
 

International Labour Review

 

, Vol. 143 (2004), No. 1-2

 

Copyright © International Labour Organization 2004

 

The changing structure of trade linked
to global production systems:

What are the policy implications?

 

William MILBERG

 

*

ost studies of economic globalization emphasize the rise in the

 

M

 

degree of world trade openness since 1980, as measured in
terms of the 

 

amount of trade

 

 in relation to overall economic activity.
This quantitative rise, however, may be less significant than the quali-
tatitive change in the structure of world trade that has occurred over the
same period, specifically the trade associated with the international
“disintegration” of production, i.e. breaking up the production process
into different parts and locating these parts in different countries. This
article examines the extent of that structural change, its causes and its
significance in the context of economic development.

The shift in the structure of international trade – both to more inter-
mediate goods and increasingly outside the confines of the multi-
national enterprise – poses challenges to both theory and policy. The
theoretical challenge is to the traditional theories of international trade
and foreign direct investment (FDI). With the rise of international cap-
ital mobility and trade in intermediate goods, the theoretically harmoni-
ous world of comparative advantage gives way to a competitive struggle
of absolute advantage and the relative desirability of a location for pro-
ducing a particular input used in the overall production process. With re-
spect to foreign investment, the internalization theory diminishes in im-
portance, creating the need for an economic theory of externalization.

The policy challenge arises out of the fact that while global pro-
duction sharing has apparently helped developing countries expand
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export-oriented manufacturing activity, the value added from that activity
has not increased markedly over previous, commodity-based export re-
gimes. This is because lead firms in global production networks out-
source lower value-added activities, retaining control over production in
the higher value-added areas of their “core competency”. These areas
are often characterized by higher technological and skill requirements,
but they are also commonly oligopolistic and subject to significant bar-
riers to entry. The lower value-added portions of many global produc-
tion networks have low entry barriers and are characterized by ongoing
entry by firms into countries that previously did not produce. Com-
petition at this level can be so intense as to make it difficult to raise
profits and wages. While wage stagnation affects the standard of living
today, it is the difficulty of capturing rents for reinvestment that poses
the greatest challenge to longer-term economic development.

The growth of FDI in developing countries does not solve the
problem because most profits are repatriated, and FDI tends to lag
rather than lead economic development. Countries should not make
major concessions to attract FDI. Instead, to achieve the goal of skill
and infrastructure development – crucial for successful managerial cap-
italism (and likely to attract FDI) – countries should devise industrial
and competition policies aimed at meeting their specific needs and at
expanding rents from productive activity. It is on the socially pro-
ductive reinvestment of these rents that economic development cru-
cially hinges.

This article is divided into eight sections. The first presents an over-
view of world trends in trade and FDI, with an emphasis on explaining
the driving forces for FDI, and the slow growth in vertical as opposed to
horizontal FDI. The second considers global production sharing gener-
ally, stressing the growing importance of arm’s-length and other exter-
nal forms of outsourcing. The third and fourth sections analyse the impli-
cations of global production systems for the theories of foreign trade and
investment, respectively. The fifth section reviews the evidence on mar-
ket structure across global commodity chains. The sixth section then
looks at the consequences of globalized production for labour and cap-
ital, including wage and employment implications, and for international
profit flows. The seventh section takes up some policy issues of direct rel-
evance to the challenge of economic development resulting from glob-
alized production. These relate to industrial policy, competition policy,
policy towards inward FDI and labour market policies within the global
production system. A final section offers brief concluding remarks.

 

The globalization of production: Trade and FDI

 

Economic globalization is a two-pronged process: the globalization
of finance and the globalization of production. The common feature of
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these two components is heightened international capital mobility. With
the widespread liberalization and computerization of financial markets,
gross international capital flows have skyrocketed over the past 20 years.
Consider the market for foreign exchange: in 1977, annual transactions in
foreign exchange totalled US$4.6 trillion. By 2001, transactions were run-
ning at a 

 

daily

 

 rate of US$1,210 billion, equivalent to the annual value of
world trade.

 

1

 

Trade

 

While the globalization of finance has increased dramatically, the
globalization of production has grown significantly too. The globaliza-
tion of production comprises both international trade and FDI. Since
the mid-1980s, the global volume of FDI has grown more than that of
international trade, which, in turn, has grown more than world output
(see IMF, 2001; UNCTAD, 2001).

The globalization of production comes with great promise of a
new phase of export growth from developing countries, whose inclusion
in the process opens new markets and introduces new technologies. As
world trade has expanded, both in absolute terms and in relation to
world output, developing countries have maintained their share of
world exports and significantly expanded their share of world exports
of manufactured goods. At just over 33 per cent, the developing coun-
tries’ share of world exports was the same in 2001 as it was in 1963. But
the composition of their exports shows a dramatic expansion in the
share of manufactured goods, from around 10 per cent in 1975 to almost
75 per cent in 1996 (WTO, 2002).

 

Foreign direct investment

 

The multinational enterprise is often viewed as a key driver of the
process of the globalization of production. This is understandable, since
the existence of the multinational enterprise is, by definition, premised
on some previous and significant (controlling) foreign investment.

 

2

 

Moreover, the past 20 years have seen an explosive rise in the activities
of multinational enterprises.

 

Recent estimates suggest there are about 65,000 TNCs today, with about 850,000
foreign affiliates across the globe. Their economic impact can be measured in
different ways. In 2001, foreign affiliates accounted for 54 million employees

 

1

 

Net capital flows (as opposed to gross flows) have arguably been inadequate or, worse,
perverse, in the sense that debt repayment and profit repatriation by multinational enterprises
have generated a flow from the developing to the developed countries.

 

2

 

The convention for measurement purposes continues to be greater than 10 per cent
ownership in a foreign asset. With the growth of stock markets even in many developing countries
in the 1990s, the liquidity of FDI was raised, further blurring the distinction between portfolio and
direct foreign investment. See Milberg (1999) for a more detailed discussion.
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compared to 24 million in 1990; their sales of almost $19 trillion were more than
twice as high as world exports in 2001, compared to 1990 when both were roughly
equal; and the stock of outward foreign direct investment (FDI) increased from
$1.7 trillion to $6.6 trillion over the same period... . Foreign affiliates now account
for one-tenth of world GDP and one-third of world exports (UNCTAD, 2002a,
p. 1).

 

The share of FDI in world gross capital formation rose by two-thirds
between the early 1980s and the early 1990s; for developing countries, the
increase was by three-quarters. Globally, FDI skyrocketed in the 1990s,
although it dipped suddenly in 2001 as a result of world recession, asset
deflation (especially stock market declines) and a consequent decline in
the value of a number of large mergers, mainly in Europe. Thus the de-
cline in FDI flows was skewed toward developed countries. FDI to devel-
oping countries rose from US$8.4 billion in 1980 to US$205 billion in
2001, and the developing country share of global FDI rose from 15 per
cent in 1980 to 22 per cent in 1999-2001. This has not been enough of an
increase, however, to make a change in the developing countries’ share of
the world stock of foreign investment, which has fluctuated around 35 per
cent for the past 20 years (UNCTAD, 2002b).

While the developing country share of world FDI flows has in-
creased slightly, the role of FDI in the total inflow of foreign capital to
developing countries has expanded dramatically. Since the debt crises
of the 1980s, direct investment has supplanted private debt or equity as
well as government grants as the major channel of foreign capital in-
flows into developing countries. Over the period 1999-2001, FDI ac-
counted, on average, for 86 per cent of private foreign capital inflow
and 71 per cent of total capital inflow into developing countries (World
Bank, 2000, 2001 and 2002). Relative reliance on FDI to meet foreign
capital needs could hardly be higher.

 

What drives foreign direct investment?

 

The picture described above suggests that FDI by multinational
enterprises has become one of the true driving forces of globalization.
What is motivating such high levels of FDI? There have been hundreds
of empirical studies of the locational “determinants” of FDI. A typical
econometric model regresses FDI on measures of economic activity,
population, distance (both geographical and cultural, the latter using a
language variable) and then adds a variable to capture human capital
and perhaps, in the more recent versions, labour standards and political
stability. Regulations on labour standards and tax concessions are often
found to be insignificant. Kucera (2002) finds a significant negative
effect of higher manufacturing wages/value added for a sample of 100
less developed countries. However, he does not find a negative effect of
stronger union rights. This suggests the greater importance of non-cost
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effects of union rights on FDI, perhaps resulting from greater political
and social stability.

 

3

 

This result is less surprising when placed in the context of the tra-
ditional distinction between horizontal and vertical FDI. Horizontal
FDI is also called “market-seeking” in that it involves a replication of
productive capacity in the foreign location, presumably for sales there.
Two conditions are necessary to induce such FDI. First, the foreign
market must already exist or be about to develop. Second, replication
of production on foreign soil must be preferable to export from home.
Typically, this second condition depends on an absence of significant
economies of scale and the presence of high tariffs in the foreign mar-
ket, and for this reason such horizontal FDI is often termed “tariff hop-
ping”. Certainly most FDI to developed countries is aimed at better
serving host markets, and some FDI in developing countries is driven
by similar reasoning – Brazil being a well-documented example (see
Evans, 1995; on China, see Braunstein and Epstein, 2002). Thus, econo-
metric studies looking at 

 

all

 

 FDI are likely to find host market GDP to
be the most significant determinant.

Vertical FDI involves capital movement aimed at more efficient
backward linkages, either in production or in natural resources. “Effi-
ciency-seeking” vertical FDI is the movement abroad of productive
resources with the aim of lowering costs. It can be driven by a variety of
factors, including lower labour costs, lower taxes on profits, low or lax
standards on labour or the environment. These advantages must more
than offset the tariffs and transportation costs incurred as a result of the
international movement of any parts, components or assembled goods.
Efficiency-seeking FDI is typically viewed as investment in low-wage
countries, but it is not exclusively so. Considerable direct investment
from the United States in Canada, for example, serves to produce or
assemble parts used in goods sold in the United States. And Japanese
direct investment in Ireland, for example, has been understood to be
driven by that country’s relatively efficient labour force and proximity
to the major markets of the European Union.

“Resource-seeking” vertical FDI is driven by the desire of lead
firms to control supplies of natural resources or primary commodities
used in the production of other goods. This is what motivated the tradi-
tional structure of colonial and neocolonial foreign investment, led by
the United Kingdom in the 1870-1913 period and by the United States
after the Second World War, and it continues to be a factor in FDI
today for sectors which are resource-intensive, such as steel or fabri-
cated metal products. Some analysts have recently added “strategic-
asset seeking” as an additional motive for FDI, referring to cases such

 

3

 

On tax concessions, see Wheeler and Mody (1992). See also Hanson (2001) for case
studies that support the Wheeler and Mody results.
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as European investment in Silicon Valley. Such investment is vertical,
though it tends to focus on forward linkages rather than on the back-
ward linkages typically associated with vertical FDI (Dunning, 2000).

Globally, the accumulated 

 

stock

 

 of vertical FDI has increased
gradually over time, though it has done so at approximately the same
rate as that of horizontal FDI in the 1990s, leaving their relative shares
unchanged at about 33 and 67 per cent, respectively (UNCTAD,
2002b).

 

4

 

 The dominance of horizontal FDI would explain why horizon-
tal investment swamps the dynamics of vertical investment in most
econometric studies. Another reason these studies have often not
found cost differences to be a significant driver of globalized produc-
tion is that movements in relative costs may trigger production sharing
through external rather than intra-firm channels, an issue considered in
detail below.

