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Globalization and Inequality

109 B Joseph E. Stiglitz

Globalism’'s Discontents

Few subjects have polarized people through-
out the world as much as globalization.
Some see it as the way of the future, bringing
unprecedented prosperity to everyone, every-
where. Others, symbolized by the Seattle
protestors of December 1999, fault global-
ization as the source of unrtold problems,
from the destruction of native cultures to in-
creasing poverty and immiseration. In this
[chapter], I want to sort out the different
meanings of globalization. In many coun-
tries, globalization has brought huge benefits
to a few with few benefits to the many. But
in the case of a few countries, it has brought
enormous benefit to the many, Why have
there been these huge differences in experi-
ences! The answer is that globalization has
meant different things in differenc places.
The countries that have managed global-
ization on their own, such as those in East
Asia, have, by and large, ensured that they
reaped huge benefits and that those benefits
were equitably shared; they were able sub-
stantially to control the terms on which they
engaged with the global economy. By con-
trast, the countries that have, by and large,
had globalization managed for them by the
International Monetary Fund (IMF) and
other international economic institutions

have not done so well. The problem is thus
not with globalization but with how it has
been managed.

The international financial institutions
have pushed a particular ideology—market
fundamentalism—rthar is both bad econom-
ics and bad politics; it is based on premises
concerning how markets work chat do not
hold even for developed countries, much less
for developing countries. The IMF has
pushed these economics policies withourt a
broader vision of society or the role of eco-
nomics within society. And it has pushed
these policies in ways that have undermined
emerging democracies.

More generally, globalization itself has
been governed in ways that are undemocra-
tic and have been disadvantageous to devel-
oping countries, especially the poor within
those countries. The Seattle protestors
pointed to the absence of democracy and of
transparency, the governance of the interna-
tional economic institutions by and for spe-
cial corporate and financial interests, and
the absence of countervailing democraric
checks to ensure thar these informal and
public institutions serve a general interest.
In these complaints, there is more than a
grain of truch.
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Beneficial Globalization

Of the countries of the world, those in East
Asia have grown the fastest and done most to
reduce poverty. And they have done so, em-
phatically, via “globalization.” Their growth
has been based on exports—by taking advan-
tage of the global marker for exports and by
closing the technology gap. It was not just
gaps in capital and other resources that sepa-
rated the developed from the less-developed
countries, bur differences in knowledge. East
Asian countries took advantage of the “global-
ization of knowledge” to reduce these dispari-
ties. But while some of the countries in the re-
gion grew by opening themselves up to
multinational companies, others, such as
Korea and Taiwan, grew by creating their own
enterprises. Here is the key distinction: Each
of the most successful globalizing countries
determined its own pace of change; each made
sure as it grew that the benefits were shared
equitably; each rejected the basic tenets of the
“Washington Consensus,” which argued for a
minimalist role for government and rapid pri-
vatization and liberalizarion.

In East Asia, government took an acrive
role in managing the economy. The steel in-
dustry chat the Korean government created
was among the most efficient in the world—
performing far better than its private-sector
rivals in the United States (which, though
private, are constantly turning to the govern-
ment for protection and for subsidies). Fi-
nancial markets were highly regulated. My
research shows that those regulations pro-
moted growth. It was only when these coun-
tries stripped away the regulations, under
pressure from the U.S, Treasury and the IMF,
thar they encountered problems.

During the 1960s, 1970s, and 1980s, the
East Asian economies not only grew rapidly
but were remarkably stable. Two of the coun-
tries most touched by the 1997-1998 eco-
nomic crisis had had in the preceding three
decades not a single year of negarive growth;
two had only one year—a berter perfor-
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mance than the United States or the other
wealthy nations that make up the Organiza-
tion for Economic Cooperation and Devel-
opment (OECD). The single most impor-
tant factor leading to the troubles thar several
of the East Asian countries encountered in
the late 1990s—the East Asian crisis—was
the rapid liberalization of financial and capi-
tal markets. [n short, the countries of East
Asia benefited from globalization because
they made globalization work for them; it
was when they succumbed to the pressures
from the outside that they ran into problems
that were beyond their own capacity to man-
age well.

