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A. I ntroduction

Inthe two decades fallowing the end of the Second World War full employment, steedily risng
rea wages and the strengthening of the welfare State were the common features of labour marketsin
al theleading indudtrid economies. As aresult, the degpinsecurity that had marked the conditions of
workersinthese countriesduring the inter-war period had, by the end of the 1960s, become adigtant
memory. All that ended abruptly with the ail price shocks and the collapse of the Bretton Woods
system in the early 1970s. Incontinental Europe, the return of labour market insecurity took the form
of sharp and persastent rises in unemployment, while in the United States and the United Kingdom
increasing wage inequality between skilled and unskilled workers became the dominant trend.

The coincidence of high unemployment levels and growing wage inequdity in the North with
sharp increases in manufacturing imports from the South has led to concerns over a destructive link
running from more open trade relations to the labour market. While recognizing that rapid trade
liberdization and surges in imports can cause didocations in the labour market, this paper argues that
in today’ s globdizing world, the link between trade and employment cannot be properly examined
independently of either overdl demand conditions or the workings of globa financia markets. Thisis
aso true for theimpact of technologica change, dso part of the contemporary globaization process
associated with the information-communication revolution, which is often suggested as an dterndtive
explanation of recent labour market problems.

Under conditions of rapid capital accumulation both trade and technology can reinforce a
virtuous circle of economic growth, job creation and productivity increase. If capital accumuletion is
duggish and growth weak, increased trade and technica progress can add to unemployment and/or
worsen income inequaity. Much of the increase in unemployment in industria countries took place
before the surge in manufactured exports from the South. The importance of the macroeconomic
context for understanding labour market performance is clearly demonstrated by the recent record of
the United States economy, where the unemployment rate fdl to levels not seenfor many years despite
a widening trade defidt with developing countries and the rapid spread of information and
communication technologies. Indeed, these technological advances were amgjor factor increating an
investment boom that underpinned recent United States expansion.

On the other hand, the conventiona andysis also ignores the dominant role played by finance
capital in the current integration process. Internationa capita flows have been growing a good deal
faster than trade since the collapse of the Bretton Woods system, with a marked surge to developing
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countries in the 1990s. At the same time, financid shocks and crises have become a much more
frequent occurrence in the internationa economic sysem. As a consequence, and particularly in the
case of developing countries, financid liberdization and capital movements have been a growing
influence on labour market performance.

This paper thus adopts anintegrated approach to labour market problems inthe context of the
globdization process. It begins with the links between trade and technology and labour market
problemsin the North. It rgects any strong direct link in ether direction and concludes that afaster
pace of accumulation holds the key to reducing unemployment in the indudtrid countries. The next
section asks how liberdization has affected labour markets in developing countries. Although it finds
sgnificant differences between countriesinthe effects of trade liberdizationonwagesand employment,
the impact of financid liberdizationappears to have been generdly negative for workers throughout the
developing world. The find section draws some policy conclusions.

B. Employment and wage inequality in the industrial countries
1. North-South trade and labour markets

Animportant factor behind rigng rates of unemployment and increesngwageinequaity inmost
indudtridized countries over the past two decades has been loss of jobs in manufacturing. This has
largdy been due to a displacement of unskilled labour on a significant scade in a number of indudtries
inwhichdeve oping countries have increased therr market share. A number of arguments have been put
forwardto suggest acausal link betweenthese two developments. First, giventhat thewage of unskilled
workers in the South is afraction of that paid in the North, increased trade between the two regions
results in adramatic fal in the rdative price of labour-intensve goods in the North and in the wage of
unskilled workers rdative to that of skilled workers. Second, wage inflexbility and other market
rigiditiesinthe North determine whether workerswhose jobs are destroyed by trade are absorbed into
other sectors producing non-tradable and skill-intensve goods or join the ranks of the unemployed.
Third, trade withthe South tends to lead to Sgnificant productivity improvements because of defensive
innovation and corporate restructuring in response to competition from southern exports, thereby
compounding the disadvantages of unskilled workersthere.! However, despite the andytical elegance
of these arguments, a closer look at the evidence showsthat the growth of North-Southtrade does not
provide a convincing explanation of the labour market problems in the industria countries.

a. Manufacturing trade and unemployment

The firg question to address is whether the generd trend of dedining manufacturing jobsin
industrid countries could be explained by manufactured exports from the South. While such exports
have risenby more than 10 per cent per annum in volume since 1970, they are fill smdl in relation to
the developed countries combined gross domestic product (GDP); at the beginning of the 1990s,
imports of manufactures from developing countries by member countries of the Organisation for
Economic Co-operationand Development (OECD) accounted for 1.8 per cent of GDP, whereas the
figurein 1999 was 3.2 per cent. Thereare, however, notable differencesamong the mgor indudridized



3

countries in the extent of penetration. In the United States, the penetration ratio rose from around
0.5 per cent a the beginning of the 1970sto over 1 per cent adecade later, and by 1999 it exceeded
4 per cent. In Western Europe, where labour market problems appear to be more acute, the trend of
increasing penetration hasbeenlessdramatic, risng from0.5 per cent intheearly 1970sto 2.7 per cent
in1999. Certainly, if only manufacturingoutput iscons dered, the significance of importsfromthe South
appears consderably greater and if total manufacturedimports are taken as the denominator the impact
gopears greater fill. But in terms of any overdl employment effect and in terms of the overal wage
structure, the size of the national economy as measured by GDP iswhat matters, because labour can
shift between tradable and non-tradable sectors.

