into the country, resulting in the loss of government revenues.

In the case of Malaysia, there is a scarcity of empirical research on how trade is
affected by problems related to the quality of institutions (e.g. corruption). There
is anecdotal evidence but hardly any empirical quantitative studies on this issue.®
Fortunately, the World Bank provides some statistics on the extent of corruption
in relation to import licences (Table 6.6). Table 6.6 shows that the incidence of
corruption (as measured by the percentage of firms expected to give gifts to
obtain import permits) is fairly high in some industries in Malaysia, such as
garments. Interestingly, the incidence of corruption amongst non-exporters is
much higher than amongst exporters. However, firms with foreign ownership
tend to experience a higher incidence of corruption compared to domestic firms.

The above statistics suggest that there is significant room for improvement in
the area of corruption in trade-related activities. This topic is especially worth
highlighting given the recent developments in Malaysian politics. One of the
most significant events in Malaysia since the country’s independence was the
shock defeat of the ruling political party coalition, Barisan Nasional, in the 14th
general election held on 9 May 2018. Prior to its defeat, Barisan Nasional had
ruled the country continuously since 1957. A key reason for the end of Barisan
Nasional’s rule was the deterioration in institutions and governance in the
country, which led to massive rent-seeking and corruption. A key item on the

Table 6.6 Globalisation and Incidence of Corruption in Malaysia, 2015

Subgroup level Percent of firms expected to give gifts to get
an import license
All 39.0
Food 24.6
Garments 74.6
Chemicals and chemical products 12.7
Electronics and communications 34.0
equipment
Other manufacturing 38.4
Direct exports are 10% or more of sales 28.0
Non-exporter 47.9
Domestic 39.9
10% or more foreign ownership 49.3

Source: World Bank — Doing Business Data. https://www.doingbusiness.org/en/data (accessed
30 July 2019).
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agenda of the new Pakatan Harapan government is institutional reforms, which
are largely aimed at improving economic and political governance in Malaysia.
These are likely to include reductions in the incidence of corruption in import
and export activities. If such reforms materialise, Malaysia’s competitiveness as an
export-oriented manufacturing base and as a trading nation is likely to improve.

5 Conclusions

Globalisation has, without any doubt, had a very significant impact on
Malaysia. The country’s engagement in globalisation can be traced to the
pre-independence period. This engagement — through trade and labour
migration flows — helped shaped the country as it is today. The multi-ethnic
nature of its society and its development into an upper middle-income
cconomy were both driven by globalisation. The country’s economic
openness in terms of trade and investment brought about the development
of an export-oriented manufacturing economy. Evidence from microdata
research indicates that productivity and innovation are positively related to
exporting in the manufacturing sector. However, these studies also indicate
that there are weaknesses in terms of FDI spillovers and knowledge flows.
Due to these problems, and possibly others, it is not surprising that pre-
mature deindustrialisation has been a problem since the late 1990s. This
problem has been compounded by an over-dependence on low-skilled for-
eign labour. Extensive government ownership in the services sector to
achieve affirmative action and wealth redistribution goals could also have
limited the sector’s potential contributions to economic growth. This could
have adversely affected the productivity of the services sector and limited the
country’s participation in new regional trade agreements. One cost of en-
gagement with the global economy is economic instability. All four major
global economic crises in the post-war period have adversely affected the
Malaysian economy. The transmission mechanisms of these crises have dif-
fered due to differences in the sources of these crises as well as changes in the
Malaysian economy over time. Despite such risks from globalisation, dis-
engaging from globalisation is not an option for the Malaysian economy due
to its small size. From a policy perspective, better institutions and policy
instruments are needed to cope with the risks arising from globalisation.
Improvements in institutions are also likely to improve Malaysia’s trade
competitiveness further.

Notes

1 The Dutch ceded their control over Melaka to the British between 1795 and 1816
during the Napoleonic Wars (1795-1815).

2 Under the Resident System, state revenues were under the control of British ad-
visors.

3 In a 2014 statement by customs, it was reported that RM1.67 billion worth of
cigarettes and alcohol had been smuggled into Malaysia since 2011. See ‘Corrupt
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M’sian customs officers: Lavish lifestyle gave them away’, AsiaOne, 7
September 2014.
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7 Economic consequences of

globalisation: case study of
Thailand

Archanun Kohpaiboon and
Juthathip Jongwanich

1 Introduction

The net benefits of economic globalisation are a subject of heated debate
(Bhagwati, 2004; Wolf, 2005; Irwin, 2015)." Since the new millennium, anti-
globalisation has grown stronger, reflecting cases where applied tariff rates have
been raised, as well as non-tariff measures such as anti-dumping. In reality,
economic globalisation has the potential to bring numerous benefits, making a
systematic literature survey necessary.

Thailand was classified by Sachs and Warner (1995: Table 1) as always open
since 1940, together with Barbados, Cyprus, Hong Kong, Malaysia, Mauritius,
Singapore, and Yemen Arab Republic. This is supported by Thailand being one
of the production hubs of multinational enterprises (MNEs) (Kohpaiboon,
2008; Kohpaiboon and Jongwanich, 2013). This would seem to run counter to
Thailand’s maintaining a relatively high tariff by regional standards. The un-
weighted average tariff of Thailand is relatively high compared with six original
ASEAN members. In addition, the story of Thai automotives is often claimed as a
success of government intervention, local content requirements (LCRs), and
high cross-border protection. Against this backdrop, the paper reviews empirical
works using Thailand as a case study.

The paper is organised as follows: Section 2 presents policies regarding the
global integration of the Thai economy, particularly regarding trade, foreign
direct investment, and labour mobility. In Section 3, growth and industrial
transformation are described in order to raise concerns about economic con-
sequences of globalisation, which will be used for in-depth discussion in the
following section (Section 4: Economic Consequences). Conclusions and policy
lessons are in the final section.

2 Policies and global integration of Thailand

From 1960 onward, the Thai government has maintained a firm commitment to
private sector industrialisation combined with prudent public investment in in-
frastructure. Influenced by the World Bank in the late 1950s, government
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involvement shifted from direct production via state enterprises towards invest-
ment in public infrastructure required for economic development, such as elec-
tricity, water supply, and transportation facilities. The government virtually
prohibited state participation in those commercial and industrial activities that
might be expected to compete directly with private capital (Suchiro, 1989: 180).

This is associated with a ‘market-friendly’ approach towards foreign investors.
There have not been any major policies preventing foreign investors from being
involved in almost any business. This is especially true for the manufacturing
sector, where foreign investors are usually guaranteed the same rights as domestic
investors. There are guarantees against expropriation and nationalisation; further,
the government permits remitting investment capital, profits, and other pay-
ments in any foreign currency. Despite the presence of capital control measures
during the pre-1990 period, in practice, repatriation of foreign capital related to
direct investment (e.g. investment capital, profit or dividends, interest and
principal of foreign loans, royalties and payments on other obligations) has not
been restricted (Suehiro, 1989: 179).

There have been restrictions on land ownership and hiring of foreign migrants
by foreign investors. In general, according to the Land Code (1954), foreign-
owned firms are not allowed to own land.? According to the Alien Occupation
Law, passed in 1973 and amended in 1978, foreigners require a work permit.
Such restrictions have not been prohibitive. They have not applied to foreigners
who received investment privileges from the Thai Board of Investment (BOI).
This restriction was abolished in 2000 for the manufacturing sector.

This trade policy regime influences firms’ market orientation, as well as the
speed of global integration of firms in Thailand. While Thailand also established
the BOI to grant investment incentives and privileges to industries targeted by
the government, its effectiveness remains unclear (Kohpaiboon, 2006a); at best,
it has been complementary to the trade policy regime (Kohpaiboon, 2006;
Kohpaiboon and Jongwanich, 2014).

Trade policy in Thailand heavily relies on tarift measures, whereas non-tarift
measures (NTMs) and quantitative restrictions have been imposed on few pro-
ducts and agricultural items (World Trade Organization WTO, 2015).% The only
exception was the automotive industries, which have been the main interest to
the Ministry of Industry. There were government efforts that were first im-
plemented in the mid-1970s (i.e. imposing local content requirement to car-
makers) up to the new millennium (Kohpaiboon, 2006).

Between the 1960s and the mid-1980s, Thailand’s escalating tariff structure was
tilted towards the highest rate associated with finished products, as opposed to the
lowest rate associated with raw materials. This structure was to promote an import-
substitution strategy, with relatively high tariff levels, together with a cascading
structure tending to alter relative prices in favour of producing goods for the
domestic market, instead of targeting exports. The average unweighted most-
favoured nation rate was 41.2% by 1986. As shown in Figure 7.1, the degree of
openness, that is, the sum of export and import of goods and services as a per-
centage of gross domestic product (GDP), was around 40%—50%. To climinate
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Figure 7.1 Global Integration of Thailand between 1960 and 2017.
Source: Degree of openness is from World Development Indicator whereas FDI inflows from.
Note: Unit = % of GDP. FDI = foreign direct investment.

excess supply in the domestic market, exports during this period were dominated
by agricultural raw materials.

A similar pattern was observed with inflows of FDI, whose annual rates varied
between US$100 and $400 million over the considered period, accounting for
around 0.5% of GDP (Figure 7.1). FDI inflows were dominated by tarift-
hopping ones (Kohpaiboon, 2000).

While tariff levels remained virtually unchanged with few exceptions from 1983
to the mid-1990s, various exemption schemes promoted Thailand as an export
platform for multinationals (Kohpaiboon, 2006; Jongwanich and Kohpaiboon,
2007). By 1990, the average unweighted most-favoured-nation rate remained at
around 40%. Domestic firms can be export-oriented and apply available exemption
schemes in order to mitigate any of the adverse effects of input tariffs. The
effectiveness of the exemptions was reflected by the declining tariff incidence and
the percentage of tariff revenue to total imports, most noticeably between the mid-
1980s and the early 1990s. These exemption schemes and one introduced by the
BOI have been intensively used since then. As argued in Kohpaiboon and
Jongwanich (2019), exemption schemes accounted for 45% of total imports
in 2012.

As result, the degree of openness of Thailand increased dramatically, increasing
to 89.8% in 1995. It was associated with influx of FDI inflows, whose annual
rates rose more than fivefold to over US$2 billion and remained at roughly these
levels over the next eight years. This is in line with Bhagwati’s 1985 hypothesis
that an export-oriented industrialisation (EOI) strategy is likely to both attract
more EDI and promote its more efficient utilisation than import substitution.*
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In the 1990s, when the Thai government experienced substantial improve-
ments in its fiscal position, tariff reform was undertaken. In particular, tariff bands
were cut from 39 to six (0%, 1%, 5%, 10%, 20%, and 30%). Nonetheless, there
were substantial exemptions whose tariffs were greater than 30%. As a result, the
simple tariff average dropped substantially from 40% in the mid-1980s to 17% in
1997. Tariff restructuring received renewed emphasis in the new millennium
with an ambitious target of three tariff bands, i.e. 0%—1% for raw materials, 5% for
intermediates, and 10% for finished products. It began in June 2003. The
magnitude of such reduction was moderate and focused on intermediate tariffs.
As a result, the average tarift dropped to 8.7% by 2011. Nonetheless, nearly one-
fifth of tariff lines had rates greater than 20% in 2004—08 (Table 7.1).

By the standard of developing countries in the region, Thailand’s tariff rate is
relatively high (Table 7.2). In particular, the average tarift of Thailand was higher
than Malaysia (5.3% in 2012), the Philippines (6.2% in 2011), and Indonesia
(6.6% in 2012). The weighted average was much lower than the unweighted,
implying that tariffs imposed on certain products are redundant. In some pro-
ducts such as vehicles and clothing, tariffs are still very high, that is, 30% and 80%,
respectively. In addition, the tariff structure remains escalating in spite of the
lower tariff protection.

In the new millennium, political attention and negotiating resources in
Thailand have been shifted towards preferential trade agreements and bilateral
free trade accords (FTAs). This was driven by various factors such as the slow-
down in WTO liberalisation negotiations, and the political re-entry by Thaksin
Shinawatra and his newly found political party Thai Rak Thai (Kohpaiboon and
Jongwanich, 2019). As a result, there were 18 FTAs signed with partners in-
cluding ASEAN members, Japan, Republic of Korea, China, Australia, New
Zealand, India, Chile, and Peru, many of which have more than one FTA in
effect. Note that only eight FTAs involve substantial tarift cuts, covering more
than 80% of tariff lines and having been offered since 2010. These include the
ASEAN Free Trade Area (now known as ASEAN Economic Community),

Table 7.1 Share of Four-Digit HS Categories of Applied Tariff Rates in Thailand,

1989-2008

Tariff Bands 1989 1995 2002 2003 2004-08
0 2.5 2.6 5.6 5.7 6.0
0.1-5 14 .4 17.3 33.3 37.7 48.8
5.1-10 14.2 17.6 14.1 14.2 14.8
10.1-15 12.7 3.2 3.9 4.5 3.6
15.1-20 154 16.4 21.4 17.9 8.4
20.1-30 15.8 16 13.8 14.3 12.7
30-100 25 26.8 7.8 5.8 5.7

Source: Data for 1989 and 1995 from World Trade Organization (1990; 1995), respectively.
Data for 2002—-08 are from authors’ compilation from official document provided by Ministry of
Finance.

HS = Harmonized Commodity Description and Coding Systems.
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Table 7.2 Weighted Average of Most-Favoured-Nation Tariff Rate of Selected
Countries during 2010-12

Country (Year) Unweighted ~ Weighted — Agricultural Non-agricultural
Products Products
Thailand (2011) 8.7 5.0 9.0 4.9
Vietnam (2010) 9.8 12.2 244 10.7
Singapore (2011) 0.0 0.0 0.0 0.0
Philippines 6.2 12.2 23.2 104
(2011)
Myanmar (2011) 5.6 6.6 12.6 49
Malaysia (2012) 5.3 6.7 8.7 6.5
Indonesia (2012) 6.6 9.8 1.8 11.1
Lao PDR (2008) 9.7 13.6 19.3 12.6
Brunei 2.5 1.7 0.0 2.6
Darussalam
(2011)
Cambodia (2012) 10.9 12.0 14.7 11.1
Australia (2011) 2.8 38 1.6 39
New 2.0 2.7 1.9 2.8
Zealand (2011)
China (2010) 9.9 8.6 21.5 7.4
India (2012) 13.3 9.4 48.6 7.7
Japan (2011) 3.0 2.1 7.0 1.3
Republic of 11.2 9.6 341 5.6

Korea (2011)

Source: Author’s calculation using most-favoured-nation tariff rates from the World Trade
Organization.
Lao PDR = Lao People’s Democratic Republic.

ASEAN-China FTA, the Thailand—Australia FTA, the Thailand—New Zealand
FTA, the Japan—Thailand Economic Partnership Agreement, the ASEAN-Japan
FTA, the ASEAN-Korea FTA, and the ASEAN-Australia—New Zealand FTA. In
the other three FTAs (i.e. the Thailand-Peru FTA, the Thailand—Chile FTA,
ASEAN-India FTA), substantial tariff cuts took place in 2015 and 2016
(Kohpaiboon and Jongwanich, 2019).

Interestingly, commitments made in these FTAs focus on goods market lib-
eralisation. The commitments that Thailand made on other issues under these
FTAs, except in the case of the ASEAN Economic Community, were rather weak
and at most in line with WT'O commitments. This is especially true for FTAs that
Thailand has with developing country FTA partners. As argued in Kohpaiboon
and Jongwanich (2019), Thailand was reluctant to offer tariff cuts in these FTAs
in terms of product coverages and long-time schedules of implementation. On
the import side, therefore, tariff cuts under FTAs might not induce any sub-
stantial trade enhancing effect from FTA partners to Thailand.

FTAs ensure firms in Thailand are not in a disadvantageous position with
respect to accessing partner markets. This would maintain Thailand’s attrac-
tiveness for export-oriented FDI. It seems that this strategy has been partially
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successful as the use of FTAs in terms of exports was highly concentrated be-
tween 2006 and 2015 (Jongwanich and Kohpaiboon, 2017; Kohpaiboon and
Jongwanich, 2019). To a certain extent, it is a testament to the increasing
openness of the Thai economy. Nonetheless, the evidence supporting the idea
that the FTAs attracted FDI is rather weak. As shown in Figure 7.1, FDI as a
percentage of GDP exhibited a downward trend from 2005 onward. In addition,
there was no clear correlation between bilateral FDI inflows before and after
signing FTAs in most of the partners documented in Kohpaiboon and
Jongwanich (2019).