Globalization can yield immense benefits.
Elsewhere in the developing world, globaliza-
tion of knowledge has brought improved
health, with life spans increasing at a rapid
pace. How can one pur a price on these ben-
efits of globalization? Globalization has
brought still other benefits: Today there is
the beginning of a globalized civil society
that has begun to succeed with such reforms
as the Mine Ban Treaty and debr forgiveness
for the poorest highly indebted countries
(the Jubilee movement). The globalization
protest movement itself would not have been
possible without globalization.

The Darker Side of Globalization

How then could a trend with the power to
have so many benefits have produced such
opposition? Simply because it has not only
failed to live up to its potential but fre-
quently has had very adverse effects. Bur chis
forces us to ask, why has it had such adverse
effects? The answer can be seen by looking at
cach of the economic elements of globaliza-
tion as pursued by the international financial
institutions and especially by the IME

The most adverse effects have arisen from
the liberalization of financial and capital mar-
kets—which has posed risks to developing
countries without commensurate rewards.
The liberalization has left them prey to hot
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money pouring into the country, an influx
that has fueled speculative real-estate booms;
just as suddenly, as investor sentiment
changes, the money is pulled out, leaving in
its wake economic devastation. Early on, the
IMF said that these countries were being
rightly punished for pursuing bad economic
policies. Bur as the crisis spread from country
to country, even those that the IMF had
given high marks found themselves ravaged.

The IMF often speaks abour the impor-
tance of the discipline provided by capital
markets. In doing so, it exhibits a cerrain pa-
ternalism, a new form of the old colonial
mentality: “We in the establishment, we in
the North who run our capital markerts,
know best. Do what we tell you to do, and
you will prosper.” The arrogance is offensive,
bur the objection is more than just to style.
The position is highly undemocratic: There
is an implied assumption thar democracy by
itself does not provide sufficient discipline.
Bur if one is to have an external disciplinar-
ian, one should choose a good disciplinarian
who knows whar is good for growth, who
shares one’s values. One doesn't wanr an arbi-
trary and capricious taskmaster who one mo-
ment praises you for your virtues and the
next screams at you for being rotten to the
core. But capital markets are just such a fickle
taskmaster; even ardent advocates talk abour
their bouts of irrational exuberance followed
by equally irrational pessimism.

Lessons of Crisis

Nowhere was the fickleness more evident
than in the last global financial crisis. Histor-
ically, most of the disturbances in capiral
flows into and out of a country are not the
result of factors inside the country. Major
disturbances arise, rather, from influences
outside the councry. When Argentina sud-
denly faced high interest rates in 1998, it
wasn't because of what Argentina did but be-
cause of whar happened in Russia. Argentina
cannot be blamed for Russia’s crisis.

Small developing countries find it virtually
impossible to wichstand this voladility. I have
described capital-market liberalization with a
simple metaphor: Small countries are like
small boarts. Liberalizing capital markets is
like serting them loose on a rough sea. Even
if the boats are well captained, even if the
boats are sound, they are likely to be hit
broadside by a big wave and capsize. Bur the
IMF pushed for the boats to set forth into
the roughest parts of the sea before they were
seaworthy, with untrained caprains and
crews, and withourt life vests. No wonder
matters turned out so badly!

To see why it is important to choose a dis-
ciplinarian who shares one’s values, consider
a world in which there were free mobility of
skilled labor. Skilled labor would then pro-
vide discipline. Today, a country that does
not treat capital well will find capital quickly
withdrawing; in a world of free labor mobil-
ity, if a country did not trear skilled labor
well, it too would withdraw. Workers would
worry about the quality of their children’s ed-
ucation and their family’s health care, the
quality of their environment and of their
own wages and working conditions. They
would say to the government: If you fail to
provide these essentials, we will move else-
where. Thac is a far cry from the kind of dis-
cipline that free-lowing capital provides.

