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Introduction

This book studies economic aspects of globalisation.

Globalisation is a phenomenon subject to wide research and a considerable political

discourse. It has many supporters and admirers, but there are also many critics,

claiming it has unfavourable side effects.

Any proposal for global management will have supporters as well as opponents,

even among academics who at the outset have no personal stake in any policy

decision on such (unlike what could easily be the case for other actors such as

investors, governments, and social groups). Acknowledging that globalisation is a

vast field with a conglomerate of more or less related problematics, this book alone

can hardly come up with an overall miracle prescription for how globalisation

should be managed. It rather aims to provide the reader with an insight into certain

essential dynamics of globalisation which I believe the general public deserves the

chance to be informed of. This includes a disaggregation of the numerous positive

effects of globalisation, as well as of the mechanisms alleged of bringing along

negative ones. 

The book is based on my Executive MBA dissertation at the Norwegian School of

Economics and Business Administration (NHH), and is structured as follows;

The first chapter attempts to give a definition of the concept of globalisation.

Acknowledging its potential, which to a large extent has been achieved, I will

in chapter 2 first present a theoretical framework that demonstrates why
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globalisation at the outset is a good thing. The chapter thereafter endeavours to

discuss the problematic side effects it is accused of bringing about, and takes a

closer look at why such problems are likely to appear, as well as possible

protection mechanisms. 

Chapter 3 examines some empirics in order to assess whether the problems

actually materialise in today’s world.

I will be rounding off with chapter 4 examining the institutional framework that

exists in order to manage globalisation, and assess needs for new institutions or

reform of existing ones.

Acknowledging the EU as an attempt to establish a framework for coordination

on a level above the nation-state, an appendix will briefly examine how the

project seems to have worked out, in the context of some of the issues raised in

preceding chapters.

I am indebted to my supervisors at NHH for their provision of invaluable

comments and inputs. My thanks are also extended to a number of friends and

colleagues who have engaged in exciting discussions, as well as several

information sources made use of in the empirical parts. 

However, I bear the exclusive responsibility for any errors. 
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1. Globalisation: Some definitions and characteristics

We often hear the term ‘globalisation’, and there exists a variety of interpretations

as to what it is understood to consist of. It is ‘something new’, and surveys reveal

the broad public in industrialised countries most frequently considers it somewhat

more positive than negative, although large differences exist between social groups,

from country to country, and from region to region, when it comes to its perceived

content and legitimacy.

What is for sure is that it has changed the way in which interaction and relations

play out on the international scene. It has influenced how we look upon inhabitants

in other regions of the world, and how we interact with them. Distances between

continents have become smaller, and the traditional images that peoples of the

world have had of each other have changed. The most meaningful definitions of

globalisation circle around the term ‘interconnectedness’.

Some of the most essential characteristics of globalisation are:

Cultural uniformisation. Increased interaction facilitates global ‘codes of

conduct’. In many ways, the provision of global media and products bring

about a global culture, replacing local ones. This is in the overall sense a

positive thing because of improved quality of communication and

understanding, and it certainly stimulates profitability for the global

commercial actor. We do, however, also see some signs of culture clashes. It is 

even possible to see the emergence of certain rebel movements as responses to
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a (more or less aggressive) ‘merging’ of certain cultures in their domains.1

However, the uniformisation factor will from now, perhaps unduly, not be

given much attention in this paper.

Communication across borders. We are as of today able to pick up the phone

and initiate instant communication with any individual anywhere in the world.

Media such as SMS and email allow the recipient to respond when he or she

has time. The development of communication media enables us to more

efficiently coordinate our efforts and increase each other’s productivity

through selective cooperation. Social media have multi-faceted purposes in

this regard. Please note also the documentory role of such media, facilitating

law and order in global interaction. 

Availability of information. This should be seen in close connection with the

item above, but as a new stage of it, with the Internet representing the medium

that best illustrates the extent to which information is available around the

globe in a matter of milliseconds. Comparing to the technology before the

computer age, when everything had to be accessed by snail-mail and in paper

format (which is indeed no more than 30 years ago!), it should be obvious that

the impact in several fields has been enormous. Actors compete with each

other in providing the most efficient and user-friendly means of information

storage and transfer. This is a pleasant fact for us as consumers of these

services.

1 Al-Qaeda could be seen as an extreme example of such movement, for whom religion is, or is claimed to
be, the ‘attacked’ cultural element.
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Technology of transport and logistics. Also for goods that are of physical

nature, significant improvements have taken place in the efficiency with which

relocations are carried out. The best example of a market in which competition

focuses on the speed of delivery is express shipping. A safe door-to-door

delivery of a package of one kilo from Oslo to Tokyo takes approximately 36

hours and costs 250 euro. It is also much easier for individuals (as well as

enterprises) to change residence than what was the case before, despite such

normally involving the relocation of a larger quantity of physical goods.

A global labour market. The enhanced ability for matching abundant capital

with abundant labour(such are normally found in the developed world and the

developing world, respectively), promises great potential for value creation,

and is certainly an important driving force in the emergence of multinational

actors. The smoothened relocation aspect as mentioned above is in this respect

relevant, providing the entire world as recruitment domain for specialised

labour.2 Additionally, one could point to the phenomenon of electronic

outsourcing of labour; why not let cheap employees in the third world

perform,from a distance, whatever work can be delivered electronically? India

for example seems to specialise in accounting services in this respect.3

Global economy and capital flow. This is to a large extent a result of the

development in the field of information, but it is still mentioned here because

of the significance it has on some of the conclusions later in this paper.

Electronic transfer of resources allows for unlimited amounts of money to be

2 Generally, only very few countries seem to uphold restrictions on immigration of specialised labour for
which there is specific demand.
3 Refugee flows and other types of ‘opportunistic’ (labour) migration will not be addressed here, although
it is an important characteristic of globalisation.
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made available for recipients anywhere in the world, in principle within

seconds, provided that the sender initially has them at his or her disposal.

When travelling, I can carry with me an equally unlimited amount of money

with a credit card, the use of which requires a code that exists in my brain

only. It is also possible for me to purchase shares in companies anywhere in 

the world at any time. There is always fierce competition in the banking

system, leading to the actors providing these services better and cheaper all the

time; another example of the great benefits of globalised technologies.4

The field in which these developments provide the greatest contribution is, of

course, trade and business. Globalisation intensifies competition around the world,

and not only in the national arena. The free market widens, and ensures inefficient

producers are wiped out, leaving only those who can deliver the best products. Due

to technological progress in the fields of information flow and transport and

logistics, these products are available for you, me, and anyone else in the world.

And they are available instantly. 

  

4 An important policy element in this regard is the liberalisation of currency markets. All OECD countries
used to have restrictions on purchase of foreign currencies, but these were lifted in the early 1990s, greatly
enhancing the mobility of capital. 



8

The concept of comparative advantages illustrates the potential.

Imagine that the world has two countries, Norway and Portugal, and imagine that

two products are consumed, wine and salmon. Norway has a well-developed

industry and excellent natural resources for effective production of quality salmon,

whereas the Portuguese are known to be good at producing delicious wine.

Before globalisation, dinner tables in both countries were predominantly equipped

with domestically produced goods, leaving Norwegians with inferior Norwegian-

produced wine (or homemade substitutes) along with the good salmon, and the

Portuguese with Portuguese salmon destroying the great taste of their wine. 

In a global market, where customs barriers are eliminated and the costs of transport

and logistics have greatly dropped, the new scenario leaves Norway exclusively

producing salmon, and Portugal exclusively producing wine, for consumers in both

countries.

We are thereby making use of the respective countries’ comparative advantages in

production. Actors are now allowed to produce, for larger markets, what they are

good at producing, while terminating their engagement in production they are poor

at. This benefits producers as well as consumers in both countries.

Conclusion: Globalisation yields better and better products, delivered faster and

faster, and at lower and lower prices. I do not think anyone could disagree that the

potential is enormous, and when comparing today’s world to 30 years ago, the

results are obvious.

We should stop for a second and think of what we mean by the frequently heard

term ‘antiglobalist’. It may be interpreted as if the antiglobalist does not like the

above progresses. While he or she may be of such opinion if desired, the struggle is 

useless. Globalisation as defined above cannot be stopped or reversed. It is driven
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by markets’ demand for better goods and services, pushing actors to improve in the

above mentioned fields all the time. We all, probably even demonstrators in Seattle

and other places, recognise the great potential for economic growth that

globalisation promises.

However, there is a backside of the medallion. The globalisation process has

frequently been accused of committing crimes along with its successes. It is more

normal, and indeed reasonable, that antiglobalists have concerns about the side

effects of the abovementioned developments, rather than about the developments

themselves. If this is the definition of an antiglobalist, I would indeed consider

proclaiming myself as being one. This even though I feel the term does not

satisfactorily reflect the fact that I believe the concerns can to a large extent be

addressed and dealt with, while maintaining the positive effects as outlined above.

Some of the most common accusations against globalization are:

Social inequalities. Globalisation is frequently claimed to increase the

difference between the rich and the poor in the world, and contribute to 

impoverishment and marginalisation.

Labour protection. We hear about deteriorating conditions for workers,

suppression of regular labour union demands, and ugly occurrences of child

labour. 

The environment. Multinational corporations and the globalisation process are

often accused of contributing adversely to environmental protection. 