Until the new millennium, trade and FDI were the main driver of economic
globalisation in Thailand. Since then, labour mobility has played an increasing
role. In the past, Thailand was a net labour exporter, with many Thais working in
the Middle East. Nonetheless, the number of these workers was rather small, as
reflected in the negligible share of remittances in total export earnings from the
1970s to the 1990s. The tightening labour market in Thailand and the economic
development gap with neighbouring countries in mainland Southeast Asia
caused an influx of workers from elsewhere in the region (Figure 7.2). The
number of total foreign workers in Thailand increased from 0.17 to 2 million
between 2006 and 2017. Note that such official figures tend to be under-
estimated; for example, Bylander and Reid (2017) claimed the figure exceeded
4 million. This size is double the official figure, giving a rough size of the
underestimation of the official figure.

2.5

15

0.5

0
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Figure 7.2 Number of Foreign Workers from 2006 to 2017.

Source: Author compilation from Department of Employment, Ministry of Labor,
Thailand, available at https://www.doe.go.th/prd/alien/statistic/param/site/
152 /cat/82 /sub/74 /pull /sub_category/view/list-label.

Note: Unit = million workers.
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Despite starting in the late 1980s, the policy stance of the Thai government has
been clearer in the new millennium where the need for foreign workers was evident.
The policy stance was shifted towards managing these workers while avoiding
permanent settlement and any potential adverse effects, such as a rising demand for
public services, a reduction in social cohesion, and other negative social effects.
Hence, a new registration system was introduced in 2004. It is worth noting that
under the new registration, firms are allowed to temporarily hire illegal foreign
workers, but must bring them to be registered with the Ministry of Labor to identify
their true nationality. While waiting for nationality identification to be completed,
these workers are allowed to work at a given firm and in a given location (i.e.
province). Nonetheless, illegal migrant problems remain as a result of regulatory
cumbersome involving in nationality. Given the number of immigrants in Thailand,
labour mobility will be another driver of economic globalisation for the next decade.

3 Growth and industrial transformation

From 1960 to 1985, the import substitution undermined the domestic incentive
structure and favoured those industries over export-oriented ones. As a con-
sequence, the Thai economy began to grow rapidly from the 1960s through the
mid-1970s. The annual growth rate during the considered period averaged 7.5%
(Figure 7.3). As expected, the share of the manufacturing sector to GDP rapidly
increased from 11.6% in the 1950s to 14.2% and 18.6% during the 1960s and the
first half of the 1970s, respectively (Figure 7.3).

As argued in Krueger (1992: 43—4), rapid expansion of import-substituting in-
dustries is typically short lived, after the easy opportunities (meeting domestic demand
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Figure 7.3 Growth and Industrialisation in Thailand.
Source: World Development Indicator database.
Note: GDP = gross domestic product.

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

Economic consequences of globalisation 171

in textiles, footwear, some food processing, and other light labour-intensive activities)
are exhausted. In Thailand, the easy import substitution opportunities included tex-
tiles and clothing, transport equipment, basic metal industries, and chemical products.
In the textile industries where there is a wide range of production technology in-
volved, from capital-intensive, i.e. synthetic fibres, to labour-intensive, i.e. fabrics,
production took place in the most labour-intensive segment, i.e. the shuttle-loom
weaving industry (Suchiro, 1989; Kohpaiboon, 1995). Similarly, the Thai automotive
industry began with local manufacture of bulky, simple, and quasi non-tradable parts,
whereas it was heavily reliant on imports of complicated parts, especially engines
(Kohpaiboon, 2000).

Since then, new import-substituting activities were associated with higher
investment costs so that manufacturing growth bottomed out in 1985. The
average annual growth of GDP dropped noticeably to 5% during the period
1981-85. The manufacturing share in the GDP remained more or less the same
at around 22% between 1976 and 1985. Import-substituting industries did not
contribute significantly to employment (Figure 7.3).

Between 1970 and 1985, manufacturing employment accounted for only 8.2%
of total employment. The employment share of the manufacturing sector in-
creased from 4.5% in 1970 to around 8.4% in 1975 and then remained more or
less unchanged at this level during the following decade ending in 1985.
Figure 7.4

Another undesirable consequence of pursuing an import substituting in-
dustrialisation strategy is that local manufacturing was heavily reliant on im-
ported intermediate goods. Thus, the successive balance of payment deficits
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Figure 7.4 Employment Structure in Thailand from 1970 to 2017.
Source: World Development Indicator Database.
Note: Unit = % to GDP.
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between the late 1970s and the early 1980s gradually caused the government to
shift the industrialisation strategy to favour exports. As mentioned above, the
main instrument was the tariff exemption scheme by BOI that partly mitigated
the adverse impact of input tariffs on the international competitiveness of export-
oriented industries (Suehiro, 1989: 270).

Two favourable factors in promoting exports of Thai manufacturing were
interplaying. The first factor was a series of currency devaluations during the first
half of the 1980s to improve external imbalances (Warr and Nidhiprabha, 1996:
206). In particular, the baht was devalued by around 36% in 1985. The second
favourable factor was that East Asian investors were seeking an export base
abroad to maintain their international competitiveness in labour-intensive pro-
ducts in the mid-1980s. The erosion of their home countries’ international
competitiveness was the outcome of wage increases and currency appreciation in
the mid-1980s. In addition, the imposition and gradual tightening of quanti-
tative restrictions by developed countries constrained certain labour-intensive
exports, mostly textiles, garments, and footwear, from these East Asian exporters
(Wells, 1986). In the electronics industry and other durable consumer goods
industries, technological innovations began to allow these investors to slice
up the value chain of their production, relocating labour-intensive segments
rather than entire industries to benefit from cheap labour available abroad
(Krugman, 1995).

As a result, manufacturers from Japan and the Northeast Asian Newly
Industrialized Economies (NIEs) have become actively involved with outward
direct investment and have established a regional network to strengthen their
international competitiveness. Thailand was selected by these investors to be
their labour-intensive export base and rapidly integrated into global production
sharing (GPS) of multinationals around the world (Kohpaiboon, Jongwanich,
and Kulthanavit, 2012; Kohpaiboon and Jongwanich, 2013).

After shifting towards an EOI strategy around the mid-1980s, the economy
experienced a rapid growth. Manufacturing export growth increased from 11.1%
in the first half of the 1980s to 40.5% and 18% during the periods 1986-90 and
1991-96, respectively. The average annual growth of manufacturing output
jumped to 15.1% and declined slightly to 10.5% during the same periods, re-
spectively (Figure 7.3). As a result, the share of the manufacturing sector in GDP
increased from 22% in the first half of the 1980s to 27% in the decade ending in
1996. The annual economic growth rate between 1988 and 1996 averaged out
at 9.3%. This was a classic example of the export-led growth phenomenon.

As documented in Kohpaiboon (2006), EOI began with labour-intensive
manufacturing industries such as clothing, footwear, leather products, furniture,
toys, jewels and gems, and electronics (Table 7.3). While capital-intensive in-
dustries figured prominently among the declining sectors, transportation
equipment retained its share. The expansion of such labour-intensive manu-
factured products increased importance for the sector not only in terms of export
earnings, but also in terms of employment absorption, with its share increasing to
13.6% and 15.1% in 1991-95 and 1996-2000, respectively, from around 8%
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during the period 1970-85 (Figure 7.3). Nevertheless, its performance in em-
ployment absorption seemed to be far from satisfactory. More than 50% of
employed workers are still in the agricultural sector, whose income share is
around 10%.

The high-growth performance ended in 1997 when the country experienced
the financial crisis. The economic growth dropped dramatically to -1.4 and
-10.5% in 1997 and 1998, respectively. The economy, nonetheless, recovered
gradually and achieved an annual growth rate of 7% by 2003. The model si-
mulation in Jongwanich (2007) pointed to the capital account opening that was
speeded up in the early 1990s as the main cause of the 1997-98 crisis. It seemed
inevitable that the boom fuelled by non-FDI capital inflows should not go on
under a more flexible exchange rate regime.

Although the dramatic currency depreciation during the onset of the crisis
should have been the catalyst for a manufacturing export boom, manufacturing
exporters were restrained by the credit crunch in the financial sector. Until 1999,
manufacturing export growth resumed. By contrast, FDI inflows increased ra-
pidly after the currency depreciation, referred to as fire-sale FDI in Krugman
(2000). Even though there was substantial merger and acquisition FDI during
the onset of the crisis, greenfield FDI accounted for more than 50% of total
inflows.

Since the Asian financial crisis, Thailand experienced a slight growth slowdown
between 2000 and 2005. The annual growth rate during this period was around
5.3% on average. It has worsened since 2006, with both internal and external
factors interplaying. These included political unrest starting in 2005, the sickness
of King Rama IV from 2006 to 2016, the 2011 Great Floods, the deteriorating
global situation (e.g. the global financial crisis beginning in 2008, Brexit, the
European crisis, and the trade war between the US and China starting in 2018).
Nonetheless, such a slow growth episode after the financial crisis is often claimed
as the symbol of the middle-income trap in Thailand (e.g. Warr, 2011; Jitsuchon,
2012; Bisonyabut and Kamsaeng, 2015; Tangkitvanich and Bisonyabut, 2015;
and World Bank, 2016). Many believe that it is an economic consequence of
global integration of Thailand and that of the export-led growth model adopted
through EOI strategy. As presented in the latest country’s diagnostic report in
2016 by World Bank, causes of growth slowdown are listed below:

¢ Fail to sustain strong productivity-driven growth;

e Losing export competitiveness in labour-intensive manufacturing;

¢ Unsuccessful upgrading to sophistication of Thailand’s medium and high-
tech exports; and

e Limited FDI spillovers and slump of private investment (World
Bank, 2016).

Whether the causes of growth slowdown listed are economically sound remains
debatable, but these causes were well taken into Thailand’s policy-making as
reflected in the report prepared by Dr. Kanit Sangsubhan for Prime Minister in
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17 November 2015 (Private Investment Promotion Working Group, 2015).
This report resulted in the Thailand 4.0 Policy, the latest economic policy
flagship of Gen Prayuth’s administration (2014—the present) to transform the
economy. In the plan, 10 industries are selected as new engines of growth. They
are divided into two segments, five S-curved and five new S-curved industries.
The former are existing industrial sectors, which will be improved through
technological uptake. They include new-generation automotives, smart electro-
nics, tourism, agriculture, and biotechnology. The latter are manufacturing ro-
botics, medical hub, aviation and logistics, biofuels and biochemicals, and digital,
all of which are slated to become significant long-term growth drivers.

To achieve the industrial transformation above, the Eastern Economic
Corridor (EEC) special economic zone was established. The EEC straddles three
castern provinces — Chonburi, Rayong, and Chachoengsao — off the coast of the
Gulf of Thailand and spans a total of 13,285 square kilometres. The government
hopes to complete the EEC by 2021, turning these provinces into a hub for
technological manufacturing and services with strong connectivity to its ASEAN
neighbours by land, sea, and air. On 1 February 2018, the Thai parliament ap-
proved the law for trade and investment in the EEC. The government of
Thailand expects US$43 billion of investment will be channelled into the EEC by
2021, from state funds, FDI, and through infrastructure development under a
public—private partnership framework. An estimated 100,000 new jobs will be
created as a result.

Despite the effort to target certain industries, there have not been any concrete
policies to alter private sector industrialisation starting in the 1960s. To a large
extent, the EEC project is similar to the Eastern Seaboard project launched in the
mid-1980s, where investment incentives were offered to invite FDI, together
with enlarging capability in supplying physical infrastructure services.

4 Economic consequences

As discussed in the previous section, debate on economic consequences of glo-
balisation seems to be a recent phenomenon after the 1997-98 Asian financial
crisis. In this section, the causes of growth slowdown mentioned in World Bank
(2016) can be addressed in four aspects.

4.1 Trade and productivity

One favourable consequence of economic globalisation is that opening up to
international trade could foster productivity growth. Productivity gains arising
from the development of neoclassical international trade have been studied for
several decades. Such gains are derived from resource reallocation from sectors in
which the country has a comparative disadvantage to those in which it holds a
comparative advantage driven by either technology, resource endowment, or
both. This reallocation improves productivity at the aggregate level, despite the
fact that individual firms’ productivity remains unchanged. In addition,
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international trade can act as a channel for advanced technology developed
elsewhere to be transmitted to a country in interest. Pioneered by Melitz (2003),
firm heterogencity suggests that international trade might have different effect in
a given industry, driving better-performing ones to expand into larger markets,
and stimulating resource reallocation. This, therefore, leads to productivity im-
provement, despite the fact that individual firms’ productivity remains un-
changed. The key inference is in favour of pursuing trade liberalisation.

The empirical studies examining the effect on trade liberalisation in Thailand
were found in both aggregate and plant-level data analysis. The sample of the
former includes Urata and Yokota (1994), Kohpaiboon (2003), Diao, Rattso,
and Stokke (2006), and Phoonichaisuk (2010). Note that only Urata and Yokota
(1994) directly addressed the effect of trade liberalisation on total factor pro-
ductivity. Diao Rattso, and Stokke (2006) examined it by undertaking the model
simulation: The other two studies empirically examined the effect of FDI on
growth, with export—output being introduced as one of explanatory variables in
the analysis. What the aggregate analysis points to is the net positive effect of
trade liberalisation.

In the latter, empirical works examine the effect of trade policy through a
productivity determinant equation in Thai manufacturing. They include
Jongwanich and Kohpaiboon (2017) and Kohpaiboon and Jongwanich (2019).
Despite having slightly different research focuses, both studies examine the effect
of trade protection on productivity. Trade protection measured by changes in the
lagged effective rate of protection at the industry level is one of the explanatory
variables among the others. Note that Kohpaiboon and Jongwanich (2019) is a
panel data analysis (from 2006 to 2016), whereas Jongwanich and Kohpaiboon
(2017) is cross-sectional (using the 2011 industrial census). Both found em-
pirical support for the positive effect of trade liberalisation on productivity.

There are two important findings from these studies. First, Jongwanich and
Kohpaiboon (2017) showed that input and output tarifts should be treated se-
parately in examining their impact on productivity. Ceteris paribus, lowering
input tariffs potentially has at least two opposite effects: it allows firms to benefit
in several ways enhancing their productivity, while also discouraging their efforts
to improve productivity due to the increased level of effective protection. This
necessitates caution when pursuing trade policy reform in not lopsidedly focusing
on input tariffs while leaving output tariffs untouched. Even though input and
output tariffs work differently in promoting firms’ productivity, any trade policy
reform process should take both input and output tariffs into consideration in
ensuring trade is actually liberalised.

Secondly, as argued in Kohpaiboon and Jongwanich (2019), the negative
effect of trade protection on productivity is enlarged by the highly concentrated
domestic market, as measured by the Hirschman Herfindahl concentration
index. This seems to be in line with the experience of Thai automotive industries
where we observe water-in tariff, where the effectiveness of tariff protection on
domestic price is deteriorated as a consequence of competition among firms.
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Another empirical work is Kohpaiboon (2012b), which examined the import-as-
a-market-discipline hypothesis in Thai manufacturing. The key finding suggests
that international trade can act as a market discipline. Nonetheless, the net dis-
cipline effect is not found in all kinds of imported goods that would have it. In
fact, the study also highlights how participating in the global production net-
work, as well as outward market orientation, could play a key role to promote
efficient use of scarce resources.

Another branch of literature focuses on exporting firms themselves. This is due
to exporting firms often exhibiting higher productivity than locally oriented
ones. Exporting firms must improve their production efficiency to overcome
higher trade barriers and face different consumer tastes and tougher competition
in international markets. In addition, exporting makes firms aware of potential
innovations taking place aboard and they may assimilate these in order to im-
prove their position in foreign markets (Greenaway and Kneller, 2007).