The liberalization of capital markets has
not brought growth: How can one build fac-
tories or create jobs with money that can
come in and out of a country overnight? And
it gets worse: Prudential behavior requires
countries to ser aside reserves equal to the
amount of short-term lending; so if a firm in
a poor country borrows $100 million ar, say,
20 percent interest rates short-term from a
bank in the United Srates, the government
must set aside a corresponding amount. The
reserves are typically held in U.S. Treasury
bills—a safe, liquid asset. In effect, the coun-
try is borrowing $100 million from che
United States and lending $100 million to
the United States. But when it borrows, it



pays a high interest rate, 20 percent; when it
lends, it receives a low interest rate, around 4
percent. This may be great for the Unired
States, but it can hardly help the growth of
the poor country. There is also a high oppor-
tunity cost of the reserves; the money could
have been much better spent on building
rural roads or constructing schools or health
clinics. Burt instead, the country is, in effect,
forced to lend money to the United States.

Thailand illustrates the true ironies of such
policies: There, the free marker led to invest-
ments in empty office buildings, starving
other sectors—such as education and trans-
portation—of badly needed resources. Until
the IMF and the U.S. Treasury came along,
Thailand had restricted bank lending for
speculative real estate. The Thais had seen
the record: Such lending is an essential part
of the boom-bust cycle that has characterized
capitalism for 200 years. It wanted to be sure
that the scarce capital went to create jobs.
But the IMF nixed this intervention in the
free market. If the free marker said, “Build
empty office buildings,” so be i! The market
knew better than any government bureaucrat
who mistakenly might have thoughr it wiser
to build schools or factories.

The Costs of Volatility

Capital-marker liberalization is inevitably ac-
companied by huge volatility, and rthis
volatility impedes growth and increases
poverty. It increases the risks of investing in
the country, and thus investors demand a
risk premium in the form of higher-than-
normal profits. Not only is growth not en-
hanced but poverty is increased through sev-
eral channels. The high volatility increases
the likelihood of recessions—and the poor
always bear the brunt of such downturns.
Even in developed countries, safety nets are
weak or nonexistent among the selfemployed
and in the rural sector. But these are the
dominant sectors in developing countries.
Withour adequate safety nets, the recessions
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that follow from capital-market liberalization
lead to impoverishment. In the name of im-
posing budget discipline and reassuring in-
vestors, the IMF invariably demands expen-
diture reductions, which almost inevitably
result in cuts in outlays for safety nets that
are already threadbare.

But matters are even worse—for under the
doctrines of the “discipline of the capital
markets,” if countries try to tax capital, capi-
tal fees. Thus, the IMF doctrines inevitably
lead to an increase in tax burdens on the
poor and the middle classes. Thus, while
IMF bailouts enable the rich to take their
money out of the country at more favorable
terms (at the overvalued exchange rates), the
burden of repaying the loans lies with the
workers who remain behind.

The reason that | emphasize capital-mar-
ket liberalization is that the case against it—
and against the IMF’s stance in pushing it—
is so compelling. It illustrates what can go
wrong with globalization. Even economists
like Jagdish Bhagwati, strong advocates of
free trade, see the folly in liberalizing capital
markets. Belatedly, so too has the IMF—ar
least in its official rhetoric, though less so in
its policy stances—but too late for all those
countries that have suffered so much from
following the IMF's prescriptions.

But while the case for trade liberaliza-
tion—when properly done—is quite com-
pelling, the way it has been pushed by the
IMF has been far more problematic. The
basic logic is simple: Trade liberalization is
supposed to result in resources moving from
inefficient protected sectors to more efficient
export sectors. The problem is nor only that
job destruction comes before the job cre-
ﬂ.[iOn—-—SD rha{ unemplo)’mcn[ and PDVﬁr[}’
result—>but that the IMF’s “scructural adjust-
ment programs’ (designed in ways that al-
legedly would reassure global investors) make
job creation almost impossible. For these
programs are often accompanied by high in-
terest rates that are often justified by a single-
minded focus on inflation. Sometimes that
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concern is deserved; often, though, it is car-
ried o an extreme. In the United States, we
worry that small increases in the interest rate
will discourage investment., The IMF has
pushed for far higher interest rates in coun-
tries with a far less hospitable investment en-
vironment. The high interest rates mean that
new jobs and enterprises are not created.
What happens is that trade liberalization,
rather than moving workers from low-pro-
ductivity jobs to high-productivity ones,
moves them from low-productivity jobs to
unemployment. Rather than enhanced
growth, the effect is increased poverty. To
make marters even worse, the unfair trade-
liberalization agenda forces poor countries to
compete with highly subsidized American
and European agriculture. . . .