 

5

 

Internalization

 

There is a commonality across the three motives for FDI in the tra-
ditional taxonomy. In all cases, firms have decided to maintain the
foreign operation within the firm. This is the process of 

 

internalization

 

,
according to which firms will expand their own operations when they
control an asset – often an intangible or knowledge-based asset – that
allows them to earn above-normal profits rather than seek another firm
to supply the downstream, upstream or horizontally located product or
service.

The rationale for internalization is rooted in the very logic of the
capitalist firm itself: firms are organizations that exist as distinct from
markets precisely because they can organize production at a lower cost
than would be incurred if all aspects of their production process took
place separately in markets. In a classical article on “the nature of the
firm”, Coase (1937) identified lower transaction costs as the source of
the advantage of firm-based rather than market-based organization
of production. This rationale for the existence of the firm was then
extended to explain FDI, in terms of the simultaneous desire of firms to
expand their markets and retain the benefits of intra-firm organization.

Coase’s insights have formed the basis for the theory of the multi-
national enterprise for the past three decades. Hymer (1976) and, later,
others have described the transnational firm as a non-market institu-

 

4

 

Hanson, Mataloni and Slaughter (2001) find evidence of increased verticality in outward
FDI from the United States in the 1990s compared to the 1980s.

 

5

 

For example, Brainard and Riker (1997) find little substitution of foreign for domestic
labour by multinational enterprises when foreign labour costs fall. They consider only multi-
national enterprises and their affiliates, thus leaving out any “arm’s-length” international out-
sourcing. See Feenstra (1998) for a similar criticism of studies of outsourcing that only include
foreign investment data (i.e. excluding arm’s-length subcontracting).
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tion in the Coasian sense: the international extension of the firm re-
flects its apparent organizational superiority, perhaps because of the
transaction-cost savings it brings compared to the costs that would be
incurred through market transactions. Such savings, or rents, could re-
sult from the firm’s intangible assets related to technology, production
process, product design, management, labour relations, marketing,
service or any other dimension of the production or delivery of a good
or service. While the internalization

 

 

 

of international operations
through foreign investment is a result of the relative inefficiency of the
market, the protection of such knowledge-based assets by keeping
them internal to the firm is widely recognized as the prime reason why
firms invest abroad rather than serve foreign markets in other ways,
such as exports or even licensing or subcontracting. Today, the advan-
tages of internalization are still seen as the key explanation of FDI.

 

6

 

Global production sharing

 

Given the sheer magnitude of their operations, multinational
enterprises are, not surprisingly, at the centre of current discussions of
globalization. Their ability to break up the production process into
parts and integrate this process across many countries has come to be
the symbol of globalization itself. Ford’s “world car”, for example, has
parts produced in 14 countries and assembly operations in nine coun-
tries (UNCTAD, 1993). Such increased verticality may account for the
fact that international trade and FDI, once seen as mutually substitut-
able means of serving foreign markets, are now complementary, with
FDI often resulting in more imports and exports.

Ironically, because FDI is measured so precisely and for so many
countries, analysts tend to see globalization through an FDI lens. Like
the proverbial drunk who searches for his lost keys under the streetlight
only because that is where she/he can see best, economists have over-
emphasized the relevance of FDI for economic development – in terms
of both its direct role in developing country production processes and
its distinctiveness from the process of international trade.

A different picture emerges if we focus more generally on the
change in the structure of international trade over the past 20 years and,
in particular, on the rise in the share of intermediate goods in overall in-
ternational trade, whether it is intra-firm trade resulting from FDI or
trade resulting from “arm’s-length” subcontracting. Having risen more
rapidly than trade in final goods, trade in intermediate goods is the defin-
ing manifestation of globalized production or what has variously been
termed “outsourcing”, “the international disintegration of production”

 

6

 

Dunning (2000) has for many years embellished the internalization theory with two other
types of advantages that would explain FDI: ownership and location.
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(Feenstra, 1998), “the slicing up of the value chain” (Krugman, 1995),
“global production sharing” (Yeats, 2001), “the international integra-
tion of production” (UNCTAD, 1993), “vertical integration”, “vertical
specialization” (Hummels, Rapoport and Yi, 1998), “fragmentation”
(Arndt and Kierzkowski, 2001), “intra-product specialization” (Arndt,
1997) and “the rise of global production networks” (Ernst, Fagerberg
and Hildrum, 2002) or “global value chains” (Sturgeon, 2001). We begin
by evaluating the extent of the process, and then turn to an analysis of its
causes and consequences.

 

Extent of global production sharing

 

Because international production sharing is not measured explic-
itly in the international trade data (with one exception discussed
below), economists have applied a variety of techniques to measure its
extent. All studies support the same general conclusion: such processes
have become more prevalent over the past decade and they have
reached significant levels in relation to industrial production. A nar-
rower measure of outsourcing, which considers only those inputs that
are purchased from the same two-digit SIC industry as the good being
produced, shows a similar acceleration between 1972 and 1990 (see
Feenstra and Hanson, 1999).

 

7

 

Campa and Goldberg (1997) provide slightly more recent evi-
dence and look at two-digit manufacturing sectors for Canada, Japan,
the United Kingdom and the United States in the mid-1970s, mid-1980s
and mid-1990s. They measure imported inputs as a share of total inputs
using input-output data. They find a monotonic increase across indus-
tries in all countries. Moreover, the rate of increase in the use of im-
ported inputs across industries was relatively constant, implying that
“industries with relatively high levels of import penetration or im-
ported input use in the early 1970s retained their relatively high reli-
ance on imported inputs through the mid-1990s” (Campa and Gold-
berg, 1997, p. 4).

A detailed study of the machinery and transportation equipment
sector (SITC 7), found very striking patterns in the globalization of pro-
duction (Yeats, 2001). Machinery and transportation equipment
accounts for about 50 per cent of global trade in manufactures, and is
used by the author because under SITC revision 2 (implemented by
most countries in the early 1980s), it is the only industrial category for
which trade in parts and components is distinguished from trade in
assembled goods. Since the early 1980s, trade in parts and components
in this sector has increased more rapidly than trade in finished goods.

 

7

 

Where imported inputs = 

 

∑

 

j [inputs purchases of good j by industry i]

 

∗

 

[imports of good j/
consumption of good j].
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By 1995, trade in parts and components accounted for 30 per cent of
overall SITC 7 trade, up from 26.1 per cent in 1978. As a share of total
trade in machinery and transportation equipment, exports of parts and
components increased across the industrialized countries between 1978
and 1995, but they did so most dramatically in Japan, which greatly
expanded its global production system in developing Asia (Yeats,
2001). This trend was accompanied by a shift in the destination of
OECD exports of parts and components, with less going to Europe and
more going to developing countries – presumably for assembly and re-
export (ibid.). China and the rest of east Asia in particular experienced
large increases in the share of imports received, reflecting their huge
role in the production of machinery and transportation equipment. In
the area of telecommunications equipment, almost three-quarters of
Asian imports now consist of components for further processing and
subsequent export.

Other studies use a more trade-oriented measure of production
sharing. One measure is “processing trade”, i.e. the amount of imports
of intermediates that are processed and re-exported. Feenstra and Han-
son (2001) report that such imports from China and the United States
rose dramatically in the 1990s to countries of the European Union’s
periphery, namely Greece, Ireland, Portugal and Spain. Hummels,
Rapoport and Yi (1998) define “vertical specialization” as “the amount
of imports embodied in goods that are exported”, and find an average
increase of 20 per cent in this measure for OECD countries between the
1960s and 1990s. Specific industries showed huge increases: vertical
specialization in Japanese-Asian trade in electronics increased nine-
fold between 1986 and 1995.

Although the available trade data permit a precise measure only for
a few industries, there is now massive evidence that global production
sharing is being undertaken in a wide variety of sectors, including textiles
and apparel, consumer electronics, transportation and machinery, light
consumer goods industries such as toys, and even services as diverse as
sales and finance (see Feenstra, 1998, p. 7, for a concrete example).

But there may be limits to the degree to which production processes
can be dispersed across the globe. The opposite of such dispersion, so-
called “spatial clustering” or “agglomeration”, has been observed as the
result of scale economies, high transportation costs and preferential trade
arrangements. According to Venables, “vertical specialisation is ex-
tremely transport-intensive. Products cross borders many times, so small
transport costs and trade frictions cumulate into large overall effects. This
suggests that trade will develop primarily between clusters of countries
with good communication and transport links” (2002, p. 3). That is,
dispersion of production networks is more likely when transport costs
are low, and clustering more likely when transport costs are high.
Venables hypothesizes that clustering may increase in the future as new
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technologies promote the spread of “just-in-time” production processes.
In addition to these technical factors limiting dispersion, organizational
considerations have certainly confined the process for those aspects of
corporate activity associated with R&D, finance, and strategic and mar-
ket planning (Doremus et al., 1998).

 

Foreign direct investment and global production sharing

 

Because of the simultaneous expansion of the activities of transna-
tional corporations and of trade in intermediates, one might assume
that the latter is driven by the former. One might also assume that the
growing share of intermediate goods in total world trade is largely
the result of growth in intra-firm trade, i.e. international trade that
takes place within multinational enterprises. Surprisingly, however, the
share of trade that is intra-firm has been relatively constant for the past
25 years, implying that it has grown at the same rate as the overall
volume of trade. For example, while the share of intra-firm trade in
total United States trade is high, it has remained remarkably constant
for over 20 years, at around 35 per cent for exports and 42 per cent for
imports over the period 1977-1998 (Bureau of Economic Analysis,
2002). In fact, intra-firm trade constituted a smaller share of the United
States’ exports and imports in 1998 than it did in 1984. A similar pattern
is found in the intra-firm trade from Japan and Sweden, the only other
countries on which reliable intra-firm trade data exist (see Milberg,
1999, for details).

The high but constant share of intra-firm trade in the total trade of
the United States, Japan and Sweden indicates that despite the stunning
increase in the transnational activity of large firms – measured by em-
ployment, production or sales – such firms find it increasingly desirable
to outsource internationally in an arm’s-length relationship rather than
expand their own (intra-firm) production capacity abroad. In other
words, with the share of intermediate goods trade increasing and the
share of intra-firm trade constant, the rise in the share of trade in inter-
mediates must be the result of arm’s-length transactions, i.e. interna-
tional outsourcing outside the confines of the multinational enterprise.
This suggests that another reason why econometric analyses of the de-
terminants of FDI tend to find an insignificant relation between produc-
tion costs and capital movements is that arm’s-length subcontracting is
increasingly being substituted for efficiency-seeking FDI.

 

Coordination of global production systems

 

The dichotomy between arm’s-length outsourcing and intra-firm
production sharing by multinational enterprises fails to capture the
variety of organizational forms that link lead and supplier firms in a
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“network” or “quasi-hierarchy”. These relations mix elements of intra-
firm hierarchy and arm’s-length, market-based relations. A key to the
hierarchical form of components supply is the trust established across
divisions of the firm over time. Such trust is important in guaranteeing
both reliability of supply and flexibility in responding to exogenous
shocks, such as shifts in demand or design. Within the global production
system, trust is sometimes established through personal contacts.
According to one study of the apparel industry:

 

Pre-existing social relationships facilitate global production networks by reduc-
ing the risks of misunderstanding and opportunism. In the global apparel indus-
try, ethnic ties appear to do just that, as Asian entrepreneurs based in the United
States are linking up to factories in Asia at a much higher rate than other ethni-
cities, and are more able to establish the necessary connections required to
ensure reliable transactions and to reduce quality and delivery risks (Christerson
and Appelbaum, 1995, p. 1371).

