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GLOBALIZATION, SOCIAL WELFARE, PUBLIC POLICY AND
LABOR INEQUALITIES

CLEM TISDELL

School of Economics, The University of Queensland, Brisbane, 4072 Australia
c.tisdell@economics.ug.edu.au

SERGE SVIZZERO
University of La Reunion

Income inequality has increased sharply in higher income and in many lower income countries. The-
ories attributing this to bifurcation of labor markets in higher income countries are examined. Some
theorists attribute this bifurcation primarily to technical change with influence from globalization.
Others take an opposite viewpoint. A contrasting view presented here is that globalization is strongly
linked with technological change. More significantly even if globalization increases economic effi-
ciency and growth in globalizing countries, it can raise income inequality and reduce social welfare in
such countries. International fiscal competitiveness may, it is argued, contribute to income inequality
and make all nations worse off. Trends in public social expenditure and in taxation receipts in higher
income countries, including Singapore, are examined to determine the extent of empirical support for
the theory.

Keywords Fiscal competition; globalization; income inequality; labor markets; public economics.

1. Introduction

The belief is widespreadhat structuraladjustmenpoliciesandglobalizationwill increase
economicefficiency and social welfare. Furthermorejn somecountries,for example,in
Australia, it is commonlythoughtthat more competitionin labor marketscanfosterem-
ploymentby raisinginternationalcompetitivenessf the productionof tradedcommaodities.
In addition,somenations,for exampleJreland,appeato be engagedn internationalfiscal
competition,throughthe lowering of tax ratesto encouragdoreign directinvestmentand
businessnvestment.

This article pointsout that increasetharket competitiomndglobalization,evenif they
raise economicefficiency and stimulateeconomicgrowth, may reducesocial welfare in
highincomeandothercountries Furthermoregrowing marketcompetitionassociateavith
globalizationmayresultin little increasen employmentaswell asuneverincomeandem-
ploymentbenefitsandopportunitiesbetweerprofessionabndhighly skilled personneland
unskilled laborers.Laborersdisadvantagedby this processmay have beenfurther disad-
vantagedoy somereducedpublic socialexpendituresn higherincomecountriesin recent
decadesln addition,it is possiblethatinternational fiscatompetitionasaresultof growing
economiaylobalizationhascontributedn somenationsto reducedorovisionof government



serviceghat includesn mostcaseswelfareservicesandcanresultin prisoners'dilemma-
like problemsresultingin aParetiarinferior outcomeglobally. Eachof theserelatedmatters
will beexaminedn turn analyticallyandthenassessedn the basisof internationalempir-
ical evidence.

2. Increasing Income Disparities and Labor Market Inequalities in OECD Countries

It is well documentedhat since the 1970s, OECD countrieshave exhibited economic
growth and growing income inequalities.See,for example,Svizzeroand Tisdell (2002,
2003) andreferenceghere. This is contraryto Kuznets’ (1955) theor. To a considerable
extent thistrendis reflectedn thegrowingdivergencen conditionsof work for skilled em-
ployeescomparedo unskilledworkersor thosewith limited skills. Dependingonthecoun-
triesconcernedthesedifferencesarereflectedn divergingwageor salarylevels,widening
levelsof non-wageentitliementsgrowinggapsin job securityanddifferencesn unemploy-
mentrateswith low skilled employeedeingrelatively disadvantaged.

The needto modify Kuznets'theoryof the relationshipbetweeneconomicgrowth and
incomeinequalityis evident,for example from US data.Somewherén the 1970sor early
1980s(dependingon how incomeinequalityis measured)ncomeinequalityin the US be-
ganto rise markedly althoughit displayedthe characteristicgpredictedby the Kuznets’
inverted-U curve from 1920 until the new turning point involving increasingincomein-
equalitywasencounteredcf. Kuznets,1953,p. 635; Mishell etal., 2001,p. 50; Brinkman
andBrinkman,2001,p. 117).Whereasn theearly 1980s the highest5% of incomeearners
in the United Statesaccountedor around14.5%of aggregatéencome,by the late 1990s,
theyaccountedor over25% (cf. BrinkmanandBrinkman,2001,p. 17; US CensuBureau,
2000, TableF-2).Usingthe Gini coefficientasameasuref inequaliy, Mishell etal. (2001,
p. 17) foundthatthe trendin the US wasfor incomeinequalityto declinefrom 1947 until
the beginningof the 1970sat a decreasingate,thento rise, first atanacceleratingateand
thenat a declining rate. By the end of the 1990s,incomeinequalityin the US wasmuch
greaterthanin the 1950sand1960s.Ryscavag€1999),using Gini coefficients alsofound
thatincomeinequalityin the US attheendof the 20th centuryrosesharplyfrom its levelin
the 1950sand1960sto reachalevel comparabléo that inthe US at theendof the 1920s,a
periodof markedinequaliy.

As mentionedearlier, thereis considerablesvidencealso of a similar rise in income
inequalityin otherOECD countriescomparedo thelevel ofinequalitythat existedprior to
the 1970s.Moreover,incomeinequality hasrisenin many developingcountriesin recent
times(see,for example,Ghosh,2004) andthis seemdo be associatedvith their develop-
mentof moreopeneconomiesHowever,Sala-i-Martin(2002) argueshatglobally income
inequalityhasdeclined.This is nonethelesat oddswith someotherfindings.Dowrick and
Akmal (2001),for example cite studieswhich supportthe oppositepoint of view. No con-
clusive evidenceabouttrendsin global incomeinequality is available.Resultscan vary
with thetype of measure®f inequalityusedandno doubtthe welfareimplicationsof such
inequality will also dependon the characteristicof the dispersion.Furthermore from a
political-socialwelfare point of view, inequality of incomewith a nation may be of more



relevance than that between nations. It is rising income inequality within nations that is the
focus of attention in this paper.