Inany event, for southernimportsto have hada genera impact on employment, they must have
sgnificantly lowered the demand for labour through the trade balance. Assuming that the labour
contentsof exportsand importsdo not undergo sgnificant changes, adeterioration of the trade baance
(at any given leve of domedtic aggregate demand) will dmost certainly lead to declining employment.
In fact, over the past three decades the North consstently ran a surplus on manufacturing trade with
the South, at least up to the end of the 1990s, when the Asian crisis turned this around (chart 1).
A more careful analyss reveds three digtinctive phasesin this relation.

Throughout the 1970s, the indudtridized countries’ surplus on manufacturing trade with the
developing countriesincreased, peskingin 1981 at 2.3 per cent of total GDP. During that period, thelr
imports from developing countries grew in volume every year (except during the recession of 1975),
but exports grew even faster, especialy immediatdy after the ail price rises. Indeed, the North's
growing surplus during this period was largely due to exports to a few oil-exporting developing
countries. After 1981, the surpluswiththe devel oping countries shrank. Thistrend continued until 1988,
after which the surplus began to widen again. In rea terms, the 1993 surplus was approximately
equivaent to itssze in1974. During the 1990s the surplus rose again, peskingin1997. After the Asan
crigs, in 1998, the OECD for the firg time in the previous 30 years recorded a small deficit with
developing countries.

However, behind this evolution of the manufacturing trade balance for OECD countriesas a
whole liesasharply diverging trade performance among the mgor countries (chart 2). While the trade
ba ance of the European Union (EU) withthe devel oping countries moved subgtantialy in line with the
OECD average, the United States and Japan diverged widdy from the average, but in opposite
directions. Exports from Japan in the 1980s fell modestly but skyrocketed in the 1990s with imports
risng only dightly. As a consequence, Japan recorded a very high surplus even &fter the Asan crisis.
The United States, on the other hand, suffered greater export lossesin the 1980s, while it dready had
amuch sharper rise in imports than Jgpan, from 1981 onwards. The United States has had a deficit
since 1984. In the 1990s this pattern continued: the United States recorded alarge and risng deficit
which reached unprecedented levels after the Asan crisis.

Manufacturing employment in the North over this same period fdl inthree phases (chart 3). Of
the totd fdl in employment, around one quarter occurred in the firgt haf of the 1970s, more than one
hdf from1980 to 1985, and under aquarter during the 1990s. These declineswere muchmore closdy
related to recessioninthe indudtridized countries (1973-1974, 19801982, 1990-1991), and asharp



Chart 1

Trade in manufactures? of OECD countries with
developing countriesb, 1980-1999
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Source: UNCTAD secretariat calculations, based on United Nations Statistical Office, Commodity Trade Statistics.
a SITC 5-8 (less 68).
b Including China.

reductionof exports to the developing countries during the 1980s, thanto risng manufactured imports
from the latter. Indeed, manufacturing employment fdl most drametically during 19801985, when the
manufacturing trade surplus shrank because of sharp import compression by developing countries in
the aftermath of the debt crisis rather than because of an increase in their exports.? In the 1990s, the
United States recorded an overdl incresse in manufacturing employment (chart 3) dong with the
steepest increase in manufacturing imports, whereas Western Europe (represented by the threelargest
countries) and Jgpan lost manufacturing employment, but improved their position vis-avis the South
until the Asian financid crisis. It isremarkable that Germany and Japan, the best performers in terms
of exports and trade balanceswiththe South, were clearly the worst performersin overal growth and
employment, including manufacturing employment.

Thus neither the evol ution of manufacturing trade balances nor that of import penetration ratios
suggests that there is any significantly close relation between North-South trade in manufacturing and
unemployment. It is true that observing the evolution of import volumes and of import penetration by



Chart 2

Trade in manufactures of the United States, the European Union
and Japan with developing countries, 1980-1999
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Chart 3

Manufacturing employment in major industrialized countries,
1970-2000
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deve oping countriesinthe indudtridized countriesdoes not capture dl the potential North-Southtrade
dynamics. Even if these indicators were unchanged, rapidly industriaizing devel oping countries could
dill be subgtituting for OECD countries in the markets for manufactures of third countries. This effect
would be reflected in smaller exportsfromOECD countries or areduction in their import penetration
of deveoping-country markets. Data on the latter are not available, but trade figures do not indicate
that this effect has been very strong in recent years. On the whole, OECD manufactured exports to
developing countries other than the newly indudridizing economies (NIES) rose subgtantidly in the
1990s and especially to those countries showing the biggest jumps in manufactured exports.®

The decigve influence on the Size of exports to developing countries is the purchasing power
of the developing world as a whole (whichis largdy a function of the world growth performance,
primary commodity prices, terms of trade, and access to external financing), and not so much the
additiona supply of such goods coming from the NIES. It isdso of some significance that the export
performance of the newly indudridized economies (which account for two thirds of the increase of
import penetrationin manufactures by the developing countries) has not been without precedent inthe
past 50 years. Between 1958 and 1975 import penetrationby Japan, for example, aswdl asby Itay,
both in the United States market and in the national markets of the other five then members of the
European Economic Community (EEC) was on a scde comparable to the rise of today’s late
industrializers. For Italy, the penetration ratio in the other EEC markets rose from 0.4 per cent to
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2.9 per cent, and that of Japan in those marketsfromO0.1 per cent to 0.8 per cent. Inthe United States
market, import penetration by these two former NIES takentogether rose from0.3 per cent to 1.8 per
cent. Neither in Europe nor in the United States were these developments associated with labour
market problems of the kind experienced in the past two decades; rather, the opposite was true: the
increasing flow of manufactures from Itay to its EEC partners was accompanied by alarge migration
of labour in the same direction to meet [abour shortages.