 

There is a combination of factors driving this growth in global pro-
duction systems. The shift from hierarchy to market or quasi-market is
driven by the efforts of lead firms to lower costs, raise efficiency and
speed of delivery, increase flexibility and risk sharing, and “improve the
incentive and control structure of hierarchical organization” (Semlin-
ger, 1991, p. 105) The relative gain from vertical disintegration makes
apparent some limitations of the vertical organization that character-
ized successful firms for the entire twentieth century. Powell mentions
three weaknesses of vertically integrated firms: “an inability to respond
quickly to competitive changes in international markets; resistance to
process innovations that alter the relationships between different stages
of the production process; and systematic resistance to the introduction
of new products” (Powell, 1990, pp. 318-319).

Table 1 presents a simple taxonomy of forms of international out-
sourcing, differentiated by the degree of coordination between lead and
supplier firms. There is a rich literature analysing the global production
networks, but the focus here is on how this form of industrial organiza-
tion is captured in the analysis of trade and investment. From the perspec-
tive of international trade statistics, the network form is most like a mar-
ket, since international trade along such a network is considered an
arm’s-length exchange. In addition to arm’s-length international out-
sourcing of intermediate goods, there has been a rise in trade in final
goods at the wholesale level, i.e. goods whose production is complete ex-
cept for marketing and retailing. These goods are imported by large re-
tailers (e.g. Wal Mart, Gap) or by so-called “manufactures without fac-
tories” or “fab-less” firms, such as Nike, Calvin Klein or Fischer-Price,
which import goods fully assembled – but containing the lead firm label
or package – from a foreign producer or middleman. In these cases the
value added by the lead firm comes in the areas of design, marketing or
retailing.

 

6Milberg  Page 55  Tuesday, August 17, 2004  12:31 PM



 

56

 

International Labour Review

 

In other respects, the relation among firms in networks or quasi-
hierarchies is closer to that of a single firm and its majority-owned affil-
iate. Information may be shared between lead and supplier firms that
traditionally would be kept within the firm. Technical and communica-
tions support might be provided by the lead firm in order to smooth the
delivery of supplies. Production blueprints may even be provided to
developing country supplier firms (Tybout, 2000, p. 36). Japanese sub-
contractors, for example, use “long-term close relations with suppliers”
including “rich information sharing” (Holmstrom and Roberts, 1998,
pp. 80-82, cited in Williamson, 2002, p. 190). Nolan, Sutherland and
Zhang (2002) describe such suppliers as “the external firm of the large
global corporations”, an ambiguous term that reflects precisely this
organizational arrangement between market and hierarchy. This means
that while there may be no measured FDI between lead and supplier
firms in a network, there is possibly significant capital flow, be it of the
tangible or intangible kind.

 

Implications of global production systems
for the theory of trade

 

The rise in trade in intermediate goods in manufacturing consti-
tutes a fundamental shift in the structure of international trade and
poses a challenge to economists’ understanding of how countries fit into
the international division of labour. In the traditional theory of interna-
tional trade, the direction of trade (that is, which countries produce
what goods for export) is determined by the principle of comparative
advantage. According to this principle, a country will specialize in the
production and export of the good or goods for which its relative pro-
ductivity advantage exceeds that of the foreign country. Since, by defi-
nition, each country will always have a relative productivity advantage
in at least one sector, the principle of comparative advantage generates
the happy result that all countries will be able successfully to participate
in international trade in the sense that they will benefit from such trade

 

Table 1. Coordination in global production systems

 

Coordination Type of goods flow Type of capital flow Type of industry

 

None (market) Arm’s-length trade None Low design, specification require-
ment (e.g. standard apparel, 
electronics, toys)

Some (network
or quasi-hierarchy)

Arm’s-length trade Some, mainly
technological
or knowledge-
based

Low technological requirement, high 
design requirement (e.g. non-
standard apparel, footwear, 
electronics)

Complete (firm
or hierarchy)

Intra-firm trade Foreign direct
investment

High technological and design 
requirement (e.g. autos)
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and be able to generate export revenue equal to the value of imports.
In other words, free trade will be beneficial and balanced for all coun-
tries, even for those that have higher costs in all sectors. Paul Krugman
sums up this view nicely:

 

International competition does not put countries out of business. There are strong
equilibrating forces that normally ensure that any country remains able to sell a
range of goods in world markets, and to balance its trade on average over the long
run, even if its productivity, technology, and product quality are inferior to those
of other nations... Both in theory and in practice, countries with lagging produc-
tivity are still able to balance their international trade, because what drives trade
is comparative rather than absolute advantage (1991, pp. 811 and 814).

 

The “equilibrating forces” to which Krugman refers are the price
adjustments that should occur in the event that trade is not balanced.
These adjustments were originally described by David Hume in 1746 and
are known today as Hume’s “price-specie-flow mechanism”. Under a
gold standard, a country running, say, a trade deficit, will experience a net
outflow of specie (gold), leading to a decline in the money supply and thus
the price level. This lowering of prices improves the competitiveness of
the country’s goods, and the specie and price movements end when trade
is balanced. Today, it is the exchange rate that is supposed to adjust, de-
preciating in the face of a trade deficit and appreciating to spur adjust-
ment to a surplus.

But the globalization of production and finance has rendered irrel-
evant some of the key assumptions of the Ricardo-Hume model of
trade. The following subsections focus briefly on three of these. The
first is the assumption of no international movement of capital or input
production. The second is the Humean adjustment process that con-
verts comparative advantage into money cost differences that make
international trade actually happen. The third is the non-uniform distri-
bution of knowledge-based assets across firms and countries.

 

International capital mobility and footloose input production

 

The rise of capital mobility and the increased share of trade in
intermediate goods imply that capital or, analogously, the production
of the intermediate inputs can move to where it is most profitable. What
determines the international division of labour and the direction of
international trade will then depend not on comparative advantage, but
on the desirability of a location.

Ricardo, writing in the early nineteenth century, had been clear in
his justification of the assumption of no international capital mobility.
After stating the implications of full capital mobility for the location of
production – that all factors of production would move from England
to Portugal in his famous example – Ricardo then asserts that the
assumption of no international capital mobility is reasonable because:
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...the natural disinclination which every man has to quit the country of his birth
and connections, and intrust himself with all his habits fixed, to a strange govern-
ment and new laws, check the emigration of capital. These feelings, which I
should be sorry to see weakened, induce most men of property to be satisfied with
a low rate of profits in their own country, rather than seek a more advantageous
employment for their wealth in foreign nations (1817, pp. 136-137).

 

In the twenty-first century, the assumption of no international capi-
tal mobility and no international movement in the location of the produc-
tion of inputs is at odds with the undeniable forces of globalization de-
scribed in this article.

 

8

 

 The introduction of an internationally mobile
factor of production into the theory of trade reduces the relevance of
comparative advantage in the determination of trade patterns. With free
capital mobility, a good will be produced only where it is most profitable,
typically where unit labour costs are the lowest. At the extreme, that is if
one country has an absolute advantage in all goods (i.e. if unit costs are
lower in the production of all goods), this country will attract foreign capi-
tal, reducing foreign production and employment to zero in equilibrium.
Caves describes the implications of such a situation: “In general, the more
mobile are factors of production, the less does comparative advantage
have to do with patterns of production. If all factors are more productive
in the United States than in Iceland and nothing impeded their interna-
tional mobility, all economic activity would be located in the United
States” (1982, p. 55). Ronald Jones makes a similar point:

 

Although each nation can, by the law of comparative advantage, find something
to produce, it may end up empty-handed in its pursuit of industries requiring
footloose factors. Once trade theorists pay proper attention to the significance of
these internationally mobile productive factors, the doctrine of comparative
advantage must find room as well for the doctrine of “relative attractiveness”
where it is not necessarily the technical requirements of one industry versus
another that loom important, it is the overall appraisal of one country
versus another as a safe, comfortable, and rewarding location for residence of
footloose factors (1980, p. 258).

 

Relative productivities or costs will not necessarily play a determin-
ing role, and in this sense the operative principle will be absolute advan-
tage, not comparative advantage. In his 2000 Ohlin Lectures, Jones went
on to explain:

 

The idea of comparative advantage is linked to the notion that inputs are trapped
by national boundaries, so that the only decision that needs to be made concerns
the allocation within the country of these inputs... [A] world in which some inputs
are internationally mobile or tradeable is a world in which... the doctrine of com-
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Twentieth-century trade theorists were able to avoid the issue of international capital
mobility because of Samuelson’s (1949) development of the factor price equalization theorem,
which implied that even in the absence of international movements of factors of production, free
trade in 

 

goods

 

 will bring about an equalization in the remuneration of productive factors. Thus all
the welfare benefits of international exchange could be gained without any international capital
(or labour) mobility.
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parative advantage, with its emphasis on the question of what a factor 

 

does

 

 within
the country, needs to share pride of place with the doctrine of absolute advantage
guiding the question of where an internationally mobile factor 

 

goes

 

 ... [O]nce
international mobility in an input is allowed, 

 

absolute

 

 advantage becomes a con-
cept that takes its rightful place alongside 

 

comparative

 

 advantage in explaining
the direction of international commerce (2000, p. 7).

 

The price (exchange rate) adjustment process

 

The second fundamental weakness of the theory of comparative
advantage in the twenty-first century is its presumption of a well-
functioning Hume price adjustment mechanism. As financial markets,
including foreign exchange markets, have been liberalized, exchange
rates have increasingly been driven by financial market fluctuations,
and certainly have not responded to “fundamentals” like the balance of
trade. The delinking of exchange rates from the trade balance has led
to persistent trade imbalances and the unlikelihood that comparative
cost differences will be transformed into a situation of absolute money
cost and price differences across countries.

A country running a trade deficit as a result of high labour stand-
ards and costs, for example, cannot expect a market-driven deprecia-
tion in the medium run. Since 1980, trade imbalances among the major
OECD countries have been larger and more persistent than earlier in
the post-war era. Yet these are the countries with the most highly devel-
oped and liberal financial markets, and therefore those where current
account adjustment would be expected to be most efficient. In every
case except Canada, the magnitude (in relation to GDP) and the per-
sistence of these countries’ current account imbalances were greater in
the 1992-2001 period than they were in the 1972-1981 span (see OECD,
1999 and subsequent updates).
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Technology gaps

 

In addition to the issues of international capital mobility, foot-
loose input production and financial market liberalization, the growing
role of non-price competition – particularly competition over new
products or processes – has further reduced the effectiveness of the
Hume mechanism in balancing trade and thus the relevance of compar-
ative advantage. With persistent differences in technology or know-
ledge across firms and countries, writes Alice Amsden:

 

The price of land, labor and capital no longer uniquely determines competitive-
ness. The market mechanism loses status as its sole arbiter, deferring instead to
institutions that nurture productivity. Because a poor country’s lower wages may
prove inadequate against a rich country’s higher productivity, the model of ‘com-
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Supporting this result, empirical studies find that the Marshall-Lerner conditions – the
conditions required if devaluation is to bring a trade balance improvement – are often not satisfied
for the industrialized countries or the developing countries. See, for example, Rose (1991).
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parative advantage’ no longer behaves predictably: latecomers cannot necessar-
ily industrialize simply by specializing in a low-technology industry. Even in such
an industry, demand may favor skilled incumbents (2001, pp. 5-6).
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Firms seek profits and growth by creating and protecting a know-
ledge advantage over rivals, be it through innovation, FDI, inter-
national outsourcing, inter-firm cooperation or state subsidies.
International differences in social institutions – from systems of innova-
tion and finance to tax treatment of corporate profits, to labour market
regulations and even the scope of the welfare state – can affect both
productivity and non-price dimensions of traded goods. This, in turn,
affects the competitiveness of particular sectors and of the overall trad-
ing position of a national economy. A firm’s export market share will
depend on the overall pattern of these advantages. Market share
adjustments lead to income changes and these, in turn, are likely to be
more important for the evolution of trade than any cost-based changes,
such as exchange rate adjustments. The Humean mechanism may be
operative to some degree, but it is dominated by the absolute advan-
tages resulting from knowledge-based differences in productivity. The
diminished role of price competition due to the dominance of knowl-
edge-based differences further raises the likelihood that trade imbal-
ances will persist, as noted above.