The within-national empirical evidence suggests that if a stable Kuznets’ type relation-
ship exists, it is more akin to a reclining inverted S-curve, such as curve ABCD in Figure 1,
than a reversed U-curve. The segment DE is added to the modified Kuznets’ curve, ABCD,
in Figure 1 to allow for the deceleration observed by Miskekl. (2001) in the US. Why
has income inequality increased in high income countries since the mid-1970s, how is the
relationship related to economic globalization and what are its consequences for economic
welfare in high income countries?

Using world exports as a percentage of world GDP to indicate the extent of economic
globalization, it is apparent from Figure 4 (see beginning of Section 6) that after remaining
relatively stationary in the 1960s and early 1970s at around 12%, this ratio shot up to almost
20% around the mid-1970s. Furthermore, although this ratio has fluctuated since then, its
general trend since the mid-1970s has been upward, and it has remained well above its
levels in the 1950s, 1960s and early 1970s. It is apparent that increased income inequality
is associated with a significant rise in economic globalization. But positive correlation does
not imply causation.

Controversy exists about the reasons for this growing income inequality in OECD coun-
tries. Some writers attribute these trends primarily to technical change in developing coun-
tries that reduced the demand for semi-skilled and unskilled labor, rather than processes
of globalization (Lawrence and Slaughter, 1993; Krugman, 1996; Aghion and Williamson,
1998; Slaughter, 1998; Dawkins and Kenyon, 2000) whereas others see globalization as the
prime influence, but not necessarily the only important influence on the trend (Sachs and
Shatz, 1994; Wood, 1998). However, the latter seems to be in the minority in the economic
literature.
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Figure 1. A “New” Kuznets’ Relationship



In practice,it may be impossibleto determinehow much of the divergencein labor
marketsin OECD countriesis dueto technicalprogressdivorcedfrom globalization,and
how muchis dueto the processof globalization.Both factorsmay well be importantin
explainingthe bifurcation of labor markets,andto a considerableextent,technicalchange
itself is influencedby the globalizationprocess.

Slaughter (199&. 1452)claimsthat“the consensuss thattradeaccountdor a positive
yet relatively small shareof the rising inequality” betweenmore-skilledand less-skilled
workers. However, this view is not sharedby all, and one cannotconcludefrom it that
the processf economicglobalizationis not animportantcontributorto the bifurcation of
labor marketsin OECD countriesbecauseglobalizationinvolvesmuchmorethanreduced
barriersto trade.In fact, Wood (1998,p. 1468) marshalpersuasivevidencehat“the main
causeof therisein labor marketinequalities[in OECD countries]is globalization”.

The Hecksher—Ohlinmodel in conjunction with the Samuelson—-Stolpelheorem
(Stolperand Samuelson1941; Samuelson1948) providesa possibleexplanationof the
bifurcation process.As a result of reducedbarriersto trade, and the operationof the
Samuelson-Stolpefheorem,labor in plentiful supply internationally (namely unskilled
labor or low-skilled labor) shouldfind that its net wagedeclinesin developedcountries
whereaghe incomeof professionalsand of highly skilled personsrisesbecauseheir la-
bor is in short supply internationaly. One might expectunskilled labor-intensiveindus-
tries to declinein more developedcountriesandindustriesusing higherintensitiesof hu-
man capitalto expand.Given increasednobility of physicalcapital, evenindustrieswith
high physicalcapital intensitiesmay not be retainedby more developedcountriesunless
professional/humaoapitalcomplementaryequirementsnakethis desirable.

Severalauthors however,arguethat the operationof the Samuelson—Stolpéerheorem
within the Hecksher—Ohlinframeworkcontributeslittle to explainingthe bifurcation pro-
cess.DawkinsandKenyon (2000, p. 8) arguethatthe Stolper—Samuelsomheoremis not
satisfiedbecauseaheratio of unskilledto skilled hasnotincreasedn all industries. Aghion
andWilliamson (1998, pp. 42—43)claim thattradeis not a significantexplanationbecause
the demandfor unskilled workershasdeclinedin all industries,including the non-traded
sectorswhich do not competewith developingcountriesand Krugman (1996, Ch. 3), ar-
guesthatanexplanatiorbasedon the Samuelson—Stolp&rheoremis inadequate.

Ontheotherhand,Wood(1998,pp.1465-1466) statdbatthe Samuelson—Stolperin-
ciple plus the presencef “defensive-innovation’in higherincomecountriesexplainsthe
bifurcation. Defensiveinnovationin more developedcountriesresultsin reducedemploy-
mentof unskilledlabor. Thereis alsoa tendencyof industrieswith high intensitiesof un-
skilled labor useto moveoffshorefrom higherincomecountriesasglobalizationproceeds.
In addition,increasedutsourcingto labor-surpluscountriesof componentof production
incorporatinghigh relative use of low-skilled labor is liable to occurwith globalization.
As shownby Feenstra1998, p. 32), assoonastradein intermediateinputsis allowed,
“globalizationhasanimpact onemploymentaindwageshat areobservationallyequivalent
to the changesnducedby technologicalinnovation”. In otherwaords, the introduction of
outsourcinghelpsto explainwhy via the globalizationprocessthe demandfor unskilled



workers has declined in all industries including the non-traded sectors. Furthermore, glob-
alization has improved the bargaining position of capital relative to lower-skilled labor in
higher income countries. Feenstra (1998, p. 46) observes that “the impact of globalization
on changing the bargaining position of labor and capital has far reaching consequences”.
The decline in union power within trade-impacted industries may well account for a portion
of the increased wage inequality in the United States (Borjas and Ramey, 1995), and possi-
bly in Australia. Feenstra (1998, pp. 47-48) also points out that “the decision of companies
to spread production across countries [by outsourcing] has distributional consequences that
cannot be ignored. The position of low-skilled workers in industrial countries is worsened
by a complementary combination of globalization and new technology”.