Such a finding is also found in empirical research of productivity determinants
in Thai manufacturing (e.g. Jongwanich and Kohpaiboon, 2008; Kohpaiboon,
2012a; Kohpaiboon and Jongwanich, 2019). The finding is robust, regardless of
the studying periods, the nature of the data (cross-sectional and panel) and how
productivity is measured. All of these studies employed standard productivity
determinant equations where the measure is the dependent variable. In all stu-
dies, explanatory variables include both firm- and industry-specific variables. The
latter includes trade policy, producer production concentration ratio, and the
presence of MNEs. Labour productivity is employed in Jongwanich and
Kohpaiboon (2008) and Kohpaiboon (2012a) due to the cross-sectional nature
of the data. In Kohpaiboon and Jongwanich (2019), Levinsohn and Petrin total
factor productivity is used in the panel regression analysis. Export zero-one
dummy and export propensity ratio at the plant level are used as alternative
measure of exporting firms. In theory, the causality between export and pro-
ductivity remains debatable, as it can be either firms learning from exports,
learning to export, or both. Given the nature of plant-level data available in
Thailand, the hypotheses cannot be empirically tested. Higher productivity
found in the exporting firm could be explained by the propensity to commit
product development R&D found in the inter-plant cross-sectional analysis in
Jongwanich and Kohpaiboon (2015). This is to learn more about competing
products and customer preference in the international market.

4.2 Export performance

Poor quality is one criticism made towards the export-led growth strategy
Thailand has pursued since the mid-1980s. In particular, the claim is that
Thailand is struggling to maintain competitiveness in labour-intensive manu-
facturing (World Bank, 2016). Interestingly, the claimed poor export quality
does not seem to be consistent with actual export performance, as described
below. Figure 7.5 reports the scatter plot between annual growth rate of GDP
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Figure 7.5 GDP-Export Nexus in Selected East Asian Economies between 2006
and 2016.

Source: World Development Indicator Database.

Note: GDP = gross domestic product.

and exports of selected Asian countries averaging out between 2006 and 2016.
The figure is the average from 2006 to 2016.

Thailand’s annual growth was the lowest (the horizontal axis). It was not the
export performance indicated by the position on the vertical axis. In addition, the
simple and rather straightforward indicators like the successively increasing share
of Thai manufacturing exports in the world for the past two decades cast some
doubt on the claim above (Figure 7.6). In particular, the share of manufacturing
exports from Thailand increased from 0.8% in 1992 to 1.4% in 2016.°

The recent study by Jongwanich (2019) examined the relationship between
export diversification, export margins, and economic growth at the industry level
using Thailand as a case study during 2002-16. The key finding is that the effects
of export diversification and margins on economic growth vary across industries.
In particular, export diversification helps to boost growth only in some sectors,
including electronics, automotives, and chemicals, plastic, and rubber; while in
the processed food, textile, and apparel industries, specialisation matters more in
promoting growth. Such findings point to the danger of overemphasising ex-
tensive margins, especially in terms of new products, in promoting economic
growth in developing countries like Thailand, where they still play an important
role in many industries.®

One side effect of exports is the vulnerability of the economy to external
shocks. This secems to be a trade-off. This was empirically examined in
Cheewatrakoolpong and Manprasert (2014) through the case of the global fi-
nancial crisis. Trade in East Asia is still largely linked to the US, regardless of its
relative importance as an export destination. The explanation is the growing
importance of GPS in the region.
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1Note: Manufacturing product is defined as Standard International Trade Classification 5-8
net of 68.

Another concern is about the job quality created by the export-led growth
strategy adopted (Mounier and Charoenloet, 2010; Rasiah, Cheong, and Doner,
2014; and Charoenloet, 2015). In particular, Charoenloet (2015: 136) argued
that many job opportunities created under an EOI strategy are sub-contracting,
and vulnerable to being retrenched in the presence of negative shocks.
Nonetheless, the relation between economic globalisation and low job quality in
these studies is based on interpretation from various years of national socio-
economic surveys. It remains a wonder how the situation is taking place amid the
rising real wage and the tightening labour markets. This points to the need for
further research.

4.3 Foveign divect investment and its spillovers

The discussion above suggests that FDI plays an important role of global in-
tegration in Thailand. The entry of MNEs could affect the aggregate productivity
of host investment-receiving countries. As MNEs are now widely regarded as the
principle bearers of technology across international borders, their direct investment
brings in not only capital but also production technology, managerial skills, in-
ternational marketing channels and so on to host countries (Sjcholm, 1997;
Borensztein, Gregorio, and Lee, 1998; Lipsey, 2000; Vernon, 2000). Their entry
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would be equivalent to adding highly productive firms and eventually affecting the
overall productivity in host countries. This is widely known as the direct effect.

Indirectly, MNE presence could positively affect the productivity of locally
non-affiliated firms in the host country. This is due to the fact that advanced
technology that MNE affiliates bring with them could also generate a positive
externality to the local firm. Technology is partially a public good in which
owners cannot entirely prevent others from benefitting from it. Hence, locally
non-affiliated firms could benefit to a certain extent MNE presence and experi-
ence productivity improvement. The positive externality is referred to as FDI/
MNE productivity spillover (Blomstrom and Kokko, 1998). Though not the
only gain from FDI, spillover is often argued as the most desirable benefit.

FDI spillover, nonetheless, does not always exist, depending on the type of
EDI inflows (e.g. efficiency and/or market seeking), or the economic and policy
environments in host countries.” Two factors are highlighted in the literature,
namely absorptive capability and trade policy regime. Whether a local firm
benefits from MNE presence depends on its knowledge-absorptive capability.
The higher the absorptive capability, the greater the spillover the local firm in the
host country can expect. Trade policy regime is another factor postulated in the
literature.® Productivity spillover tends to be smaller, or possibly even negative,
under a restrictive, import substitution regime compared with a liberalising,
export promotion regime, simply because different trade policy regimes entice
different types of FDI inflows. As in Bhagwati’s hypothesis, FDI inflows enticed
by import substitution tend to be market-seeking and are invested mostly in the
industries where proprietary assets are important. This creates barriers to entry
for local firms and thus constrains productivity spillovers. In contrast, export
promotion is more conducive to generating favourable spillover effects because,
under such a regime, FDI is mostly attracted to industries in which the country
has comparative advantage, i.e. efficiency-secking FDI. In such industries, local
firms have a greater potential to catch up with foreign firms and achieve pro-
ductivity improvement. (Table 7.4)

Recently, the empirical studies of FDI spillover literature point to linkages and
backward ones in particular as other potential channels that advance technology
associated with MNE affiliates could benefit local non-affiliates.” Spillovers
through linkage channels are often referred to as vertical FDI, whereas the
spillover mentioned above is horizontal. Many empirical works prefer vertical
EDI spillovers because there would be mutual benefit that MNE affiliates and
local suppliers can share. This is different from what we expect from the hor-
izontal FDI spillovers, where MNEs would have an incentive to prevent in-
formation leakage to their competitors, including local enterprises, thereby
reducing the possibility of the spillover taking place (Javorcik, 2004 ).

One consensus in the empirical research about the presence of MNEs in Thai
manufacturing is that MNE affiliates are likely to be more productive than in-
digenous ones.'® This finding is insensitive to model specification (trans-log vs.
Cobb-Douglas production function), as well as the measure of productivity
(total factor productivity vs. labour productivity). Interestingly, a finding
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revealed in Jongwanich and Kohpaiboon (2015) is that MNE affiliates are less
likely to commit to R&D investment. This is especially true for production
technology and product development. Nonetheless, an MNE presence could
affect R&D propensity and intensity of locally non-affiliated firms to do R&D,
leading to product development and process innovation.

It is the MNE technology spillover that varies across industries. So far there are four
systematic analyses examining FDI spillovers in Thai manufacturing, i.e. Kohpaiboon
(2006), Kohpaiboon (2012a), Wongseree (2012), and Tantratananuwat (2015).
Each of these uses different sets of plant-level data. Kohpaiboon (2006) uses the 1996
industrial census and undertook the cross-sectional inter-industry analysis (i.e. four-
digit ISIC), whereas Kohpaiboon (2012a) and Wongseree (2012) are the panel data
econometric analysis at the plant level, using the survey information by Office of
Industrial Economics, Ministry of Industry. Note that Kohpaiboon (2012a) employs
the panel data between 2001 and 2003, whereas Wongseree’s 2012 analysis is based
on that between 2001 and 2006. As documented in Kohpaiboon (2012a), the data
quality of the survey noticeably deteriorated after 2004. Analysis in Tantratananuwat
(2015) is plant-level cross-sectional, using the 2006 industrial census of Thai manu-
facturing. Only Kohpaiboon (2012a), Wongseree (2012), and Tantratananuwat
(2015) examined both horizontal and vertical spillovers together. Kohpaiboon (2006)
focused solely on horizontal spillovers.

The key finding from all studies but Wongseree (2012) nonetheless supports
the role of trade policy. That is, advanced technology associated with MNE af-
filiates does not always spill over to the local plants operating in the same in-
dustry. The extent of spillovers depends on the nature of the trade policy regime.
Only industries operating under a liberal trade policy regime experience positive
horizontal FDI spillovers. Vertical FDI spillovers are found only when an as-
sumption of identical horizontal ones is in place, as indicated in Kohpaiboon
(2012a), Wongseree (2012), and Tantratananuwat (2015). This is what has been
done in the existing literature (e.g. Javorcik, 2004; and Blalock and Gertler,
2008). When such an assumption is relaxed, as performed by Kohpaiboon
(2012a) and Tantratananuwat (2015), neither backward nor forward spillovers
are found.

This finding is important amid the growing protectionism sentiment. In particular,
policymakers in many countries overclaimed the finding of spillovers through back-
ward linkages and tried to pursue policy-induced linkages like local content require-
ments towards MNEs. As revealed in Kohpaiboon (2015) and Hill and Kohpaiboon
(2017) through an in-depth case study of Thai automotive development, the con-
ducive role of the backward linkage channel mentioned in the literature is a result of
natural links that are driven by economic concerns and can be distorted by policy
measures. The ability of the policy domain to forge linkages seems to be limited.
Policy-induced linkages are not perfect substitutes for natural linkages. The magnitude
of linkages is not a good proxy of the magnitude of vertical FDI spillovers. It is better
to be measured by the guality of backward linkages, where actual participation be-
tween upstream and downstream firms is intensive based on common interest. Where
quality is concerned, backward linkages driven by economic concerns, as well as
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motivated by capability of indigenous suppliers, are by far superior to those induced by
policy measures.

In addition to productivity spillovers, two additional types were examined
empirically in Thai manufacturing. They are those where MNE presence affects
firms’ decision to export and to commit to R&D, respectively. In particular,
Jongwanich and Kohpaiboon (2008)'* and Jongwanich and Kohpaiboon (2015)
found evidence supporting a favourable effect of MNE presence on decision to
export and R&D investment, respectively.

4.4 Upgrading

Upgrading plays a crucial role in promoting medium-to-long-term economic
growth, as well as sustainable economic development. Nonetheless, prospects of
a firm upgrading are related to at least two drivers of economic globalisation, i.e.
labour mobility and trade, each of which is relevant for Thailand.

Labour mobility

As mentioned earlier, the labour market tightening and a continued increase in
(real) wages since the new millennium resulted in an increase in unskilled foreign
workers from neighbouring countries in mainland Southeast Asia in Thailand.
The official estimates of these workers reached 2 million by 2017, but these far
underestimated the actual totals. Thai governments have expressed a reluctance
to allow an inflow of workers, unskilled labourers in particular, despite the de-
mand from entrepreneurs. Among numerous social and economic consequences
resulting from the import of unskilled foreign workers, one relates to the possible
negative effects on the structural adjustment processes of organisations. In par-
ticular, when firms are allowed to hire unskilled foreign workers to support
structural adjustment, they may eventually become reliant on them.
Subsequently, their investments and other decisions could be made on the
premise that labour costs will continue to be held down by migration. As a result,
firms will remain at the low end of the value chain and rely on low wages as a key
factor in competing on the world market. This would eventually retard up-
grading.

Kohpaiboon, Jongwanich, and Kulthanavit (2012) undertook a systematic analysis
using the Thai clothing industry as a case study. The analysis is based on in-depth
interviews with 50 clothing firms in Thailand during November 2009—February 2010.
This issue was revisited in Kohpaiboon and Jongwanich (2017), where a ques-
tionnaires approach was conducted during October-December 2015. Three sets of
questionnaires were developed to address stakeholders, including 25 firms, 120 local
workers, and 186 foreign workers. The point to be revisited is due to the changing
situation in both labour-importing and -exporting countries. In the former, the policy
stance of the Thai government has adjusted to managing, rather than preventing, the
flow of these workers. Economic progress during 2010-15 in the latter countries,
such as Cambodia, Lao People’s Democratic Republic, and Myanmar, encouraged
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some foreign workers to return home to benefit from the increasing job opportunities
at home. This may have been supported by an influx of FDI into the labour-exporting
countries, especially Myanmar.

The key finding is that not all firms opt to hire unskilled foreign workers. All
firms in both Kohpaiboon, Jongwanich, and Kulthanavit (2012) and
Kohpaiboon and Jongwanich (2017) agreed in the interviews that they opted to
employ foreign workers to keep their operations running smoothly, although this
option incurs costs and uncertainty. Interestingly, firms employing foreign
workers also used other options, such as improving productivity, exporting ca-
pital, and capital deepening (using capital to substitute for workers) to cope with
labour shortages, indicating that they are not mutually exclusive and firms can
use any or all of them to maintain performance.

There is no evidence of a causal relationship to indicate that employing foreign
workers retards firms’ productivity. Rather, we found the opposite. It is the well-
performing firms that are in a better position to attract foreign workers and
maintain production capacity. Struggling firms are less likely to be able to
compete for, and therefore benefit from, foreign workers to enhance their ca-
pacity. The differences in company characteristics between firms that hire foreign
workers and those that do not are clear. Between 2009 and 2010, those hiring
unskilled foreign workers were likely to be relatively small, both in terms of
employees and sales, and were typically struggling to maintain their profit mar-
gins; hence, they did not adequately invest in upgrading activities (Kohpaiboon,
Jongwanich, and Kulthanavit, 2012). The situation slightly changed in 2015,
when large firms started to compete with medium-sized firms for foreign workers
(Kohpaiboon and Jongwanich, 2017).

The chance to access unskilled foreign workers at lower wages would not
significantly deter process-based upgrading. The decision to employ foreign
workers depends on other factors, such as policy uncertainty and the associated
management problems, such as communication and worker cohesion, compared
with the benefits of maintaining the production capacity. Upgrading decisions
are largely influenced by global competition and multinational firms that govern
production networks in particular.

The finding above is in line with that in Sriudomkajorn (2016), who examined
the wage impact of these unskilled foreign workers. In particular, the growth of
(real) wages in Thai manufacturing continued, even though there was an influx
of foreign workers. Both an industrial census and a socio-economic survey were
employed in Thailand to test the impact.

Participating in global production sharving (GPS)

As illustrated above, Thailand has long been engaged in GPS via MNEs. One
undesirable consequence of GPS for developing countries is that as production
processes are divided into separate stages and economically allocated, and rela-
tively unskilled labour-intensive activities may be moved to developing countries
in line with their comparative advantage, this would increase demand for
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unskilled workers as opposed to skilled ones. As a result, the wage gap between
unskilled and skilled workers would tend to contract and it is likely for devel-
oping countries to be trapped into low-end segments of value chains. In other
words, the prospect is bleak for developing countries’ firms.

Nonetheless, the discussion above is carried out under the implicit assumption
that there is a single production cone where there is no factor intensity reversal and
firms in developed and developing countries face the same factor endowment
vector. In reality, a number of studies point to such an assumption being rather
restrictive (Leamer and Levinsohn, 1995; Feenstra, 2004; Leamer and Schott,
2005; Kiyota, 2012). Therefore, unskilled labour-intensive activities outsourced by
firms in developed countries might require relatively skilled workers in developing
countries for these activities to be performed. Therefore, it is possible that demand
for skilled to unskilled workers increases in both developing and developed
countries simultancously, so that a wage gap persists as a result of GPS.

Empirical studies by Chongvilaivan and Thangavelu (2012), Kohpaiboon and
Jongwanich (2014 ), and Kohpaiboon (2019) study this issue. Chongyvilaivan and
Thangavelu (2012) did not address the role of GPS itself; instead, outsourcing in
their study is defined loosely as the arrangements whereby the physical and/or
human resources related to a firm’s production factors are administrated by
outside providers. In Kohpaiboon and Jongwanich (2014), the issue was ad-
dressed through the effect of GPS on wage premiums, defined as the wage gap
between unskilled and skilled workers using an inter-plant, cross-sectional 2011
industrial census of Thai manufacturing. In addition to plant- and industry-
specific variables, the extent to which an industry participates in GPS is in-
troduced as the explanatory variable to test the hypothesis.