These are serious accusations, and if they are correct, then they definitely need to

be addressed.
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In the following pages, I will attempt to describe more closely the economic

mechanisms at work in globalisation, including those which are claimed to

facilitate its negative side effects.
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2. A theoretical framework

Adam Smith’s optimal free market

Adam Smith was one of the most significant economists in the 18th century. His

greatest piece of work, The Wealth Of Nations, was published in 1776, and has ever

since been a celebrated reference in the design of market policies.

With some conditions, Smith’s bottom line conclusion is that society will

automatically experience the maximal economical growth if markets are allowed to

function without interference from the authorities. 

Adam Smith’s theory has, principally, well survived the test of time. All honour to

this pioneer for market deregulation.

Smith’s reasoning can briefly be summarised as follows:

1. The market’s demand curve for a given good is shown by the descending line d

in Figure 2.1 below. It illustrates how many units of the good will be sold in a

given market, given the sales price. All consumers in the market have their own

subjective perception of the value of this product. They will purchase it if the

price is lower than or equal to their value. The lower the sales price is, the more

units will be sold.

2. The market’s supply curve for the same good is shown by the curve s in the

diagram. It shows the price that the producer needs to receive for his product in
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order to sustain – in other words, the cost of producing the good or service. In a

monopoly, this curve will be ascending on the level of the individual producer;

meaning that the monopolist is able to influence the market price by increasing

or decreasing the number of units produced. In an open market with an infinite

number of producers (‘atomists’), one actor will not be in the position to

influence the market price significantly, and the supply curve he/she relates to

will be horizontal (the price will be the same regardless how many units the

actor produces, so he/she is a price taker). On aggregate level, however, the

supply curve ascends.

It is obvious that the demand curve is descending. Some people are willing to pay

more than others for the product, but the higher the price is, the fewer units will be

sold.5

The reason why the supply curve is ascending in the most relevant intervals is that

companies frequently have a cost curve that increases faster and faster with the

production volume. It costs more to increase production from 1 000 to 1 001 units

than it costs to increase it from 100 to 101. This phenomenon is called increasing

marginal costs of production. 

From this follows that the higher number of units produced, the higher should the

sales price be in order for the company to wish to undertake the additional

production. The company will produce until the marginal cost equals the sales

price. The market’s supply curve is equal to the accumulated (ascending) marginal

cost curves of all producers. 

5 We are here excluding special cases such as Giffen-goods, for which the quantity sold, for various
reasons, increases with the price within certain intervals.
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Smith’s reasoning continues:

3. In a market with no interference from the authorities, the equilibrium will be at

point A in Figure 2.1. The market price will be p1, and the quantity produced

and sold x1. Neither the price taking producer, nor the consumer, will have any

incitement to move away from this allocation.

4. The area BAD illustrates the producer surplus.6 In an open market with many

actors, the producer surplus will often be close to zero, and only the most

efficient producers will survive. In a market with only one producer

(monopoly), there will, as we shall see below, be a larger potential for a

producer surplus.

5. The area CAB is the consumer surplus. This illustrates the difference between

the maximum the customer is willing to pay, and the amount that he/she actually

pays.7

6. The total surplus for society, contributing to the economic growth of the country

and the world as such, is hence the area CAD. 

6 For BAD to represent the actual surplus of the producer, it is being assumed that all his/her costs are
variable, i.e. that costs often considered ‘fixed’ (administration, rent, depreciation, etc) are meaningfully
distributed on the given number of produced units. 
7 We will assume there does not exist any possible way of price differentiating between various market
segments as per their willingness or ability to pay for the product. Examples of such could otherwise be
student discounts, public subsidies of retirees, or differentiation dependent on nationality (which could be
a measure to facilitate integration of minorities in society).
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Figure 2.1: The efficiency of the free market. In a free market situation, the

interception between the supply curve s and the demand curve d will represent the

market equilibrium (A), with p1 being the price of the good and x1 the number of

units produced and sold. The area CAD represents the total surplus for society, 

distributed with the area BAD as producer and CAB as consumer surplus.

According to Adam Smith, this allocation yields the largest creation of value for

society as a whole. It is for example better than the monopoly situation illustrated

by the allocation F, which compared to the free market solution has an efficiency

loss equal to the area FAG.
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Smith thereby demonstrates that if the market is left to itself and not subject to

interference by authorities, then an ‘invisible hand’ will ensure society’s gain

(producer surplus and consumer surplus combined) will be at its peak (the area

CAD in Figure 2.1). Any regulation would risk skewering actors’ behaviour and

consequently disturb the optimal allocation in point A. 

In a monopoly, one may imagine the manufacturer wishing to lower production,

thereby achieving a higher sales price. If, for example, the produced volume is 

lowered to x2, the market price may be set to p2. It is possible that the new

producer surplus, EFGD, is larger than the previous BAD. The consumer surplus

will, however, definitely be smaller, as it will be reduced to CFE and this area is 

clearly smaller than CAB. As a total, we will have an efficiency loss equal to the

area FAG. So a monopoly is principally not a good thing. This solution will,

however, not be sustainable in an open market, as other potential manufacturers

will see it is possible to produce the same product and sell it at a lower price, still

achieving profit. The competitors will hence enter the market, produced quantity

will increase, and the sales price will decrease to p1.

This looks very nice so far.

On the other hand, all markets are not completely ‘free’, and there are arguable

reasons for this. Authorities must reserve the right to intervene in the free market if

it for some reason or another fails to deliver the maximum utility for society as a

whole.
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Negative external effects

There is a risk associated with unconditional deregulation of all markets, and we

will now get to one of the most significant reasons why markets sometimes need to

be subject to government intervention. 

One may from time to time observe that there are costs of production beyond those

incurring on the producer. An example would be a factory polluting the external

environment. If the market is allowed to function without interference, then the

costs of pollution will not be taken into consideration when the producer calculates

its optimal volume. Society’s marginal costs of production are higher than the

producer’s. This we will call negative externalities. 

This is illustrated in Figure 2.2 below. The curve s1 reflects the marginal costs of

the producer, and s2 the (higher) marginal costs of society. The optimal allocation

for society is (x2, p2). A free market would yield a too low price (p1) and a too

large quantity (x1).
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Figure 2.2: Failure of a free market caused by negative external effects. The

supply curve to which the producer relates is lower than society’s one, leading to a

market equilibrium with a produced quantity of x1 rather than x2 and a sales price

of p1 rather than p2. Compared to the optimal solution (x2, p2), an unregulated

market will have an equilibrium with a too low price and a too large quantity of

produced goods. It thus carries an efficiency loss for society, represented by the

shaded area.

It is the responsibility of public authorities to identify negative externalities and

implement steps in order to have production reduced to x2 and the price increased

to p2. There are various ways of enforcing reduced production and higher prices;
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the most obvious one would be to put a tax on production of the good, equal to the

value of the externality. Marginal costs of production would thereby be increased,

and production volume would decrease accordingly. 

One would hereby also ‘eliminate’ those manufacturers that are the worst ones at

polluting; they would be left with a competitive disadvantage. One could picture

two producers side by side in a market, with the one polluting more than the other. 

The one would be issued a greater ‘environmental fee’ as suggested above, and

needs to reduce the produced quantity and/or mend the polluting practice. The

market price of our good is likely to increase. The polluter may now want to start

producing something else which it will hopefully be able to do more efficiently, or

it may implement steps to clean the (now costly) pollution of the production

process. It may even have to close down if profitability cannot be restored. From

society’s point of view, this is the best solution, as this actor’s production is, 

socioeconomically speaking, not efficient, even though it may appear to be so when

observed from a micro-level perspective.

The less polluting manufacturer may on the other hand need to increase production

in order to provide the delivery that was maintained by the other actor before. 

Labour power released by the closing down of the polluting actor may for this

purpose be relocated to the surviving one. 

Negative externalities can also exist in consumption processes. The measure to be

taken is similar: tax on consumption. Examples of products with negative effects of

consumption could be petrol and alcohol.
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Leaving the task of identifying and handling negative externalities to national

authorities has so far in history functioned reasonably well.8 However, with

globalisation, the problem of negative externalities has taken on a new dimension.

In a global economy characterised by ever increasing openness and integration,

externalities in production and consumption processes are much more prone to

spillovers across national boundaries. Economic space extends beyond political

space. The most obvious example of such would be pollution which spreads across

national borders.

This suggests multinational coordination and the presence of certain global

authorities and regulatory frameworks will be necessary. We will later examine

existing and desirable means for global governance, supplementary to the

conventional ones we have on the level of the nation-state.

  

8 Traditionally, private market actors have also to a large extent been conscious of their responsibility
towards their host society, an example being Norsk Hydro’s early endeavours in the industrial Norwegian
town of Rjukan, though such ‘voluntarism’ may be too much to ask for today where the norm seems to be
a much larger distance between the global actor and its subjects on the ground. We will therefore in the
following sections assume that the producer is only rational and profit-seeking, and that it is the
government’s job to impose a minimum of regulation – yes, according to Smith, it should indeed be a
minimum – in order to ensure benefits are shared with the local community and negative external effects
are dealt with.
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Does taxation always generate inefficiency?

Before leaving Adam Smith, we shall in good neoliberal spirit discuss how

different types of taxation will disturb the optimal market equilibrium which at the

outset renders maximum utility for society. 

The market will by itself adjust to the optimal allocation if it is unregulated,

meaning that no taxes are levied (except for ‘healthy’ taxes dealing with

externalities as described above). However, the behaviour of the market actors (the

producer and the consumer) is determined by the utility they will experience after

tax. Any tax imposed in the market hence runs the risk of skewering the optimal

allocation. We will now examine the effects of three types of common taxes in this

regard. 