An important issue is to determine to what extent technical change is biased against
unskilled or lower-skilled labor, to consider the extent to which globalization promotes this
bias and to identify the mechanisms arising from globalization that help generate this bias.
Wood (1998) suggests that the technological bias is a defensive reaction of firms in OECD
countries to competition arising from globalization. This may be so in some cases. But this
bias may also be the result of proactive competitive strategies of multinational companies
headquartered in higher income countries, rather than purely a result of a defensive reaction.

Globalization increases market competition and widens opportunities for foreign di-
rect investment and trade in intellectual knowledge. It may foster benefits from the neo-
technology elements of international trade and enhance the opportunities for temporary
monopoly profits from international trade and investment based on new technologies (cf.
Posner, 1961; Hufbauer, 1996; Teubal, 1975). Such technologies are likely to be knowledge-
intensive, involving components of knowledge and highly skilled labor embodied in equip-
ment, rather than requiring much unskilled labor for their production and use. It is likely
to be easier to patent such technologies and/or defend property rights in these than in the
case of technologies that make intensive use of low-skilled or unskilled labor. Globaliza-
tion, by both extending the market for goods and services produced by knowledge-intensive
technologies, as well as extending the scope for foreign direct investment or other forms of
commercial transfer of such technology, helps promote technological change that is biased
against the employment of unskilled labor.

In addition, increased international competition may also reduce the length of time for
which monopoly-profits can be earned from new technologies. Thus companies must ac-
celerate their processes of technical advance unless their profits are to fall. This treadmill
effect further increases the bias against the employment of unskilled labor. If this view is
accepted, it would follow that while bias against unskilled or low-skilled labor and in favor
of skilled labor would arise from technical change in the absence of significant globaliza-
tion, increasing globalization greatly strengthens this tendency. This hypothesis does not
appear to be inconsistent with the findings of Bound and Johnson (1982) nor with those of
Bermanet al. (1994) which emphasize the importance of biased technological progress for
labor market bifurcation.

Observe that countries that are technological leaders globally (the more developed
countries) have been in the forefront of efforts to internationalize the world economy.



Globalizationprovidesmarketexpansioropportunitiesfor their technologicallyadvanced
industries,eventhough at the sametime thesecountrieshave experiencedseverelabor

marketbifurcation. Furthermore this processof globalizationgeneratesself-reinforcing
tendencieslt increaseghe potential economicprofits from a new internationalsaleable
productor technique,yet it simultaneouslyincreasednternationalcompetition,thereby
makingcontinualinnovationby firms evenmorenecessaryo ensurehelong-termsurvival

of manyfirms. Thus,globalizationmayaccelerat¢hetreadmillof technological changand

reinforceits biasagainstthe useof unskilled or low-skilled laborin higherincomecoun-

tries. This is particularly so becausegropertyrightsin technologieghat areskill intensive
arelikely to be easierto protectthanthosefor technologieghatarenot.

3. More on Labor Market Inequality, Globalization and Job Security

The Samuelson-Stolpemodel implicitly assumeghat the employmentand incomesof
individuals dependson tradedcommaoditiesonly — commoditiesnot tradedinternation-
ally are not considered For example,if accountis takenonly of internationally traded
commodities,jt suggestghatthe incomesof professionalsand highly skilled workers(in
shortsupplyinternationally)rise asa result of globalizationandthoseof unskilled work-
ers (in plentiful supply internationally)fall. But the demandfor commaoditiesnot traded
internationallyshouldbe consideredThe higherincomeof the “privileged” group(profes-
sionalsandskilled persons)nay resultin their increaseddemandfor non-tradedservices
providedby the groupwith lower skills. This backsurgeof demandwill help to counteract
thefall in incomeandemploymentof the latter group. Whetherit will morethancounter-
actit dependson the circumstancesThe counter-effectwill be strongerthe largeris the
professional/skilledgroupin relation to the unskilled one, otherthings being equal. Nat-
urally, the counter-effecwill be weakenedf “guest” workersare allowedto provide the
non-tradeccommoditieghatwould otherwisebe providedby domestioworkers.

There are claims, for instance,that immigration of unskilled workersto the United
Stateshasreducedworking conditionsfor the leasteducatedvorkersthere(Borjaset al.,
1997). In addition, continuing technologicalprogressmay reducethe demandfor lower
skilled workersin developedcountries.lt may do so (1) throughthe introductionof labor-
savingdevices.e.g.,in thehome;(2) by makingtradeablesomelabor-intensivecommodi-
tiesthatwerenot previouslytradeabldanternationaly, for example someword-processing
tasks;and (3) by makingit easierto outsourcelabor-intensivecomponentf productive
processe$o developingcountries(cf. Wood, 1998,p. 1466).