 

Implications of global production systems
for the theory of foreign investment

 

Externalization and endogenous market structure

 

Trade patterns may be a function of the global production location
strategies of firms. But does the ownership structure within these global
production systems matter? I will argue that this structure is partly
endogenous to the dynamics of international competition itself. Spe-
cifically, if intra-firm trade is the result of internalization strategies,
then the observed rise in arm’s-length subcontracting requires a theory
of 

 

externalization

 

.
Firms internalize an international production process to protect

rents that accrue to their firm-specific (often knowledge-based) assets.
Such rents are possible only in an oligopolistic industry, in which econ-
omies of scale and market power can both foster the development of
such assets and permit their continued profitability. Conversely, firms
will externalize a portion of the operation if the expected cost savings
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An important exposition of the technology-gap model of trade is Dosi, Pavitt and Soete
(1991). For a survey of empirical studies of price versus non-price competition, see Fagerberg
(1996).
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exceed the expected rent accrual. This is more likely to be the case
when (intermediate) product markets are competitive.

If there is competition or if it is possible to create competitive con-
ditions among suppliers, then the lead firm should externalize its sour-
cing. If oligopoly conditions can be maintained at the level of suppliers,
then it is in the lead firm’s interest to retain suppliers internally. In
other words, firm strategy is to externalize whenever downstream mar-
kets are competitive. If externalization itself fosters downstream
competition, the asymmetry of market structures along the global com-
modity chain can be considered endogenous to lead firms’ competitive
strategies.

To the extent that the asymmetry in market structures is endo-
genous, then by the same reasoning so is the rising incidence of exter-
nalization. Competition among suppliers is beneficial to lead firms not
only because of its cost implications, but also because it enhances the
flexibility of lead firm supply conditions.

 

11

 

 Lead firms can set relatively
short-term subcontracts, allowing for more rapid responses to changes
in final-good demand conditions or supply-side changes, on issues rang-
ing from product design to wages, exchange rates or policies in the
countries where suppliers or potential suppliers are located.

Many management experts have remarked on the increasing ten-
dency of firms to focus on “core competence” and otherwise to rely on
arm’s-length outsourcing. This shift permits firms to focus on aspects of
the production process in respect of which entry is difficult, mainly
because of the skill and technology they require. Firms reduce their
scope to their core competence not only for the obvious reason that this
is what they are best at, but also because this is the aspect of the inte-
grated production process that generates rents and maximizes the pos-
sibility of retaining those rents over time. Thus core competence is
difficult to isolate from market power.

Another factor driving such externalization is policy, in both the de-
veloped and the developing countries, in particular the establishment of
export processing zones (EPZs), i.e. special areas into which goods may
be imported duty-free and most output is for export. EPZs are most com-
mon in east Asia and Latin America and are largely concentrated in just
two sectors: apparel and electronics. Electronics is considerably more
capital-intensive than apparel. The degree of foreign ownership of EPZ-
based firms varies across regions, and is much higher in Latin America
than in east Asia. In a study of Central American EPZs, for example,
Jenkins, Esquivel and Larrain (1998) find local ownership of 11 per cent
of firms in Honduras and Nicaragua, about 20 per cent in Costa Rica
and El Salvador, and 43 per cent in Guatemala. Another study of global
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In a study of the domestic operations of United States firms, Harrison and Kelly (1993)
found that outsourcing was driven more by a concern with flexibility than with cost reduction 

 

per se

 

.
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patterns finds that “much of the offshore assembly processing activity is
by locally owned producers rather than with foreign-owned manufactur-
ing activities” (Yeats, 2001, p. 33, box 2).

 

Global commodity chains

 

In sum, globalized production will be increasingly coordinated
externally rather than within firms if external sourcing can create com-
petition among suppliers, thereby reducing costs and raising flexibility
beyond what could be accomplished within the realm of internal oper-
ations. The resulting competitive pressure on suppliers could also trans-
late into pressure on labour costs or on labour standards.

 

12

 

 Such
endogeneity of market structure among subcontractors can be illus-
trated with the concept of the global commodity chain, defined by Stur-
geon as “the sequence of productive (i.e. value added) activities leading
to and supporting end use” (2001, p. 11). The notion of the global com-
modity chain is similar to that of the column vector of an input-output
table, but whereas input-output analysis emphasizes the volume of
inputs per unit of output, the global commodity chain emphasizes the
ownership and power structure within each link and across links in
the process of commodity production (e.g. between lead firms and sup-
plier firms, or between first-tier supplier firms and smaller – even
home-based – subcontractors).

The lead firm typically controls the global commodity chain.
Gereffi (1994) distinguishes between buyer-driven and producer-
driven value chains, the distinction depending on the nature of the
lead firm in the chain. A producer-driven chain is typical in industries
characterized by scale economies and driven by multinational firms
which may outsource production but which keep R&D and final-good
production within the firm. Automobiles, computers and aircraft are
examples of goods produced in this way. Buyer-driven commodity
chains occur mainly in industries producing consumer durables such
as apparel, footwear and toys. In this case the global commodity chain
is driven by large retailers (e.g. Wal-Mart, Gap). Such firms do no
manufacturing themselves: they may do design and marketing, but
they subcontract the actual production of the good.

While the distinction between the producer-led and consumer-led
chains may be useful for some purposes, the emphasis here will be on dif-
ferences in market structure and thus firm power along the global com-
modity chain. Some hypothetical patterns of ownership and power
among lead and supplier firms in the global commodity chain are summa-
rized in figure 1. This is a highly simplified depiction, especially because at
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Similarly, arm’s-length relations with suppliers reduces the buyer firm’s responsibility for
standards in the supplying firm. A company is less likely to be held accountable for standards if
the supplier is independently owned than if it is an affiliate of the buyer firm.
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Figure 1.    Cost markups and value added in the global commodity chain:
                  Four hypothetical cases    
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the lower end of the value chain there are likely to be multiple suppliers,
possibly reflecting great variation in organization, from assembly-line
factories, to agglomerations of craft-like production, to small-scale,
home-based work. The point of the stylized representation in figure 1 is to
illustrate varieties of vertical arrangements and their implications for
pricing and income distribution. Each box in the diagram represents the
possibility of a different owner and a different location from the other
boxes in the chain.

The four hypothetical cases illustrated are distinguished by the
markup over costs and the share of value added at different points in
the chain. Case I in the figure is labelled “vertical competition” because
it depicts that of uniform markups at each point in the chain. The stand-
ard view that “moving up the value chain” implies moving into higher
value-added activities is illustrated by Case II, entitled “Pressure on
subcontractors”. This shows declining markups and declining value-
added shares at lower points in the commodity chain, indicating both
the possible motivation for outsourcing (less value added) and the abil-
ity to squeeze suppliers (lower markups over costs). Case II describes
an oligopolistic market structure at the top of the chain and a highly
competitive structure at the bottom. This case most clearly reflects the
asymmetry identified above with the increasing volume of arm’s-length
outsourcing.

Case III is that of the strong first-tier supplier, typically in a devel-
oped or newly industrialized country, for example car parts producers
in Brazil, semiconductor firms in the Republic of Korea or even some
apparel producers in Mexico (see, for example, Bair and Gereffi, 2001;
Sturgeon, 2002). Case IV is titled “Strong middleman”, reflecting a
bloated markup in the middle of the chain, resulting from the ability of
traders both to squeeze suppliers below them and to retain proprietary
advantages not appropriable by those to whom they sell. Examples of
this are the cut-flower industry, the Hong Kong apparel trade and the
cocoa and coffee trades.

 

13
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On cut flowers, see Ziegler (2001). On the Hong Kong apparel trade, see Feenstra et al.
(1998). Regarding coffee, see Fitter and Kaplinsky (2001), and on cocoa, see Cowell (2002). One
problem with using the global commodity chain for understanding the generation of value and its
distribution is that there is very little data on wages, markups and value added along particular
chains. In some cases there is even difficulty tracing the chain, either because home-based produc-
tion is largely unregulated and unaccountable or because the push for monitoring of labour stand-
ards by NGOs has provided an incentive for suppliers simply to hide the identity of the firms to
which they subcontract (Balakrishnan, 2002). A potentially fruitful area for future research is
to assess empirically the incidence of each of these (and other) forms across sectors, regions and
over time. Such research could help provide a better understanding of the role of power relations
in global production systems and, more important for policy purposes, the patterns of industrial
upgrading and downgrading that have occurred.
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Endogenous asymmetry of market structure
and its consequences

 

Oligopoly competition among lead firms

 

The surge of cross-border mergers and acquisitions over the past
ten years indicates that there is a global consolidation of industry under
way. This tendency to greater concentration has been documented in
some detail at the industry level. There is a prevalence of market con-
centration across manufacturing sectors. Firms with large market
shares are exclusively firms based in developed countries. Specifically,
in the face of considerable economic integration over the past 25 years,
oligopoly continues to be the dominant market structure in manufac-
turing, agriculture and mining. Nolan, Sutherland and Zhang (2002)
characterize the situation as a “global business revolution”, though they
provide no time series evidence. This revolution, they write, “produced
an unprecedented concentration of business power in large corpor-
ations headquartered in the high-income countries” (op. cit., p. 1). They
identify a broad range of industries with high degrees of concentration
as measured by market share, including commercial aircraft, auto-
mobiles, gas turbines, microprocessors, computer software, electronic
games and even consumer goods, including soft drinks, ice cream, tam-
pons, film and cigarettes, and services such as brokerage for mergers
and acquisitions and insurance (see also Oliveira Martins and Scar-
petta, 1999).

 

Competition and spatial dispersion among supplier firms

 

There is less evidence available on markups and market structure at
the lower levels of global commodity chains. Certainly most of the
world’s largest firms are based in developed countries. In 2000, a mere
5 per cent of “Fortune Five Hundred Companies” and 3 per cent of “Fi-
nancial Times 500” companies were based in low-income countries. Of
the 27 developing country firms on the Financial Times 500 list, 24 were
from Asia and only three were from Latin America. Of the 100 largest
non-financial multinational enterprises in the world in 2000 (ranked by
foreign assets), just five were from developing countries and two of these
were petroleum producers: Petroleos Venezuela and Petronas of Malay-
sia (

 

Fortune Magazine

 

, 2000; 

 

Financial Times

 

, 2000; UNCTAD, 2002b).
To the extent that they are associated with firm size, markups can be ex-
pected to be smaller among developing country firms.