Let us first look at tax on labour, including personal income tax as well as

employer’s fees and social contributions. It seems certain that such a tax will

change the behaviour of relevant actors. As labour is a production factor, such tax

will contribute to making production more costly. The supply curve is heightened,

and the result is a higher sales price and a reduced produced quantity compared to

the optimal allocation. In addition, if production factors are substitutes, a tax on the

one factor (labour) will induce the producer to somewhat replace it by the other

factor (capital).9

9 One reason why tax on labour is so popular is the large redistributive potential it has, by means of
increasing marginal tax rates on personal income (and in many cases assets). We should also keep in mind
the substitutability that in practice exists between corporate profit and personal income for owners and
other involved actors, leading to most countries adapting quite similar tax rates on the two.
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Okay, so let us instead try a tax on consumption, notably VAT. This will make it 

more expensive for the consumer to purchase the products, and the result is a

lowering of the demand curve. The buyer will be subject to a higher price while the

seller will receive a lower price, and the tax is shared between them as per the

market conditions. The quantity will decrease.10

But the effects of a tax on corporate profit seem more unclear. It is intuitive to

think that with sufficiently flat and uniform rates, the tax level will not alter

behaviour; an actor will wish to maximise a given surplus, regardless how much of

it needs to be paid in tax. The slope of the supply curve will be lowered, but it will

still cross through the optimum.11

It is possible to object to this logic. It could be claimed that the level of investment,

and hence society’s overall scope of economic activity, is influenced by the tax

rate, in that higher tax leads to the actor preferring consumption today instead of

savings and investment for returns and future consumption. It would be too bad if

the tax reduces economic activity (and we shall shortly see why this is unfortunate;

countries generally strive to maintain a high level of investment).12 However, the

extent to which this needs to happen is debatable. 

If a corporate tax is introduced on the global level, it would be safe to assume the

good in question is still going to be produced. As this is a tax on the producer’s

10 Adam Smith recognised this, and agitated for exemption from VAT for all goods to be considered
‘necessaries’, as opposed to ‘luxuries’. See http://taxjustice.blogspot.com/2009/08/value-added-tax-and-
adam-smith.html
11 For practical purposes, we will here disregard the (temporary) effects that differences between tax-wise
and actual depreciation rates may have on corporate profit. 
12 Although if this is true, the tax also has a positive effect in that it is likely to somewhat stimulate
contemporary demand.
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bottom line, an endeavour which was profitable before the introduction of the tax

will still be profitable, the government only confiscating a relative portion of the

profit. 

Some investors will indeed pull out because the engagement is no longer profitable

enough to satisfy their required rate of return. Opponents of such tax will rightly

point to the effect such a step will have on the capital market: with investors being

less willing to provide capital, there will occur a drop in the supply of liquidity. The

consequence will be a higher price on such capital, by means of increased interest

rates on bonds, and accordingly a reduction in the overall amount invested.13

On the other hand, remaining investors will be able to acquire a larger market share

and hence likely increased rate of return (given that they are able to benefit from

economies of scale). This should make them stick around and in fact increase their

investments. With demand being stable, there is no obvious reason to believe that

overall production quantity will drop much below the initial situation where

marginal revenue is zero both before and after tax. It is in fact exactly under the

global market that one may safely count on the good still being available, even if a

corporate tax is levied which might discourage individual investors. 

The introduction of tax on corporate profit might hence push us towards a situation

with fewer and larger producers, but not necessarily with very significant changes

to the price and quantity.

13 Under certain market conditions, one may argue such would only be appropriate. Access to capital at
too low cost is for example said to have contributed to the recent problems in financial markets. However, 
in general, it appears that a 4% market interest rate on bonds in a zero-tax regime would need to increase
to 5% if a corporate tax of 20% is levied, in order to cover the investor’s tax burden. This is a slight
disturbance of Adam Smith’s wet dream, but apparently with much less grave consequences than for
example an introduction of 20% VAT.
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Two conditions, though:

Transport, distribution costs and general trade barriers should be sufficiently

low so as to not represent an obstacle against the availability of the good

beyond the vicinity of where it is produced. Otherwise, the withdrawal of

individual investors could pose a problem for local supply chains. 

Also, the corporate tax has to be broad, and not restricted to specific

industries or geographical areas, as such would tilt investments and

production in the direction of the exempted sectors and areas.14

Consequently: Tax on production factors is bad, as is tax on consumption, but it is 

not absolutely clear that tax on corporate profit in a global market unduly disturbs

Adam Smith’s optimal free-market allocation.

However, no individual country would be excited about unilaterally raising its own

corporate tax level. Such a move would make investments in the given country less

profitable, and encourage capital flight, handing over a competitive edge to

neighboring countries. As we shall now see, globalisation has greatly intensified

the inherent resentment of individual countries against levying corporate tax on

much valued investors within its own jurisdiction. 

14 This unless one should wish to provide particular stimulation to certain sectors or regions. Special
attention could for example be given to commodities sectors (wheat, rice, etc), so as to avoid any risk of
supply shortage.
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Figure 2.3: Implications of three types of tax. A tax on a production factor (labour)

raises the supply curve from s to s1 and moves away from the optimal equilibrium

A to the inferior allocation B. Tax on consumption lowers the demand curve from d

to d2, with C as the similarly inefficient allocation (producer's such, whereas from

the comsumer's perspective, the new allocation would be on the original demand

curve vertically above C). It is however herewith suggested that a corporate tax,

with the government only slicing off a percentage of the producer surplus, would

shift the supply curve from s and into s3, maintaining the optimal quantity and

price. 
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The race to the bottom

Private companies are efficient value-creators, and contribute significantly to the

welfare of a nation by means of creating value, providing demand for production

factors (which includes employment), and paying tax. Governments recognise the

benefits of having private enterprises yielding the consumer and producer surpluses

that were demonstrated by Mr Smith in 1776. This is acknowledged by the public

in democratic elections. It is also reflected in the inefficiency of, and emerging

public dissatisfaction with, the exclusive governmental production that

characterised the socialist bloc of Eastern Europe. We all welcome operations of

private actors our societies, including foreign actors.

The level of investment in a given country is considered a reliable indicator of the

presence and health of the private commercial sector, and has been identified as a

crucial driver of economic growth.

Let us consider emerging economies such as Brazil, China, South Africa and

Turkey. It is intuitive to assume that economic growth (GDP) is a meaningful

estimate of the rate of return one can expect to acquire in the domestic stock

market. But this view is erroneous. The exceptional growth in emerging economies

namely doesn’t come about all by means of such greatly improved productivity in

itself. It is greatly driven by investment. These countries have enjoyed a

particularly high level of investment, of course including foreign such, as portion of

GDP. This reduces the portion of the surplus that already existing shares harvest.

According to the Financial Analysts Journal, there is a 2% out-watering of existing

shares per year in the US and other industrialised countries (calculations are long-

term, and also include buy-back of shares by companies). In the emerging markets, 
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this figure is 10%(!), according to the Société Générale Cross Asset Research. This

of course over time diminishes the earnings per share of ‘old’ shareholders. 

So we will herewith establish that investment drives economic growth. The

individual country must recognise the growth prospects, and take due measures in

order to attract investments.

International trade is ever growing, with research already in 2002 showing more

than 1.5 trillion U.S. dollars floating daily across national borders worldwide. Part

of the definition of the globalisation process is that markets throughout the world

are available to actors from all corners of the earth. This is due to the enormously

rapid development of technology that the world has witnessed throughout recent

decades. The wide availability of corporate information, an effective banking

sector, and a harsh competition between different actors offering foreign

investment services and packages, facilitate the accessibility of foreign markets for

all types of investors.15

This is in itself excellent news, as it allows investments to flow to those locations

where they can best thrive and generate value. Maxing out the return on investment

is of course optimal for the investor, but, as Adam Smith demonstrated, also for the

15 This also seems to have led to a common change in the investment pattern. The conventional pattern
where the investor takes on a long-term commitment for the company to be invested in, and often makes
use of his right to influence its behavior and strategies, has now been replaced with a scenario where a 
large distance between the investor and the substance of the company’s activities, and a short-term
perspective on the stock price, seems to be the norm. One could well argue that this development
encourages the company to give more weight to short term benefits, which would certainly be at the
expense of exercising ‘corporate social responsibility’ which yields no immediate return and may be likely
to have more of an adverse effect on the stock price in the short run. Globalisation’s effect on CSR as well
as the investor’s long term perspective and commitment is certainly another area worthy of research.
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consumer and society in general, assuming that external effects are properly

regulated. 

Alright, so why are the so-called anti-globalists so upset about this?

Because countries will as a result be competing with each other on the arena of tax

reduction and deregulation.

As a result of improved technology and the integration of world markets, it is quite

simple for a capital investment to relocate itself from one country to another. This

is referred to as the volatility of capital, an important driving force in the race to

the bottom theory.

In accordance with economic theories where market information and capital

volatility are always perfect and the cost of investment relocation is zero (although

these assumptions may be somewhat over-simplistic in practice), investment will

by definition move to those countries where the best conditions are offered. Tax

regulations are important in this regard, as the enterprise would naturally prefer to

be subject to low tax burdens. It is also not difficult to imagine other legislative

issues could have such an impact. Extensive laws on employer’s protection, for

example, can imply additional costs for the enterprise. 