In moredevelopedcountries aspointedout above professional/skillegpersonspartic-
ularly thosein employmenthaveobtainedhigherincomesasthe processof globalization
hasproceededh recentdecadesAn importantcontributorto this hasbeenanincreasen the
hoursof work perweekof professional/skillegpersonsemployed By contrastthe average
hoursof work of unskilled workersin employmenthavedeclinedon the whole andthere
hasalsobeenatendencyfor their averageveeklyearninggo decline(cf. Gregoy, 2000).In
OECDcountries,suchasAustralia, the countereffect mentionedabovehasnot beenlarge
enoughto compensatéor the adverseeffecton the non-skilledgroupof globalization.



In addition, a dichotomy is present in the labor market, namely the employment of
professional and skilled persons seems relatively inflexible with their average hours of work
being flexible, whereas the employment of those with few skills is flexible with their hours
of work also subject to flexibility.

One explanation for these differences may be found in new institutional economics and
human capital theory. The market transaction costs involved in short-term adjustments of
the employment of professional/skilled labor by a firm are likely to be very high compared
to that for unskilled labor. Furthermore, and this is partially connected to the previous point,
many of the skills acquired by professional/skilled labor in employment are firm-specific.
Dismissal of a professional or skilled employee results in a large loss of firm-specific skills
or expertise by the business, and when new employees are hired considerable investment
is required to re-establish these skills. Thus on-the-job learning combined with the costs of
the sifting or sorting process for selecting the best available professionals may mean that
a business finds it profitable from a long-term point of view to be rather inflexible in its
employment of professional or skilled persons and to vary their hours of work in relation to
changing economic conditions, rather than to immediately employ additional staff of this
kind.

This is not to say that the employment of professional and skilled persons will not
be adjusted in the long run in response to rising demand for the product of a business.
However, the increase is likely to involve a “smoothing” process and is less likely to occur
the more uncertain is the future demand for a firm’s product. In essence, the employment of
new professional/skilled staff involves a significant overhead cost to most businesses. This
phenomenon also helps to explain the relatively high unemployment of youth in developed
countries compared to persons of more mature age (see Gregory, 1999); and the lower
average hours of work of youth compared to those of greater maturity, as well as significant
differences in average weekly earnings between younger and more mature persons.

Gregory (2000) has suggested that these phenomena might be explained to some extent
by the fact that “bosses” belong to the older age group and may have appropriate oppor-
tunities to earn higher income in their business for themselves. Certainly, this may be so,
but the sociological explanation could also be supported by explanations rooted in “new”
institutional economics, human capital theory and on-the-job learning, as discussed above.

4. Increased Economic Efficiency and Growth Accompanied by Reduced Social
Welfare

Globalization is widely believed to increase economic competition, stimulate economic
growth and promote economic efficiency. Claimed advantages are an improved allocation
of resources internationally and the promotion of technological progress worldwide. Nev-
ertheless, globalization may reduce social welfare if it results in considerable inequality of
income, as seems to be occurring in more developed countries and in less developed ones.
It can do this in higher income countries on a major scale given its Samuelson—Stolper
like impacts plus more significantly, its stimulus to the development and application of new
technologies and products that reduce the use of lower-skilled labor. The increased pace of



technologicalinnovationandits growing bias againstless-skilledlabor is not just defen-
sive asWood (1998) suggestdut moreimportantlyis a proactivecompetitivereactionto
globalizationopeningnewopportunitiesfor profiting from newtechnologiesespeciallyby
establishednultinationalcompanier nascenbnes.

The possibility of a deteriorationin the socialwelfareof a moredevelopedtountry (or
lessdevelopeddnealso)asaresultof globalizationcanbeillustratedby Figure2. For sim-
plicity, assumea two-personsociety (or one consistingof two groupswith homogeneous
membersn eachgroup)with individual onedependenbn a globally plentiful resourceor
incomeandindividual two onaglobally scarceesourcdor income.Let thecurveCDE rep-
resentthe utility-possibility frontier for the societyprior to globalizationand assumethat
the socialwelfareindifferencecurvesof the Bergson-typgBergson,1938) representedhy
W1 W1, WoWs, etc.,apply. Theseallow for sometrade-offof inequalityin income.Now
supposehat prior to globalization,the economyis locatedat point, A. It is Paretianineffi-
cient.After globalization,its utility possibility frontier movesupto C'D’E’ either becausa
greatemesource-basbecomesvailableto it or becauseyreatereconomicgrowthinduces
by globalization.Supposanow thatthe economymovesto point B. It is thenfully efficient
(in the staticeconomicsenseandit hasexperienced@conomicgrowth but the socialwel-
fareof thesocietyhasdeclined.This happendecausenequalityof incomeafterthechange
hasincreasedo suchanextent that théergsonwelfarefunction (Bergson,1938)indicates
afall in socialwelfare.

Notethat thisresultis possibleevenif theutility receivedby eachof theindividuals(or
groups)is consideredo be perfectly substitutableThis is soif the socialwelfareindiffer-
encecurvesarestraightlineswith arateof indifferent substitutionof unity.

However, the situation may be worsein reality thanis apparentfrom Figure 2. For
extremeinequalitiesin income,the utility possibility frontier may bendbackon itself in
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Figure 2. Decline in Social Welfare as a Result of Globalization
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Figure 3. A Utility Possibility Frontier Showing Recurving. Gross Income Inequality Reduces Total
Welfare Resulting in All Losing

the manner shown in Figure 3 by the curve BCDEF. This indicttat great inequality

lowers the utility of all parties. For instance, extreme inequality could drive the economy

to point G. In fact, the efficient set is only confined to the segment CDE. Note that this
“recurving” effect may arise, for example, because gross inequality may increase crime or
place a social welfare redistribution burden on the better-off members of the community.
These consequences have disincentive impacts on production. A longer-term possibility is
that such gross income inequality results in similar gross inequality in the distribution of
social and human capital (e.g., lopsided access to education and health services), reduced
equality of opportunity and consequently lower productivity in society.