In Kohpaiboon (2019), three industrial censuses of Thai manufacturing be-
tween 2006 and 2016 are used to perform the panel econometrics. In the ana-
lysis, the decision to hire workers is examined, i.e. how many blue-collar workers
are hired, and their relative importance vis-a-vis total workers (a sum of white-
and blue-collar workers). The extent to which an industry participates in the GPS
is introduced to examine the effect on skill formation.

Despite differences in various aspects across these three studies, each points
to the fact that the outsourced labour-intensive activities do not necessarily
imply unskilled worker activities to developing countries. Evidence from Thai
manufacturing supports developing countries opening up to international trade
and participating in GPS. Mutual benefits from participating in the global
production network remain to be shared between developed and developing
countries.

Interestingly, in Kohpaiboon (2019), one interesting finding is that plants in
GPS-intensive industries are likely to hire skilled workers all other things being
equal. It does not mean that they tend to hire fewer unskilled ones; in fact, both
unskilled and skilled workers complement each other. This would have an im-
mense policy implication in managing flows of unskilled workers from neigh-
bouring countries.
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5 Conclusion and policy lessons

The paper reviews empirical works examining the effect of globalisation in
Thailand. It begins with a policy discussion and how Thai economy is integrating
into the global economy. Three drivers of economic globalisation are empha-
sised, i.e. international trade, foreign direct investment and cross-border labour
mobility. The 2016 World Bank diagnostic report is used to address the current
criticism made of globalisation’s economic consequences.

The finding in the empirical studies points to globalisation and its potential to
create favourable impacts on economic development. Opening up to interna-
tional trade could promote Thai productivity and drive economic growth.
Export-oriented firms exhibit higher productivity as opposed to locally oriented
ones, and are more likely to invest in R&D and develop products. Export per-
formance cannot be a source of the growth slowdown in Thailand since 2005.
FDI inflows enticed by EOI strategies are large and likely to generate horizontal
technological spillovers from foreign affiliates to indigenous ones within a given
industry. The presence of vertical spillovers through the linkages was not a robust
result. This is especially so in cases where the horizontal spillover is different
across industries, instead of assuming it occurs homogenously.

Firms opted to employ foreign workers to keep their operations running
smoothly, although this option incurs costs and uncertainty. There is no evidence
of a causal relationship to indicate that employing foreign workers retards firms’
productivity. Rather, we found the opposite. It is the well-performing firms that
are in a better position to attract foreign workers and maintain production ca-
pacity. The chance to access unskilled foreign workers at lower wages would not
significantly deter the decision to undertake upgrading, which is largely influ-
enced by global competition and multinational firms that govern production
networks in particular.

Participating in GPS does not necessarily mean the participating countries are
trapped into the low end of the quality ladder. In fact, evidence from Thai
manufacturing suggests the outsourced labour-intensive activities are not the
unskilled-worker activities to developing countries. Even though plants in GPS-
intensive industries are likely to hire skilled workers, all other things being equal,
it does not mean that they tend to hire fewer unskilled ones. In fact, both un-
skilled and skilled workers complement each other.

Three policy lessons can be drawn from this paper. First, the Thai experience
points to globalisation and its potential to create favourable economic impacts.
This argues for further accelerating Thailand’s push to be globally integrated. This
is especially true for trade policy, which remains unfinished business in many de-
veloping countries. Such policy reluctance could retard productivity improvement.

Second, there are side effects as a consequence of globalisation, including
economic vulnerability to external shocks and the possibility of creating inferior
jobs by the export-led growth strategy outsourced. However, these can be mi-
tigated by other policies such as strengthening the social safety net instead of
deterring progress in economic globalisation.
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Third, it seems that participating in GPS plays an important role in the global
integration of Thailand due to the presence of mutual benefits shared between
developed and developing countries. The outlook of GPS remains uncertain due to
several structural changes in the world economy, some promoting it while others do
not. The net effect is largely unknown, but unlikely to take place in disruptive
manner. Hence, this would be another upcoming challenge for policymakers in
Thailand, as well as other GPS participating countries to keep eye on it.

Notes

1 Henceforth, economic globalisation is at the centre of the following discussion
and is referred to as globalisation for brevity.

2 Under the Thai-US Treaty of Amity and Economic Relations signed in 1966,
US companies in Thailand are granted equal treatment to Thai companies.
This permits 100% of US-owned companies to operate in sectors where other
foreign companies are generally allowed a maximum ownership level of 49%.
In addition, US companies are allowed to own land up to 10 rai, or 0.16
hectares, with an approval from the Ministry of Interior. The Land Code
(1954) was amended in 1999 to relax this restriction. Since 1999, foreign
investors regardless of nationality have been able to own up to four rai of land
for residential purposes.

3 Arguably, the World Trade Organization (WTO) notification about NTMs might
be underestimated due to underreporting. Based on the comprehensive database
on NTMs from the United Nations Conference on Trade and Development’s
global database at trains.unctad.org., Ing, de Cordoba, and Cadot. (2016) sug-
gested the opposite outcome. This is clearly beyond the current scope of this
paper, but important to further research topics.

4 See cross-sectional, inter-country empirical evidence in Balasubramanyam, Salisu,
and Sapsford (1996).

5 Interestingly, when focusing only on developing countries, the slightly de-
clining trend of Thailand’s manufacturing export share was observed from
2000 to 2014. In particular, the share dropped from 3.6% in 2000 to 2.9% in
2014. Note that this seems to be a common trend amongst developing East
Asia as a result of the rapid expansion of manufacturing exports from China
and Vietnam. Nonetheless, the declining trend of Thai manufacturing is less
when compared to other developing East Asia economies. Data are available
upon request.

6 Extensive margin refers to a situation where a country exports to new destina-
tions, new products, or both, whereas intensive margin is that where a country
exports the same product to the export destination.

7 See the recent survey in Crespo and Fontoura (2007).

8 See a comprehensive review about the role of trade policy in conditioning on
gains from FDI in Kohpaiboon (2006).

9 See, for example, Rodriguez-Clare (1996), Markusen and Venables (1999),
Javorcik (2004), Lin and Saggi (2004 ), Blalock and Gertler (2008).

10 For example, see Kohpaiboon and Jongwanich (2019).

11 Jongwanich and Kohpaiboon (2008) employed the 1996 industrial census,
whereas Jongwanich and Kohpaiboon’s 2012 analysis is based on the 2006 in-
dustrial census. Estimation in the former is based the limited dependent variable
technique (i.e. Logit and Probit estimation). In the latter, Heckman’s two steps
were used.
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8 The economic consequences of
globalisation in the United
States

Peter A. Petri and Meenal Banga

1 The globalisation debate

In 1999, Merrill Lynch, a leading wealth manager in the US, took out full-page
ads in major US newspapers to celebrate the era of globalisation: “The World Is
10 Years Old. It was born when the Wall fell in 1989.” The ads argued that the
‘spread of free markets and democracy around the world is permitting more
people everywhere to turn their aspirations into achievements. And technology,
properly harnessed and liberally distributed, has the power to erase not just
geographical borders but also human ones.’

The current era of globalisation began in the 1970s, when the share of trade in
world output was around 10% (Figure 8.1). Globalisation accelerated in the
1980s, when the share of world trade in output surpassed historical records,
eventually climbing to about 25% by 2009. Since then, the trade share of GDP
has flattened. For reasons ranging from trade policy to technological changes and
the maturation of international supply chains, trade intensity is not likely to rise
as fast in the future as it did in recent decades.

The unprecedented rise in global interdependence has been very productive.
World GDP growth, which hovered in the 2% per year range in the 1970s and
carly 1980s, doubled to reach the 4% range before the global financial crisis.
Growth spread to the world’s largest countries and lifted more than a billion
people out of extreme poverty. New global supply chains brought emerging,
trade-oriented economies into the network of global expansion. However, the
fragility of rapid, interdependent growth also became apparent. In 2008, Merrill
Lynch succumbed to the global financial crisis. Meanwhile, criticism of the dis-
tributional effects of globalisation, particularly in advanced countries, intensified
as Piketty (2015) and others brought inequality and wage stagnation to the
forefront of public debate.

The chief concern in the US is that the economy is delivering a dispropor-
tionate share of gains to the wealthiest few. According to Census data, from
1970 to 2018 the median US household income rose from $50,545 to $63,179,
or by 0.46% per year, while that of the top 5% of households rose from $192,603
to $416,520, or by 1.62% per year (Semega et al., 2019). In 1970, a high-
income household earned 3.8 times as much as the median household, but this
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ratio had grown to 6.6 by 2018. Still more extreme contrasts emerged between
richer and poorer households, and amongst subgroups by levels of education. In
turn, inequality may have contributed to other trends such as withdrawal from
the labour force, increased mortality and morbidity, and political polarisation.
These trends are not direct results of globalisation, but they are often attributed
to trade in popular discussions.

This paper attempts to dissect the consequences of globalisation. Rather than
offering new research, it reviews the extensive literature on these issues, including
about 20 studies with significant influence on the debate. These studies span
three subfields: the overall gains from trade, adverse labour market trends and the
causal effects of trade, and the results of changes in trade policy.

e Studies on the overall effects of globalisation suggest large gains. Although
these results are important to our analysis, this review is relatively brief since
the findings reflect familiar theoretical ground and its empirical results
broadly agree on the magnitude of gains from trade.

¢ Studies of US labour market data reveal significant adverse trends, which
include extreme cases of very harmful effects. Yet globalisation is only one of
several factors that appear to be at work, including technological progress,
demand shifts, and diverging, unrelated trends in economic activity across
sectors and locations.

e Studies of specific policy changes have findings broadly consistent with those
of the first two areas of research — that the overall effects of increased trade
have been positive. However, these gains coincided with adverse labour
market trends that were most likely attributable to other factors.

The adverse side effects of globalisation require policy attention, but the evi-
dence suggests that erecting trade barriers is a poor response. For one thing, past
trade changes have already resulted in adjustments that cannot be reversed
without imposing further costs on workers and consumers. Better approaches
will focus on making workers more productive through education and mobility,
and distributing the gains from globalisation more equally through fiscal policies.

Section 2 of this paper examines the gains from globalisation. Section 3 ad-
dresses developments in labour markets. Section 4 surveys the ex-post effects of
the North American Free Trade Agreement (NAFTA) and permanent normal
trade relations (PNTR) with China. Section 5 concludes.

2 The gains from globalisation

The case for economic integration is well known, and recent empirical estimates
suggest substantial benefits from global trade and deeper integration by groups
of countries. Strong anecdotal evidence supports this positive view — in addition
to relieving extreme poverty in developing countries, interdependence enables
consumers to enjoy unprecedented variety, quality, and availability of goods and
services everywhere.
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Federico and Tena-Junguito (2016) estimated that the increase in the share of
world trade in GDP since the 1950s has added about 5 percentage points to
world income (Figure 8.2). Given world GDP of $85 trillion in 2018, the in-
cremental benefits from trade since the 1950s represent about $4.3 trillion of
world income. Globalisation has also stimulated flows of capital, technology, and
talent, further raising incomes and improving well-being.

Additional studies suggest that the US has benefited from globalisation even
more than the rest of the world. In a multi-study review, Bradford, Grieco, and
Hufbauer (2005) concluded that advances in globalisation from 1947 to 2003
added $0.8 trillion—$1.5 trillion, or 11%-14%, to the US GDP of $11 trillion in
2003. Extrapolating these estimates to 2018 GDP suggests that changes in
economic interdependence since 1947 added $2.2 trillion-$4.0 trillion to US
GDP in 2018, or 11%-19% of 2018 GDP of $20.5 trillion.*

Moreover, these benefits do not seem to have been exhausted. Bradford,
Grieco, and Hufbauer (2005) surveyed estimates which suggest that further
liberalisation of policy barriers could almost double these benefits. Despite
controversies over the distribution of benefits from trade, the overall gains from
globalisation for the US are so ubiquitous and widely accepted amongst econ-
omists that few have focused on refining or updating their magnitudes since
Bradford’s study. This contrasts with a much more active and voluminous body
of research on how economic openness affects growth in developing economies.

Nevertheless, important related findings by Bernard et al. (2003) high-
lighted the determinants of productivity at the firm level. They found that
exporting firms are much more productive than domestically focused firms,
which in turn are more productive than firms vulnerable to import competi-
tion. Based on these results and the Eaton-Kortum trade model, they then
simulated shifts from current levels of US openness to autarky. They found that
these shifts would lead to productivity losses, accounting for 9% of the output
of an average US producer. This estimate is within the range, in percentage
terms, of those referenced above by Federico and Tena-Junguito (2016) and
Bradford, Grieco, and Hufbauer (2005), although the three studies rely on
very different methodologies.

Unlike many smaller economies, the US is less dependent on globalisation for
finding new technologies and competitive challenges, or for accessing large markets
and varieties of inputs. However, the US does benefit from globalisation through a
different, important channel. Global supply chains enable US producers to con-
centrate on their most productive tasks while shifting less efficient tasks elsewhere. An
carly study of US offshoring found that outsourcing service tasks had significantly
positive effects on the productivity of US firms, although oftshoring of material inputs
less so (Amiti and Wei, 2009). With recent data and a broader definition of supply
chains, Constantinescu, Mattoo, and Ruta (2019) showed that embedding foreign
value added in production generally increases productivity across US sectors, especially
in industries producing exports. Results from Formai and Vergara Caffarelli (2016)
confirm these findings, demonstrating that the results appear mainly in ‘fragmentable’
sectors, i.e. industries where supply chains are ecasily divided into tasks.

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



196  Peter A. Petri and Meenal Banga

0toe

0002

066T

086T

06T

096T

0S6T

oveT

0g6T

3onpoid dnsowop ss018 = OO 910N
"(9107) oymSun(-eud ], puL OJLIIPI] :92INOS

(PAYSIM JAD) L00T-0£8T OPELL, WO suresy 7’9 anbiy

026T 0oT6T 006T 068T 088T 048T
1 1 1 1 1 1 o

payb1am das

pe1ybIam dao £002-0£8T @peJ) Wodj sulen

Al'l use subject to https://ww. ebsco.conlterms-of-use

- printed on 2/8/2023 1:32 PMvia .

EBSCOhost



EBSCOhost -

Globalisation in the United States 197

Finally, globalisation has enormously benefited US innovation — a rapidly
expanding sector of the US economy. These gains appear through channels
ranging from the inflow of ideas and money to attracting talent. Global markets
also increase returns on ideas, which are non-rival products. Several indicators
suggest that these benefits are very large. 65% of the world’s 25 most valuable
public companies are technology companies, and 82% of the total market capi-
talisation of these companies consists of US tech firms (Forbes, 2019). In ad-
dition, 55% of US ‘unicorns’ (start-ups worth $1 billion or more) were founded
by immigrant entrepreneurs and more than 80% of these companies also had
immigrants as key managers (Anderson, 2018). Such connections provide US
companies with an unparalleled edge in penctrating global markets. The US
benefits especially well from new technology markets — including those in in-
formation technology and biotechnology — since these often have winner-take-all
profit distributions. Strong US capital markets reinforce these advantages and
attract venture capital from across the world.

Regrettably, aside from rare exceptions such as Clausing (2019), the general
US public discussion does not fully recognise these benefits. Yet it would be
difficult to imagine life in the US without imported food, steel, garments,
electronics, or cars. Equally, highly productive US firms such as JP Morgan,
Boceing, Intel, Facebook, and Johnson & Johnson could not easily replace export
markets for airplanes, online platforms, pharmaceuticals, financial products,
movies, higher education, or agricultural products. Precisely because trade is so
ubiquitous, the debate takes its positive effects for granted. Few US consumers
fully appreciate how imports affect what they spend and exports affect where they
work. At the same time, those who experience job losses, whether due to au-
tomation or trade, see very personal costs. As theory anticipates, the debate fo-
cuses primarily on those costs.