The reduced difficulties for private enterprises in simply picking up and leaving if

they are dissatisfied with existing conditions under which they operate, obviously

turn these enterprises into strong pressure groups when it comes to policies of

governments. There have suddenly appeared heavy incentives for each national

government to make cuts in taxation and market regulation, in order for the country



28

to stay competitive vis-a-vis all other countries. Pension fees, environmental

protection measures, corporate tax, fees on different consumables, union rights,

restrictions on child labour, etc are costly inconveniences. If national authorities

refuse to grant sufficient relief when it comes to taxation and other regulatory

measures, then the company may simply decide to move to another country.

A logical result of this both implicit and direct lobbying power of the capital

volatility will be a gradual degradation of the public sector.

Suppose that the world has two countries. Country A initiates a deregulatory

measure in order to attract foreign capital (and keep the existing domestic one). 

Country B must then either follow suit, or see its current investments relocate to

country A. The incentive for deregulation and tax breaks will in fact be present

even when no such step has been taken by the neighbour. But when both countries

slice 10% off a given tax rate in order to attract capital, then their competitiveness

relative to each other remains unchanged, but the tax rate has been cut, while no 

events have occurred which makes such cuts appropriate.16 A prisoners’ dilemma

indeed; the starting point is optimal on aggregate level, but both actors (countries)

will become better off undertaking deregulatory measures regardless what the

neighbour does, the consequence being that revenues drop for both of them.

Under all circumstances will on the other hand a step in the opposite direction

imply capital flight from the country.

16 We will assume that the pre-globalisation tax rate was ‘optimal’ as far as the need for public sector
funding and regulation on the domestic scene is concerned.
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Let us take a practical example. Throughout the most recent decades, the United

States has greatly reduced both corporate taxation rates and federal funding of such

areas as health and education. In the 1950s, taxes from corporations made up 27

percent of the revenues for the federal government, whereas by the turn of the

century, this figure had dropped to below 10%.17 And this is surely not because of a

drop in corporate profits compared to the 1950s. As a result of these improved life

conditions for corporations in the United States, Canada observed that much of its

industry moved across the border. As a countermeasure, Canada in early 2000 

lowered its corporate tax rate from 28 to 21 percent.

The two countries mentioned in the example above are not unique in this respect. 

The race to the bottom theory suggests that all the world’s countries are now

competing with each other when it comes to attracting volatile capital, and the

result is that governments slash tax legislation intended to generate public funding. 

There is competition for tax cuts, just like everything else. As consequence, and

assuming that cuts in rates cannot forever be compensated for by expansion in the

overall economy, one either needs to find other sources of income18, reduce

spending accordingly, or live with growing national deficits.

Other forms of deregulation are also in demand by the capital investors, so

accordingly, the national government also has incentives for slicing regulations

protecting ‘common goods’. 

Such development, if it takes place, can have various serious effects, as follows:

17 Michael Moore 2001: Stupid White Men, p. 54.
18 One measure would be to allow tax policies to instead target less volatile revenue bases.
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Government is a tool for redistribution of welfare. Along with lowered tax rates

follow generally reduced redistribution policies. At the same time, the rich

retain a greater share of their income and become richer. The result is larger

social differences. The gap between rich and poor will increase, and this

concerns both countries and individuals.19

Various sectors of society will go over to private hands, as the government,

reducing its own funding, will not have the necessary means to operate these. 

Sample sectors such as education, healthcare and security have traditionally

been mainly on public hands. The implication of privatisation, given that the

government does not intend to subsidise consumption (wasn’t that the point of

the privatisation in the first place?), will be that each consumer pays for the

goods and services, leaving citizens with unequal access to them, depending on

their social status. This is enhanced with the reduced protection by public

structures against supply shocks for commodities (food prices being the most

obvious, and a highly relevant, example).

Regular labour union demands towards protection of workers and pension

schemes are costly for every company, and the government will slash

regulations for such to a minimum, attempting to attract investments.

Insufficient sanctioning of child labour is an extreme example.

Environmental protection measures can be costly for the producer, and the

government will be inclined to reduce requirements for such. This both for local

and (perhaps in particular) global environmental damage. There exists no proper

19 Some will claim this is only fair, questioning why the rich should subsidise the poor, this being exactly
what happens in everything but zero-tax regimes. However, most agree that it is useful to maintain a 
certain level of social homogeneity within society. If I am absolutely poor and you are accordingly rich,
then we have nothing in common and may not manage to agree on fundamental political questions
reflecting the needs of our community as we have different perspectives. Research has also established
that too large social differences will lead to stagnation and increased conflict potential in any society. We
will therefore herewith establish that a certain redistribution is desirable in all societies.
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global authority identifying and regulating negative externalities affecting the

global environment. Lacking such, the country, now a competitive actor, is

assuming the role as the polluting producer illustrated in Figure 1.2. It reaps all

the benefits of hosting the business, whereas it only suffers a relative portion of

the damage the pollution causes. 

Democracy is degenerating, with governments voluntarily abandoning their

domain of influence and handing it over to private hands. As of 2005, research

shows that 52 out of the world’s 100 largest economies are corporations, not

countries.20 Individuals are accordingly deprived of the ability to influence their

own lives and future.

One should be reminded that despite the fact that deregulation implies a reduction

of a democracy’s domain of influence, public opinion indeed often supports this

development. It is, after all, justified by the need for the country to remain

competitive vis-a-vis its neighbors, and hence indeed necessary for the nation.

Votes are cast with the objective of obtaining the best possible conditions for

living, and the way is very short into striving for such at the expense of others.

When we cast our votes, we thus easily do so having in mind what is best for our

country (or even for ourselves as individuals), before what is best for the global

community. This is also the mandate, and eventual focus, of the national

government we elect.

However, it can be demonstrated that in the event that a given country achieves

increased revenue as result of a deregulation or a tax cut, then – unless the step

happens because the need for regulation has disappeared – the damage inflicted

20 Anderson et al: Field Guide to the Global Economy,
http://findarticles.com/p/articles/mi_qa3780/is_200707/ai_n19433649/ (excerpt)
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on other countries exceeds the benefits generated for the first country. In an open

(globalised) economy, such a move will lower the supply curve also outside the

domestic market, unduly leading to increased production quantity and lowered

sales price, and a resulting efficiency loss on the aggregate level equal to the

shaded area in Figure 2.2. 

Assuming that the supply and demand curves are linear in the relevant intervals, the

size of the efficiency loss is equal to the size of the deregulation per unit, times the

number of excess units produced, divided by two.

The loss becomes greater if the demand curve is concave or the supply curve is

convex.

The Laffer curve illustrates the relationship between tax rates and revenues that an

authority can expect to collect. See the figure below. It starts from zero as there is

obviously no revenue when the tax rate is zero. It thereafter increases, at the

beginning almost linearly, but as the tax rate increases, the curve will become

concave due to tax flight; the subjects move away, because tax rates are becoming

‘intolerable’ given the next-door alternatives. One should also not want to overlook

the argument that taxation will discourage investments in the first place;

investments which would otherwise be profitable and contribute to society’s value

creation. When the tax rate reaches 100, the individual receives no reward for

engaging in production and will not bother to do so, hence no value creation and no 

tax revenue. The curve has a peak which is ‘optimal’ inasmuch as the priority is 

exclusively to generate the maximum public revenue.
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Summary of chapter 2

As Adam Smith demonstrated already in 1776, the market delivers the optimal

utility if left unregulated. Only in the event of negative external effects should

the government regulate actors’ behaviour, by means of taxation or other

measures.

Globalisation as such facilitates the productivity of investments and markets,

which is good for everyone. 

Globalisation is accused of causing negative effects to society. It is being

claimed common goods are down-prioritised and social differences increase as

result of globalisation.

The mechanism alleged to cause these effects is commonly referred to as the

‘race to the bottom’:

Attaining investment is of crucial importance for the economic growth of

your country.

Taxation and regulatory measures have an adverse effect on the provision

of attractive conditions for capital investment. Competing against all

other countries for such investment, your government is therefore forced

to reduce these measures, so that foreign capital is attracted. All other

countries think and do the same.

The result is a global downsizing of the revenue base of the public sector, 

and consequently deteriorating welfare redistribution mechanisms,

increasing the gap between the rich and the poor. Other common goods

such as labour protection and the environment can also suffer. 
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3. Does the race to the bottom happen?

The discourse

Globalisation has indeed contributed to an increase in average living standards

worldwide. Its critics, however, claim that the rich have been in the position to reap

an unduly large portion of the benefits, and that the poor are not much better off

than they were before globalisation started – in relative terms, they are poorer.

Ever since the race to the bottom framework was first launched in the early 1990s, 

there has been a fierce debate on whether it does occur or not. Participants in the

debate are many, and a great number of these obviously have their own agendas

which influence their viewpoints.

Politicians may use globalisation to support policies that would otherwise have

triggered fierce public debate. A prime example of such could be European

politicians pointing at the forces of globalisation in order to justify the Maastricht

criteria. Stringent as these prerequisites for the EMU were, this nevertheless

allowed the European governments to push through painful spending cuts and

deregulation without subsequently suffering electoral backlashes. Nice footwork

indeed. 

Corporate actors also use globalisation for what it is worth. For example, Pacific

Telesis (now part of SBC Communications) pointed at globalisation in order to

justify immense layoffs and cutbacks in its offices in San Francisco, and Unocal

argued that because of the competitive pressures of globalisation, it should not be



36

forced by U.S. sanctions to pull out of Myanmar. Both actors of course also lobbied

Washington fiercely for deregulation.