Observe that the recurving effect does not imply that equality of income is desirable,
that is, that income distribution should be along #h& line OL in Figure 3. In fact in the
case shown, inequality would be optimal even if Rawlsian social indifference curves (right-
angled located on OL) applied (Rawls, 1971). In fact, in this case, the Rawlsian optimum
is at point E. This implies that the optimum distribution of income would be one favoring
individual two or group two.

As suggested above, the recurving productivity-depressing effect can be very serious
in the long run if it is associated with reduced human capital investment in commodities
such as health and education of the poorest members of society, namely the lower skilled
and their children. Such an effect may occur as welfare states are dismantled, as has been
increasingly thought to be so in the last couple of decades (cf. Gray, 1988). Various argu-
ments have been advanced for governments reducing their support for social security. For
example, it is sometimes argued that if a country is to remain competitive in a globalizing
world, it must have a low rate of taxation and therefore, the government cannot afford much
support for social services. Whether this is so is, however, debatable. For example, the ar-
gument only considers the cost side of taxation and ignores the possible economic benefits
that can be obtained if public funds are spent wisely. Nevertheless, as discussed later, in



a globalizing world, fiscal competitivenesbetweemationscould reducetheir supportfor
social securityefforts and other public programs.This canreducethe socialwelfare of all
the nationsinvolved.

Here, it is pertinentto notethat as Brinkman and Brinkman (2001, pp. 28—29)argue,
incomedistributionis influencedto a considerableextentby public policy, andchangesn
it by swingsin suchpolicy. Thusapartfrom globalization,political perceptionsmay alter
public expendituresCertainlyaholistic discussiorof thesubjectcannotignorequestionf
political econony, including changingattitudesto public socialexpendituresa point also
madeby Kuznets(1955,p. 28).

5. Dilemmas of International Fiscal Competitiveness: Reduced Welfare Benefits
and Public Services

In the last few decades, there has been widespread political support for the adoption of
structural adjustment policies, which, amongst other things, encourage a reduction in the
size of the public sector and greater reliance on markets, including global markets. Such
policies are believed by some to have resulted in reduced public services and reduced pro-
vision of social welfare payments (cf. Gray, 1998). Furthermore, many countries have seen
such measures as being beneficial for increasing their international competitiveness. For
example, reduced company taxes and other public charges may encourage foreign direct in-
vestment in a country, if these measures are not also adopted by competitors. Furthermore, a
reduction in the public cost component of exporting goods may have a favorable impact on
exports and reduce imports if competing countries do not respond with fiscal concessions.

Fiscal competition can, however, give rise to a prisoners’ dilemma problem. Consider a
two-country case and the matrix of possibilities shown in Table 1. Each country is assumed
to have two alternative strategies, no fiscal concessions and fiscal concessions, represented
respectively by strategies; andas for country one ands; and 5, for country two. The
payoffs to each country are represented by the cell entries. If both begin from a situation
of no fiscal concessions, each has a selfish interest to make such concessions. But as a
consequence, a Paretian inferior outcome results which constitutes a Nash equilibrium. All
are worse off as a result.

Note that in the Nash equilibrium shown in Table 1, aggregate economic benefits are
lower in the fiscal competition situation than when all parties refrain from such competition.
This could occur because, up to a point, public services (e.g., education, infrastructure) may
be complementary to private production. Especially in the Paretian suboptimal situation,
such services may be reduced to a level that lowers the overall productivity of the economy.

Table 1. A Case in which Fiscal Competitiveness Leads
to a Paretian Inferior Nash Equilibrium

Strategies of Country Two
B1 B2

Strategies of Country One a1 (5,5) (2,8)
as  (8,2) (4,4)




Furthermore, it is also likely that in a fiscal competitive situation social welfare services
will be cut, resulting in sharp increases in inequality. For similar reasons to those discussed
in relation to Figure 2, social welfare may fall. In addition, it is possible (see Figure 3)
that failure of a society to meet the basic needs of a group of its citizens may impose
increased costs on it. For example, it can do this by increasing the crime rate, by lowering
productivity as a result of reduced healthiness or fitness of citizens, and can result in an
increased emphasis on curative medicine rather than preventative approaches to illness.
Although the payment of social welfare benefits is often considered solely as a cost to
society, their provision can have productive benefits and can avert costs otherwise imposed
on society when the welfare of its citizens is grossly neglected.

In relation to fiscal concessions designed to encourage business and foreign direct in-
vestment, it is pertinent to note that a conflict may exist between the short run and the long
run. Much publicly provided complementary overheads, such as education and infrastruc-
ture, tend to be long-term assets. The effect of a reduction in their provision may not become
obvious for some time because it takes a while for the existing stock of some public assets
to decline.

In Europe, the launching of the Euro has shed new light on the problem of tax co-
ordination. In fact, the conduct of economic policies is confronted with a new dilemma.
On the one hand, freedom in capital movements puts pressure on tax rates and therefore
on Governments’ revenues. Indeed, due to this freedom, multinational firms become more
and more sensitive to tax consideration when they decide about their operational locations.
This is simply the perverse effect of tax competition. On the other hand, the Amsterdam
Stability Pact requires that the public deficit of each European country remain close to zero.
This strains the ability of these countries to reduce tax pressures. One “solution” to this
dilemma seems to be to distinguish, for fiscal purposes, between mobile and less mobile
factors of production. This deepens the degree of interdependence between tax policies.
Changes of the tax rate on mobile resources or tax-bases produce externalities between
countries but also have an impact on the less mobile tax-bases or resources that includes
unskilled labor in higher income countries (and also sticky activities, final consumption and
so on). Therefore, this “solution” could result in a greater economic burden on unskilled
workers and greater income inequality because tax competition consists of lower tax rates
on mobile factors (in order to attract FDI) and higher tax rates on less mobile factors (in
order to maintain Government revenues).