b. The skill content of trade, relative wages and employment

According to traditiond trade theory, for low-skill manufactured imports from developing
countriesto have been an important influence on labour markets in the North this rise would have had
to be associated with a decline in the relative price of low-skill products. Indeed, agood deal of effort
has been spent on determining whether rddive prices have changed in the predicted direction. The
finding of anumber of researchstudiesthat the internationd price of skill-intensve goods hasfalenover
the past two decades or so relative to the price of (low-skill) Iabour-intensive goods has been taken
asevidence againg a trade-based explanation of growing inequaity. However, there have been strong
methodol ogica and empirica counter-arguments. I n particular, price movements do not appear to offer
consistent evidence about the effect of trade because of uncertainty asto how these priceswould have
moved in the absence of trade and the sengtivity of the findings to the products chosen and the
measurement of their skill content.*

There can be litle doubt that differences in the kill content of imports and exports of
manufactures could be a source of labour market imbaancessincejobs canbelost inthe indudtridized
countriesevenwhen net exportsto devel oping countries are rigng. The observationthat unemployment
in the North is higher amongst workers with the lowest educationa and professional atanment has
given riseto the hypothesis that it is the lower kill (but higher [abour) content of imports reative to
exports that has contributed to rigng unemployment and/or fdling real wages in these occupationa
groups.® According to this view, growing exports of skill-intensive goods to the Southincrease wages
for skilled workers in the North but the industrialized countries cannot provide compensating job
opportunities for those workers displaced by importsfromlow-skill manufacturing industries. Thus, to
better identify the unemployment problem, the various subsectors of manufacturing industry must be
classfied according to factor technology or skill content.

Despite methodologica problems regarding the measurement of kill content,® the changing
employment profile of the leading industrid countries over the past three decades is reasonably clear.
Inthe “high-skill” industries employment inthe G-7 countriesas awhole rose, but by only 1.5 per cent,
from 1970 to 1993, while in the “medium-skill” indudtries it fdl by 9.4 per cent. The most dramétic
change has occurred inthe “low-sKkill” industries, where close to 27 per cent of jobs (some 5.8 million)
werelost —that is, morethantwo thirdsof dl jobs|ost in manufacturing during this period. On the other
hand, an andyds of North-South trade according to categories of skill embodied in the products
reveds, not surprisngly, adeficit for the indudtridized countriesinlow-skill goods sncethe mid-1980s,
whichisthe outcome of both |ower exportsthanat the beginning of that decade and increasingimports,
especidly from 1983 onwards. However, imports of such products have beenleveling off since 1990,
while exports have again risen in recent years, thus leading to a narrowing of the deficit.
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The evolution of employment inthe different skill categories thus gppears not unrelated to that
of trade— both have moved roughly inthe same direction over the period as a whole and for the major
OECD countries taken together — but the evidence does not suggest a very close rdationship. This
conclusionis confirmed by the evol ution of employment and trade inthe various subsectors within each
category as well as by cross-country comparisons of sectoral employment changes.

Between the early 1970s and the early 1990s, the greatest |osses in employment occurred in
the textile and dothing indudtries (ranging from 59 per cent in the United Kingdom to 29 per cent in
Japan) and the ferrous metd industry (ranging from 70 per cent in the United Kingdom to around
30 per cent in Canada). These two subsectors a one accounted for the loss of more than 5.2 million
jobsinthe G-7 countriesover the entire period 1970-1993, i.e. dmost two thirdsof the total reduction
in manufacturing employment. Other sectors typicaly losng employment were non-ferrous metds
(particularly in Europe) and non-metdlic minerd products (particularly in France and Italy). All these
sectorsare classfied aslow-skill. But employment fell considerably aso inseveral medium-skill or even
high-skill industriesin some countries. scentific instrumentsin Itay, France and Canada(by 56 per cent,
28 per cent and 27 per cent respectively); the chemicd industry in Italy (over 50 per cent); and
fabricated meta productsinthe United Kingdom (about one hdf). While employment lossesare clearly
concentrated in low-skill sectors, employment gains have not been the preserve of high-skill sectors.
In fact, the best employment performance in the mgor industridized countries was in the low-skill
rubber and plagtics indudry. In five of the G-7 countries employment aso rose in printing and
publishing, which counts among the high-skill sectors, but dso from alow base.’

2. Technology, wages and unemployment

Andternative explanationfor rigng unemployment and wage inequdity liesin the devel opment
and diffuson of new technologies. This explanation appeals on anumber of levels, not least in shifting
any suspicion away from trade. M ore specificaly, the ideathat new technol ogies have acceerated the
pace of sectoral change inemployment frommanufacturing to services, as well asa dhift fromunskilled
to skilled labour within sectors, appears to offer a very direct link with the structura problems of
contemporary labour markets. In particular, the bias in contemporary technologies towards a more
intengve use of knowledge inputs is seen to favour skilled workers, smultaneoudy raising their
productivity relaive to that of the unskilled. On this account, these effects have led to unemployment
of the low-skilled in countries where wages are sticky and to widening wage differentias in countries
where wages are flexible,

Skill-biased technologica change has, in recent years, been associated with the increasing
economic importance of collecting, storing, processing and didtributing information. Not only has the
indudtrid landscape aready been transformed by the ri seof the semi conductor and computer industries,
as wdl as of related services, such as software desgn, but adso the tremendous productivity
improvements in these indudtries have brought about rapid fdls in the price of information-based
technologies. Coupled with improvements in the speed, capacity and accuracy of generating and
managing informetion, this hasled to the widespread use of computers, integrated circuitsand robotics
in both industry and households. Similar trends in satellite technology and fibre optics have advanced
carying capacity, increased the locationa coverage of these technol ogies and enlarged the gpplication
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of related services. Information-technology goods have a so become one of the most rapidly growing
components of world trade.