Among academics, who should be relatively unbiased, there also appears to be a

considerable divergence on the question of whether, and/or how, a race to the

bottom in fact occurs.

Much literature seems quite dubious. For instance, Bhalla (2002)21 shows that the

10% most wealthy ‘elite’ in low-income countries has experienced higher income

growth than the middle class in high-income countries, and uses this as an

argument to demonstrate that globalisation has not unproportionally favoured the

rich. These two groups are used as they at the outset have a similar income level

and Bhalla therefore considers them comparable. I would like to dismiss Bhalla’s

conclusion. The elite in poor countries should not be seen as representatives of the

poor, but of the rich. It would on the other hand be interesting to examine whether

the poorest 10% in each country have experienced income growth at levels similar

to that of their middle class or elite. It is doubtful whether they have so; neither in

poor, nor in rich countries.

More to the point, DfID and CPRC’s 2008-09 Chronic Poverty Report maintains

that the number of people below the absolute poverty line, defined as having an

income less than 1 USD per day, has not dropped with globalisation which

otherwise is an era of unprecedented global wealth creation. It has rather increased

and now stands at some 1.7 billion people worldwide. Along comes, of course,

child and infant mortality, illiteracy, lack of drinking water and other hardly

21 http://siteresources.worldbank.org/INTPGI/Resources/342674-
1206111890151/12978_Surjit_Bhalla_Two_ Policy_Briefs.pdf
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comprehendible hardships. Is it really necessary to let this happen today? Should

not technologies of globalisation enable us to get rid of extreme poverty?

In pursuit of the Millenium Development Goal of eradication of chronic poverty

before 2025, the DfID-CPRC report points out the special role of proper social

protection in deprived countries, providing citizens with insurance against hazards

such as financial crises, economic restructuring, increasing food prices and global

warming, as well as education, health safety, and political representation. Social

protection policies require a supportive political environment for their initiation,

expansion and financing. Critics of globalisation maintain the race to the bottom

contributes adversely in this regard, whether the policies are to be implemented by

local institutions or global ones. The race is namely claimed to evade the revenue

collected on aggregate level, hence undermining the effective funding of such

policies. The poor hence don’t get sufficient access to the benefits of globalisation

and social inequalities are widened. Somewhat in support of this theorem, the

report finds traditional forms of social protection to be weakening in many low-

income countries.

I will in the following examine two separate aspects of the alleged race; first,

deregulation on direct behavioural aspects towards labour and environmental

protection, and thereafter fiscal matters (taxation rates).

Intangible common goods

The point of departure here will be that the corporate actor is often reluctant to

engage in activities that involve ethically dubious behaviour. This has to do with

the reputational damage that such could cause. The actor may choose to refrain
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from the use of child labour not because it is against child labour, but because such

would imply punishment by its consumers. Multinational actors are well aware of

the link between public opinion and profit. Citizens increasingly care about the

conditions under which their products are manufactured, and an environmental or

labour related ‘incident’ can have grave consequences for a brand name.

Globalisation also entails the means for providing information. Media as well as

local and international NGOs are indeed useful watchdogs when it comes to 

revealing unethical behaviour by the corporate actor. Examples are Adecco’s

violation of Norwegian labour regulations, as well as Nike’s exploitative behaviour

towards its labour force in overseas export production zones (EPZ) despite such not

even being legally prohibited.22 In both cases, it became apparent that the market

indeed rejects such actors until their behaviour is brought into conformity with

appropriate standards.

It can be argued that the very existence of these cases indicates that the race to the

bottom does happen. However, it is also possible to claim the opposite: that these

are individual exceptions, that there is a considerable risk that misbehaviour will be

revealed, and that the market has the self-justice to sanction it. There is much

support of this latter theory. The corporation acknowledges it is in its self-interest

to uphold certain standards on the working conditions of its labour, thereby

remaining in the good graces of its customers. 

The ILO published a report in 1998 which ‘shows no evidence that countries with a

strong trade union presence suffered any loss of investments in their EPZs’. On the

22 It is not uncommon for developing countries with a large number of EPZs to exempt these zones from
national legislation on labour standards, union rights, etc. 
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contrary, foreign investment in developing countries is in fact said to have the

potential to improve standards in the target countries, these often having been

atrocious from before and with the investor bringing along standards that he is

already comfortable working with.23 A World Bank study from 1997 in fact notes a

strong positive correlation between increased occupational security and health

conditions and foreign investments in EPZs.

Further damaging to the race-to-the-bottom allegations, there appears to be no

historical record of corporations preferring to direct their investments to countries

with lower labour standards. Whereas foreign direct investment (FDI) in 1992

amounted to 174 billion USD, this figure had increased to 644 billion in 1998, and

the portion of it that went to developed countries (where it would be safe to assume

that labour standards are higher) in fact went up from 68.9% to 71.5%.24 This was

likely to be consequent to greater risk in developing countries, including

‘disciplinary’ issues with the very labour force hired, which perhaps outweighed

the benefits that one could obtain from a laxer regulatory framework on labour. As

of 2007, this FDI figure was nearing 2 trillion (an increase of 23% from 2006), out

of which 68% still went to developed countries. The recession and tightening of

international credit markets thereafter caused a considerable dip. Interestingly, in 

the current recovery, developing countries’ share of global incoming FDI now

(finally?) rises quite sharply.

The above is also likely to be true for environmental aspects. It would in fact be

reasonable to assume that the investor is even more concerned with being

23 See Daniel Drezner: Bottom Feeders, Foreign Policy, December 2000, pp 64-70,
http://www.foreignpolicy.com/ articles/2000/11/01/bottom_feeders (open access available at
http://www.danieldrezner.com/research/rtb.pdf).
24 Source: UNCTAD’s World Investment Reports, http://www.unctad.org/en/docs/wir2010_en.pdf
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associated with environmental mischief. Your labour conditions may, if an

unfortunate focus is directed towards them, be apologised for and put right

overnight, but if environmental damage has been caused, this can perhaps not so

easily be repaired and will continue to exercise negative impact to society and your

reputation over time.

But it is far from difficult to dig out cases in support of antiglobalist allegations.

The city of Dubai, home to the world’s tallest building Burj Khalifa, has 250 000

foreign employees, many of them in the construction sector, enjoying working and

living conditions described by the Human Rights Watch as ‘less than human’ in 

their 2006 report Building Towers, Cheating Workers.25 Labour unions in the

construction sector were altogether outlawed in the United Arab Emirates until

quite recently.26 One can only speculate in how important a role this might have

played for the sake of Dubai acquiring the foreign investments it needed for its

many construction projects.

Another example of perilous labour conditions, this time combined with disregard

for environmental concerns, can allegedly be seen in the operations of Chevron in

Nigeria.27 The Niger delta is among the most environmentally damaged areas in the

world, and multinational actors are said to have a considerable deal of the

responsibility for this.

Widespread poor working conditions in EPZs were also documented by Naomi

Klein in her book No Logo: ‘The working day has 12 hours in Indonesia and the

25 http://www.hrw.org/en/reports/2006/ 11/11/building-towers-cheating-workers
26 http://news.bbc.co.uk/2/hi/business/4861540.stm
27 See http://www.energy-daily.com/reports/Analysis_Chevron_Nigeria_shuts_down_999.html and
http://allafrica.com/stories/201007270473.html
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Philippines, 14 hours on Sri Lanka, and 16 hours in southern China. Most

employees are women, always young, working for subcontractors from Korea,

Taiwan or Hong Kong. These subcontractors effectuate orders for companies in the

West. Leadership is military-style, inspectors often treat their employees badly, 

salaries are too low to live from, and work is mundane and requires no

specialisation.’ Klein suggested there were around 1000 EPZs worldwide,

employing 27 million people, and with trade worth between 200 and 250 billion

USD floating through the EPZs yearly, at the time No Logo was published.28

This should not be understood as an attempt to condemn the concept of EPZs. It’s

easy to have understanding for the corporation’s claims that it brings the local

community out of poverty. Knowing well what the alternative would be, employees

are normally happy to have a job there at all, and the local government also does

what it can to attract the investments and factories. However, the excess supply of

willing – or should we say desperate – labour force obviously represents a strong

temptation for the corporation to keep the costs of such at a minimum, in terms of

salary levels as well as job welfare and security. Remuneration is hence, although

sufficient for mere survival, typically too low to allow accumulation of wealth and

access to education, and masses of EPZ employees are thereby compelled to remain

on the margin. 

It should, though, be mentioned that No Logo did lead to an increased international

focus on this problem, and presumably to improvement in labour standards in many

EPZs. The multinational actors don’t anymore dare to hide behind the fact that the

28 No Logo was published in 2000. As the first publication properly addressing theories of unfortunate
globalisation dynamics and matching these with empirical research, it rapidly became a ‘bible’ for the
antiglobalisation movement.
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employers are local subcontractors, and exercise a closer scrutiny of their

compliance with labour standards that have been established as acceptable (and this

may well exceed what local legislation prescribes).

A good example of a joint effort dealing with a truly global negative externality

was the salvation of the ozone layer through rapid introduction of restrictions on

the use of CFC in the early 1990s. A needs and consequent action consensus on the

more multi-faceted issue of global warming has so far been moderate.