An Unfair Trade Agenda

The trade-liberalization agenda has been set
by the North, or more accurately, by special
interests in the North. Consequently, a dis-
proportionate part of the gains has accrued to
the advanced industrial countries, and in
some cases the less-developed countries have
actually been worse off. After the last round
of trade negortiations, the Uruguay Round
that ended in 1994, the World Bank calcu-
lated the gains and losses to each of the re-
gions of the world. The United States and
Europe gained enormously. But sub-Saharan
Africa, the poorest region of the world, lost
by about 2 percent because of terms-of-trade
effects: The trade negotiations opened their
markets to manufactured goods produced
by the industrialized countries bur did not
open up the markets of Europe and the
United States to the agriculrural goods in
which poor countries often have a compara-
tive advantage. Nor did the trade agreements
eliminate the subsidies to agriculture that
make it so hard for the developing countries
to compete.

The U.S. negotiations with China over its
membership in the WTO displayed a double

standard bordering on the surreal. The U.S.
trade representative, the chief negotiator for
the United States, began by insisting that
China was a developed country. Under
WTO rules, developing countries are al-
lowed longer transition periods in which
state subsidies and other deparrures from the
WTO strictures are permitted. China cer-
tainly wishes it were a developed country,
with Western-style per capira incomes. And
since China has a lot of “capitas,” it’s possible
to multiply a huge number of people by very
small average incomes and conclude that the
People’s Republic is a big economy. Burt
China is not only a developing economy; it is
a low-income developing country. Yet the
United States insisted that China be treated
like a developed country! China went along
with the fiction; the negotiations dragged on
so long that China got some extra time to
adjust, Bur the true hypocrisy was shown
when U.S. negotiators asked, in effect, for
developing-country status for the United
States to get extra time to shelter the Ameri-
can textile industry.

Trade negotiations in the service industries
also illustrate the unlevel nature of the play-
ing field. Which service industries did the
United States say were very important? Fi-
nancial services—industries in which Wall
Street has a comparative advantage. Con-
struction industries and maritime services
were not on the agenda, because the develop-
ing countries would have a comparative ad-
vantage in these sectors.

Consider also intellectual-property rights,
which are important if innovators are to have
incentives to innovate (though many of the
corporate advocates of intellecrual property
exaggerate its importance and fail to norte
that much of the most important research, as
in basic science and marhemarics, is nor
patentable). Intellectual-property rights,
such as patents and trademarks, need to bal-
ance the interests of producers with those of
users—not only users in developing coun-
tries, but researchers in developed countries.



If we underprice the profitability of innova-
tion to the inventor, we deter invention. If
we overprice its cost to the research commu-
nity and the end user, we retard its diffusion
and beneficial effects on living standards.

In the final stages of the Uruguay negortia-
tions, both the White House Office of Sci-
ence and Technology Policy and the Council
of Economic Advisers worried that we had
not got the balance right—that the agree-
ment put producers’ interests over users’. We
worried that, with this imbalance, the rate of
progress and innovation might actually be
impeded. After all, knowledge is the most
important input into research, and overly
strong intellectual-property rights can, in ef-
fect, increase the price of this input. We were
also concerned abour the consequences of
denying lifesaving medicines to the poor.
This issue subsequently gained interna-
tional attention in the context of the provi-
sion of AIDS medicines in South Africa.
The international outrage forced the drug
companies to back down—and it appears
that, going forward, the most adverse con-
sequences will be circumscribed. Bur it is
worth noting thar initially, even the Demo-
cratic U.S. administration supporred the
pharmaceutical companies.

What we were not fully aware of was an-
other danger—whart has come to be called
“biopiracy,” which involves international
drug companies patenting traditional medi-
cines. Not only do they seek to make money
from “resources” and knowledge thar right-
fully belong to the developing countries, but
in doing so they squelch domestic firms who
long provided these tradirional medicines.
While it is not clear wherher these patents
would hold up in court if they were effec-
tively challenged, it is clear that the less-
developed countries may not have the legal
and financial resources required to mount
such a challenge. The issue has become the
source of enormous emotional, and poren-
tially economic, concern throughout the de-
veloping world. This fall, while [ was in
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Ecuador visiting a village in the high Andes,
the Indian mayor railed against how global-
ization had led to biopiracy. . . .