The following provides an example of the impact of the fiscal competitiveness of Ireland
on a German firm’s decision on where to locate its new investment. Artur Theis GmbH &
Co. is a medium-sized company producing packaging for the pharmaceutical industry. It
recently decided to establish and open a very modern plant, Theis Eire Teo in Ireland. Its
managing director “Jurgen Theis selected Ireland for the new plant because there he has to
tax his profits at just 10% — and not at 60% as in Germany. In addition, the staff costs, not
just salaries but also the additional costs [on-costs], are considerably lower in Ireland. As a
result he can achieve greater profit margins, build up larger share capital, and thus gain new
customers” (Anon, 2000, p. 9). Furthermore, “he receives funds from the Irish Settlement
Company in order to have his employees trained specifically for his company”.



However,the economicdliterature on the effects of internationaltax competitionre-
mainsquite controversial.

In its 1998reportentitled“Harmful Tax Competition:An EmergingGloballssue”,the
OECDclaimedthattheactionson the tax systemsnducedby globalizationimply potential
distortionsin the patternsof tradeand investmentand reduceglobal welfare. The report
identifies,aswe did above,mechanismsvhich supportharmful preferentialtax regimes
(suchasthe shift of the tax burdenfrom mobile to relatively immobile factors). It also
providesa completestudyof tax havens.

On the other side, someeconomistonsiderthat competitionamonggovernmentss
akinto market competitiorfor products By extendingto theinternationalsphereTiebout’s
(1956)analysisof competitionbetweerocal government$or mobilehouseholdstheycon-
clude that internationaltax competitionenhancesociety’s overall welfare. Furthermore,
some,suchas Edwardsand de Rugy (2002), considerthe allegationto be false that fis-
cal externalitiesare harmful becausehey affect global welfare. They claim that critics of
internationafiscalcompetitionfalselybelievethatglobaltax policy involveszero-sumeco-
nomics.Actually, howeverTablel abovedoesnot specifya zero-sungame.Somesupport-
ers of fiscal competitionbelievethat if a country adoptsa more efficient tax systemto
maximize growth, other countriesmay follow, with the resultthat global investmentand
outputriseandall arebetteroff.

For thosewho arein favor of restrictinginternationaltax competition,the implemen-
tation of an InternationalTax Organization(ITO) could be useful.In their 2001 report,the
United Nationsclaim that suchanorganizatiormight belike the WTO which handlegrade
disputeslt would developnormsfor tax policy, engagan surveillanceof tax systemsand
pushcountriesto desistfrom harmful tax competition.As highlightedin the 2000 0ECD
report“ TowardsGlobal Tax Co-operation” the purposeof suchorganizationis not to pro-
moteharmonizatioramongfiscal policiesbutto ensurehatthe burdenof taxationis fairly
sharedandthattax shouldnotbethedominantfactorin makingcapitalallocationdecisions.

6. Evidenceabout Trendsin Public Social Expenditure and in Fiscal Competitiveness

To recapitulateit hasbeenobservedhatincomeinequalityincreasedn mostOECD coun-
tries from the mid-1970sonward,a period associatedvith increasedylobalizationof eco-
nomic activity and considerableeconomicgrowth. It was also notedthat different views
existamongeconomistaboutthe extentto which this growingincomeinequalityis aresult
of growing economicglobalization.This trendin inequalitythrowsdoubtson the wide ap-
plicability of the Kuznet'scurverelationship.More importantl, analysiswaspresentedo
suggesthatthis growingincomeinequality canhavenegativeeffectson socialwelfarevia
its negativeeffectson thelevel of nationalproduction,if notimmediatelythenin thelonger
term. This possibility becomesnorelikely whenrising incomeinequalityis accompanied
by falling socialwelfarepaymentdy governmenandreducedpublic socialexpenditure.

It wasargued theoreticaly, thatgrowing economicglobalizationcanencourageyrow-
ing fiscalcompetitionbetweemationsresultingin falling public expenditureandeventually
reducedsocial(economic)welfarefor all.
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Figure 4. Generalized Graph of World Exports as a Percentage of World GDP, 1950-2004, Based
on IMF, WTO, and United Nation’s Statistics. The Figures for 2003 and 2004 are Estimates

Evidence of the pattern of changes in the extent of econorolzadjzation are apparent
from Figure 4, if world exports as percentage of world GDP is used to indicate the extent of
economic globalization. It can be seen that economic globalization was much more marked
after the mid-1970s than before this. Consequently, one might expect fiscal competition
to be more evident after the mid-1970s than before this. Therefore actual public sector
behavior after the mid-1970s will be compared to that in the early 1970s to see if there
is evidence of greater fiscal competition in the latter period. Furthermore, a related issue
is whether there is evidence that government support for the less well off in society has
increased or decreased with growing income inequality and rising globalization.

Now we examine actual trends in public sector behavior since the early 1970s. Is there
strong evidence of falling social security and welfare expenditure by governments over
this period? Has public social expenditure fallen? Is there evidence of increasing fiscal
competitiveness between nations, for instance, via reductions in their levels of taxation?
Consider the evidence, from selected higher income countries.