To sum up, information technology has facilitated transparency of production

processes, which can allow the consumer to be aware of and sanction negative

external effects within them. It therefore seems fashionable among multinationals

to uphold certain standards, even if such may not be legally prescribed. There are

exceptions. Sometimes such are identified in media, incurring a varying degree of

reputational damage. We can only guess how many cases are not revealed. The

watchdog role of media and the NGO sector in this regard is important, believed to 

have a preventing effect on misconduct. 
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Fiscal deregulation

What, then, about fiscal deregulation? There have suddenly appeared heavy

incentives for each national government to make cuts in taxation and market

regulation, in order for the country to stay competitive vis-a-vis all other countries

and attract the capital that suddenly enjoys unprecedented volatility. To what extent

does there occur a systematic drop in tax rates motivated by the wish to attract

foreign investments?

Emphasising that there may be nothing wrong with cuts in tax levels. However, any

decision to undertake such ought to be based on needs within the country for tax

revenue, and/or influencing its citizens’ behaviour in a certain direction. The

competitive environment in which a country operates is at the outset independent of

these aspects. Any tax-cutting or deregulating measure aimed exclusively at

responding to that environment is consequently in one way or another motivated by

the wrong factors, and from a global perspective sub-optimal.

See this sample of news headlines:

‘In his Budget Statement for the Financial Year 2007, Second Minister for

Finance, Tharman Shanmugaratnam announced a two percentage point

reduction in the corporate income tax rate to 18% to sharpen Singapore’s

competitive edge.’29

‘Without setting a time-frame, Japan promised to cut its corporate tax rate, now

at around 40 percent and the highest among Group of Seven (G7) countries, in

29 Tax-News.com, 16th February 2007



44

phases to around 25 percent that is prevalent in other major countries, to lure

foreign investments and prompt companies to invest more in Japan.’30

‘President Bush Friday signed the most sweeping rewrite of corporate tax law

in nearly two decades, showering $136 billion in new tax breaks on businesses,

farmers and other groups. “I signed a bill that’s going to help our manufacturers

— that will save $77 billion over the next 10 years for the manufacturing sector

of America,” Bush said. “That will help keep jobs here.”’31

‘Malaysia's Prime Minister Abdullah Ahmad Badawi has announced a package

of tax cuts, including a 2% corporate tax cut and tax breaks for businesses

across a number of economic sectors, as the government attempts to boost the

nation's competitiveness. "Although this measure will result in a significant

reduction in revenue, the government is confident that it will have a positive

overall effect on the economy," he stated.’32

‘Taiwan plans to cut its corporate tax rate for the second time this year as it 

seeks to lure international investors from regional rivals in Asia, Premier Wu

Den-Yih said. The government will reduce the rate to 17 percent, on a par with

Singapore, after cutting it to 20 percent from Jan. 1, Wu told reporters at a

briefing in Taipei today.’33

‘Average corporate tax rates in the OECD continue to trend down, and New

Zealand’s 30% rate is relatively high, with small OECD countries having an

30 International Business Times, 18th June 2010
31 Associated Press, 22nd October 2004
32 Tax-News.com, 4th September 2006
33 Bloomberg Businessweek, 13th April 2010
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average company tax rate of 26% in 2008. International pressures to reduce our

corporate tax rate further are likely to intensify. Finding a suitable balance

between (lower) corporate rates and a compatible set of personal tax rates in the

medium-term will be crucial for revenue-raising and economic efficiency.’34

‘In February 2008, voters in Switzerland narrowly approved a package of tax

measures which aim to ease the tax burden on dividend-paying companies. The

reforms seek to ease the burden of double taxation by reducing the taxable

amount of dividends paid to companies and individuals to 50% and 60%

respectively. The tax cuts will apply to shareholders who own at least 10% of a

company's stock. It is expected that both local and foreign companies based in

Switzerland will benefit under the new tax regime. A referendum saw 50.5% of

the turnout vote in favour of these reforms. The government welcomed the

overall result, arguing that the proposals would improve the country's tax

competitiveness, attract more companies to the country, and thus boost

investment and job creation. The government indicated that further measures to

reduce the company tax burden were also being considered.’35

‘Qatar plans to cut corporate tax to 10 percent next year, Finance Minister

Youssef Kamal has said, in a move by the Gulf Arab to attract foreign

investors. The tax rate is currently as much as 35 percent.’36

The common denominator of this (selective) sample of statements is that the tax cut

is aimed at enhancing competitiveness. It does not seem to respond to a decreased

34 New Zealand Ministry of Treasury paper, 25th February 2009, 
http://www.treasury.govt.nz/publications/informationreleases/taxconference
35 http://www.lowtax.net/lowtax/html/jswdctx.html
36 ArabianBusiness.com, 5th November 2009
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need for public sector revenue, a domestic development skewering the Laffer

curve, or anything similar.

The statements testify to the fact that tax competition is indeed an important driving

force in the downward trend that KPMG has documented in its yearly Corporate

and Indirect Tax Survey.37 This survey confirms the trends in its introduction for

the year 2009: Up until this year, the long term trends have been strong and

consistent. Against a background of international tax competition, corporate taxes

have been driven steadily down. Indirect taxes, though generally stable, have

extended their reach into many areas of the modern economy, to become an 

increasingly important component of many governments’ revenues.

The OECD also acknowledges this trend: ‘Within the last 20 years, corporate tax

rates have fallen from around 45% to less than 30% on average in OECD countries. 

And lately, with increased mobility of multinational corporations, tax competition

has intensified. Thus from 2000 to 2005, 24 out of the 30 OECD countries lowered

their corporate tax rates while no member economy raised its rates. The

consequence is that average rates in all OECD countries dropped from 33.6% in

2000 to 28.6% in 2005.’38

KPMG does, however, also recognize an interruption to that trend, occurring in

2009: But now, the reduction in corporate taxes has slowed. In some parts of the

world it has stopped altogether. While indirect tax remains a potent tool, with a 

broader base and higher rates still high on government agendas, the effects of

37 http://www.kpmg.com/Global/en/IssuesAndInsights/ArticlesPublications/Pages/ KPMG's-Corporate-
and-Indirect-Tax-Rate-Survey-2010.aspx
38 OECD Observer 2007,
http://www.oecdobserver.org/news/fullstory.php/aid/2229/Corporate_tax_warning.html)
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recession are forcing many governments to reassess their long term revenue

policies.

See the figure below which illustrates a downward trend in direct taxes. The picture

is broadly the same if restricted to the EU or other regional, or sectorial, selections

of countries.

Figure 3.1: Average Global Corporate Tax Rate, 1999-2010. Source: KPMG 2010

Corporate and Indirect Tax Survey. 

On the other hand, indirect tax rates seem to be reasonably stable during the period.

Indirect tax is levied on the consumer, not the producer, and VAT is the primary

example of indirect tax. The consumer is less prone to simply pack up his/her

things and leave the country than what is the case for capital, hence the incentive to
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cut indirect tax in order to prevent capital flight is not quite as strong. Accordingly, 

there seems to be no evidence of a downward trend in indirect tax, and the survey

suggests the base for such tax is broadening.

Figure 3.2: Average Global Indirect Tax Rate, 2004-10. 
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Reversing the direct tax cuts will lead to capital flight at the most inconvenient

moment and is rarely an option. Apart from being compelled to cut welfare

schemes accordingly, the response from national governments hence appears to

have been to raise VAT rates, hoping for increased revenue, but this in fact

contributes adversely to reinstalling consumption power and stimulating citizens to

start spending money again.39

Most interestingly, the increasing importance of indirect taxes in relation to direct

ones appears to be in stark contrast to the provisional conclusions drawn at the end

of the above section on Adam Smith’s theorem. While it is unclear how

significantly tax on corporate profit contributes to skewering actors’ behaviour and

pushing society away from the optimal free-market allocation, it is easy to 

demonstrate that tax on consumption definitely does so, lowering the market’s

demand curve.

The old wizard would therefore most likely not be very pleased with this

development where indirect tax is gaining importance by means of increasing rates

as well as broadening bases.40

  

39 Lowering VAT rates would otherwise be a normal measure in order to combat reduced demand and get
out of the recession. However, towards the end of debt management, a cut in any tax rate smells of
despair, right?
40 One could argue that a cut in the corporate tax rate does not necessarily disturb Adam Smith’s
equilibrium, ref. discussions in Chapter 2. This is correct, but the argument should also be turned around:
any tax on consumption, or labour as production factor, certainly has a harmful effect, and so if the
government has decided it can afford to reduce its revenue base, any cuts should therefore first be made in
such taxes.
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Tax holidays

A special version of tax competition is the concept of tax holidays, which can be

found mostly with Asian countries, offering tax reduction or exemption to foreign

capital investment, while maintaining decent rates on domestic such. Take Sri

Lanka as an example; many foreign investors are granted up to ten years of full

exemption from corporate tax which otherwise is 28% in Sri Lanka (reduced from

35% as of the 2011 budget year).41 Similar schemes are apparent in Indonesia,

Malaysia, Mozambique and a variety of other countries. 

It is often a valid argument that such discriminatory tax breaks can be viewed as

necessary offsets against various risk factors. Political risk is for example high in 

Sri Lanka, which implies a higher rate of return is required on invested capital. For

the sake of facilitating development, it is most conducive to direct efforts towards

mending the risk factors. Such efforts are however likely to benefit from

‘spillovers’ from foreign investment. Illustratively, tax holidays are often granted to

investments in industries where a lot of (abundant) labour can be absorbed, and/or

large technology transfers are required. Sometimes, a certain domestic ownership

with the investments is a precondition for the tax holiday.