Trickle-Down Economics

We recognize roday that there is a “social
contract” thar binds citizens together, and
with their government. When government
policies abrogate that social contract, citizens
may not honor their “contracts” with each
other, or with the government. Maintaining
that social contract is particularly important,
and difficult, in the midst of the social up-
heavals that so frequently accompany the de-
velopment transformation. In the green
eye-shaded calculations of the IMF macro-
economics there is, too often, no room for
these concerns.

Part of the social contract entails “fair-
ness,” that the poor share in the gains of so-
ciety as it grows, and thart the rich share in
the pains of society in times of crisis. The
Washington Consensus policies paid little at-
tention to issues of distribution or “fairness.”
If pressed, many of its proponents would
argue thar the best way to help the poor is o
make the economy grow. They believe in
trickle-down economics. Eventually, it is as-
serted, the benefits of that growth erickle
down even to the poor. Trickle-down eco-
nomics was never much more than just a be-
lief, an article of faith. Pauperism seemed to
grow in nineteenth-century England even
though the country as a whole prospered.
Growth in America in the 1980s provided
the most recent dramatic example: while che
economy grew, those at the bottom saw their
real incomes decline. The Clinton adminis-
tration had argued strongly against trickle-
down economics; it believed that there had
1o be active programs to help the poor. And
when 1 left the White House to go to the
World Bank, I brought with me the same
skepticism of trickle-down economics; if this
had not worked in the United States, why
would it work in developing countries?
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While it is true that sustained reductions in
poverty cannot be attained without robust
economic growth, the converse is not true:
growth need not benefic all. It is not true that
“a rising tide lifts all boats.” Sometimes, a
quickly rising tide, especially when accompa-
nied by a storm, dashes weaker boats against
the shore, smashing them to smithereens.

In spite of the obvious problems con-
fronting trickle-down economics, it has a
good intellectual pedigree. One Nobel Prize
winner, Arthur Lewis, argued that inequality
was good for development and economic
growth, since the rich save more than the
poor, and the key to growth was capiral accu-
mulation. Another Nobel Prize winner,
Simon Kuznets, argued that while in the ini-
tial stages of development inequality in-
creased, later on the trend was reversed. !

The history of the past fifty years has, how-
ever, not supported these theories and hy-
potheses, East Asian countries—South Korea,
China, Taiwan, Japan—showed that high sav-
ings did nor require high inequality, that one
could achieve rapid growth without a substan-
tial increase in inequality. Because the govern-
ments did not believe that growth would au-
tomatically benefit the poor, and because they
believed that greater equality would actually
enhance growth, governments in the region
took active steps to ensure that the rising tide
of growth did lift most boats, that wage in-
equalities were kept in bounds, that some ed-
ucational opportunity was extended to all.
Their policies led to social and political stabil-
ity, which in turn contributed to an economic
environment in which businesses flourished.
Tapping new reservoirs of talent provided the
energy and human skills that contributed o
the dynamism of the region.

Elsewhere, where governments adopted
the Washington Consensus policies, the poor
have benefited less from growth. In Latin
America, growth has not been accompanied
by a reduction in inequality, or even a reduc-
tion in poverty. In some cases poverty has ac-
tually increased. as evidenced by the urban

slums that dot the landscape. The IMF rtalks
with pride abour the progress Latin America
has made in marker reforms over the past
decade (though somewhat more quietly after
the collapse of the star student Argentina in
2001, and the recession and stagnation that
have afflicted many of the “reform” countries
during the past five years), but has said less
about the numbers in poverty.

Clearly, growth alone does not always im-
prove the lives of all a country’s people. Not
surprisingly, the phrase “trickle-down” has
disappeared from the policy debate. But, in a
slightly mutated form, the idea is sill alive. |
call the new varianc trickle-down-plus. It holds
that growth is necessary and afmost sufficient
for reducing poverty—implying that the best
strategy is simply to focus on growth, while
mentioning issues like female education and
health. But proponents of trickle-down-plus
failed to implement policies that would effec-
tively address either broader concerns of
poverty or even specific issues such as the ed-
ucation of women. In practice, the advocates
of trickle-down-plus continued with much
the same policies as before, with much the
same adverse effects. The overly stringent “ad-
justment policies” in country after country
forced cutbacks in education and health: in
Thailand, as a result, not only did female
prostitution increase but expenditures on
AIDS were cut way back; and what had been
one of the world’s most successful programs
in fighting ATDS had a major setback.