While size no doubt matters, it is the structure of markets and the in-
vestment strategies of firms that will determine markups. At the low end
of the global commodity chain, low entry barriers are the norm. More and
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more countries are establishing production capability in manufacturing
sectors. Most of this spatial dispersion of production is occurring in low
value-added niches of markets. Though this pattern has often been docu-
mented in the textiles and apparel sector and in consumer electronics, the
phenomenon of more countries entering production in low value-added
sectors over time has been identified much more broadly across manufac-
turing.14 Mayer, Butkevicius and Kadri (2002) measure industry concen-
tration in terms of the number of countries involved in production. They
use a standard measure of concentration, the Herfindahl-Hirschman in-
dex, substituting the number of countries for the number of firms in an in-
dustry. Of the 149 sectors (at the three-digit SITC level) in their data set,
119 experienced a decrease in concentration over the period 1980-1998.
In non-manufacturing sectors, 50 out of 76 experienced decreased con-
centration. The trend decrease in concentration is also reflected in pat-
terns across manufacturing, as shown by these authors’ data on industries
as diverse as dyeing and colouring materials, iron and steel, office ma-
chines and telecommunications equipment.

This direct evidence of greater dispersion of production across a
wide variety of generally low value-added manufacturing sectors is con-
sistent with a number of recent econometric studies of competition in
developing countries. Roberts and Tybout (1996) present a series of
country studies that focus on entry and exit conditions, with evidence
on Chile, Colombia, Mexico, Morocco and Turkey for the 1970s and
1980s. Summarizing the studies, they write that “entry and exit rates are
substantial... Despite the popular perception that entry and the associ-
ated competitive pressures are relatively limited in developing coun-
tries, these entry figures exceed the comparable figures for industrial
countries” (op. cit., p. 191). Another study – by Glen, Lee and Singh
(2002) – focuses on profitability and its persistence in seven developing
countries, namely Brazil, India, Jordan, Korea, Malaysia, Mexico and
Zimbabwe. The authors compare their findings to estimates for indus-
trialized countries: “Surprisingly, both short- and long-term persistence
of profitability for developing countries are found to be lower than
those for advanced countries” (op. cit., p. 1). Finally, a study from the
labour market perspective also confirms the competitive picture in
developing countries. Brainard and Riker (1997) estimate the wage
elasticity of labour demand across affiliates of United States multi-
national enterprises. A drop in the wage in a low-wage affiliate has little
effect on employment in the home operation, but a large and significant
effect on employment in other low-wage affiliates of the same firm.

14 See Gereffi (1999) on apparel, and Ng and Yeats (1999) on electronics. These two sectors
are also highlighted in UNCTAD (2002c).
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In sum, there are two, seemingly incongruous, tendencies that can
be discerned in the evolving structure of global industry. On the one
hand, and despite the popular association of globalization with greater
competition, there is a strong tendency towards greater concentration
of industry globally. On the other hand, there is evidence that more and
more developing countries are entering manufacturing industries at the
low end of the value chain. This constitutes the asymmetry of market
structures in global commodity chains.

At least three factors make this asymmetry sustainable over time.
The first of these is the existence of entry barriers at the high end of the
value chain and their absence at the low end. Entry barriers exist both
for lead firms and many first-tier suppliers. At these two levels of the
global commodity chain, scale economies may deter entry (see Pal-
paceur, 2002, p. 5). In addition to the technological issues mentioned
above, brand loyalty makes market access difficult at the top of the sup-
ply chain. Even fab-less firms limit market access by innovative product
design and marketing activity. In this environment, it is difficult for
developing country firms to develop their own brands.

A second factor is capital mobility, which affects the low value-
added operations much more significantly than the high value-added
ones (Gereffi, 1999). Also suggesting that capital mobility creates com-
petition among low-wage locations, Brainard and Riker’s (1997) find-
ing that the elasticity of labour demand is much greater for low-wage
affiliates of multinational enterprises with respect to other low-
wage operations than it is between a high-wage and low-wage location.

A third factor is political. Tariffs have fallen most in low value-
added sectors (Hanson and Harrison, 1999). This is true generally, but
it has also been an explicit policy goal, as seen in the tariff policies that
promote low-wage offshore assembly operations, such as the “8208 pro-
gram” of the United States, European provisions evolving from the
Lomé Convention, and the establishment of EPZs in many developing
countries. These programmes are highly concentrated in the garment
and electronics sectors. Textiles and apparel are traditionally one of the
lowest value-added sectors in manufacturing. And the electronics parts
and components that dominate in EPZs are at the low end of the spec-
trum of value added for electronics goods.

Consequences for labour and capital

Wages, wage inequality and employment

According to the standard theory of international trade, trade lib-
eralization brings welfare gains to each country and globally, though
not to each individual or group in every country. The widely-held belief
in the beneficence of free trade results from the view that “winners” in
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a given country can potentially compensate “losers” and still be better
off than before the liberalization of trade.15 Specifically, the Stolper-
Samuelson theorem of the factor endowments model predicts that
trade liberalization will lead to gains for each country’s relatively abun-
dant factor of production. Recent research on trade liberalization and
income distribution has focused on the fate of high-skill and low-skill
labour. The model predicts that industrialized countries, since they are
abundant in high-skill labour, will experience a relative rise in the wage
of high-skill labour relative to that of low-skill labour as trade liberal-
ization leads to a relative increase in demand for skilled labour. Devel-
oping countries, abundant in low-skill labour, should experience the
opposite, i.e. a narrowing of the gap between high- and low-skill labour
as the relative demand for low-skill labour increases.

Economic models of trade in intermediate goods hypothesize that
such trade follows the same pattern in terms of its effect on relative
labour demand and thus relative wages (e.g. Deardorff, 2001). Feenstra
and Hanson (2001) argue that the greater the share of intermediate
goods trade, the stronger the effect of trade on wages. This is because
such trade affects both the labour demand in import competing sectors
(in the traditional fashion) and the labour demand for users of the
imported input. Thus, they write, “trade in intermediate inputs can
have an impact on wages and employment that is much greater than for
trade in final consumer goods” (op. cit., p. 1). A separate, but related,
area of research centres on the effect of FDI on employment and wages.
Theoretical models again hypothesize that capital movement by firms
will alter relative demand for labour in the same way as trade liberali-
zation does. Capital should thus move from where it is abundant (“the
North”) to where it is scarce (“the South”), leading to a rise in its return
in the North and a fall in its return in the South, and thus an interna-
tional equalization.

The prediction of the Stolper-Samuelson theory is consistent with
the pattern of income inequality – particularly that of wage inequality –
observed in many industrialized countries. This has resuscitated interest
in the factor endowments model of trade, and led to a debate over the rel-
ative importance of technological change versus international trade in ex-
plaining the rise in the wage of skilled workers relative to unskilled work-
ers. Estimates of the effect of trade range from 5 to 20 per cent of the total
increase in wage inequality in the United States.

The prediction of Stolper-Samuelson for developing countries runs
counter to their observed experience. Most studies show that developing
countries have also experienced a rise in wage inequality. A cross-
country study covering Argentina, Chile, Colombia, Costa Rica, Malay-

15 A number of observers have remarked that the potential Pareto criterion is misleading
because in fact compensation almost never occurs.
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sia, Mexico, Philippines, Taiwan (China) and Uruguay found that after
netting out labour supply changes, trade liberalization was associated
with a widening wage differential between skilled and unskilled workers
in all cases, except during Argentina’s second liberalization episode
(1989-1993), when relative wages were stable (Robbins, 1996). In separ-
ate studies, it was found that in Mexico the ratio of average hourly
compensation between skilled and unskilled workers rose over
25 per cent between 1984 and 1990; and in Chile between 1980 and 1990,
the pay of university graduates increased by 56.4 per cent over that of
non-graduates.16

What are the reasons for the failure of Stolper-Samuelson to pre-
dict the effect of trade and investment liberalization on income distri-
bution in developing countries? In the mid-1990s, international trade
economists developed the notion of “skill-enhancing trade”, according
to which increasing specialization in low-skill-intensive sectors still con-
stituted an increase in the demand for skills in these markets, mainly as
a result of the requirements of work with more high-technology,
imported inputs. But skill-enhancing trade was more of an ex-post
rationale than a full-blown theory, and other factors are also at work.

It is hard to disentangle the apparently simultaneous forces of
technical change, globalization, and policy or institutional reform that
have occurred over the past 25 years. A number of authors have ques-
tioned the importance of skill-biased technical change, even in the
industrialized countries where it was alleged to be most evident (see
Howell, Houston and Milberg, 2001, and references therein). The prob-
lem is that much of the rise in wage inequality occurred before the great
wave of workplace computerization. But few studies have considered
the timing of such changes in developing countries.

A second factor is FDI. Since trade and FDI are increasingly com-
plementary, it is perhaps not surprising that their labour market effects
in developing countries appear to be mutually reinforcing. Most studies
of the effect of FDI on wages find that multinational enterprises pay
above-market wages, ranging from 8 per cent higher in Cameroon to
29 per cent higher in Venezuela (Te Velde and Morrissey, 2001). In
every comparative study of high-skilled and low-skilled workers, the
wage premium – i.e. the amount above the market wage – is greater for
the high-skilled workers. This may be due to the differential effect of
FDI demand for labour (see the review in Te Velde and Morrissey,

16 See Robbins (1996) for a survey of the cross-country evidence and original estimates.
Note that this period in Argentina was also the only case in the study in which trade liberalization
reduced trade openness (as measured by exports plus imports as a share of GDP). This was largely
due to an overvalued exchange rate that dampened exports. Moreover, even this result is over-
turned when we consider a longer time period: between 1986 and 1994 there was an increase in the
return on investment in college education and a decline in the return on investment in less-than-
college education. See Pessino (1997) and Amadeo (1998).
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2001). Slaughter (2002), for example, finds that labour demand gener-
ated by United States FDI in developing countries is biased toward more
high-skilled labour. Non-technological factors, perhaps related to effi-
ciency wages, are also likely in the case of multinational employment.

Feenstra and Hanson (1997) claim that it is the increase in FDI
and foreign outsourcing by developed-country multinationals – rather
than trade liberalization per se – that is behind the rising wage inequal-
ity in developing countries. Using regional data from Mexico, they find
that in regions where FDI is concentrated, over half the rise in the wage
share of skilled labour in the 1980s was associated with foreign out-
sourcing. In other words, with FDI, production became more skill-
intensive both in the high-skill-abundant and in the low-skill-abundant
regions. More recent research shows foreign outsourcing to have a
statistically significant association with the rise in wages of skilled
workers in the United States, Japan, Hong Kong (China) and Mexico
(Feenstra and Hanson, 2001). As mentioned above, Brainard and Riker
(1997) find that wage declines in low-wage locations have no measur-
able effect on employment in parent multinationals, although they do
have a fairly large impact on employment in affiliates in other low-wage
locations. Finally, economists have just begun to consider the indirect
effects of trade and investment liberalization resulting from their
effects on the bargaining power of labour (see Epstein and Burke, 2001,
for a review of the issues and evidence).

The endogenous asymmetry of market structures provides an addi-
tional explanation, since it posits that external sourcing will increase com-
petitive pressure on developing country firms in global production sys-
tems. There are at least two channels through which wages are affected.
One is the neoclassical channel whereby product prices affect factor
prices. Thus as suppliers are pressured to lower their prices, they will in
turn reduce wages. The other is the institutional channel whereby com-
petitive pressure on suppliers and their host countries leads to deregula-
tion or circumvention of existing labour market regulation and pressure
on workers to accept wage declines.17 Endogenous asymmetry of market
structures does not necessarily imply growing wage inequality in develop-

17 The Stolper-Samuleson theory used above as a benchmark assumes full employment.
But changes in trade and investment patterns can of course have considerable net employ-
ment effects. Of particular concern among developed country workers is the erosion of jobs in
manufacturing relative to non-manufacturing employment, a process otherwise termed deindus-
trialization. To what extent has foreign trade and investment contributed to the process of dein-
dustrialization? Kucera and Milberg (2003) find that of the 6.2 million decline in OECD
manufacturing employment between 1978 and 1995, more than half can be associated with
changes in the OECD trade pattern, especially trade with developing countries. They conclude,
however, that what is driving this result is the drop in developing country imports from the OECD
following the debt crises of the 1980s. They do not separate the effects of final goods and inter-
mediate goods trade.
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ing countries, although low-skilled workers are typically in a weaker bar-
gaining position than high-skilled workers. However, the endogenous
asymmetry of market structures does imply a divergence in factor prices
internationally, contrary to the prediction of the traditional theory.