The impact of these new technologies on labour market trends has been most extensively
andysed for the United States, where differentid productivity growth between skill-intensve
manufacturing and the rest of the economy has been particularly pronounced and where the fdl in the
price of skill-intengve goods reltive to other goods has been sgnificant. These trends have coincided
with a rddivey fast rate of high-tech invesment in such indudtries as dectronics, machinery and
chemicds, where, correspondingly, the demand for highly educated workerswithproblem-solving skills
appears to be greatest. There is dso evidence that the use of computers and the research and
development intengity of jobs are both pogitively linked to higher wages, and it seems likdy that the
relative wage of skilled labour was further increased by the dower expansion of the number of college
graduates in the 1980s.2

Thesevarious piecesof evidencehave beentaken as confirmation of the skill-biased technology
explanation of growing wage inequdity in the North in the 1980s and 1990s. However, firm- and
industry-level sudies, while pointing to a labour-saving bias in new production techniques, do not find
a great impact of new technologies on either job creation or job destruction, which suggests that
productivity improvements, dong with price reductions and product improvements, have generated
compensating income growth and employment.® Moreover, shifting from partia evidence to a more
generd explanation of labour market problems isnot so smple. Inthe United States productivitygrowth
inskill-intengve indudtries did not accel erate rdative to other industries urtil the latter half of the 1980s,
well after inequdity (and unemployment) had begunto increase. Thereisaso some evidenceto suggest
that the rising relative wages of skilled workers was strongly biased towards professona business
sarvices and legd services and that the wages of more obvioudy technology-using professions, such
as computer specidistsand engineers, actudly fdl rdlative to those of high-school graduatesduring the
first phase of the information technology revolution.°

Moreover, dthough the higher premiums for educationa attainment are consstent with a shift
indemand towards more skilled labour, this cannot explain the dedlining ratio of unemployed unskilled
to skilled Iabour in many industrid countries, including the United States, during the second hdlf of the
1980sand the firg hdf of the 1990s. Indeed, if skill-biased technol ogical change had beenthe operative
forceinlabour markets, then in countries where |abour markets were less flexible, such asin Western
Europe, there should have beenaclear and steady riseinthe ratio of unskilled to skilled unemployment.
This, however, does not appear to have been the case.?

Hndly, itisfar fromobvious that the pace of technologica change has accel erated draméticaly
inthe last 20 years compared with the 1950s or 1960s, whenthe labour force profile was also steedily
shifting towards higher skills but unemployment fdl to historicaly low levels and the relative wage of
skilled and unskilled workers showed no clear trend. These decades were marked by abacklogof new
technologies from the inter-war period, the introduction of whichhad a profound impact in such basic
activities as trangportation, aswell asgiving riseto new industries in such areas as consumer durables.
It seems unlikely that the process of sKill upgrading has accel erated over the past two decades at the
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kind of pace that would be required in order to explain the dramatic shifts in labour market
performance.

3. I nvestment and employment

The evidence showing a direct link from ether trade or technology to risng unemployment or
increas ngwage gapsinthe Northisnot convinang. Rather, macroeconomic conditions, and particularly
those rdlating to investment, remain the decisive influence on labour market performance. Trade with
poorer countries and technologica change have, in fact, been ubiquitous features of the post-war
economic landscape in advanced indudtrid economies. There is little evidence to suggest they have
become more pervasve influences on the performance of these economies over the past 25 years, at
least on a scae which could explain the dramatic changesin employment levels and wage inequdlity
during this period, particularly in the manufacturing sector.

The fundamentd flaw inbothtrade- and technol ogy-based explanations of risng unemployment
and inequdity in the North is their assumption that there is dways an adequate level of aggregate
demand. In fact, because dl technologica change is embodied in human and physcal capital, and
because leading indugtrid economies must, faced with catching-up pressuresfromNIEs, investinnew
capacity of one kind or another, any discussion of the impact of technologica change or trade
independently of the macroeconomic determinants of capital accumulation is unhelpful.

Since 1973 the indudtriaized economies have suffered froma fundamental imbaance between
investment in fixed capital, productivity growth and growth of the labour supply.*? Much of therisein
structural unemployment is related to the dowdown in investment, which in turn is closdy linked to
restrictive macroeconomic policiesand deregulation of financid markets. Empirica evidence leavesno
doubt that thereisa pogtive correl ationbetween invesment and employment (chart 4). This meansthat
companiestend to invest inlabour and capital at the same time, rather thaninvestinginone or the other.
Ingood timesthey invest, inbad times they do not. Redl investment in machines, plantsand eguipment
rose by 150 per cent in the United States between 1990 and 2000. In Germany, by contrast, the leve
of investment at the end of the decade hardly surpassed thet at the start. This tends to confirm one of
the main lessons from the 1930s, one which seems to have been forgotten in dl the tak about
“fundamenta reforms’ and “sructura deficiencies’: economic policy can and should devote itsdf to
many different tasks and solve many different structura problems.