Tax havens

The extreme consequence of tax competition is the emergence of tax havens, the

most famous such probably being the Cayman Islands. The zero-tax regime tempts

companies to move their capital or profits there, depriving the country of origin of

41 See http://www.nationsencyclopedia.com/Asia-and-Oceania/Sri-Lanka-FOREIGN-
INVESTMENT.html
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revenue from them. In conjunction, the regime frequently offers the owners of such

capital secrecy vis-a-vis domestic authorities, hence facilitating tax avoidance on

legally generated profits (including capital income from deposited assets)42, as well

as providing a safe haven for returns obtained from corrupted or otherwise

unlawful activities. The typical tax haven is a small country, often (though not

exclusively) an island state, politically stable, and with a well-functioning banking

sector and bureaucratic regime in general.

The haven receives registration fees from the corporations, and their presence also

provides a certain demand for accounting, reporting, and prescribed ‘board’

services, hence providing employment. This provides a good business and sustains

the haven well, if the number of corporations per inhabitant is sufficiently large.

Unlike what is the case for tax holidays, which can in some cases be legitimate in

order to allow abundant capital to meet abundant labour, the corporation has no

operational activity in the tax haven (often, it is not even allowed to have any such)

and resides there exclusively for tax avoidance purposes. The secrecy offered by

the tax haven hence relates to outcome from activities performed in a non-haven

country, and this is reasonably to be seen as undue intrusion into another

jurisdiction.

For operational profits that are at the outset legitimate, research has shown it is

popular for corporations to operate with subsidiaries residing in tax havens, and

42 Reduced tax on capital income is likely to mainly favour the wealthy. It is also particularly harmful to
developing countries, for which tax on capital income generally represents a greater portion of the revenue
base.
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to allocate the profits there by means of illegal transfer mispricing that in

practice can’t be meaningfully controlled or revealed by any authority.43

The damaging effects of havens’ secrecy policy with regard to unlawfully

generated income (war profiting activities, blood diamonds, etc) should be

obvious. A considerable portion of remittances to havens originates in

developing countries, and while it is difficult to assess the legitimacy of

methods applied in order to acquire the funds, the idea that much of it may stem

from corruption on part of leadership is beyond doubt. The availability of a

zero-tax regime enhances the actor’s probability of not having the unlawful

operations detected, as well as his/her expected after-tax rate of return. 

None of these effects are conducive to societal development and the provision of

public goods. 

As demonstrated above, a tax cut initiated only for tax competition purposes, and

with no foundation in real economic developments reducing the need for revenue

or regulatory effects, will lead to an efficiency loss for (global) society. However, 

this is exactly what the tax havens base their very living on.

There has been ashamingly little research done on tax havens, and it is indeed

difficult to quantify their use and effects exactly because of the mentioned secrecy

practice (plus, the definition of a tax haven varies and in some cases even includes

43 See for instance the ‘banana trade’ case: http://www.guardian.co.uk/business/2007/nov/06/12. For an
attempt to quantify the value of cross-border price manipulation as amounting to 5-7% of the overall
world trade, see Capitalism’s Achilles Heel, Raymond Baker (2005). 
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the Netherlands, Great Britain and the US), but let us see some provisional data

(collected from NOU 2009:19)44:

In the British Virgin Islands, there were 44 registered companies or

subsidiaries per inhabitant (as of 2007). Incoming direct investments

amounted to 2.7 million USD per inhabitant. 

Assets deposited in banks in the Cayman Islands amount to 1.7 trillion USD

(2006).

Capital flow from African countries to tax havens during the period 1970-

2004, including interest, is estimated to amount to almost three times the

cumulative debt of these countries as of 2004.45

The value of private individuals’ holdings in tax havens is estimated to 11-12

trillion USD (2004). With a 7-8% yearly rate of return and an average

avoided tax of 30%, this suggests national authorities are deprived of cca 250

billion USD per year in tax revenue only on such holdings.46

The consequence is that non-haven countries have their revenue base eroded.

Revenue drops, and public sector deficit will grow and/or welfare and

redistribution schemes need to be built down. This will inevitably result in growing

social differences, at the fury of ‘antiglobalist’ movements.

44 Tax havens and development: Status, analyses and measures (Schjelderup et al, 2009),
http://www.regjeringen.no/pages/2223780/PDFS/NOU200920090019000EN_PDFS.pdf
45 Ndikumana & Boyce 2008,
http://www.peri.umass.edu/fileadmin/pdf/working_papers/working_papers_151-200/WP166.pdf. 
46 The Price of Offshore, Tax Justice Network 2005, 
http://www.taxjustice.net/cms/upload/pdf/Briefing_Paper_-_The_Price_of_Offshore_14_MAR_2005.pdf
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The NOU demonstrates a few more negative effects of tax havens, notably:47

Their existence contributes to raising the general risk premium in the financial

market (harmful for all actors). 

They provide incentives for actors to engage in and spend resources on ‘rent-

seeking’ instead of productive (value-creating) activities. 

There will be incentives for corrupted leadership in developing countries to tear

down the quality of domestic institutions, so as for transfers to tax havens not to 

be revealed. 

The most essential precondition for the functionality of the concept of tax havens is

of course the volatility of capital that globalisation has brought about. 

Objections

I would like to conclude that there is reason to believe tax competition in the

context of globalisation has contributed to a persistent downward trend in direct tax

rates. 

This view can be contested, and below are some valid arguments.

Firstly – so as illustrate how difficult it is to produce credible statistics on such

matters – KPMG is certainly trying its best to be an objective and credible source, 

but nevertheless, there are three noteworthy sources of error in its survey:

47 The NOU stands out as well balanced, even describing some (conditional) positive effects of tax havens. 
It is said to have made quite an impression on both domestic and international policymakers.
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The averages are calculated with a ‘one country, one vote’ principle, and is

not weighted according to each country’s population or economic size.

The base differs over time in that new countries are included in the survey as

data becomes available. Out of the 115 participating countries in 2010, as

many as 30 were not part of the 1999 figures, including three extremely small

zero-tax regimes: Bermuda, Guernsey, and Isle of Man (and why are these

non-countries at all included in the survey?). 

The survey does not catch loopholes in domestic tax systems. For example, 

while the US appears to have a corporate tax rate of 35%, this does not apply

to sole proprietorships or even limited liability companies (LLCs).48

Some other factors to keep in mind are:

Could it be that the decreasing trend on direct tax levels still reflects the end of

the cold war and the transition to market economies? (One would guess that

process should have been completed by now, but there may still be a few

economies around shaking off communism.)

The World Bank and the IMF often require ‘structural adjustments’ in order to

provide debt relief measures to poor countries. It could be claimed deregulating

measures ordered by the said institutions are ‘under control’, as a proper

assessment of the sustainability of imposed deregulations is supposedly

performed by them. 

The trend may represent a response to technological developments making the

public sector more efficient. Imagine for example that a public process that was

earlier manual is now computerised so salary costs can be reduced, hence the

48 See for instance http://www.incnow.com/tax.shtml#llcs. Any corporate profit in such entities is
considered pass-through, and only taxed when taken out by the owner(s). 
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need for revenue decreases and the cuts can be made without any harm to the

public.

It is also emphasised that tax cuts indeed have led to growth in direct

investment worldwide, and that such is a good thing, ref. the close link between

investment and growth. This is correct. However, the validity of this as an

unconditional argument in favour of tax cuts essentially implies that the optimal

tax rate on income and profits is zero, which most agree is not the case. Any tax

may skewer behaviour away from the optimal free market allocation, yes, but

the balance between different forms of taxation (‘necessary evils’), as well as

other regulative measures, is a strategic choice in the pursuit of development,

and a zero policy must not unconditionally be prescribed.49

Despite these (possibly laudable) arguments for calling off the panic, what can

beyond doubt be established is:

In a world where capital is volatile, and where the nation-state, acting in its

own self-interest, is the highest decision-making authority, there will always be

race-to-the-bottom forces at work. 

This is a fact of nature, whatever opinion one may choose to have about

contemporary society’s abilities to deal with these forces.

The forces are strengthened with perfect market information and the elimination of

customs and other trade barriers.

  

49 Whereas a society with no tax on the producer, and only on the consumer, resembles a completely
privatised society and will render its citizens unequal access to goods.
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Summary of chapter 3

Much empirical research testifies that living conditions for a majority of the

world’s poor and marginalised have hardly improved during the era of

globalisation, at least not in relative terms.

There is an observable drop in direct tax rates over the last decade. The race to

the bottom theory suggests that tax competition in the context of globalisation

is responsible for the cuts, and that they consequently are undue. It is important

to keep in mind there may be additional factors contributing to the tax rate

reductions.

There may at the outset be nothing wrong with tax cuts. A low-tax regime is 

conducive for investments, which again is an important driver for value

creation and economic growth. But a tax cut motivated exclusively by a wish

for national competitiveness happens for the wrong reason and represents a step

towards the bottom.

Supposing that tax competition is at least in part responsible for the systematic

drop in tax rates, the consequence for society is likely to be an increasing divide

between the rich and the poor. Reduced revenue implies reduced means for

provision of public goods and redistribution of welfare.