The international flow of profits
In addition to its wage and employment effects, globalized pro-

duction also has an impact on corporate profits and the flow of profits
internationally. This flow, in turn, has consequences for the balance of
payments and, more importantly, for the ability of developing countries
to invest and grow. Profit on FDI is either repatriated or reinvested in
the host country. As shown above, global production systems are
increasingly based on arm’s-length or quasi-arm’s-length arrange-
ments. This growing tendency towards externalization implies that the
return on external outsourcing – implied by the cost reduction it brings
to the buyer firm – must exceed that on internal vertical operations.
Indeed, the asymmetry of lead and supplier market structures, I have
argued, created the conditions for greater returns from externalization
than internalization. The return on vertical FDI suggests a lower bound
on cost saving from external outsourcing. And these cost savings con-
stitute rents accruing abroad in the same sense that internal profit gen-
eration does for a multinational enterprise.

To get a crude measure of implicit profit flows from external out-
sourcing, we can apply the return on foreign assets to all trade in inter-
mediate goods. As a first pass, the ex-post rate of return on the
operations of United States corporations abroad are calculated by
dividing foreign income by the corresponding accumulated stock of
foreign investment in various countries. The results are presented in
table 2. For the aggregate of United States investment abroad in 2000,
the return was 9.32 per cent on a foreign capital stock of US$1.3 tril-
lion.18 The average return on assets in developed countries was 9.1 per
cent against 9.82 per cent in developing countries. But when vertical
and horizontal investment are disaggregated, the gap widens further, at
10.96 per cent for vertical and 8.45 per cent for horizontal. And since
the return on external outsourcing must exceed that on vertical FDI,
this implies considerable cost savings from externalization.

Given the limited time-series evidence available on the return on
assets in foreign investment (the data go back to 1994), we cannot
say anything about whether the return on verticalization has increased

18 Note that for foreign investment in the United States, the return on assets was only
3.29 per cent. This difference has been attributed to a variety of factors, including age of invest-
ment and firms’ concern with United States market share. See Mataloni (2000) for a detailed
study.
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Table 2. Return on foreign assets (ROFA) United States vis-à-vis selected
countries, 2000 (millions of US dollars)

Average ROFA FDI in US US FDI abroad

Developed countries 3.38   9.10

Developing countries 2.04   9.82

Horizontal 3.70   8.45

Vertical 0.25 10.96

Countries FDI
stocks

FDI
flows

Income FDI
stocks

FDI
flows

Income ROFA

In US Abroad

All countries 1 163 681 236 241 38 272 1 282 742 151 174 119 519 3.29 9.32

Canada 104 586 19 010 –1 488 126 531 17 171 12 855 –1.42 10.16

Europe 807 273 193 402 34 769 672 403 82 595 59 965 4.31 8.92

Austria 3 229 171 120 3 243 –85 359 3.72 11.06

Belgium 13 439 1 577 378 20 010 601 1 620 2.82 8.09

Denmark 3 911 22 –12 5 104 893 459 –0.30 8.99

Finland 7 562 1 869 186 1 174 110 198 2.46 16.89

France 122 879 31 315 4 849 39 056 1 059 1 903 3.95 4.87

Germany 129 908 21 928 747 53 615 6 242 3 966 0.57 7.40

Ireland 22 227 2 037 949 624 32 109 4.27 17.52

Italy 5 451 794 123 31 420 4 738 4 443 2.26 14.14

Netherlands 143 174 29 820 6 886 119 921 9 088 12 624 4.81 10.53

Norway 2 457 –494 –32 6 046 605 1 381 –1.30 22.84

Spain 4 433 2 093 43 19 300 2 597 1 341 0.97 6.95

Sweden 21 560 3 090 1 455 16 833 4 993 931 6.75 5.53

Switzerland 82 578 23 720 2 924 54 417 8 332 7 233 3.54 13.29

United Kingdom 195 121 66 149 12 589 239 813 32 278 15 874 6.45 6.62

Other 5 892 3 224 216 12 329 1 193 1 215 3.67 9.85

Latin America 51 372 10 045 1 135 253 056 28 076 19 019 2.21 7.52

Brazil 733 –17 69 37 578 2 186 1 282 9.46 3.41

Mexico 5 750 2 152 –321 40 796 5 640 4 409 –5.58 10.81

Panama 4 400 –418 626 29 252 1 414 1 106 14.23 3.78

Venezuela 1 820 454 49 8 786 2 059 948 2.69 10.79

Other 1 873 635 115 769 –45 24 6.16 3.12

Africa 2 460 494 –84 14 637 816 2 205 –3.43 15.06

South Africa 1 107 381 –22 3 068 453 152 –1.99 4.94

Other 1 353 113 –62 7 719 –3 966 –4.61 12.52

Middle East 5 530 786 242 11 481 970 1 583 4.38 13.79

Israel 2 684 357 53 3 813 652 241 1.96 6.31

Saudi Arabia 945 –325 0 4 085 –77 223.7 0.00 5.47

United Arab Emirates 18 –21 0 757 63 205 0.00 27.08

Other 71 2 34 2 825 332 913 47.89 32.33

Asia and Pacific 192 460 12 504 3 699 202 044 21 412 23 688 1.92 11.72

Australia 19 935 4 602 266 34 716 1 747 2 583 1.34 7.44

Hong Kong (China) 1 327 138 60 25 901 4 075 4 144 4.52 16.00
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either absolutely or relative to horizontal investment over time. How-
ever, we do have evidence over time generally on the growth in outsour-
cing and profits by sector of the United States economy. Here we find a
shift in the relation between profits growth and international outsourcing
by sector over time (shown in table 3). The correlation between outsour-
cing and the growth of profits was statistically insignificant in the period
1975-1985. In the period 1985-1995, outsourcing and profits growth were
positively and significantly correlated (see bottom of table 3).

This evidence of a correlation between outsourcing and profits
growth is consistent with the findings of a variety of studies of outsour-
cing in the business and economics literature. Frohlich and Westbrook
(2001) find firm success to be more common among firms with a wider
network of supplier relations, what they term a wider “arc of integra-
tion”. In sum, international outsourcing is increasingly associated with
profits growth, and the “return” on outsourcing is above 11 per cent.
While such cost reductions (greater than 10.9 per cent) constitute a wel-
fare gain for the United States in the same way that repatriated profits on
FDI are a benefit, the rents from externalization will be shared among
stockholders, employees and consumers. In theory, the degree to which
the cost saving from international outsourcing translates into lower con-
sumer prices will depend on domestic product-market structure. Thus, in

Table 2. Return on foreign assets (ROFA) United States vis-à-vis selected
countries, 2000 (millions of US dollars) (cont.)

Average ROFA FDI in US US FDI abroad

Developed countries 3.38   9.10

Developing countries 2.04   9.82

Horizontal 3.70   8.45

Vertical 0.25 10.96

Countries FDI
stocks

FDI
flows

Income FDI
stocks

FDI
flows

Income ROFA

In US Abroad

Asia and Pacific
(cont.)

Japan 158 793 5 926 3 333 59 979 7 067 6 079 2.10 10.14

Korea, Republic of 3 033 463 56 8 632 1 595 1 045 1.85 12.11

Malaysia 61 –40 –21 6 718 161 1 307 –34.78 19.46

New Zealand 425 81 29 4 079 –132 277 6.82 6.80

Philippines 51 –27 5 2 881 –88 416 9.80 14.45

Singapore 5 206 1 491 69 24 502 3 235 2 823 1.33 11.52

Taiwan (China) 2 901 –200 –111 7 715 923 1 169 –3.83 15.15

Other 728 70 12 1 108 –9 84 1.65 7.58

Notes: FDI Stocks Flows and Income are calculated as 1999-2001 average. Horizontal group consists of all of the developed
countries and Brazil but without Canada and Ireland. Vertical group consists of developing countries without Brazil but with
Canada and Ireland added.

Source: United States Department of Commerce (2002).
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industries typically considered more competitive in the developed coun-
tries – such as textiles and apparel, toys and footwear – more inter-
national outsourcing would be expected to bring lower consumer prices.
By contrast, in industries known for their oligopolistic structure, such as
steel and automobiles, markups would be likely to rise in the presence of
cost-reducing international outsourcing. In the case of intra-firm trade,
a third possibility arises: transfer pricing aimed at raising profits in sub-
sidiary firms.

Table 3. Growth in outsourcing and profits by sector: United States, 1975-1995
(percentage change over the indicated period)

Industry 1975-1985 1985-1995

Profits Outsourcing Profits Outsourcing

Food and kindred products –43.0 25.4 246.0 16.6

Tobacco products 53.1 8.3 –65.0 34.4

Textiles mill products –0.8 80.9 46.5 34.2

Apparel and other textiles –23.8 82.7 58.5 39.7

Lumber and wood products –22.9 59.1 102.6 21.4

Furniture and fixtures 103.1 47.1 76.3 8.4

Paper and allied products –14.2 22.1 98.5 23.4

Printing and publishing 42.0 11.7 24.0 19.2

Chemical and allied products –58.7 49.5 278.3 41.8

Petroleum and coal products –66.8 0.3 –60.3 –21.7

Rubber and miscellaneous products 30.2 43.3 91.7 34.0

Leather and leather products –44.6 179.9 –35.7 30.1

Stone, clay and glass products 11.1 68.5 59.7 31.5

Primary metal products –117.9 86.1 –503.6 15.3

Fabricated metal products –25.3 63.4 220.3 11.6

Industrial machinery and equipment –87.4 73.9 533.8 52.5

Electronic and other electric 
equipment –58.9 50.4 1 002.1 72.9

Transportation equipment 140.2 66.6 –61.2 47.3

Instruments and related products –56.7 42.1 241.8 17.3

Miscellaneous manufacturing –34.0 87.0 279.4 15.9

Total manufacturing –43.9 53.0 85.7 32.0

Wholesale trade –33.1 13.2

Retail trade 3.8% 60.9%

Total corporate profits –16.5% 115.1%

Addendum: 1975-1985 1985-1995 Total

Corr. coeff –0.194 0.539 0.012

Two-tailed t 5E-05 0.10 0.66

Sources: Campa and Goldberg, 1997; Bureau of Economic Analysis, 2002.
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The cases of apparel and electronics have been the most widely
studied and the price effects of outsourcing have been noted even in
the popular press. A December 2002 article in The New York Times
noted that: “Even intrepid bargain hunters are shocked by the prices
they are seeing in the stores this holiday season” (Day, 2002). Noting
that prices in apparel and electronics have dropped for over a decade
because of low-wage outsourcing, the article pointed out that the price
pressures on producers were particularly effective that year because of
the decline in demand following the terrorist attacks of 11 September
2001 and the excess capacity in place. In the same article, one Hong
Kong-based manufacturer is quoted as saying that: “Other factories,
other countries are lowering their prices, so I can’t keep my price” (op.
cit.).