3 Globalisation and labour market effects

Labour market effects, which have dominated recent critiques of globalisation in
the US, focus on unemployment, wage inequality, and other concerns such as
low labour force participation rates. Some critics argue that more trade, say due
to trade liberalisation, causes trade deficits, which in turn cause unemployment.
Some studies find significant impacts from trade on unemployment under spe-
cific circumstances, such as large, rapidly emerging threats for declining in-
dustries in some localities. However, there is no convincing evidence that trade
increases unemployment in a long-term, economy-wide context.

Other critics focus on the effects of low-wage competition on wage growth
and wage inequality in the US. There is considerable evidence that wage in-
equality has increased over time, but the causes are less clear. Trade may have
contributed to increased inequality — as a high-wage country, the US tends to
import products from countries with lower wages — but the evidence mainly
points to technological change rather than import competition as the source of
pressure. Nevertheless, given the implications of inequality, there is an urgent
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need for understanding the mechanisms that account for it and countering their
effects. The gains from trade likely exceed — potentially by orders of magnitude —
the costs of fighting inequality attributable to trade, but unfortunately effective
policies have yet to be deployed.

3.1 Unemployment

The simplest and most frequent argument made is that globalisation, i.e. keeping
US markets open, has created trade deficits which in turn have led to US job
losses. To President Trump and others, the case is self-evident: imports replace
jobs while exports create them. As the US opened its markets, its trade deficits
rose as other countries ‘stole’ its jobs.

However, there is no logical link between economic openness and a trade deficit,
or between a trade deficit and unemployment. Trade deficits are determined by the
excess of national savings over investment. Unless a trade shock — say, tariff re-
ductions — affects these variables,? the deficit will not change. (For example, even if
imports decrease, other adjustments will lead to a similar fall in exports.) Even when
trade deficits change, employment tends to be unaffected. Employment is de-
termined by demographic and macroeconomic forces that automatically, or some-
times with a nudge from policy, restore normal employment levels.

In fact, high trade deficits usually correlate with /Jow unemployment
(Figure 8.3). This is not a causal relationship — changes in both variables are due
to changes in economic activity. A strong economy generates investment de-
mand by more than it increases savings — and thus generates labour market
pressures that reduce unemployment. That is why, given continuing robust
economic growth, the US trade deficit has grown by 24%, from $502 billion in
2016 to $622 billion in 2018 (US Census Bureau, 2019), while unemployment
has fallen to record levels, despite unprecedented tariffs mistakenly imposed to
reduce the trade deficit.

Nevertheless, some studies have suggested long-lived unemployment in spe-
cific locations because of unusual trade shocks. Autor and colleagues (2013b,
2016, reviewed in detail below) found serious and persistent consequences from
some trade shocks as they interact with multiplier effects in local economies. In
those cases, production displaced by imports results in additional job losses in
local firms which depend on selling their goods to displaced manufacturers and
their workers. Because these effects reinforce the trade shocks, adjustment is slow
and costly. Such costs are concentrated in communities where adjustment op-
tions are limited.

3.2 Wage inequality

Americans have come to believe the social contract underlying the US market-
oriented economic system: hard work will generate steady improvements in the
standard of living. However, the data suggest that this expectation is no longer
reliably met. Household incomes have grown substantially only at the top, and
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real wages for many workers have stagnated for decades. Figure 8.4 shows starkly
divergent trends for wages sorted by education, which diverge especially sig-
nificantly for male workers (Autor, 2014). Male workers with a post-college
education saw their real wages rise in the last four decades. Those with just a
college education earned about the same real wage in 2012 as in 1973, and those
with less-than-college education generally earned less.

The data leave little doubt that wage inequality is increasing. Inequality is
also increasing amongst women, but they have generally done better than
men in recent decades. These trends appear to date back to the 1970s, at
about the beginning of the rise of global interdependence, but well before
the recent emergence of China as a major trading power. Over time, they
have cumulatively led to large wage gaps and increasing political concern. As
explored below, the mechanisms driving wage inequality could include
trade, technological change, and trends in the structure of demand.

3.3 Declining labour force participation and other effects

The slow recovery of US employment after the global financial crisis was due in
part to a decline in labour force participation after 2008. A popular explanation

Wages for US working age males by education level
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Figure 8.4 Wages for US Working Age Males by Education Level.

Source: Autor (2014).

Note: Based on weekly earnings data from the US Current Population Survey for working age
adults who worked at least one week during the year.
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was that stagnating wages at the low end of the distribution discouraged workers
from re-entering the labour force even when jobs became available. Diminished
labour force participation is partly explained by population aging and the end of a
sharp rise in women entering the workforce. In 2018 and 2019, labour force
participation rates have begun to rise again, without a significant narrowing of
wage gaps. This suggests that pure market demand for labour, rather than growing
wage gaps, was the principal driver of participation trends. Sustained growth in
demand appears to draw even marginal workers back into the labour force.

In popular discussion, bleak wage and job quality trends are also often linked
to dramatic declines in the well-being of some US workers. In a widely cited
study, Case and Deaton (2017) found that increases in all-cause mortality rates
rose steadily from 1998 to 2015 — a period roughly coinciding with the labour
market effects considered here — for white, non-Hispanic Americans without a
college degree. These rates included increases in drug overdoses, suicides, and
alcohol-related disease. Yet direct links to labour market results are very difficult
to find — the authors could not find statistical connections between con-
temporaneous resources, stagnating incomes, and mortality. They instead pro-
posed that explanations lie in cumulative disadvantages — in labour market,
health, and other outcomes — from one birth cohort to the next. They believe
that these disadvantages may have been building steadily for whites with low
education levels, leading to current mortality trends.

3.4 Mechanisms which cause inequality

Given the important social and economic role of wage inequality, we next ex-
amine the potential drivers of recent trends, including trade, technological
change, and changes in product demand. We review major mechanisms that
appear to be driving wage inequality as a step towards understanding the role of
globalisation as a cause.

Trade and offshoring. There are good reasons to expect that trade will increase
wage inequality. Since the US has plentiful endowments of capital relative to la-
bour, increased trade generally raises the return to capital and lowers the return to
labour. Since capital includes human capital, the wages of educated workers may
then rise relative to those with limited skills. In addition to trade, offshoring — the
relocation of production abroad by domestic firms — has been specifically blamed
for adverse labour market effects, since domestic firms may be more effective than
foreign firms in producing abroad to exploit endowment differences. Improved
logistics and communications also enable companies to break production into
smaller tasks and import a growing share of components from abroad. For ex-
ample, car manufacturers have increasingly lengthy supply chains that typically
include locating significant parts of production abroad.

Technological change. Research on technological change has focused on the
possibility of job polarisation — the growth of low- and high-skilled jobs coupled
with a decline in middle-skilled jobs (Goos and Manning, 2003). The result may
be a loss of careers that once provided reasonable incomes without a college-level
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education. Traditional manufacturing is one source of such jobs and explains the
preoccupation of President Trump and other policymakers with aiding the
manufacturing sector. There is indeed evidence of polarisation, but its causes
could include several drivers.

Autor (2014) noted that tasks which are difficult to automate are those that
demand flexibility, judgment, and common sense. These include two categories:
‘abstract’ tasks that require extensive problem solving and include professional,
technical, and managerial occupations; and ‘manual’ tasks that require situational
adaptability and personal interactions, which include service jobs such as food
preparation and health assistance. While these types of jobs are relatively safe
from automation, middle-skilled jobs with routine tasks are often exposed.
Figure 8.5 shows that, from 1979 to 2012, changes in the occupational dis-
tribution did support the polarisation hypothesis. The decline in middle-skilled
jobs was especially significant in the 2007-12 sub-period.

Trade or offshoring may aggravate this polarised pattern. The production of
tradable products, such as manufactures, tends to require high-skilled or middle-
skilled jobs. For an advanced economy, such as that of the US, this means in-
creasing high-skilled employment for sophisticated export industries and reducing
middle-skilled employment in less sophisticated import-competing industries.
Meanwhile, as the share of demand grows in non-tradable service industries, de-
mand will increase in low-wage service occupations. Thus, the polarising effect of
technological change on job markets is reinforced by trade specialisation in so-
phisticated products.

Superstars. Data show that the wages of the highest paid workers have risen
especially fast in the US. This may be because workers at the high end of the
distribution are generally well educated, but the correspondence is not perfect —
Mark Zuckerberg, Bill Gates, and Jan Koum all failed to finish college. Highly
compensated workers may be successtul less because of their education and more
because they become ‘superstars’ in markets that produce ‘winner take all’ re-
turns (Rosen, 1981).

In winner-take-all sectors, best performers may be only slightly more pro-
ductive than the next best, but will still capture a large share of total returns.
Some examples include sports and entertainment stars, as well as senior managers
of large corporations. Superstar markets emerge with technologies that expand
the scale of markets, as for example through wide access to audio or video
broadcasts. Superstar markets may also emerge when scale economies or network
externalities eliminate competition — for example, in retail markets such as those
dominated by Walmart or Amazon.

Although the earnings of superstars are rooted in technology, inequality is
aggravated by the large markets created by international economic integration.
Ebenstein, Harrison, and McMillan (2015) argued that superstar effects origi-
nate not in ordinary channels of trade, but in new channels that reflect the im-
proved tradability of services. They found little evidence for classic channels of
globalisation in goods and services in superstar returns — it is the interplay of

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



Globalisation in the United States 203

'sa181g pAastu) Ayl ur Judwhordwd

[eImInOLISe-UoU U SI9YIoM JUd[eAnba swm-[my se pasesw st udwiso[dwy "z10¢ PUt §0—900¢ ‘A2AINg Arunuuo)) UedLIdUIY JY1 WOIJ eIep U0 paseq 910N
"(§10¢) 1oy :921M0§

‘A10891e) Teuonednod( Aq 1uowoldwyg §N ur d8uey) ¢'g by

2102-2002 [ 100z-666T 666T-686T [ 6861-6.6T W

ST-

0T-

0T

ST

S¢

og

=1

ov

sueIIUYI8| safes 80IAI9S  S[eUOISSBj0Id  uoIdNPOoId aleD sJaloqe] uwpy siabeuep 20INIBS
aA1199)01d feuosiad | /sioreladQ /22140 Buiues|n
/Po0H

Al use subject to https://ww.ebsco.con terns-of-use

EBSCChost - printed on 2/8/2023 1:32 PMvia .



EBSCOhost -

204  Peter A. Petri and Meenal Banga

technologies and market sizes (made possible by economic integration) that
explains dramatically rising wage differentials in some occupations and industries.

3.5 Is globalisation to blame?

Few estimates are available for separating the relative importance of trade and
productivity effects. One recent study of the decline in US manufacturing em-
ployment suggested that technological changes have been much more important
(Hicks and Deveraj, 2017). Table 8.1 shows that total manufacturing employ-
ment declined by 5,647,700 workers from 2000 to 2010. Net import increases
explained 13.4% of this change, while productivity improvements accounted for
87.8%. (Together, these causes explained 101.2% of job losses; the extra 1.2% is
due to jobs created by an increase in demand.) Thus, the shares of trade and
technology were 13.2% (=13.4,/101.2) and 86.8% (=87.4,/101.2), respectively,
of manufacturing job losses from 2000 to 2010. This was when US net imports
were rising rapidly due to China’s accession to the World Trade Organization
(WTO) and the explosion of the US trade deficit. While no similar calculations
are available for wage inequality, one might expect effects on those measures to
be broadly similar.

Econometric evidence on how trade policy affects wage inequality is sparse. A
review of seven studies by Deardorff and Hakura (1994) reported that the effects
of liberalisation episodes on the wage distribution ranged from substantial to nil.
Slaughter (1998) reviewed nine additional studies and also reached mixed con-
clusions. Recent work (Haskel et al., 2012) has continued to find mixed results.
A third study by Baldwin and Cain (2000) used a general equilibrium approach
to analyse how changes in trade affect wages, and found that trade alone could
not account for observed wage inequality effects. They argued that growing
inequality must be the result of alternative forces, including education-biased
technical change, and a growing supply of educated labour compared with un-
skilled labour.

Ebenstein, Harrison, and McMillan (2015) found, however, that globalisation
may have significantly affected US wage inequality. They argued that previous
studies missed this effect because they examined wage differentials across in-
dustries rather than occupations. They viewed a worker’s occupation as the locus
of exposure to international competition, since it is harder for workers to switch
occupations than industries (Kambourov and Manovskii, 2009a, 2009b). They
therefore regressed wages on measures of offshoring and trade with annual data
from 1983 to 2008. They first ran regressions for wages on offshoring and trade
for various industrial sectors. They then repeated the analysis using various oc-
cupations and found that these regressions do not fit nearly as well for industries
as they do for occupations. In sector regressions, the offshoring and trade
coctlicients were typically close to zero and insignificant, while in occupational
regressions they were larger and generally significant with the expected sign.
Further, they found that exposure to offshoring and trade with high-income
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Table 8.1 Trade and Productivity Effects in Manufacturing

Sector Production Actual Job  Job Job Losses Job Gains
Change per  Losses Losses due to due to
Worker due to  Productivity  Demand
Trade

All 67.5% 5,647,700  13.4% 87.8% 1.2%
manufacturing

Durable goods 82.9% 3,737,200 12.3% 88.2% 0.5%
manufacturing

Wood products 47.0% 274,900 14.4% 81.9% -3.6%

Non-metallic 6.5% 177,000 12.8% 90.4% 3.2%
mineral
products

Primary metals 39.1% 248,500 -3.3% 76.7% -26.7%

Fabricated metal 8.9% 478,200 6.9% 97.7% 4.5%
products

Machinery 39.9% 447,400 0.8% 99.6% 0.4%

Computer and 350.3% 694 18.8% 117.7% 36.5%
electronic
products

Electrical 57.3% 233,700 19.0% 88.1% 7.1%
equipment,
appliances, and
components

Transportation 64.1% 716,500 5.5% 85.5% -9.0%
and motor
vehicles

Furniture and 5.6% 327,700 40.2% 81.1% 21.3%
related
products

Miscellaneous 62.2% 140 21.7% 76.7% -1.6%
manufacturing

Non-durable 48.5% 1,910,500 12.3% 90.0% 2.3%
goods
manufacturing

Food and 23.1% 119,200 4.3% 96.8% 1.1%
beverage and
tobacco
products

Textile and 22.4% 345,200 9.5% 97.6% 7.0%
textile product
mills

Apparel, leather, 45.9% 370,500 44.6% 58.5% 3.1%
and allied
products

Paper products 13.0% 210,300 1.7% 93.2% —5.0%

Printing and 54.1% 319 -2.1% 101.8% —0.3%
related
activities

Petroleum and 41.0% 9,100 13.3% 77 1% -9.6%
coal products

(Continued)
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Table 8.1 (Continued)

Sector Production Actual Job  Job Job Losses Job Gains
Change per  Losses Losses due to due to
Worker due to  Productivity  Demand
Trade
Chemical 52.8% 186,500 1.4% 101.1% 2.5%
products
Plastics and 30.4% 351,100 7.4% 100.5% 7.9%
rubber
products

Source: Hicks and Deveraj (2017).
Notes: Based on calculations from United States Census Bureau. Motor vehicles and trans-
portation sectors are aggregated because of incomplete data.

partners raises an occupation’s wages, while exposure and trade with low-income
partners depresses wages.

Ebenstein, Harrison, and McMillan (2015) also studied labour force partici-
pation. They hypothesised that people who worked in the ‘glory days’ of US
manufacturing would find wages depressed due to globalisation and would not
find them attractive enough to stay in the labour force. Their regressions,
however, did not show reduced labour force participation. Only exposure to
offshoring to China had the expected negative effect — perhaps because it was a
larger and more sudden shock. They also found that technological factors, in-
cluding the use of computers and capital intensity, were significantly associated
with declining labour force participation.

In summary, the evidence suggests that technological change had a much
larger effect on employment in different industry sectors than globalisation.
However, studies which attempt to tease out the relative effects of these drivers
on wage inequality have shown mixed results.