First, it might be noted that government expenditure on social security and welfare
varies greatly between higher income countries as a percentage of GDP. Table 2 provides
the most recent available IMF statistics. Sweden heads this list with 18.9% of its GDP spent
on social security and welfare by the government, and the US is at the bottom of the list,
excluding Singapore (which spends a negligible percentage of its GDP for this purpose).

For all these countries, there has been a decline in public spending on social security and
welfare as a percentage of GDP in the 1990s. Of course, a reduction in this percentage does
not necessarily imply a fall in real per capita spending on social security and welfare. This,



Table 2. Percentage of GDP Spent on Social
Security and Welfare by Governments in Selected
Higher Income Countries by Latest Available Years

Country % and latest year
Australia 8.7 (1998)
Canada 9.7 (1997)
Denmark 14.6 (1999)
France 18.3 (1993)
Germany 16.9 (1996)
Ireland 8.6 (1997)
Sweden 18.9 (1999)
UK 13.3(1999)
USA 5.6 (1999)
Singapore 0.1 (1998)

Source: IMF Government Financial Statistics Table B6.
www.worldbank.org/research/growth/GDNdata.htm
(downloaded 16 April, 2003)

Table 3. Public Expenditure on Social Security and Welfare for Selected High
Income Countries as a Percentage of GDP. Earliest Overlook 1970s
Observation, Maximum Percentage and Latest Available 1990 Observation

Reported by IMF. Year of Observations in Brackets.

Country 1970s Observation  Maximum Observed Latest Observation
Australia 3.9(1972) 9.4 (1994) 8.7 (1998)
Canada 6.5 (1973) 12.2 (1991) 9.7 (1997)
Denmark 12.2 (1972) 18.4 (1994) 14.6 (1999)
France 14.9 (1975) 20.2 (1992) 18.3 (1993)
Germany 11.3 (1972) 15.6 (1983) 16.9 (1998)
Ireland n/a 13.0 (1985) 8.6 (1996)
Sweden 12.5(1972) 24.8 (1993) 18.9 (1999)
UK 8.0 (1972) 15.6 (1993) 13.3 (1999)
USA 6.4 (1972) 8.3 (1983) 5.6 (1999)
Singapore 0.1 (1972) 2.2 (1996) 0.1 (1998)

*Second highest level
Source: IMF Government Financial Statistics Table B6.
http://www.worldbank.org/research/growth/GDNdata.htm (downloaded 16 April 2003)

however, has occurred for most countries in Table 3 becausetlyin their real GDP was
not commensurate with their reduction in public spending on social security and welfare as
a percentage of GDP, and for many countries, this decline started earlier.

Examination of the IMF statistics that form the basis of Table 2 indicates that for most
higher income countries, public expenditure on social security and welfare as a percentage
of GDP rose substantially after the early 1970s before peaking, mainly in the first half of
the 1990s, and then declining. But even after the decline, public spending of this nature



significantly exceeded that as a percentage of GDP in the 1970s. The welfare state in most
higher income countries was still far from being dismantled. This is evident from Table 3.

These empirical results indicate that in the early phase of increasing globalization and
growing income inequality, most higher income countries continued to increase their public
welfare support. However, in the early 1990s in most cases their welfare support started
to decline. Nevertheless, with the exception of the US and disregarding Singapore, welfare
support in most higher income countries on the basis of the latest available figures for
the 1990s remained well above that in the early 1970s. So increasing globalization and
emphasis on structural adjustment policies seem to have no effect on the level of public
spending on welfare at first. Even after a decline in this expenditure or a percentage of
GDP became apparent in most countries in the 1990s, the levels of expenditure of most
as a percentage of GDP were well in excess of that in the 1970s. Therefore, judging from
the macro-statistics, public social welfare support even towards the end of the 1990s was
greater than in the 1970s in most higher income countries. Thus, in the 1990s, globalization
had not yet (by any means) resulted in the virtual collapse of welfare states, even though
most of their social welfare systems were under increasing pressure.

The need, however for such systems was probably rising in the 1990s with growing
levels of unemployment, increasing income inequality and more regressive tax systems (cf.
Heady, 2002, Center on Budget and Policy Priorities, 2002).

Two additional social expenditure items of interest are public expenditure on health as
a percentage of GDP and public expenditure on education as a percentage of GDP. In most
higher income countries, trends in these items have been different to some extent. In health,
public expenditure on health in OECD countries was on the whole higher as a percentage of
GDP in the 1980s, then in the 1970s and although again higher in the 1990s, the percentage
was becoming stationary (OECD, Health Data, 2001). The OECD weighted average for
this item was 6.9% in 1980, 8.2% in 1975 and 8.3% in 1995. Actually in the EU in this
period, this percentage showed a small decline in 1995 compared to 1993. It was 7.1% in
1980, 8.1% in 1993 and 7.9% in 1995 (OECD Health Data). This may signal the start of a
declining trend.

Public support for education as a percentage of GDP in most countries peaked earlier
than public contributions to health. In many OECD countries, public support for education
peaked in the 1970s or early 1980s with support tending to fall aftet thadle 4 helps
illustrate the situation for selected high income countries. The relative reduction in public
support for education may partly reflect increasing support for structural adjustment policies
and for the user-pays principle. Table 4 also indicates that the extent of public support for
education differs significantly between higher income countries.

These results suggest that concerns about falling public support for social security and
welfare and for education are not completely misplaced. As for public support of health
services, a downward trend is not yet significant as judged by percentages of GDP. Whether

L One reviewer suggests that this variation could reflect changing demographic patterns. It may, to some extent.