The irony was that one of the major pro-
ponents of trickle-down-plus was the U.S.
Treasury under the Clinton administration.
Within the administration, in domestic poli-
tics, there was a wide spectrum of views, from
New Democrats, who wanted to see a more
limited role for government, to Old Democ-
rats, who looked for more government inter-
vention, Bur the central view, reflected in the
annual Economic Report of the President
(prepared by the Council of Economic Advis-
ers), argued strongly againsc trickle-down
economics—or even trickle-down-plus. Here



was the U.S. Treasury pushing policies on
other countries that, had they been advocated
for the United Srates, would have been
strongly contested within the administration,
and almost surely defeated. The reason for
this seeming inconsistency was simple: The
IMF and the World Bank were part of Trea-
sury’s turf, an arena in which, with few excep-
tions, they were allowed to push their per-
spectives, just as other departments, within
their domains, could push cheirs. . . .

Global Social Justice

Today, in much of the developing world,
globalization is being questioned. For in-
stance, in Latin America, after a short burst of
growth in the early 1990s, stagnation and re-
cession have set in. The growth was not sus-
tained—some might say, was not sustainable.
Indeed, at this juncture, the growth record of
the so-called post-reform era looks no berter,
and in some countries much worse, than in
the widely criticized import-subsrtitution pe-
riod of the 1950s and 1960s when Latin
countries tried to industrialize by discouraging
imports. Indeed, reform critics point out that
the burst of growth in the early 1990s was lit-
tle more than a “catch-up” that did not even
make up for the lost decade of the 1980s.
Throughout the region, people are asking;
“Has reform failed or has globalization
failed?” The distinction is perhaps artificial,
for globalization was at the center of the re-
forms. Even in those countries that have man-
aged to grow, such as Mexico, the benefics
have accrued largely to the upper 30 percent
and have been even more concentrated in the
top 10 percent. Those at the bottom have
gained little; many are even worse off. The re-
forms have exposed countries to greater risk,
and the risks have been borne disproportion-
ately by those least able to cope with them.
Just as in many countries where the pacing
and sequencing of reforms has resulted in job
destruction outmatching job creation, so too
has rthe exposure to risk outmarched the abil-
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ity to create institutions for coping with risk,
including effective safety nets.

In this bleak landscape, there are some
positive signs. Those in the North have be-
come more aware of the inequities of the
global economic architecrure. The agreement
at Doha to hold a new round of trade nego-
tiations—the “Development Round”—
promises to rectify some of the imbalances of
the past. There has been a marked change in
the rhetoric of the international economic
institutions—at least they talk about poverty.
At the World Bank, there have been some
real reforms; there has been some progress in
translating the rhetoric into realicy—in en-
suring that the voices of the poor are heard
and the concerns of the developing countries
are listened to. But elsewhere, there is often a
gap berween the rhetoric and the reality. Se-
rious reforms in governance, in who makes
decisions and how they are made, are not on
the table. If one of the problems at the IMF
has been that the ideology, interests, and per-
spectives of the financial community in the
advanced industrialized countries have been
given disproportionate weight (in matters
whose effects go well beyond finance), then
the prospects for success in the current dis-
cussions of reform, in which the same parties
continue to predominate, are bleak. They are
more likely to resulc in slight changes in the
shape of the table, not changes in who is ar
the table or what is on the agenda.

September 11 has resulted in a global al-
liance against terrorism, What we now need
is not just an alliance against evil, but an al-
liance for something positive—a global al-
liance for reducing poverty and for creating a
better environment, an alliance for creating a
glabal society with more social justice.

NOTE

1. See W. A. Lewis, “Economic Development
with Unlimited Supplies of Labor,” Manchester
School 22 (1954), pp. 139-91, and S. Kuznets,
“Economic Growth and Tncome Inequality,” Asmeri-
can Economic Review 45(1) (1955), pp. 1-28.