A faster pace of capita investment is unlikely to occur without a subgtantia improvement in
business expectations concerning future sales and the key determinants of the costs of and return on
investment. Macroeconomic policies are vita for improving both sets of expectations. For one thing,
the level of effective demand determines total sales and profits. For another, monetary policy can
directly affect the degree of macroeconomic and financad volatility and ingtability and thus influencethe
risksand uncertainties associated with investment decisions. Without policies designed to bring about
afagter expansion of demand and greater financid gability, thereislittle hope of finding asolution to
the unemployment problem. During the 1990s, only the United States Federal Reserve, among the
centrd banks of the leading industrial economies, was willing to sysematicdly test the limits of
expans onary policies compatible with stable inflation. The resulting strong performance of investment
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Chart 4

Investment in plant and equipment?, and employment in the United States and
the countries of the European Monetary Union, 1970-2001
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in the United States in recent years, particularly in the high-technology sectors, has generated arapid
increase in productivity (particularly in manufacturing), preventing the re-emergence of inflationary
pressures despite the high rates of growth and low unemployment.

The concern in other mgor industrid countries that faster demand expansion would only leed
to fagter inflationis unjudtifiedinthe current economic conditions. Not only isthere aconsiderable dack
in the labour market, but dso the ingtitutiona changesthat have beenintroduced snce the beginning of
the past decade and greater globa integration of markets have made it muchmore difficult for awage-
price spird to emerge. Given the reduced bargaining power of the unions and increased competition
in the labour market, workers are wary of pricing themsdvesout of the market. Thereisalso a greater
redization that in today’ s environment of increased globa competition, workers jobs depend on the
profitability of their companies. This has been a mgor factor in establishing a closer link between
productivity and compensation. Indeed, one of the most dgnificant features of the economic
performance of dl mgor industrid countriesinthe 1990sisaclear tendency for unit |abour cost growth
to fdl and profit margins to rise. Inflation rates continued to fal in the United States and Western
Europe throughout the 1990s, while in Japan the price level has actudly been fdling (chart 5).

The fact that unit [abour cogts are the most important determinant of the inflation rate is of the
utmost importance for any determined effort to tackle unemployment. Since the effect of wage pressure
ismoredirectly transmitted, viarisng unit labour costs, on to the rate of inflation than on to the leve of
employment, the partiesinvolved in wage negotiations should not and cannot accept that they have the
main responsbility for maintaining ahighleve of employment while monetary policy isresponsible only
for price stability. Consequently, awage policy should seek to bring developments in nomina wages
inline with productivity growthwhile making explicit reference to the central bank’ stargetsfor inflation.
If nomind wages rise a the same rate as productivity plus the target rate of inflation, increases in
productivity can be trandated into real incomeand demand withthe minimumfrictionpossible. The task
of creating additiona jobs would then become the responghbility of other policy measures, in particular
monetary and fisca policy. That is precisdy the economic policy assgnment whichwas so successtully
pursued in the United Statesinthe 1990s. It was not so much the flexibility of labour markets that was
responsible for the large increase in jobs and decline in unemployment there, but rather the flexibility
of monetary policy in interpreting its repongbilities.

C. Trade, financial flows and labour marketsin developing countries

In recent years developing countries have striven hard, and often at considerable cogt, to
integrate more closdly into the world economy. Because many of these countries had long histories of
more inward-oriented devel opment strategies, the expectationwas a consderable acceleration in their
economic growth, diminished vulnerability to externa shocks and a more equitable distribution of
income. Trade liberdization would ensure the best alocation of resources according to comparative
advantage, securing the export revenues needed to import key ingredients of faster growth. Financia
liberdization would attract foreign capital seeking high returns, dlowing the developing countries to
inves more than they could save without running into payments congraints, as wel as bringing
technology and organizationd skills through increased flows of foreign direct investment.
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Charts
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The growth of world trade, particularly following the completion of the Uruguay Round of trade
negotiations, and, perhaps evenmore decisvely, the recovery of financid flowsto developing countries
inthe 1990s were taken as confirmationthat anew eraof prosperity was beginning to unfold. However,
inthe face of degp-seated imbalances and biases in the internationd trading and financid systems, the
gansfrom integration in terms of faster growth, greater employment opportunities and reduced levels
of poverty have so far proved disgppointing. The humbling of the Asantigerssince 1997 has reveded
the heightened vulnerability of eventhe strongest devel oping countries. Theextent towhichliberdization
policies have themsdves contributed to this disgppointing outcome will be considered below.

1. Trade liberalization and labour market performance

According to conventiona andyssthe immediate impact of trade liberdization should be to
change rdative pricesin line with a country’ s resource endowments. Thus, a generad move towards
greater opennessin the world economy should be reflected in narrowing wage gaps among countries.
While it is recognized that there may be temporary adjustment costs, eventualy demand for labour
should shift towardsless-skilled workersinthe South narrowing the wage gap with skilled workers and
triggering a process of wage convergence between developed and developing countries.

Although a number of studieshave reached the conclusionthat trade liberdizationin devel oping
countriesdoes not adversdy affect employment conditions, these findings have beenroundly criticized
on both methodologica and empirica grounds.*® The vague definition of openness and the failure to
didinguish episodes of export promotion from those of import liberdization have resulted in
misrepresentation of trade regimes, and made it difficult to make cross-country comparisons and
interpret the findings. Moreover, the falure to present an explicit counterfactual and biasesin country
selection have raised serious doubts about the vdidity of these studies. Indeed, the more recent
evidencefromliberdizationepisodesinLain Americaand sub-Saharan Africasuggeststhat anincrease
in unemployment has often accompanied liberdization programmes*

Although there were certainly other factors operating in labour markets during such episodes
of trade liberdization, induding those linked to macroeconomic adjustment and labour market reforms,
the idea that unemployment could increase if tariff and non-tariff barriers are lowered and consumers
switchfromnon-traded goods to importsis hardly contentious.™> Devauaionor cutsin nomina wages
could help counter rigng unemployment resulting from trade liberdization, dthough thiswould come at
the cogt of increasing inequdities.