4 The effects of trade policy changes

Most trade deals involve political controversy in the US, typically pitting labour-
oriented Democrats against business-oriented Republicans. In the usual resolu-
tion, a centrist wing of the Democratic party sides with Republicans to ensure the
passage of an agreement. This was the case with the Uruguay Round agreement;
NAFTA; the granting of PNTR to China; and bilateral trade agreements with
Chile, the Republic of Korea (henceforth, Korea), and Colombia, amongst
others. More recently, however, this calculus has been upended by the shift in the
position of the Republican party under President Trump, perhaps to court older,
white workers in the centre of the country who have been historically employed
in manufacturing. This new anti-trade faction has made it unusually difficult to
defend the traditionally liberal trade policies of the US.
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Controversies over old agreements have also resurrected. Two significant
agreements are prominent in the debate: NAFTA (which the President re-
negotiated as the US-Mexico-Canada Agreement) and PNTR for China.
President Trump has indicated his displeasure with both.

4.1 NAFTA

Although NAFTA has been in effect for a quarter century, estimates of its
benefits are difficult to pinpoint since the economic results of NAFTA countries
are attributable to many forces. However, trade amongst NAFTA countries has
increased substantially, suggesting greater specialisation and the development of
more competitive industries in each country.

Caliendo and Parro (2015) estimated the benefits of NAFTA with a rigorous
modern empirical model. They found welfare increases of 0.08% for the US,
1.31% for Mexico, and —0.06% for Canada. When applied to 2018 GDP levels,
these ratios represent annual gains of $16.4 billion, $15.2 billion, and -$1.0
billion for the three countries. (Canada had a free trade agreement with the US
before NAFTA, so its losses with NAFTA may represent trade diversion to
Mexico.) However, these estimates are likely to be too low, since they only
considered tariff changes and ignored other important changes in non-tariff
barriers and the certainty of regional trade and investment rules.

Hutbauer, Cimino-Isaacs, and Moran (2014) provided theoretically less
rigorous but empirically very thorough estimates based on increased trade
amongst NAFTA economies. They calculated the incremental trade effect as
actual post-NAFTA trade minus trade that would have taken place due to
GDP growth alone. They then calculated welfare gains as a share of trade
gains, finding annual gains of $127 billion for the US, $170 billion for
Mexico, and $50 billion for Canada. These estimates are likely too high,
since only a fraction of trade growth beyond GDP-related growth can be
attributed to NAFTA. Hufbauer, Cimino-Isaacs, and Moran (2014) also
noted the following:

e The shift in bilateral trade between Mexico and the US — from a $5 billion
surplus in 1994 to a $45 billion deficit in 2013 — cannot be attributed to
NAFTA, since it was the result of greater US energy imports due to the
changing energy position of the US, and large opposite shifts in the Mexican
and US global trade deficits.

e Only 5% of US job dislocations in the years following NAFTA can be
attributed to NAFTA; of these workers, only one-fifth became unemployed
and eligible for Trade Adjustment Assistance. Nevertheless, NAFTA was a
small part of the US job churn,® which typically involves 4 million US
workers every year.

¢ Trade with Mexico likely increased, rather than depressed, US wages, given
observations on wages paid in newly created export jobs and jobs replaced by
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import competition. US firms also became more competitive vis-a-vis third
countries.

In addition, NAFTA had important political objectives. The US wanted a po-
sitive partnership with its largest neighbour; corruption and leftist ideologies had
long marred this relationship. Mexico’s political system gradually modernised
and its relations with the US improved. Polling has shown that the share of
Mexicans trusting the US more than doubled from 2004 to 2016, and then
collapsed abruptly after President Trump took office (Las Américas y el Mundo
(n.d.) survey conducted by the Centro de Investigaciéon y Docencia
Econémicas (CIDE)).

The US also wanted to stimulate Mexican development to reduce disparities that
caused political tensions and immigration pressures. For a variety of reasons that have
little to do with trade policy, NAFTA did not succeed in substantially accelerating
Mexican growth, but progress was made on modernising the Mexican economy.
Meanwhile, immigration decreased substantially, with the apprehension of illegal
migrants on the US southern border falling from 1.6 million per year in 2000 to
about 400,000 in 2018 (US Customs and Border Protection, n.d.). This falloft had
multiple causes, including changes in Mexican demographics, rising US unemploy-
ment, and improved border controls.

NAFTA increased the interdependence of its members and thus had positive
effects on the region’s economy. There is little evidence that it affected US labour
markets negatively, and it almost certainly helped to improve US—Mexico rela-
tions. Auto industry representatives are especially supportive, arguing that diverse
regional production capabilities made the US much more competitive with
Japan, Korea, and potentially China in the long run.

4.2 Pevmanent normal trade velations with China

The effects of the US conferral of PNTR on China and its subsequent accession
to the WTO in 2001, frequently described as the ‘China shock’ in the research
literature, are more ambiguous. PNTR did not change the tarifts applied by the
US to Chinese goods, since US imports from China had been subject to normal
tariffs reserved for WT'O members since the 1980s. However, China’s normal
trade relations rates had to be renewed annually in an uncertain and politically
contentious process. Without renewal, tarifts would have jumped to high rates set
by the Smoot-Hawley Tariff Act of 1930. PNTR reduced uncertainty for Chinese
exporters serving the US.

The importance of PNTR is confirmed by the growth of US—China trade:
from 2000 to 2007, Chinese exports to the US increased from $122 billion to
$330 billion, at an average rate of 15% per year (US International Trade
Commission, 2019). This increase explains a substantial part of the globalisation
benefits estimated in Section II. In addition, China’s entry into mainstream
world markets led to a greater reliance on markets at home and a larger role in
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the international governance system. Until relatively recently, PNTR was viewed
as a critical step in paving the way to the fuller integration of China in the world
economic system.

The implications for US labour markets are framed by two research con-
tributions. Pierce and Schott (2014) examined the growth of US imports from
China after China’s admission to the WTO, based on the hypothesis that these
increases reflect the reduction in uncertainty over tariffs. Autor, Dorn, and
Hansen (2013b) examined the effects of import increases on employment and
wages in the localities exposed to imports. Their main findings are that local
labour market effects are substantial and persistent.

Pierce and Schott (2014) used the gap between the Smooth-Hawley tarifts
and the PNTR rates as a measure of the uncertainty that China’s accession to the
WTO eliminated. This tariff gap is large: in 1999, US PNTR tariffs averaged 4%
while non-PNTR tariffs averaged 36%. The authors showed that in sectors where
the tariff gap was initially large, and hence uncertainty was sharply reduced by the
PNTR, US imports increased and US employment decreased. They further
confirmed the causal role of PNTR by showing that pre- and post-PNTR trade
evolved quite differently in high-tariff-gap and low-tariff-gap industries. After
PNTR, employment fell sharply in high-tarift-gap industries, but remained re-
latively constant in low-tariff-gap industries.

Pierce and Schott (2014) also concluded that PNTR was an unexpected shock:
it mattered for trade and employment, yet its effects could not be detected
significantly before China was admitted to the WTO (using data with annual
frequency). This finding is consistent with Autor et al. (2103b), using the ‘China
shock” as an explanatory variable in analysing the effects of imports.

The most influential contributions to the employment debate have come from
Autor and colleagues (2013b, 2016) who argued that the economics profession
has seriously underestimated the difficulty of adjusting to trade shocks. Their
econometric approach focused on the surge in US imports from China following
PNTR, and estimated the response of different US ‘commuting zones™ to ex-
posure to imports from China over several decades. Exposure was measured
using data on the sectoral structure of a commuting zone and on corresponding
imports from China, using an instrumental variable to represent the import shock
in each commuting zone.

The central regressions show how several labour market variables react to the ex-
posure of commuting zones to imports from China. The results show that a $1,000/
worker increase in a commuting zone’s exposure reduces its employment by 0.75%.
Additional controls (the share of manufacturing in commuting zone employment and
the share of routine occupations in employment) in this equation matter, but only
reduce the employment effect by one-third. In addition, a commuting zone’s ex-
posure to the China shock does not lead to significant out-migration, but it does lead
to both unemployment (about one-quarter of the effect) and lower labour force
participation (about three-quarters of the effect). Somewhat surprisingly, wage re-
gressions show no significant changes in manufacturing wages due to exposure, and
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decline only in non-manufacturing sectors. Finally, exposure raises the commuting
zone’s government transfer payments and reduces its household income.

An important criticism of the work of Autor and his colleagues is that it focuses
only on imports, even though PNTR is also likely to have increased incentives for
US firms to export to China and other markets. These activities will have gen-
erated jobs. However, since these endogenous export effects are not related to
the import exposure of a commuting zone, they do not show up in the regression
results of Autor and colleagues.

Feenstra and Sasahara (2017) used a methodology like Autor, Dorn, and
Hanson (2013b) to add export exposure effects to the regression analysis.
Applying their coefficients to actual trade values in 1991-2011, they found that
import exposure resulted in about 4.22 million job losses for the US as a whole,
while export exposure generated about 4.24 million job gains. Although US
manufacturing experienced significant employment losses during this period,
they concluded that this was associated with factors such as technological pro-
gress rather than trade. The results suggest a somewhat unexpected positive
geographic correlation between import losses and export gains: commuting
zones with high percentages of employment losses due to imports are also likely
to have a higher percentage of employment gains due to exports. This explains
how local labour markets reached equilibrium even in the absence of strong
mobility across regions. However, this correlation weakened in the more recent
decade of their analysis (2001-11).

In sum, ex-post studies of trade policy changes offer several results. Criticisms of
NAFTA (unemployment in the US, wage depression, and illegal immigration) do
not appear justified. Some large predicted adjustments, including the predicted
‘giant sucking sound’® of an investment exodus to Mexico, did not materialise.
Some large predicted benefits also failed to materialise, especially an acceleration of
Mexican growth. Benefits on a more modest scale appear to have been realised,
however, and NAFTA probably made US manufacturing more competitive by
giving it better access to the North American production base. The case of PNTR
for China produces more mixed evidence. Overall welfare gains were probably
substantial, but some negative labour market effects may have been underestimated.

5 Concluding remarks

Globalisation has accelerated in recent decades and has had a large, positive
impact on the US, the world economy, and many developing countries. At the
same time, globalisation has faced intense criticism for adverse side-effects on
employment and wages. Interestingly, in the US, both the political left and right
claim focus on these negative results. The studies reviewed in this paper offer
empirical evidence on these issues, but even more importantly confirm the large
benefits associated with trade.

Nevertheless, the economic as well as political costs of worsening distributional
trends are substantial and demand urgent solutions. These solutions will have to
be based on creative and sophisticated ways of mitigating adverse trends. Even if
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technological change and international economic integration have ‘caused’ ad-
verse labour market trends, it does not follow that the erection of barriers against
them is a useful solution.

The drivers of economic progress — technological innovations; falling com-
munication and transport costs; new opportunities to connect ideas, investments,
and markets — have yielded large benefits in the past and will likely continue to do
so in the future. Even if trade growth slows, the economic forces connecting
countries are not likely to retreat. Meanwhile, technological change seems to be
accelerating. In this period of rapid change, economic shocks and policy con-
fusion are inevitable. The critical challenge is to sustain the positive aspects of
economic change while designing policies to overcome its negative side-effects.

Notes

1 This calculation assumes that gains are proportional to changes in the share of trade
in US GDP. This ratio increased from 10.7% in 1947 to 22.4% in 2003 and 27.8%
in 2018. Thus, the incremental gain from 1947 to 2018 was 17.1/10.7 = 1.46
times that of the gain from 1947 to 2003. These results are further scaled by the
ratio of 2018 to 2003 GDP (=1.87).

2 This discussion abstracts from possible short-run, transitional links between trade
shocks and savings.

3 The turnover in firms’ staff as existing employees leave and new ones are hired.

4 A commuting zone is a geographic area used in population and economic analysis.

5 US presidential candidate Ross Perot’s phrase for what he believed would be the
negative effects of NAFTA.
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9 Economic consequences of trade
and investment liberalisation:
the case of Vietnam

Thanh Tri Vo, Duong Anh Nguyen, and
Thien Thi Nhan Do

1 Introduction

Since it initiated Doi Moi (Renovation) in 1986, Vietnam has embarked on bold
and comprehensive economic reforms. A key pillar of reforms is economic in-
tegration, to reduce at-the-border and behind-the-border barriers to trade and
investment. Economic integration has broadened opportunities through access
to foreign investment and foreign markets, adaptation to international trade
rules, deeper participation in global value chains, amongst others. By 2018,
however, economic integration attempts largely focused on liberalisation of trade
and investment. Deeper liberalisation attempts in labour mobility, environmental
standards, competition policy, amongst others, were more evident only in high-
quality free trade agreements (FTAs) such as the Comprehensive and Progressive
Agreement for Trans-Pacific Partnership (CPTPP),' European Union
(EU)-Vietnam FTA (EVFTA), amongst others. Whilst ensuring sustainable
benefits from furthering economic integration remains a priority,” whether such
benefits will continue to be realised is the subject of growing inquiry.

This paper reviews the literature and statistics on Vietnam’s socio-economic
performance during 2000-18, then draws out implications for policy reforms to
leverage the benefits of economic integration. The paper will refrain from ana-
lysing the contribution of policies such as those on labour, land, and the en-
vironment to socio-economic performance.

Section 2 briefly overviews the process of trade and investment liberalisation in
Vietnam. Section 3 provides background information on Vietnam’s socio-
economic performance during 2000-18. Section 4 reviews the literature on
major impacts of trade and investment liberalisation on the economy. Section 5
recommends policy changes.

2 Overview of trade and investment liberalisation
in Vietnam

Since Doi Moi, Vietnam has gradually opened the economy to foreign trade and
investment. Economic integration had four milestones.

DOI: 10.4324,/9781003138501-9
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First, Vietnam joined the Association of Southeast Asian Nations (ASEAN) in
1995 and the ASEAN Free Trade Area in 1996. By August 2019, Vietnam was
signatory to an array of FTAs under the ASEAN Plus framework. At the end of
2015, Vietnam joined the ASEAN Community. As of August 2019, Viet Nam
had been active in negotiating the Regional Comprehensive Economic
Partnership (RCEP), between ASEAN and China, the Republic of Korea (hen-
ceforth, Korea), Japan, Australia, New Zealand, and India.

Second, Vietnam negotiated and signed the Vietnam-United States (US) bi-
lateral trade agreement in 2000, which induced Vietnam to prepare for regional
FTA-based integration and the World Trade Organization (WTO) process and
gave Vietnam better access to the US, its largest export market, implying im-
proved competitiveness relative to other major exporters.

Third, Vietnam became a member of the WTO in January 2007. The greatest
pressures under the WTO are related to institutional reforms and the service
sector (CIEM, 2013). To fulfil its WTO commitments, Vietnam had to amend
or promulgate many laws, ordinances, and decrees related to domestic institu-
tional regulations.

Fourth, since 2008, Vietnam has focused on bilateral and plurilateral FTAs. It
negotiated and/or signed, amongst others, the Economic Partnership
Agreement with Japan and FTAs with the EU, Chile, Korea, and the Eurasian
Economic Union. Whilst the Trans-Pacific Partnership Agreement (TPP), signed
in 2016, could not proceed due to the US’s withdrawal, Vietnam signed the
CPTPP in March 2018 and ratified it in November 2018. Figure 9.1

3 Overview of Vietnam’s socio-economic performance
in 2000-18

This section focuses on gross domestic product (GDP), trade, investment,
macroeconomic stability, and social aspects.

3.1 Gross domestic product

The dramatic opening of the economy undoubtedly contributed to rapid GDP
growth and explosion of trade from the early 1990s until 2008 (Abbott, Bentzen
and Tarp, 2009). In 1998-1999, Vietnam experienced the first bitterness re-
sulting from economic integration as its growth was arrested by the Asian fi-
nancial crisis. Because economic integration was modest, the effect of the crisis
came later for Vietnam than for other more integrated economies (Tran 1999).
Growth recovered momentum in 2000 and the country experienced its fastest
growth, from 6.8% in 2000 to 7.1% in 2007 (Figure 9.2).

Soon after optimism was induced by WTO accession, GDP growth began to
slow: 5.7% in 2008 and 5.4% in 2009, with a short-lived recovery to 6.4% in
2010 and deceleration in 2011-12. GDP growth has been recovering since
2013, however, reaching 6.7% in 2015, 6.8% in 2017, and 7.1% in 2018.
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3.2 Trade

Following WTO accession, trade increased almost continuously, except in 2009
(Figure 9.3), in value and percentage of GDP. In 2017, the sum of exports and
imports reached around 200% of GDP, higher than in 2007 (154%) and 2000
(111%). Merchandise exports grew on average by more than 19.4% a year during
2000-06. Exports weakened sharply in 2009 amidst the global financial crisis but
rebounded strongly in 2010.