As for labour conditions and environment protection, there is reason to believe

that watchdog mechanisms and the risk for reputational damage contributes to

keeping demand for, and exploitation of, deregulation moderate. Exceptions do

exist.
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4. Institutions and mandates for global governance

Blamestorming?

Antiglobalist demonstrators in Seattle and elsewhere are angry. But whom are they

angry at? Politicians that bless deregulation? Corporations that adhere to them? The

‘rich’? Global institutions that are supposed to attempt to monitor and facilitate

globalisation? Let us take a closer look at the mandate and behaviour of different

actors in order to distribute the blame for the alleged problems:

Local and national politicians and governments are mandated to ensure the

well-being of their own jurisdiction. Their responsibility for the same on global

level is secondary in this regard. It is therefore unreasonable to blame these for

the negative effects of globalisation. They do their job of protecting their

country’s best interests, competing against other countries. This can even be

claimed to be the case for those representing tax havens.

The corporation is rational. We will suppose it pays tax, it employs, and it 

produces and generates value for society. It also makes the best use of

loopholes and opportunities as per the regulatory framework it is subjected to,

and lobbies for further measures that will make its life more prosperous. In

short, the corporation does what it can to maximize its profits. But we can

hardly blame the corporation, as this is its purpose in life.50

The rich is also (assumed to be) rational, and also contributes with investments

into value-creating activities, as well as tax as per existing legislation.

50 See Milton Friedman: The Social Responsibility of Business is to Increase its Profits, The New York
Times Magazine, September 13, 1970.
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Global institutions have mandates for ensuring that globalisation proceeds

smoothly. These however often lack democratic credibility and are accused of

prioritising the rich rather than the poor.

It is intuitive that efforts to address inconveniences caused by global mechanisms

must involve global institutions. In markets and societies at the national level, it is

the role of the national government to regulate public bads such as pollution or

unfair competition. Inasmuch as the logic of markets is the same at the global level,

the openness and integration associated with globalisation imply that such

regulation now somehow ought to be provided there as well. But it is not obvious

who would provide it. There hardly exists any world government providing

international public goods and regulating international public bads. 

We will now take a closer look at existing global institutions and see whether their

domains and mandates appear sufficient.51

The United Nations

The UN spans a range of activities such as peacekeeping, disarmament, refugees,

famine prevention, human rights, development, labour, health, education and

culture.

Globalisation and other changes in the last decades are said to have eroded the

legitimacy, effectiveness and credibility of the UN. There has since the

51 This section is much inspired by UNU-WIDER’s policy brief Governing Globalisation: Issues and 
Institutions; http://www.wider.unu.edu/publications/policy-briefs/en_GB/pb5/
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establishment been an inherent democratic deficit in the UN system, and the moral

authority of the UN has become undermined as its laws and principles have often

been interpreted as selectively suiting the interests of the rich and the powerful. Its

funding structure, with an apparent lobbying space for the largest donors, does little

to offset this allegation. The lack of real authority and means for enforcement of the

UN’s decisions leaves it as a ‘watchdog without teeth’. The UN also suffers from

inadequate resources and political disagreements.

In order to move towards political independence and a strengthened legitimacy, 

some institutional changes appear to be desirable:

The constellation of the Security Council needs to be revisited in order to

reflect the change in the composition of international society since 1945. The

current arrangement with five veto powers is neither democratic, not

conducive for the Council’s ability to make decisions.

Structurally, it is virtually impossible for international organisations to avoid

a democratic deficit. A step in this regard could be the establishment of a

‘one person, one vote’ People’s Assembly somewhat modelled on the

European Parliament, as a supplement to the current ‘one country, one vote’

General Assembly. The purpose of the People’s Assembly should be to carry

the voice of global civil society.

A new model for financing of the UN must eliminate ties to actors that have

a stake in its decisions and activities.52

52 A so-called TOBIN tax on all currency transactions has been suggested as funding base for the UN. It is
suggested such a tax would have the positive side effect of contributing to stability in the currency market, 
by reducing undue speculation (when James Tobin first proposed such a tax in 1972, this was in fact the
primary objective). However, although many support the idea of such a tax, it is also subject to
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The Bretton Woods institutions: The International Monetary Fund and the

World Bank

The IMF was created to manage the international monetary system based on the

gold-exchange standard active when currencies were not convertible. It has since

adapted to changing exchange rate regimes, and its role today is most associated

with crisis management. It is obvious that a body such as the IMF is needed in the

world today, as a measure to manage the international financial system and the

volatility of capital and exchange rates.

The IMF has had a prominent role in ameliorating the European debt crisis through

its contributions to the rescue fund which so far has been drawn on to rescue

Greece, Ireland, Portugal, the Spanish banking sector, and Cyprus. It has also

during history provided sorely needed debt relief for developing countries. The

IMF is accused of unduly imposing ‘structural adjustments’ upon recipient

countries, involving liberalisation and deregulatory adherence to the global market.

The IMF’s decision making structure is greatly dominated by wealthy lenders (a

‘one dollar, one vote’ arrangement), and its operations and programmes are not

transparent, its accountability being limited to central banks and finance ministries.

It is on this basis easy to speculate that the conditionality for credit intends to serve

the purposes of the wealthy rather than those of the target society, whether this in

fact is the case or not. There is ample evidence that premature liberalisation and

integration into international financial markets are risky and can put development

in jeopardy.

considerable controversy. See for instance
http://www.oecdobserver.org/news/fullstory.php/aid/664/Tobin_tax:_could_it_work__.html
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The IMF hence needs to work on both communicating its rationales for any such

conditionality, and on reforming its structure for making decisions towards its

becoming more democratic and transparent. A reform of these aspects in the IMF is

an important part of redesigning the governance of the world economy.

In addition, the IMF needs to resume its role in crisis prevention, not only crisis

management. The original intention was for the IMF to ensure stability in the

international financial system, but focus now seems to have been shifted into

putting out fires. The Asian financial crisis in 1997, particularly in Indonesia, 

illustrated how rapidly economic vulnerability can result in massive suffering for

large proportions of the population. The financial crisis in 2008 was of a different

nature, and also with grave consequences. If anyone ought to have been expected to

foresee these financial crises, the IMF would be it (see also the subsequent section

on stability and harmonisation). 

The World Bank was set up to provide financing for reconstruction and

development projects. Lacking anything better on the global level, we certainly

need a World Bank to take a lead role in dealing with lack of development in the

poor world. As is the case with the IMF, representation is asymmetrical and

unequal, voting rights are vested with the principal shareholders who provide

capital, and accountability is limited to finance ministries and central banks. The

World Bank has also allegedly been unduly influenced by the ‘Washington

Consensus’ and attaches too much importance to market liberalisation and

openness when it negotiates projects with receiving countries; steps which may not 

necessarily be conducive to development. This is even claimed to be the case with

its research agenda, despite the fact that the Bank’s research is funded by its

income stream and not its share capital.
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As for the operational dimension, it is being suggested the World Bank ought to 

transform itself from being merely a money-lender for development, and into a

partner through local participation. Currently, there seems to be a too large distance

between the Bank as the funding instance, and the action on the ground. Both levels

would benefit from more of a partnership structure. The Bank should towards such

participation make use of its wide database of knowledge on development and local

ownership. Dissemination of such knowledge, the research behind which obviously

must be independent, is also an essential task for the Bank.

The World Trade Organisation

Trade was one of the three pillars at the 1944 Bretton Woods conference, but the

first creation of today’s WTO body only came in the form of the General

Agreement on Tariffs and Trade (GATT) in 1947. It aimed to deal with ‘shallow’

integration, focusing on lowering barriers associated with cross-border trade of

goods. The current WTO appears to have shifted its focus to ‘deeper’ integration

such as harmonisation of economic policies on a range of issues, such as

investment, competition, technology, public procurement, tax, and labour

standards. The focus now also includes the trade of intangibles (services).

The 1999 Seattle demonstrators claimed, in concert with most developing

countries, that the WTO unduly favoured the rich in its policy on labour standards,

investments, and competition issues. The 2001 Doha ministerial convention sought,

and partially managed to achieve, reconciliation in that regard.

By means of a ‘one country, one vote’ decision-making system, the WTO is 

principally more democratic than the financial institutions. It is though being
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alleged that the big players are allowed to exercise disproportionate influence. This

is founded in the fact that the WTO is a member-driven organisation with

continuous meeting activities, making effective participation a challenge and

leaving countries with greater negotiation resources more influential.

With trade being a means rather than an end to development, it should be decided

whether the WTO, rather than only to work towards deregulation for the sake of

improving trade, should have facilitation of economic development as a

fundamental objective. If so, it should consider throwing issues of environment and

labour standards off its agenda; currently, it appears to agitate towards deregulation

on these matters in order to facilitate investment and trade, but this should not be

the most central priority when policy is to be formed on them. If it is decided that

economic development as an independent objective falls outside the domain of the

WTO, then one should consider allowing the WTO to assume a position as a

subordinate to a reformed IMF.

Accordingly, time is ripe for a proper evaluation of the WTO’s achievements,

especially with regard to development. Certain agreements on intellectual property

rights are for example said to have had unfortunate implications in this regard.

It is important for the WTO to allow for some flexibility when it comes to members

being obliged to adhere to all multilaterally negotiated decisions. The bar for

granting exemptions appears to be quite high, and it should indeed be so, but given

the vast differences between countries’ level of development and industrial

structure, individual countries should be allowed to opt out of sub-agreements

when they can demonstrate very good reasons for it. Such exemptions could be of

permanent or temporary nature.