Growing wage inequaity has indeed characterized most episodes of rapid trade liberaization
in developing countries. In one study of changesin earnings of three different skill groups of |abour in
10 Latin American countries in recent years, al except one of the countries experienced widening gaps
between skilled workers and unskilled workers. With few exceptions, red earnings of unskilled
workersfdl during the periods covered, with dedlines exceeding 20 per cent inmany cases.’® The gap
inearnings between public employeesand workersinlarger firms onthe one hand and skilled workers
on the other hand aso widened in most countries, though by alower margin.’
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Increased wage disperson in manufacturing during the recent period of globdization has dso
been reported by the ILO, for a sample of 30 countries in Africa, Ada and Latin America which
compares average rea wagesin 1975-1979 withthosein1987-1991.%8 [twas found that in about two
thirds of al the countries real average wages had falen, and that the fal was corrdlated with a rise in
wage disperson. The economies in which wage diperson diminished includethe fird-tier East Asan
NIEs, where it was accompanied by sgnificant increasesinlabour productivity. The only exception to
diminishing wage disperson in East Asais Hong Kong, China

A number of explanations have been offered to reconcile the increased wage inequdity with
the mainstream trade theory based on comparative advantage. Perhaps not surprisingly technological
factorshave received particular attention. If trade liberdizationand increased capital mobilityaccelerate
the introduction of best-practice technology in developing countries, and if the use of suchtechnology
requires specidly trained labour, the increase in demand for skilled labour may lead to a widening of
the wage gap. However, afarly szable shift intechnology would be required, whichshould be reflected
in a sharp increase in imports of capital goods as well asin an expanson of exports of kill-intendve
products. But the greater openness observed in Latin Americahasnot generdly been associated with
aggnificant increase ininvestment and technology transfer. Manufacturing invesment in the region has
aso been duggish since rapid trade liberdization began, even in the presence of massive inflows of
capitd; for the seven mgor Latin American countries taken together, investment in machinery and
equipment was lower than in the early 1980s and there was little evidence by the end of the decadeto
suggest that “investment rates had recovered to the point where high and sustained growth can be
guaranteed” .1

More importantly, the observed shift in wage differentials towards skilled labour hasnot been
associated with any sgnificant increase in the exports of more skill-intensive products.?® In some
ingtances demand for skilled labour has increased rdative to that for unskilled labour without a
gonificant  increase in investment to upgrade the industry and move exports towards
technology-intensve products. Industries producing low-technology products have replaced
less-educated with more-educated labour. This skill-upgrading may have been triggered by trade
liberdization when the industries concerned were no longer able to compete with imports. Also,
comptitiveness could not be restored Imply by lowering the wages of unskilled |abour: it necessitated
in addition the hiring of more skilled |abour.

The emergence of low-cost producers of labour-intensive manufactures from Asia during this
period has no doubt changed the parametersininternationd trade for other exporters of such products.
However, its effect has not been uniform. The firg-tier East Asan NIEs, where about half of the
exports conssted of such goods in the mid-1980s, have responded to this new competition by
resructuring and upgrading ther labour-intendve exports, and by shifting towards skill-intensve
products. This upgrading began before imports were liberdized in the second half of the 1980s. The
share of labour-intensive productsinthe combined exports of the two economies fell fromover 40 per
cent in1985 to 25 per cent in 1994, while the share of kill- and technol ogy-intensive exports doubled,
reaching over 56 per cent in 1994. In the Republic of Korea wage differentias narrowed throughout
the 1980s, whilein Taiwan Province of China the trend towards widening wage inequdity wasreversed
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inthe latter hdf of the decade. Inboth cases, restructuring and upgrading were facilitated by increased
supplies of skilled labour brought about by appropriate manpower policies.

It thus appears that the effect of trade liberdization on wages and income digtribution differs
among countries, depending onthe domestic and internationa conditions under whichitisimplemented.
While resource endowments are certainly important in determining comparative advantage, there are
a0 other factors that influence the degree of competitiveness of various indudtries. In this respect, it
isimportant to recal the textbook argument invoked to counter the ideathat |ow-wage countries have
an unfair competitive advantage in internationd trade relaive to high-wage countries. It is not just
relative wage costs, but unit labour cogts, that determine international competitiveness. Two countries
with amilar rdative endowments of skilled and unskilled |abour can have different productivity levels
in any given industry, depending on their successin learning and upgrading.?®

Herein liesthe main difference betweentrade liberdization in the firs-tier East AsanNIEs and
most other middle-income developing countries. In the former, liberdization followed the successful
implementation of industria and trade policies; protection and support were removed in large part
because they were no longer needed. In the latter, on the contrary, liberdization has largely been
triggered by the falure to establish efficient, competitive industries in labour- and/or skill-intensive
sectors. Accordingly, the impact of increased competition brought about by trade liberdization on
income digtribution has been crucidly different.