The growth of imports clearly overwhelmed the increase in exports shortly
after WTO accession (CIEM, 2013). Consequently, the trade deficit widened to
over US$18.0 billion in 2008, compared with US$14.2 billion in 2007 and US
$5.1 billion in 2006. After the global financial crisis, import growth decelerated
and the trade deficit contracted to US$9.8 billion in 2011.

The years since 2012 exhibited different patterns of export and import growth.
Export growth gradually recovered to 21.9% in 2017 and 13.2% in 2018 (CIEM
2018, 2019) whilst import growth has been generally slower. During 2012-18
(except 2015), Vietnam enjoyed a trade surplus, with a record level of US$6.8
billion in 2018 (Figure 9.3).

Export growth seems to be largely and consistently contributed by foreign-
owned enterprises. The linkage between foreign-invested enterprises and local
counterparts improved slowly. Therefore, export activities had to rely sig-
nificantly on imported inputs (Vo et al., 2017). Table 9.1

The technology intensity in exports and imports improved over time
(Table 9.2). The share of high-technology products in exports rose remarkably
from 5.6% to 37.7% over 17 years. However, various export products still de-
pended heavily on technology and/or imported materials, so the content of
domestic value added was small (Truong et al, 2011; Tran et al., 2011; Vo et al.,
2017; Ministry of Planning and Investment, 2018).

The key markets accounted for the lion’s share of Vietnam’s exports, which
averaged 78.46% in 2002-07 and 77.29% during 2011-18 (Table 9.3). Notable
increases in export share can be seen in the cases of China and Korea.

Similarly, the total share of imports from major markets ranged from 75.84%
in 2008-10 to 79.89% in 2011-18 (Table 9.4). In 2011-18, China ranked first
amongst seller of Vietnam’s imports, followed by Korea and ASEAN. Notably,
the Vietnam— Korea FTA has significantly induced imports from Korea since
2016 and diverted imports from other countries (CIEM, 2018, 2019).

3.3 Investment

Foreign direct investment (FDI) inflows have increased since 2001 but boomed
only after Vietnam joined the WTO (Figure 9.4). Registered FDI capital ex-
ploded from 2007 to 2010, seemingly unaffected by the global recession of
2008-09. Since 2011, Vietnam has experienced a down cycle in registered for-
eign investment but the figure is still larger than in the pre-WTO period.

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



Trade and Investment Liberalisation 219

‘sIXe puey-1ySu 9yl Uo umoys d1e a3el yamo13 1odwr pue 110dxd pue ‘Sixe puel-Jo[ dU) UO UMOYS d1e ddue[eq apen pue ‘suiodur ‘surodxy 910N
‘uonemEd sioyine pue ‘dejy Ipei], ‘WeN 1A JO Y SOUSHEIS [BIIUIL) 192IN0S

‘weuwdIp ‘gT-100¢ ‘s1odwy pue suodxy ¢'6 aunbiy

(%) aresd yimo 16 uodw| —@— (%) @14 ymolb podx3 g
(puesnoyl $sn) 8oueleq spel] p=== (puesnoyy $sN) wodw| pzz (pues nouys $sN) HOdX3 ==
%02- 1 000'000°05-
8T0Z /102 9102 STOZ ¥T0Z €102 2102 TT0Z O0TOZ w_onm
%OT- 17 - — T — o AT 0
% % % % % Z (A
%01 [ | o0 0l 00000005
% % % A % ° ‘ ‘
%0T | & 71 e B 000°000°00T
. & 2N
N\ ” B
7 A .
%02 - m £ 000'000'0ST
7
%
%0 | P 000'000°00Z
7
1 E
%0y | 000'000°052
0,
%05 | 000000‘00€

Al'l use subject to https://ww. ebsco.conlterms-of-use

- printed on 2/8/2023 1:32 PMvia .

EBSCOhost



EBSCOhost -

220 Thank Tri Vo et al.
Table 9.1 Exports and Imports by Ownership, Vietnam

Share (%) Growth Rate (%)
2008-10 2011-18 2008-10 2011-18

Exports 100 100 14.3 16.4
EDI enterprises 48.5 05.5 7.0 22.4
Domestic enterprises 51.5 34.5 22.8 8.3
Imports 100 100 11.7 13.7
FDI enterprises 39.0 57.1 19.6 18.3
Domestic enterprises 61.0 42.9 0.9 8.9

Source: Authors’ calculations based on data from the General Department of Viet Nam
Customs and the General Statistics Office of Viet Nam.
FDI = foreign direct investment.

Implemented FDI capital exhibited important changes after WTO accession.
Whilst implemented FDI was relatively modest until 2006, it went up to US$10
billion-US$12 billion per year during 2007-13. Implemented FDI then in-
creased continuously, reaching US$19.1 billion in 2018. The share of FDI in
gross investment increased from 14.9% in 2007 to 23.4% in 2018.

FDI was initially concentrated in oil and gas exploitation or construction, then
moved rapidly to light and heavy industries. FDI was predominant in services;
transportation and telecommunications; construction; and real estate (hotels and
tourism, offices and apartments, infrastructure) (Tran and Dinh, 2013). Of the
76 countries and territories with investment projects in Vietnam in 2018, the top
5 in terms of registered capital are in Asia (Japan, Korea, China, Singapore, and
Hong Kong), accounting for 74.5% of total registered capital (CIEM, 2019).

3.4 Macroeconomic stability

After WTO accession, Vietnam gradually learned to systematically ensure mac-
roeconomic stability. In 2007 and early 2008, Vietnam was still inexperienced in
dealing with the impacts of price hikes in international markets as well as in
managing huge inflows of capital (Vo and Nguyen, 2009; CIEM, 2010, 2013).
Bold and comprehensive measures to control inflation were identified in early
2008 but quickly replaced by policies to prevent economic downturn in the
fourth quarter of 2008 — just 2 months after inflation peaked (CIEM, 2011,
2010b; Vo, 2015). As high inflation returned in 2011 after economic stimulus,
Vietnam realised that it required bolder and more consistent measures to stabilise
the macroeconomic environment in line with economic restructuring (CIEM,
2013, 2018, 2019). Inflation started to go down starting in 2012. In general,
inflation has been more stable since 2012 than during 2007-11 (Figure 9.5).
Government budget revenues have been increasing continuously. During
2007-18, inflation-adjusted budget revenues rose by 6.9% per annum on
average. The tax base was significantly improved, particularly in 2007-11
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Table 9.3 Export Structure and Export Average Growth Rates, by Major Destination,
Vietnam

Exports Share (%) Growth Rate (%)

2002-07 2008-10 2011-18 2002-07 2008-10 2011-18

ASEAN 16.12 15.34 11.69 21.24 8.52 11.49

China 8.92 9.37 13.00 17.05 28.54 23.26

European 18.56 16.55 18.15 19.21 7.77 17.68
Union 28

Japan 13.33 11.73 9.05 15.92 8.26 11.79

Republic of 2.34 3.63 6.01 20.50 35.49 2481
Korea

United States 19.17 19.57 19.39 45.50 12.12 16.25

Total 78.46 76.19 77.29

Source: General Statistics Office of Viet Nam, Trade Map, and authors’ calculations.

Table 9.4 Import Structure and Import Average Growth Rates, by Major Destination,
Vietnam

Imports Share (%) Growth Rate (%)

2002-07 2008-10 2011-18 2002-07 2008-10 2011-18

ASEAN 25.44 21.14 15.03 24.99 1.04 8.61

China 15.78 22.44 27.74 41.16 16.71 15.82

European 8.27 7.56 6.39 21.84 7.36 10.24
Union 28

Japan 11.02 10.50 8.66 18.97 13.36 9.77

Republic of 9.68 10.19 17.47 18.93 22.25 21.88
Korea

United States 2.82 4.01 4.61 26.69 30.51 16.42

Total 73.01 75.84 79.89

Source: General Statistics Office of Viet Nam, Trade Map, and authors’ calculations.

(CIEM, 2013). The ratio of budget revenues to GDP, however, increased
slightly from 20.5% in 2000 to 26.6% in 2008, then fell to 25.6% in 2018.
Revenues from trade accounted for a smaller share in budget revenues
(Table 9.5). Vietnam then had to rely more on other domestic taxes, particularly
corporate income tax (Nguyen, Tran, and Le, 2018).

Vietnam has been running a prolonged budget deficit. Budget ex-
penditures have kept expanding and remained in excess over budget rev-
enues. Total expenditures (adjusted for inflation) rose on average by 5.8%
per annum in 2007-18. The ratio of budget expenditures to GDP climbed
from 28.7% in 2005 to 32.0% in 2007, then trended downwards to 29.1% in
2018. Vietnam has provided an increasing share of expenditures from the
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Table 9.5 Structure of Budget Revenues, 2000-18, Vietnam (%)

2000 2007 2008 2009 2010 2011 2015 2016 2017 2018

Revenues 209 19.1 212 232 222 21.6 170 155 154 139
from trade

Revenues 259 244 208 134 11.8 153 68 36 38 4.0
from

crude oil

Proceedings 3.1 10.7 91 96 95 84 86 114 120 10.8
from land

Personal 20 23 30 31 45 53 57 59 61 72
income tax

Other 481 434 459 50.6 52.1 494 62.0 635 62.6 64.1
revenues

Source: Authors’ calculations from data of the General Statistics Office of Viet Nam and the
Ministry of Finance.

Note: As of May 2019, Vietnam had finalised budget figures up to 2016. Figures for 2018 are
from the first estimate by the Ministry of Finance.

state budget for education and training, health, and pension and social
security. Table 9.6

3.5 Social aspects

With a human development index (HDI) of 0.694 in 2017, Vietnam is in the
high average group, ranking 116th out of 189 countries (similar to its rank in
2016). Vietnam still lags behind other Asia-Pacific countries. In 1990, Vietnam’s
HDI was 8.1%, lower than the average of the East Asia-Pacific region; this gap
decreased to 4.7% in 2008 but had widened to 5.3% by 2017, arguably because
other countries in the region were achieving better results in human develop-
ment, especially in education (United Nations Development Programme
UNDP, 2018).

Education is one sector where Vietnam has achieved the most impressive
success in reaching the Millennium Development Goals (MDGs). The literacy
rate reached 98.1% in the 15-35 age group and 96.83% in the 15-60 age group,
according to the Ministry of Education and Training report on academic year
2015-16. Vietnam also participated in the Programme for International Student
Assessment (PISA) test and scored higher than predicted by the country’s in-
come level (Glewwe et al., 2017).

Vietnam continues to reduce poverty. As of 2018, the poverty rate was 6.8%,
lower than for 2006 (15.5%), but income inequality has been widening, partly
because of high economic growth over the past 2 decades. The large increase in
inequality was seen at the beginning of the 2000s and declined only marginally in
the course of the decade (Multilateral Trade Assistance Project MUTRAP,
2015a). The Gini index declined from 37 in 2002 to 35.3 in 2016 following the
removal of tarift protection. Figure 9.6
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Figure 9.6 Vietnam’s Gini Index.

Source: Knoema.

The Global Gender Gap Index 2017 ranked Vietnam 69th out of 144
countries, whilst the United Nations Development Programme (UNDP) Gender
Inequality Index gave Vietnam a score of 0.304. Vietnam was ranked 97th out of
144 countries in terms of female ratio in political system (Vietnamnet, 2018).
The gender pay gap still exists in many areas (World Bank, 2018b).

4 Major impacts of trade and investment liberalisation on
Vietnam’s economy

The literature on impacts of trade and investment liberalisation on Vietnam’s
economy is extensive. The assessments are ex ante and ex post, and qualitative
and quantitative. This section surveys the economic and social aspects of the
assessment results.

4.1 Economic impacts

The literature on economic impacts often focuses on imports, exports, real
wages, employment, investment, and tariff revenues. Various quantitative studies
also examine welfare, a measure of real income, to see expected and real im-
provements due to trade and investment liberalisation. This paper surveys only
impacts on welfare, trade, and investment.

Vietnam's impressive GDP growth performance in 2007 was affected by in-
ternal and external factors. First, the implementation of a series of important
WTO accession commitments to open the internal market has helped Vietnam
offer a more predictable business environment for trade and foreign investment
(CIEM, 2010, 2013). Second, after Vietnam joined the WTO, enterprises have

printed on 2/8/2023 1:32 PMvia . All use subject to https://ww.ebsco.conlterms-of-use



EBSCOhost -

228  Thanh Tri Vo et al.

benefited from a lower cost of accessing and expanding to international markets,
whilst enjoying more equal treatment in trade and dispute settlement. Such
lower costs have resulted from domestic economic reforms parallel to negotiation
for WT'O accession since 2000. This effect was observed by Roland-Holst et al.
(2002) and ex-post confirmed by Vo and Nguyen (2009). Third, Viet Nam
continued to appeal to foreign investment thanks to sustained political and socio-
economic stability (CIEM, 2010, 2013).

Following the optimism induced by WTO accession, GDP growth slowed
largely because of (i) the rapid and drastic impact of the global financial crisis and
economic downturn as Vietnam’s economic integration deepened (CIEM,
2013), and (i) the lagged effect of tightening macroeconomic policies to curb
inflation in the first half of 2008 (CIEM, 2013; Vo and Nguyen, 2009). In the
fourth quarter of 2008, Vietnam had to change its policy stance to prevent
economic downturn. Economic growth then exhibited a short-lived recovery in
2010 to 6.4% due to massive fiscal stimulus: the stimulus package of 8.7% of
GDP helped increase GDP growth rate by only 1.0-1.5 percentage points
(CIEM, 2011).

Since 2011, Vietnam has embarked on consistent macroeconomic stabilisation
(Vo, 2015; CIEM, 2013), which enables domestic economic restructuring in
line with FTA negotiation and implementation. Vanzetti et al. (2011) estimate
from various Global Trade Analysis Project simulations that FTAs with China,
Japan, and Korea would provide the greatest potential gains in absolute terms for
Vietnam, whereas FTAs with Australia, New Zealand, and India would generate
little. The benefits from all ASEAN FTAs with Viet Nam in 2012 were estimated
at 3% of the 2007 base national income. Nevertheless, GDP growth decelerated
in 2011-12 and only recovered in 2013, reaching 6.7% in 2015, 6.8% in 2017,
and 7.1% in 2018. Whilst this recovery was largely due to reforms in the domestic
business environment (CIEM, 2018, 2019), it should be noted that market and
investor confidence also rose due to Vietnam’s preparation for mega FTAs
(TPP/CPTPP, EVFTA, and RCEP). In light of this, Vietnam’s growth potential
can be improved after 2019, with FTAs being instrumental.

Various studies attempt to quantify the benefits of new-generation FTAs on
Vietnam’s economy, all using computable general equilibrium models.
Nguyen et al. (2014) estimate that welfare gains from RCEP may amount to
US$227 million-US$2,239 million. Baker et al. (2017) document expected
gains from the EVFTA of US$3.2 billion in 2020, US$6.7 billion in 2025, and
US$7.2 billion in 2030 compared with the baseline. The World Bank (2018a)
estimates that the CPTPP may increase Vietnam’s GDP in 2030 by 1.1% under
the modest scenario and by 3.5% under the productivity-enhancing scenario. A
caveat: all ex-ante quantitative studies before WT'O accession underestimated
the impact of institutional changes and capital flows induced by integration
attempts (CIEM, 2013). Such underestimation may be inherent in the
literature on impacts of new-generation FTAs (e.g. Vo, 2015, World
Bank, 2018b).
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Post-reform economic growth was accompanied by trade liberalisation reforms
that led to an explosion in international trade (Abbott and Tarp, 2012; CIEM,
2013). Nguyen et al. (2018) use constant market share decomposition to show
that enhanced competitiveness, as measured by the residual, accounted for
around 65.1% of the export increase in 2014 relative to 2006. This share is
significantly higher than corresponding figures for 2004-07 (Vo and Nguyen,
2011) and for 2006-10 (Nguyen et al., 2018). Thanks to various FTAs, in-
cluding the TPP/CPTPP and EVFTA, and domestic business environment re-
forms since 2016, export growth recovered to 21.9% in 2017 and 13.2% in 2018
(CIEM, 2018, 2019).