The flow of profits and rents to developed-country firms that re-
sults from asymmetric market structure constitutes a loss of capital
for investment in developing countries and a drain on the balance of
payments. Developing countries have successfully shifted out of com-
modity exports and into the export of manufactured goods. Still, most
studies find that the terms of trade for developing countries have not
improved and may even have deteriorated over the past 20 years.19

Once again, I would look to the nature of global production systems in
explaining this. Developing countries have specialized in low value-
added products and parts, partly because of their skills and partly
because of barriers to entry in the higher value-added segments. More-
over, competition is intense among producers of these goods, gen-
erating enormous excess capacity globally, which places even more
downward pressure on prices.

In sum, many developing countries, having successfully followed
the strategy of moving away from reliance on the export of commodi-
ties and natural resources and into the export of manufactures, have
found themselves in a modern-day Prebisch-Singer trap (see Bacha,
1978, for a formalized restatement). With the change in the structure of
international production and trade, promotion of manufacturing has
not been sufficient to improve the barter or factoral terms of trade. The
rents earned by oligopolistic firms in developed countries could, under
a different constellation of market structure, be redistributed to devel-
oping countries, boosting their ability to invest and grow. The final sec-
tion of this article considers some policies that might improve develop-
ing country prospects within the system of global production.

19 See UNCTAD (2002c) for a review of recent evidence. Kaplinsky’s (1993) study of EPZs
in the Dominican Republic provides a clear example of how the switch to manufacturers can fail
to stem the decline in the terms of trade.

6Milberg  Page 75  Tuesday, August 17, 2004  12:31 PM



76 International Labour Review

Policy implications of global production systems

Industrial policy

The distributional consequences of globalized production dis-
cussed in the previous section are static effects. However, it is the
dynamics of industrialization and economic development that are
the focus of governments and international policy-makers. Because of
the globalization of production, industrialization today is different from
the final-goods-oriented, export-led process of just 20 years ago. Now,
the issue facing firms and governments is less that of finding new, more
capital-intensive goods to sell to consumers in foreign countries.
Instead, it seems to require moving up through the chain of production
of a particular commodity or set of commodities, so-called “industrial
upgrading”, into higher value-added activities. This involves fitting into
the existing corporate strategies of a potentially wide array of firms,
within the confines of a broadly liberal international trade and invest-
ment environment.

Industrial upgrading requires productive reinvestment of profits,
i.e. the establishment of a nexus between profits and investment.20 This,
in turn, requires, first, the market conditions to generate such profits in
the first place and, second, the institutions and regulations that induce
the investment of those profits into productive channels. Regarding
market conditions, we have seen that oligopoly firms are by definition
more able to generate the necessary rents compared to competitive
firms. Market demand is also crucial, as firms typically learn not just by
“doing”, but also by selling.21 Regarding institutions and regulations,
there are two levels: the first is the protection of rents, through clearly
defined property rights and a rule of law to enforce those rights; and the
second is the ability to channel profit income into productive invest-
ment. These conditions are necessary regardless of whether the rents
are generated by private or public enterprise.

Added to these “apparent” requirements are the structural obs-
tacles to upgrading, which are closely related to the persistence of the
asymmetry of market structure discussed above. Moving into higher
value-added activities may be difficult because of barriers to entry.
First, many studies show that there are limits to the international shift-
ing of multinational enterprise operations. Such high value-added
functions as financial management, R&D, product design and even
marketing are maintained in the parent country (UNCTAD, 1993;
Doremus et al., 1998). Second, global production networks are driven
and in many cases designed by lead firms, the focus being on the prof-

20 This terminology is borrowed from Akyuz and Gore (1996).
21 This point is emphasized by Porter (1990).
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itability and flexibility of the lead firm. The profitability or even effi-
ciency of the supplier is not necessarily a consideration in the construc-
tion of the global production network (Semlinger, 1991). Third, indus-
trial upgrading requires capital investment that is usually generated
from oligopoly profits, not the competitive conditions that increasingly
characterize supplier markets, as we saw above. Finally, excessive pro-
tection from competition can foster inefficiency and unproductive rent
seeking.

Despite these obstacles, a number of countries have achieved wide-
spread industrial upgrading, the most prominent examples being the Re-
public of Korea and other “newly industrialized countries” of east Asia.
Significant pockets of upgrading have also occurred in Latin America,
especially Argentina, Brazil, Chile and Mexico. In most cases, the effort
was underpinned by an industrial policy which, on the basis of prior in-
dustrial experience, selectively targeted and subsidized certain sectors
and activities, building up a base of technology, labour skills and man-
agement that led to a slow climb up the global commodity chain. In the
Korean case, for example, industrial policy included export subsidies,
import and foreign-investment controls, production targets, low-inter-
est credit and technical support, in order to generate the long-run effi-
ciency defined above (see Amsden, 1989). This was supplemented by a
growing educational system that raised the average skill-level of the
workforce.

The common theme behind such industrial policies was what
Amsden (2001) calls “reciprocal control”: aid to firms was contingent
on firm performance, be it in terms of output, production or exports.
Because industrial upgrading (and international competitiveness gen-
erally) requires unique knowledge-based assets, successful industrial-
ization has required state intervention where free and competitive
markets were inadequate. Enforcement of such a regime of state-
industry relations requires a particular commitment to development on
the part of the State; and the reciprocity in “reciprocal control” involves
an assurance to the private sector that the State will effectively deliver
its developmentalist channelling of the social surplus. Evans (1995)
characterizes such interventionist but independent state action as “em-
bedded autonomy”, and finds it particularly important in cases where
countries developed knowledge-based assets, such as the software
industry in India, the semiconductor industry in the Republic of Korea
and the computer sector in Brazil.

Amsden (2001) identifies aspects of reciprocal control in all success-
ful late-industrializing countries, from Japan and the Republic of Korea
to Argentina, Brazil, Chile, China, India, Malaysia, Mexico, Taiwan
(China), Thailand and Turkey. Despite these successes with reciprocal
control and industrial policy, the industrial upgrading model is a difficult

6Milberg  Page 77  Tuesday, August 17, 2004  12:31 PM



78 International Labour Review

and risky path. Mexico, for all its links to multinational enterprises and to
the United States market through geographic proximity and preferential
trading relations under the North American Free Trade Agreement, has
achieved only minimal gains in terms of real wages and economic growth.
After their transition to capitalism, a number of eastern European coun-
tries, for all their skill accumulation and proximity to the rich market of
the European Union, saw their presence across commodity chains re-
duced to the low end.22 Global integration, for which there is really no vi-
able alternative, thus brings a risk of industrial “downgrading”.

Policies to attract foreign direct investment
In the 1990s, FDI came increasingly to be viewed as the panacea

for economic development ills, providing a non-volatile source of cap-
ital that required neither a fixed interest payment nor a repayment of
principal at a specified date. Accordingly, developing countries have
relied increasingly on FDI to meet their need for foreign capital; and
the developing country share of world FDI has grown (albeit slightly)
over the past ten years. In terms of their direct effect on host developing
countries, multinational enterprises have been found to pay above-
market wages and to demand relatively more skilled labour than
unskilled labour. Employment by affiliates of multinational enterprises
operating in developing countries has risen steadily since 1990.

These promising developments veil a more mixed picture at the
level of specific countries. First of all, FDI in developing countries is
highly skewed. Most of it has gone to a single country – China – which
accounts for 23 per cent of the global total (34 per cent if Hong Kong is
included). The remainder has gone mostly to a small handful of other
countries, most significantly Mexico and Brazil, which, together,
account roughly for a further 20 per cent of the total (see UNCTAD,
2002b). This skewed distribution implies that most countries have not
received much FDI at all. Moreover, FDI continues to represent only a
small percentage of gross fixed capital formation in developing coun-
tries, ranging from 8 per cent in Africa and 12 per cent in Asia to just
over 20 per cent in Latin America and Central Asia (see UNCTAD,
1998, table B.5, and 2002b, table B.5). Though these figures may seem
impressive, almost half (42 per cent) of FDI in Latin America is
“brownfield” – i.e. the result of international mergers and acquisitions
– rather than “greenfield” investment (see UNCTAD, 2002b; IMF,
2001). Overall, it is thus more likely that inward FDI lags rather than
leads indicators of long-term economic growth. Certainly this was the
experience of the most successful cases of industrialization in the last
part of the twentieth century in east Asia (see Amsden, 1992).

22 This was the case of the garment sector in Romania, for example.
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These points about the relation between FDI and economic devel-
opment are well known. In fact, the debate over FDI and economic
development has largely shifted away from discussion of the static
issues of effective demand and employment towards issues of “exter-
nalities”, broadly understood as the indirect effects of multinational
enterprise activity on labour through their impact on host country com-
petition and productivity. Foreign investment may enhance or diminish
the degree of competition in host country markets. Agosin and Mayer
(2000) find that over the period 1970-1996, FDI tended to crowd out or
have no effect on domestic investment in Latin America and Africa,
and to crowd in or have no effect on investment in east Asia. Braunstein
and Epstein (2002) find crowding out in the case of FDI in China.

Indirect productivity effects of FDI are said to occur through tech-
nological spillovers. If technology spillovers from the activities of mul-
tinationals raise domestic productivity in other firms or sectors, then
both wages and, possibly, employment will be positively influenced.
But here too the evidence is mixed at best. Most studies have found no
measurable effects of new technologies on domestic firms’ ability to
upgrade and raise productivity (see Gorg and Greenaway, 2001; Rod-
rik, 1999).

The establishment of EPZs has become an important policy for
attracting FDI. There is an ongoing theoretical debate over the merits
of EPZs for countries that maintain them (see Chaudhuri and
Adhikari, 1993, for a review). In practice, EPZ activities are concen-
trated in only two sectors, textiles/apparel and electronics, the latter
being considerably more capital-intensive than the former. They are
most prominent in east Asia and Latin America, and in both cases they
employ mainly young women. Wages in EPZs are found to be about the
same as in the rest of the local manufacturing sector, although there is
variation by country. In sum, the direct effect of EPZs is positive for
employment and the trade balance. In some cases, they also exert sig-
nificant attraction on foreign investors. In Costa Rica, for example,
over half of inward FDI is located in EPZs.

The effect of EPZs on economic development depends on the
backward linkages they create, i.e. connections with the rest of
the domestic economy. These linkages are often measured by the share
of locally produced inputs they use. Here, the east Asian and Latin
American experiences have been quite different. In east Asia, the use
of domestically produced inputs has typically grown after an initial
period. In Latin America, this has not been the case: EPZs in Latin
America have produced a greater share of total exports than has been
the case in East Asia, but this may also reflect east Asian countries’
greater success in diversification and upgrading. The main success
stories in the promotion of backward linkages from EPZs are Ireland
Republic of Korea and Taiwan (China). These countries used policy to
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link EPZ activity to domestic producers in an effort to create a broader
base of strength in exports. These are the exceptions, however. In Cen-
tral America, a region where EPZs are widespread, EPZs “have been
seen mostly as mechanisms to create employment and generate foreign
exchange, but not as drivers of an export-led growth strategy. Conse-
quently, the creation of linkages has not been a priority in the policy
agenda of most of the region” (Jenkins, Esquivel and Larrain, 1998,
p. 45).