2. Financial liberalization and labour market performance

The 1990s have al so withessed a concerted push to open up the capital account indeveoping
countries, accompanied by arapid expansonof private capita flows into these countries. Differences
among countriesin their policy approach to capita flows and their macroeconomic effects have been
examined ingreater detall in past Trade and Devel opment Reportsas well asinanumber of country
studies published by UNCTAD.?* However, againg a generd backdrop of rapid liberdization and
deregulation of financid markets, alarge proportion of these flows conssted of liquid capita attracted
by short-termarbitrage marginsand prospectsof speculative capital gan. These have proved extremely
volatile and subject to bandwagon effects, capable of generating gyrations insecurity prices, exchange
rates and trade balances, and ultimatdy culminating in severe financid crises. Such volatility was a
particular danger in countries where the liberdization of capitd flows was prompted by the need to
finance growing externd deficits, as was the case in much of Latin America. But the danger was dso
present in countries with good records of economic management and atrack record of well-managed
integration into the globa trading system, as wasthe case in East Ada

The evidence fromrecent experience suggeststhat large swingsineconomic activity associated
with financd boom-bust-recovery cycles have far-reaching consequences for growth and labour
market conditions in developing countries® Surgesin capita inflows often lead to a deviation of key
macroeconomic aggregates such as savings, investment, fisca and foreign balances, exchange rates,
employment and wagesfromther longer-term, sustaingble levels. The rapid exit of capital and financid
crises, onthe other hand, tend to lead to overshooting inthe opposite direction. The recovery process,
whichrestores aggregateincome to pre-crisis levels, generdly resultsinadifferent configurationof key
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macroeconomic variablesfromthoseprevallingbeforethe outbreak of the crisis. Inparticular, they tend
to result inlarge shifts inincome distributionand poverty, whichcanbe corrected only after many years
of growth.

Typicdly, surgesin capitd flowsto developing countries are associated with the widening of
the gap between domestic income and absorption, and with rising externd deficits, which often result
fromthe effects of capita inflows themsaves?® In East Asathe surge incapital inflowswas associated
with aboom in private invesment, from aready high levels. By contradt, inthe earlier Latin American
episodes and in other emerging markets, surges in cgpitd inflows were invariably associated with a
boom in private consumption.?” The Turkish boom during 1989-1993, which in some respects
resembled the Latin American pattern, was associated witha sharp risein public spending, resulting in
alarge increase in the public-sector deficit as a proportion of GDP.

InEast Asathe boomwas associated withargpid increasein employment and real wages, but
ingenera labour productivity rose even fagter, notably inthe Republic of Korea. The gap betweenredl
wages and productivity growth provided a cushion againg the faling profitability of exports after the
mid-1990s.2 By contrast, boththe Latin Americanand Turkishbooms were characterized by increases
in real wages in excess of productivity, and unemployment continued to rise, as in Argentina and
Mexico (and aso in Brazil), or stayed high, asin Chile and Venezuda In addition, in Argentina, Brazil
and Mexico risng wages were accompanied by declining levels of forma employment and increases
in the labour force in the informal sector.®

The policy of rdiance on capitd inflows to support a consumption-led growth based, at least
partly, on risng wages had a populist twist as it helped to correct some earlier distortions in income
digtributionat the expense of labour. Indeed, most Latin Americanepisodes and the Turkishboom had
been preceded by a period of dgnificant erosion of real wages and by large declines in the share of
wagesin industrid vaue added. This populist policy mix thus served to avoid hard policy choices and
alowed price gability to be achieved without running into distributiona conflicts. However, sncethis
Stuation depended on maintaining capitd inflows, the rapid exit of capitd and the decline in economic
activity laid bare the latent conflicts, often leading to a redistribution from wages to profits.

Labour market conditions deteriorated indl countries with the outbresk of the financid criss.
Indeed, it appears that reduced incomes and employment in organized and informd labour markets
have been the main socid conduit of the adverse impact of financia crises on poverty and equdity.
Rising informdization and disguised unemployment gppear to have beenthe trend dmost everywhere
in Ada, but despite suchflexibility and generdly declining participation rates, unemployment rosein dl
crisis-hit countries®

Declinesinwagesand growing unemployment combined to produce a sharp increase inpoverty
throughout the region. In 1998 the number of people living on less than $1 a day was estimated at
65 million in the East Asian economies taken together, 10 million of whom were crisis-precipitated.
These figures rise to 260 and 30 million, respectively, if the poverty benchmark is put at $2 a day.?
Among these countries, poverty appears to have increased most in Indonesia and the Republic of
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Koreg, acritical factor having been a faster increase in food prices than in prices of other consumer
goods, particularly in Indonesia, where inflation accelerated rapidly.

Theimpact of finandd crises onwages, employment and povertywassmilar inearlier episodes
in Lain America. In some cases the adjusment was more in terms of declinesin rea wages, which
exceeded 20 per cent between the peak and the trough (e.g. in Mexico and Venezuela). The decline
asoexceeded 20 per cent inTurkey. Inother Lain American episodes, wage declineswere moderate,
but there were sharp increases in the unemployment rate inthe order of 6-10 percentage points, asin
Argentina during 1995-1996 and in Chile during the Southern Cone crigs.

The impact on poverty in Latin Americawas equaly devadtating. Although growthduring the
firgt haf of the 1990s had resulted in agradua reduction of the high poverty levelsinherited from the
1980s, evenbefore the subsequent crisesthere were dill more than 200 millionpeople living beow the
poverty line. One reason for the persistence of such high numbers was that growth in Latin America
during the 1990s was generdly accompanied by growing income inequaities. Taking into account the
adverse impact of financid crises from the mid-1990s onwards, ECLAC estimated that the decade
would end with higher levels of poverty than those of the 1980s.>

The sharp deteriorationinthe conditions of labour, particularly among the unskilled, isamgor
reason why the reduction in poverty levels has so far lagged behind economic recovery in East Asa
Indeed, empiricd studies show that there is a Sgnificant asymmetry in the impact of growth and crises
on poverty in developing countries. the poverty-dleviaing impact of a given rate of growth is
sgnificantly wesker than the poverty-augmenting impact of a comparable declinein GDP.3*