However, Vietnam’s export growth post-WTO fails to compensate for several
issues. First, export growth seems to be largely and consistently contributed by
foreign-owned enterprises, whilst domestic enterprises have failed to take ad-
vantage of integration-induced export opportunities (Vo and Nguyen, 2011;
CIEM, 2015; World Bank, 2015; Nguyen et al., 2018; CIEM, 2019). The
enhanced competitiveness explained by Nguyen et al. (2018) appears to be
largely induced by the presence of major foreign-invested enterprises. The ability
of domestic firms to move up in global value chains is limited, trapping them in
low value-added production stages (World Bank, 2016b). Second, the linkage
between foreign-invested enterprises and local counterparts improved slowly.
Whilst motorcycles and electronics, amongst a few other products, have en-
hanced the capacity of local supporting industries, most sectors still have poor
linkages between foreign and local firms (Ministry of Planning and Investment,
2018). Such poor linkages have led to only modest improvement in the domestic
value-added content of exports (Tran et al., 2011; Vo et al., 2017). Third, de-
spite the range of FTAs, the use of preferential treatment under them is limited
and the extent of FTA utilisation has not significantly improved (Vo and
Nguyen, 2015; WTO Center, 2019).

The export structure is shifting from traditional sectors, where Vietnam en-
joyed comparative advantage, towards new ones, whose comparative advantage is
still unknown (CIEM, 2013, 2017, 2019). Exports continue to shift away from
raw materials and towards manufacturing and processing (Truong et al., 2011;
Nguyen et al., 2014; Nguyen et al., 2017).

Whilst adding much-needed capital, foreign investment has boosted exports.
Using macroeconomic data and error-correction models, Nguyen et al. (2018)
and Vo and Nguyen (2011) show that a rise in implemented FDI disbursement
tends to increase exports, and the increase is larger in the long term than in the
short term. The greater long-term impact is due to FDI spillover effects on ex-
ports of other domestic enterprises. In the same manner, when additional em-
ployment generated indirectly by FDI in domestic firms is included, we should
find an even greater contribution of FDI to total employment.

Linkages between FDI and domestic firms remain weak. Transfer of technology
and knowledge by FDI to the nearly 1,500 enterprises in Vietnam was limited at
the sectoral level (United Nations Industrial Development Organization UNIDO,
2012). FDI enterprises mainly depend on imported intermediate goods and raw
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materials, whilst linkages with domestic supply chains were not established
(Multilateral Trade Assistance Project MUTRAP, 2015b;Ministry of Planning and
Investment, 2018). Newman et al. (2013) claim that domestic firms had more
productivity spillovers from joint ventures than wholly foreign-owned firms, yet
such spillovers are unexplained in the sense that they cannot be attributed to real
technology transfers between firms. However, it seems that the WT'O and FTAs
fail to encourage foreign firms to enhance linkages with domestic counterparts: the
finding by Newman et al. (2013) appears to differ from the significant spillover
effect during 2003-07 found by Hoang and Pham (2010).

Vietnam’s exports exhibited high complementarity with import demand of
major markets such as ASEAN, EU, Japan, Korea, the US, and China (Truong
et al., 2011; Nguyen et al., 2014; CIEM, 2016). Some argue that high export
concentration in selected markets is risky and propose that Vietnam diversify its
export markets (Truong et al., 2011; CIEM, 2016). The wide range of FTAs since
2010 clearly reflects that approach. However, whilst creating trade, the new FTAs
also significantly divert Vietnam’s exports (e.g. World Bank, 2018a). Notable in-
creases in export shares can be seen in the cases of China and Korea (Table 9.3).

Until 2011, the increase in imports was mainly due to (i) income effect as
consumers had higher income (Vo and Nguyen, 2009; CIEM, 2010; CIEM,
2013); and (ii) higher demand for imported spare parts and materials for exports
(Vo et al.,, 2017; Tran et al., 2011). Using an error-correction model, Truong
et al. (2011) estimated that WTO accession led to a short-term increase of im-
port growth by almost 2.4 percentage points and a long-term increase by 3.4
percentage points. Amongst the key reasons for slower import growth since 2011
were economic restructuring and control of public investment to help stabilise
the macroeconomic environment, which reduced import demand (Nguyen et al.,
2017). Besides, Vietnam had become better at using more non-tarift measures,
which had the effect of reducing imports (Vo et al., 2017; Nguyen et al., 2019).

The boom in registered capital of FDI can be partly attributed to improved
confidence of investors in Vietnam’s post-WTO growth potential (Vo and
Nguyen, 2011; CIEM, 2013). From 2011 onwards, Vietnam experienced a
down cycle in registered foreign investment, but the figure is still larger than in
the pre-WTO period. More important, implemented capital was stable until
2013 and has increased steadily since 2014 due to (i) increasing opportunities for
foreign investors from FTAs with Vietnam (CIEM, 2015, 2018); and (ii) efforts
by the government, ministries, and localities to improve the investment and
business environment (CIEM, 2018, 2019).

The studies using ex-ante and ex-post quantitative analyses of impacts on the
economy are subject to several limitations. These analyses have to assume that
any agreement will be implemented as designed, but non-tariff measures may
prevent further meaningful liberalisation in implementing existing and future
FTAs (Nguyen et al., 2014). Some tariff peaks may be prohibitive, which may
cause the overstatement of projected gains from tariff reform. Finally, the ex-post
studies, however technically rigorous, could not entirely separate the impacts of
trade and liberalisation from those due to other policies within Vietnam.
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Nguyen et al. (2014) identify several limitations of the computable general
equilibrium model employed in various studies (such as Nguyen et al. 2014,
World Bank 2018a, Baker et al. 2017). First, some changes in production and
consumption behaviours are assumed to be automatic responses to tarift changes
(and thus relative prices), whilst some practical factors that may affect FTA uti-
lisation are ignored. Second, the model can hardly incorporate impacts of in-
stitutional improvement and foreign capital flows. Third, the scenarios are useful
to the extent that they help focus on the impacts of FTAs, whilst the actual non-
trade policy settings may not be entirely consistent with such scenarios.

4.2 Social impacts

Whilst contributing to economic development, deeper economic integration
made way for social progress by (i) enhancing economic opportunities and (ii)
increasing people’s capacity to use them (Vo and Nguyen, 2006;United Nations
Development Programme UNDP, 2006). Vietnam, however, still has a bigger
human development gap relative to other countries in the region, which have
made more progress, especially in education (United Nations Development
Programme UNDP, 2018).

Vietnam continues to reduce poverty even as it deepens economic integration.
Well before WTO accession, the Centre for International Economics (2002,
cited in Abbott et al., 2009) documented the beneficial effects of trade liberal-
isation on poverty under all scenarios, the results being valid for poverty in-
cidence and poverty gap. Following WTO accession, poverty reduction
progressed even with upward adjustment of the national poverty line (Vo, 2014;
CIEM, 2013; Nguyen, Tran, and Le, 2018). Still, the new-generation FTAs may
contribute to more sustainable reduction of poverty. Compared with the tradi-
tional quantitative analyses that rely only on macroeconomic variables, recent
studies have utilised household data to simulate impacts at the micro level. Using
macro—micro simulation, the World Bank (2018a) projects that CPTPP may
help reduce the number of poor people (at the poverty line of US$5.50/day) by
0.5 million in 2030 compared with the baseline. Using a similar method, Baker
ct al. (2017) shows that the potential impacts of EVFTA on the poverty rate are
favourable but not sizeable: 197,000 people may escape poverty in 2030 thanks
to implementation of the agreement, compared with the baseline.

Amongst the reasons for progressive poverty reduction is the continued provision of
social security after WT'O accession. When hit by the global financial crisis, Vietnam
incorporated a substantial social security programme to help disadvantaged groups.
The programme includes unemployment insurance, preferential treatment for vul-
nerable groups, social relief, and support to the poor under government fiscal stimulus
packages, amongst others (CIEM, 2010; Vo, 2014). Contingent support against
climate change and natural disasters has been ensured by the state and other orga-
nisations such as ActionAID International Vietnam (Nguyen et al., 2011). Even
though government revenues from trade have decreased, budget expenditures on
education, health, and social security have not been pruned (Le et al., 2016).
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Using micro data in macro—micro simulation, the literature shows that new
FTAs such as CPTPP and EVFTA may contribute to income inequality. Baker
et al. (2017) project a modest increase of the Gini index in 2020, followed by a
fall in 2025 and then a rise again in 2030 in the case of EVFTA implementation
compared with the baseline scenario. Such results, however, assume that there
will be no effect from the reaffirmation of Vietnam and the EU of International
Labour Organization conventions and declarations on the rights of workers.

Whilst the gender pay gap still exists in many areas (World Bank, 2018b),
Vietnam can hope that it will narrow. Female labour may be paid more than men
in such areas as food, manufacturing, textiles, apparel, beverages and tobacco,
motor vehicles and transport equipment, minerals, sugar, and other crops (Baker
et al., 2017).

5 New liberalisation context and policy recommendations
5.1 New libevalisation context

a. International context

First, international economic integration continues, albeit on a bumpier road.
Whilst the Doha Development Agenda has stalled, FTAs may liberalise trade and
investment but also challenge and destabilise the multilateral trading system.
WTO statistics as of September 2019 show that there were 481 notifications by
members, including of 302 regional trade agreements remaining in force. Some
large-scale FTA agreements have been concluded (such as the EU-Japan FTA,
US—Canada—Mexico Agreement, CPTPP), are under negotiation (such as the
RCEP), or are under consideration (such as the Asia-Pacific FTA).

Second, the world and especially Asia-Pacific have yet to encounter traditional
and nontraditional risk. Territorial disputes occur not only on land but also on
the sea. Competition for and cooperation on power and water resources are
complicated and affect world supply and prices. Adjustments in food security
policy in some economies may lead to hunger and poverty in the region and the
world in the absence of a concrete and collaborative framework for inclusive
growth.

Third, the global and regional value chains span many countries and econo-
mies, especially in Asia—Pacific and particularly Southeast Asia (Baldwin, 2016;
Tliuteanu, 2016; Ing and Kimura, 2017; West, 2018; World Bank, 2019). The
establishment and development of industry clusters and chains give rise to in-
tense competition in the context of globalisation (Donahue et al., 2018). The
division of labour is more intensive and production restructuring is shifted from
developed to developing countries to utilise cheap labour in production seg-
mentation that is labour-intensive (for example, from China and Thailand to
other countries in Southeast Asia [Intercedent Asia Pte Ltd, 2017]).

Fourth, handling the contagion effect or interaction between economies be-
comes complicated in the context of international integration. The instability and
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internal economic problems of Vietnam’s partners (such as public debt and in-
stitutional restructuring in Europe, economic downturn in Japan and China) can
cause an array of problems. Protectionism is increasing significantly in a number
of economies, including Vietnam’s major economic partners (Productivity
Commission, 2017; Pacific Economic Cooperation Council PECC, 2018). The
trade war between the US and China has cast further doubt on the prospects of
the global economy and trade (International Monetary Fund IMF, 2019).

Fifth, the fourth industrial revolution has achieved technological break-
throughs in many core areas such as information and communication tech-
nology, energy, and transportation. Traditional large-scale production can take
advantage of economies of scale. Cheaper production costs per unit can be
achieved because the industrial revolution produces many products that meet
specific demand, such as 3D printing, and develops new materials (World
Economic Forum, 2017). Participation or non-participation in the industrial
revolution can significantly affect the comparative advantage of countries,
including Vietnam.

b. Domestic context

First, Vietnam has become a middle-income country. With the rise of a middle-
income class (Berrou et al., 2018; Swedish Trade & Invest Council, 2018),
consumer behaviour and demand for industrial products can be changed.
Specifically, demand for high-quality products increases. Consumers are not only
interested in the quality of a commodity but also in the services related to it.

Second, the macroeconomic environment was significantly more stable in
2016-18 than in 2011-15 (CIEM, 2018, 2019). Vietnam has more favourable
conditions to implement reforms, especially of the microeconomic foundation.
Vietnam needs to restructure the economy to shift growth towards improving
quality, efficiency, and competitive capacity (CIEM, 2019).

However, the space to manipulate macroeconomic policy is more limited than
before 2010. The space to conduct trade policy in support of domestic stake-
holders is smaller in the context of FTAs (Vo et al., 2015). Public and govern-
ment debts are close to their ceilings, increasing interest payments from the state
budget and restricting capacity to borrow (CIEM, 2015, 2019). The ability to
cope with adverse changes in the domestic economy depends to a large extent on
whether Vietnam can retain and increase the space to conduct macroeconomic
policies (Nguyen et al., 2019).

Third, Vietnam is quickly leaving the ‘golden demographic structure.” Labour
growth is on a significant downwards trend. Ageing in Vietnam is fast (Nguyen,
2016; World Bank, 2016a). Vietnam may risk falling into the ‘middle-income
trap’ (PwC, 2017) and find it difficult to escape from the economic paradigm
that has relied heavily on cheap and low-tech labour.

Fourth, Vietnam needs to focus on improving enterprises’ competitiveness.
Competitiveness in some traditional products is either slowly improving or sig-
nificantly degraded. Development of competitive capacity in new products is still
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slower than expected. Many enterprises lack the patience, vision, aspiration,
initiative, and motivation to participate in regional and global value chains.

Fifth, natural resources are being gradually depleted, whilst efficiency of use
has not increased significantly. Negative impacts on the environment, especially
climate change due to economic development and urbanisation, are becoming
more noticeable. Changes in production conditions and the environment have
negative effects on agriculture development and food security.

Sixth, Vietnam should tackle the risks of integration failure. Pressure from
integration becomes more apparent when Vietnam has to remove tarifts on in-
dustrial products from ASEAN and as provided by FTAs with other countries.
Utilising export preferences in partners’ markets is not easy if Vietnam does not
meet the rules of origin and other aspects such as labour standards, environ-
mental protection, and corporate social responsibility. Without a strong sup-
porting industry, Viet Nam risks losing opportunities to participate in
industrialisation (Ministry of Planning and Investment, 2018).

5.2 Policy vecommendations

First, notwithstanding deeper economic integration, Vietnam can do more than
just depend solely on the global trade environment (Vo et al., 2017). Effective
economic integration requires more than just efforts by firms to enhance their
competitiveness; instead, the government of Vietnam should assume an
equivalent role in accelerating reforms for a more favorable business environ-
ment. Unnecessary regulatory burden on business activities should be reduced
and transparency and regulatory and policy predictability increased, which should
go beyond streamlining non-tariff measures.

Policies to enhance competitiveness, especially to promote FDI, should be
implemented. Measures to selectively attract FDI inflows should be enforced®
whilst sudden changes (even reversals) of capital flows, especially short-term
ones, should be managed. Cost-effective hard and soft infrastructure should be
developed to reduce the cost of production and doing business.

Second, Vietnam should leverage the learning effect in post-WTO trade policy,
particularly in identifying and penetrating fast-growing markets and regions.
Strategic analysis of potential markets and regions is essential. Whilst such stra-
tegic analysis — however rigorous — cannot be error-free, the extent and cost of
errors can be minimised with meaningful consultation with the business com-
munity, including foreign investors. Deepening trade relations with existing
partners via new, higher-quality FTAs will generate more value for Vietnam.*

The design of FTAs and their harmonisation requirements should be de-
termined beforehand irrespective of whether the arrangements will deliver ex-
post benefits or not. Path dependence should be carefully considered. The
benefits of FTAs may be reversed if commitments under them are inconsistent or
developed without sequential consideration.

Third, information on the broad international economic integration agenda
and on the content of each FTA before it is completed and signed should be
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disseminated. The relevance and timeliness of information are even more im-
portant as international and regional economic integration become more un-
certain. More active dissemination of information will help ensure that the
government gains the trust of the business community, which has a practical
policy-relevant perspective.

Notes

1 Vietnam started implementing the CPTPP on 14 January 2019.

2 Reaffirmed in Resolution 06-NQ/TW by the Steering Committee of the
Communist Party of Vietnam in November 2016.

3 Such selective attraction cannot violate WTO rules and principles (especially the
most-favoured nation principle). Whilst allowing FDI in a range of sectors,
Vietnam should encourage it in strategic, priority industries.

4 For an impact assessment of RCEP on Vietnam’s economy, see Nguyen
et al. (2014).
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