In sum, FDI has not tended to spur economic development. In most
cases, even for developing countries, FDI has been a lagging phenome-
non, growing most when a strong domestic market existed already or
when infrastructure and political stability were in place to guarantee
adequate returns. Indeed, capturing the potential positive technological
spillovers from FDI presupposes the attainment of a certain level of
absorptive capacity in terms of infrastructure and human capital. More-
over, incentives to attract FDI – including tax breaks, tariff reductions,
promises of lax labour or environmental standards – have generally not
been very successful (Wheeler and Mody, 1992; Kucera, 2002). A
detailed study of the incentives granted by Costa Rica to the semi-
conductor producer Intel finds that these were probably not necessary to
attract the investment in the first place, but they certainly have dimin-
ished the host country’s benefits from the investment (Hanson, 2001).
Besides, FDI concentrated in EPZs has not generated significant back-
ward linkages.

As with many other aspects of globalization, inward FDI is neither
“good” nor “bad” for developing countries in any a priori sense. Its
effects vary over time, by country and by industry. FDI should be
understood as a source of capital, technology and market access that
must be managed to be most effective. While domestic protection for
the affiliates of multinationals will promote anti-competitive outcomes,
at the same time, competition to attract multinational enterprises by
offering tax concessions and lax labour standards works against the
strategy of industrial upgrading.

Policy-makers must realize that the attraction of FDI is not an end
in itself. Though some countries and industries may be exceptions, pol-
icies designed to attract FDI should not be the centrepiece of any devel-
opment strategy if the aim is to promote sustainable economic growth.
According to Rodrik:

Gearing economic policy toward performance in the external sectors of the econ-
omy, at the expense of other objectives, amounts to mixing up the ends and the
means of economic policy. Furthermore, there is nothing more conducive to
trade and DFI than strong economic growth itself. Foreign investors care little
about Botswana’s huge public sector, and neither are they much deterred by
Chinese-style socialism. Policies that are successful in igniting growth are also
likely to pay off in terms of “international competitiveness” (1999, p. 147).
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Competition policy
Industrial upgrading is a new paradigm of industrialization. Its

attainment requires not just overcoming the asymmetry of market
structure in global production systems, but also the attainment of
dynamic efficiency, i.e. the maximization of long-run productivity
growth. This is different from static or “allocative” efficiency, a condi-
tion whereby productive resources move to where the returns are
greatest and sovereign consumers demand goods at their lowest pos-
sible prices. Monopoly competition creates a deviation from this wel-
fare optimum, often resulting in less output of a good and at a higher
price than would be the case under competitive conditions. Competi-
tion policy is aimed at limiting monopoly in order to encourage compe-
tition and its beneficial welfare effects. Any country may unilaterally
adopt a domestic competition policy. And most countries have done so.
Today there are more than 90 countries with competition laws. Still,
about one-third of WTO members do not currently have such laws.

There are reasons why an internationally standardized competi-
tion policy enforced by the WTO – as currently on the agenda in the
Doha Round of WTO trade negotiations – might not serve the interests
of economic development. Since each country has unique consider-
ations with respect to its sectoral strengths, labour relations and social
policy institutions, and place in the world economy, it is hard to imagine
that a uniform competition policy could serve the economic develop-
ment strategies of all developing country members of the WTO. Most
of these unique features relate to the underlying need of every develop-
ing country for room to manoeuvre economically and politically in
order to establish dynamic, rather than static, efficiency.

Competition policy in the industrialized countries arrived late rel-
ative to their level of economic development; and even then, it has var-
ied considerably across countries and been applied very selectively
across sectors and interest groups in each country. This should not be
surprising, since all of these countries pursued economic development
strategies that included considerable protectionist and anti-competitive
behaviour in their efforts to promote the development of domestic
industrial capacity and to attain dynamic efficiency in the form of tech-
nological progress or the potential therefor. As they formulate and
revise their competition policies, developing countries today should
draw from the lessons of the countries that have already achieved
industrialization.

More competition is not always better, especially when the objec-
tives are technological progress, capital accumulation, economic growth
and sustainable development. Technological innovation hinges on
innovative effort, and such effort requires resources. In a perfectly
competitive environment, firms break even by powerlessly charging the
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“going price”. To charge a higher price is to risk collapse, hence the eco-
nomic term “ruinous competition”. According to Singh and Dhumale,
“unfettered competition may lead to price wars and ruinous rivalry and
therefore may be inimical to future investment: from this perspective
too much competition can be as harmful as too little” (1999, p. 12).
Rather than pursue a maximum degree of competition, countries
should seek the optimum degree: that amount of rivalry among firms
which still generates profits such that firms are able to invest in innova-
tion and other non-price dimensions of success. Oligopoly firms are
able to price at a markup over costs, and this markup can be deter-
mined, in part, by the investment needs of the firm, including those
related to technological innovation. Furthermore, competition policy
should not limit the State’s ability to use industrial policy as described
above.

Developing countries should continue to construct their own
domestic competition policies, both to regulate domestic monopoly and
to control the possible anti-competitive behaviour of transnational cor-
porations. These same countries should enter discussions of a WTO-
based international competition policy with much caution, as the poten-
tial costs of such an agreement are likely to outweigh its potential ben-
efits. The benefits of a WTO-based agreement would possibly lie in the
ability of any signatory to temper the anti-competitive effects of affili-
ates of multinationals. The costs will result from likely restrictions on
countries’ freedom to run targeted industrial policies and to nurture
domestic producers as they seek to move up the value chain of global
production. There is a risk that the Doha Round of trade negotiations
will lead to an agreement that will mainly serve the developed countries
which want market access, particularly where there are large private or
state enterprises controlling an industry. According to Hoekman and
Holmes, a WTO-based agreement is unlikely to be helpful since, “the
agenda is likely to be dominated by market access issues more than
international antitrust... [T]he WTO process is driven by export inter-
ests (market access), not national welfare considerations, and there is
no assurance that the rules that will be proposed or agreed will be wel-
fare enhancing” (1999, p. 16).

Development experience suggests that a WTO-enforced agree-
ment on competition policy will be in the interest of developing coun-
tries only if:
(a) it allows exemption for the least developed countries;
(b) it allows for a variety of domestic competition policy regimes like

those the developed countries themselves have maintained over
the past 50 years;

(c) it allows adequate flexibility with respect to sectoral coverage and
enforcement.
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Because such contingency and flexibility are almost impossible to nego-
tiate and enforce at the level of the WTO, developing countries must be
very careful not to sacrifice the tools for the attainment of dynamic effi-
ciency for the sake of furthering the goal of static or allocative efficiency.

Raising labour standards
The “vertical disintegration” of production and its international-

ization has made the location of production increasingly sensitive to
labour cost differentials. According to Krugman:

It is often said that labor costs are now such a low share of total costs that low
wages cannot be a significant competitive advantage. But when businesspeople
say this, they do not mean that labor costs have declined as a share of value
added: on the contrary, the division of value added between capital and labor has
been impressively stable over time. What they mean, instead, is that because of
the growing vertical disintegration of industry the value added by a given manu-
facturing facility is likely to be only a small fraction of the value of its shipments;
and thus the labor share of that value added is also a small fraction of costs, which
are dominated by the cost of intermediate inputs. But this vertical disintegration,
or slicing up of the value chain, creates a greater, not smaller opportunity to relo-
cate production to low-wage locations.
In such an environment, the level of wage and non-wage labor standards has
become a source of competition among firms and countries (1995, pp. 336-337;
see also Milberg and Elmslie, 1997).

The tying of minimum labour standards to market access or trade
liberalization – through a WTO provision, for example – is a conten-
tious issue for developing country governments, some of which see
their interest in keeping labour standards low so as to be able to com-
pete internationally. While a low-wage/low-productivity regime may
become a difficult “trap” to get out of, it can also be a short-run solution
to the problems of high unemployment and lack of connection to inter-
national markets.

The fact that jobs in developing countries are increasingly con-
nected to global production systems is double-edged for those who
advocate raising the level of labour standards globally. On the one
hand, to the extent that global production systems can be traced – say,
from the small, home-based producer up to the large, lead-firm subcon-
tractor – firms at the high end of the value chain could in principle be
held accountable for labour conditions throughout the global value
chain. On the other hand, to the extent that global value chains are
increasingly organized using arm’s-length or quasi-arm’s-length rela-
tions across firms in a given chain, lead firms or top-tier supplier firms
can more easily disclaim responsibility for labour conditions at the
lower end of the value chain. Even opponents of the linking of trade lib-
eralization to enforcement of a code of labour standards have tended to
support the idea that countries might want to impose minimum labour
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or environmental standards on their own firms, even when those firms
are operating abroad. Thus, to the extent that global production sys-
tems work through arm’s-length rather than intra-firm relations, the
regulation of a minimum set of labour standards would be outside the
realm of control of any single firm or set of leading firms.

One way around this problem would be to enforce an expanded
code of conduct on buyers at different levels of the value chain. Current
voluntary codes of conduct generally call for the monitoring of supplier
employment conditions. An extended code would not just require
monitoring but would also impose specific conditions on those firms
from which inputs are purchased. In this way, responsibility for labour
standards cannot simply be passed down through the value chain and
ultimately ignored at low levels of the chain. Lead firms and first-tier
supplier firms could be held responsible for labour standards among the
producers from which they buy inputs, even if the sellers are completely
independent in terms of ownership rights. Moreover, if firms are made
accountable for conditions of work and employment among their sup-
pliers, lead firms would be unable to circumvent higher-cost production
because of higher standards adopted by one producer simply by moving
to a lower-cost and lower-standard producer. A system encouraging
lead firms and/or first-tier supplier firms to purchase from firms satisfy-
ing minimum standards would, if adopted across a wide array of sectors,
also put a brake on any “race to the bottom” of global labour standards.

Concluding remarks
In this paper I have argued that it is the change in the structure of

trade – with more trade in intermediate as opposed to final goods –
rather than the growth in trade volume that makes globalization an
important phenomenon when it comes to the formulation of policies for
economic development. This structural change in trade is the result of
the emergence of global production systems, whereby parts and com-
ponents of a good are produced in different locations around the globe.
Of equal significance are the ownership characteristics of this structural
change. While trade in intermediate goods constitutes a rising share of
world trade, intra-firm trade appears to make up a constant or falling
portion of trade. Thus global production systems are increasingly char-
acterized by arm’s-length relations between lead and supplier firms.

I have argued that this shifting ownership pattern in global pro-
duction systems is the result of the logic of lead firm competitive strat-
egies. Lead firms outsource externally (i.e. outside the firm) those
aspects of the production process which do not contribute to the firms’
rents. These rents are typically associated with returns from propri-
etary, usually knowledge-based, assets, but they may also arise from
entry barriers and market power. The end result of such externalization
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is the establishment of an asymmetry of market structures across the
global production system – oligopolistic at the top and more competi-
tive at the lower end. I have argued that the theoretical implications of
these changes call for an abandonment of the theory of comparative
advantage in favour of a theory of trade based on absolute advantage.
Moreover, the focus of international production theory should shift
from internalization toward an understanding of externalization.

Given the prominence of global production systems, the policy
challenge is then how best to build economic and political institutions
that can promote industrial upgrading and higher labour standards. The
pursuit of these objectives calls for measures to build large firms with
the capacity to generate rents and investment in knowledge-based
assets, while remaining subject to some competitive pressure, through
the market or the mechanisms of reciprocal control. This, in turn, will
require an industrial policy to promote R&D and skill development in
production and management. It will also be facilitated by a very specific
competition policy, which may sacrifice some allocative efficiency in
order to attain dynamic efficiency. Moreover, multinational enterprises
have generally not been associated with the reinvestment of rents
locally and the development of indigenous knowledge-based assets.
Thus, special treatment for multinational enterprises does not usually
promote dynamic efficiency. Nor, most studies find, is it effective in
attracting inward foreign investment.
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