The persistence of widespread poverty and declinesinwage incomes despite the recovery of
output provide prima facie evidence that financid cycles result in regressve income digtribution.
However, it appearsthat for various reasons related to data problems as wdl as conceptual difficulties,
the standard measures of income distribution cannot dway's capture such changes. In the Republic of
Korea, for ingance, the data show that whilein the first quarter of 1995 the incomes of the richest
10 per cent were about 7 timesthose of the poorest 10 per cent, they were more than 10 times higher
in the firgt quarter of 1999.% By contrast, Gini coefficients appear to have remained unchanged in
Indonesia and Thailand, despite substantia increases in the poverty-stricken population in both
countries.®

It isds0 extremdy difficult to assess the equally important impact of financid crigs on wedth
destruction, which appears to have hit primarily smdl- and medium-sized enterprises that provide
extended family employment opportunities. The loss of income and employment in these sectors
probably increases the share of popul ationdependent onwage labour and leadsto anincreaseinforma
unemployment. It may also contribute to the rise in saving ratios and explain the lag in consumption
observed after the crisis as attempts are made to keep family-owned businesses dive.
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D. Conclusions

During the 1980s mass unemployment and growingwage inequdity became a veritable scourge
acrossmuchof theindugtria world. These problems persisted inmany countries during the 1990s. How
they are dedt with will influencethe future course of dl economies, whether developed or developing,
given ther interdependence.

Despite growing support for globaization, liberaizationand outward-oriented development in
the indudtridized countries, labour market problems have been blamed on imports of manufactured
productsfromthe South. The solutions proposed range fromerecting import barriers (* protectionism”),
to imposng higher labour standards on southern producers (“socid clause’), to lowering labour
standards in the North (“flexible labour markets’). Each of these responses — induding the third,
favoured by advocates of free marketsand minmum government —would dow the industridization of
developing countries without resolving the labour market problems in the North.

Whiletrade providesonly a supeficid explanaion of unemployment and wage inequdity, the
same can aso be sad for the most popular dternative — technologica change. Both factors have,
indeed, tended to reduce the demand for unskilled labour in industria countries. But didocations of
labour as a result of new competition or new technology are nothing new in economic history, and,
besides, demand for skilled labour has also been weak inmany countries. What, then, has made it so
difficult for the labour displaced by structural change to find remunerative work esewhere in the

economy?

The root of the problemliesinthe dow pace & which demand, output and investment in most
indudtridized countries have been expanding over the past two decades. Even if labour is made less
costly to employers and more skilled, business will invest on the scale required to provide more and
better jobs only if it is confident of buoyant sales. The strong labour market performance of some
indudtrid countries during the 1990s provides ample evidence that unemployment and growing wage
inequdity inthe North do not have aninternationd origin. Notably inthe United States, but dsoinsome
smaller European economies, trade with the South has been consistent with achieving the god of full
employment.3” Moreover, the coincidence of full employment and “the new economy” based on
information technology during the 1990s cdls into question smple sructurd explanations of
unemployment in the developed economies.

Withthe obvious success of some countriesinthe North inreducing unemployment by demand
management and high growth rates, the conventiona policy approach needsto be reconsidered across
the developed world if labour market security is again to become the norm for working people. The
effective answer lies in appropriate macroeconomic policies to increase productive investment and
expand employment. Under these conditions both trade and technology can reinforce avirtuous circle
of economic growth, job creation and productivity gains. This will certainly require better policy
coordination among the leading industrid economies dong with more effective governance of
internationa capita flows than hasbeenthe case sncethe collapse of the Bretton Woods system, and
a better managed exchange rate system among the G-3 currencies.®
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With the resumption of rapid and sustained growth, ful employment and opening of markets
inindustrid countriesinareasof export interest to devel oping countries, the Southwould have achance
to tackle smultaneoudy its development chalenges and its labour market problems. Such a Strategy
would mean “al-boats-afloat”; it would create jobs in the North while benefiting — not hurting — the
South. At the same time it would remove the main threet to the liberdization of trade. This approach
may seem politicaly out of reach. But any further deterioration of labour market conditionsinthe North
could threatensocid stability and lead to beggar-my-neighbour policies, exacerbating conflictsamong
nations, and jeopardizing the sability of the internationd trading system.

Improvement in labour market conditions will aso require a reorientation of development
policiesat the nationa and globd leves, particularly withrespect to the speed and pattern of integration
of developing countriesinto the globa economy. Rapid and prematureliberdizationafter thedebt criss
of the 1980s, not underpinned by appropriate ingtitutions and productive capacity, has been a source
of steady deterioration in labour market conditions in many Lain American and African economies,
frequently compounded by ineffective or misguided adjustment programmes. In Asa even countries
withahistory of strong output and employment growthfdl victimto volatile capital flowsand economic
policyerrors, withthe burden of adjustment fdling heavily onwages, employment and social conditions.
Repid financid liberdization, in many cases representing a reversal of years of more measured
integration into the globa economy, was amgor factor.

Reganing control over financid marketsand reduced rdiance on externd private capita flows
will be acentra policy chalenge for al developing countriesinthe coming years. Policiesto invigorate
productive investment, stimulate technologica upgrading and enter new markets will also be needed.
For many devel oping countries, buildingand strengthening capacity inthe manufacturing sector remains
the surest way to increase productivity, dlowing for both higher wages and export competitiveness.
Experience shows that market forces cannot be relied upon to redize this god and that a mixture of
macroeconomic and industrid policies will be required inorder to strengthen capital accumulation and
private entrepreneurship. Furthermore, the internationa community will have to face up to the
pronounced externa condraints on devedopment and to the need for exports and development
assistance, rather than ungtable private capital flows, to underpin areturnto rgpid and sustained growth
in developing countries. All of these are essentid ingredients of a successful strategy for improving
labour standards in developing countries.
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