Table 4. Public Expenditure on Education for Selected High Income
Countries as a Percentage of GDP. Earliest Available 1970s
Observation, Maximum Percentage and Latest Observation Reported

by IMF. Year of Observations in Brackets

Country 1970s Observation Maximum Observed Latest Observation
Australia 0.8 (1972) 2.4 (1978) 1.9 (1998)
Canada 0.7 (1974) 1.0 (1982) 0.4 (1997)
Denmark 4.9 (1972) 5.0 (1974) 4.3 (1999)
France 3.6 (1975) 3.6 (1977) 3.3(1993)
Germany 0.4 (1972) 0.4 (1972) 0.2 (1996)
Ireland n/a 6.0 (1982) 4.5 (1997)
UK 0.9 (1972) 1.7 (1994) 1.4 (1999)
USA 0.6 (1972) 0.7 (1978) 0.4 (1999)
Singapore 2.5(1972) 5.9 (1985) 3.6 (1998)

Source: IMF Government Financial Statistics Table B4.
http://www.worldbank.org/research/growth/GDNdata.htm

Table 5. Taxation Revenue as a Percentage of GDP for Selected Higher Income
Countries. Earliest Available 1970s Observation, Maximum Percentage and
Latest 1990s Observation Reported by IMF. Year of Observation in Brackets

Country 1970s Observation Maximum Observed Latest Observation
Australia 19.41 (1972) 24.46 (1987) 23.19 (1999)
Canada 16.25 (1973) 19.37 (1997) 19.37 (1997)
Denmark 30.77 (1972) 35.30 (1987) 33.30 (1999)
France 31.80 (1972) 39.19 (1997) 39.19 (1997)
Germany 24.32 (1972) 28.30 (1982) 20.25 (1998)
Ireland 26.05 (1972) 37.15 (1984) 30.64 (1997)
Sweden 30.07 (1972) 40.10 (1990) 36.27 (1999)
UK 29.56 (1972) 35.19 (1998) 36.64 (1999)
USA 17.11 (1972) 19.55 (1999) 19.55 (1999)
Singapore 13.94 (1972) 19.08 (1982) 14.39 (1998)

Source: IMF Government Financial Statistics Table A.IV.
http://www.worldbank.org/research/growth/GDNdata.htm (downloaded 16 April 2003)

recent trends in relation to public support for social saguaind welfare are a result of
increased fiscal competition between nations, acceptance of structural adjustment policies,
or changing priorities in public spending is difficult to determine. Possibly all have played
arole. In fact, changes in public spending priorities might have played the major role.

IMF statistics actually indicate that taxation revenue as a percentage of GDP for most
countries has not declined significantly with growing economic globalization and neither
has public expenditure. This suggests that the main effect of economic globalization has
not been on tax levels but on the composition of public expenditure.

Table 5 provides some information on tax levels as a percentage of GDP for selected
higher income countries. It supports the view that government taxation revenue in relation



to GDP has tended to rise rather than decline in most higher income countries (cf. Heady,
2000) or that the extent of decline has been minor. However, in the case of Ireland, this
percentage has declined substantially since 1984. IMF statistics lead to a similar conclusion
about public expenditure as a percentage of GDP.

Singapore’s case is interesting because its economy is very open. Singapore’s tax rev-
enue as a percentage of its GDP has declined since the early 1980s (Asian Development
Bank, 2003). This could reflect public measures to increase its international fiscal com-
petitiveness as globalization has proceeded and it has been faced by growing international
competition.

7. Concluding Assessment

Encouragement of globalization and increased international competitiveness has been
widely embraced as a strategy to enhance economic efficiency. Most economists believe
that this will increase economic welfare and some expect these policies to result in a “win-
win” situation. But such an outcome seems unlikely in the near future. As argued above, in
some countries, increased economic efficiency (and economic growth) could be associated
with a substantial increase in income inequality that reduces social welfare, partly because
of adverse effects on the level of national production.

Again, it was observed that different labor groups have had divergent economic expe-
riences, arguably as a result of the globalization process. Employed professional/skilled
persons have obtained a rise in average weekly hours of work and income whereas the
less skilled in more developed countries have experienced reduced average weekly hours of
work and real lower incomes. However, where the latter group is able to supply non-traded
commodities in demand by the former group a counter-effect is present; even though in
practice this effect has not been able to offset the decline in demand for unskilled labor in
more developed countries.

Concern has been expressed above about the possibility that increased inequality of
earnings being accompanied by reduced public social expenditure likely to disadvantage the
poor. Evidence has been provided that public expenditure or social security and welfare as a
percentage of GDP declined in the 1990s and in a few higher income countries (e.g., Ireland
and the US) had already began to decline in the 1980s. This may have disadvantaged lower
income-earner$,as has increasing tax regression. Also commencing in moss ¢aghe
1970s and in several cases in the 1980s, public expenditure on education declined as a per-
centage at GDP. Again, this may have comparatively disadvantaged lower income families.
Together these trends suggest that the concerns raised in Section 4 of this article are not mis-
placed. On the other hand, public expenditure on health has on the whole shown an upwards
trend as a percentage of GDP. However, in recent years in higher income countries, it is

2|t was also argued above that real per capita public spending on social security and welfare has possibly
declined in several OECD countries. But it may be that such spending is now better targeted in favor of the less
well off. This is worthy of investigation but it is beyond the scope of the present paper. However, with falling

real public per capita spending on social security and welfare in several high income countries, and in some
cases, similarly for education, the public social policy importance grows of better targeting those most in need.



stationaryor evenslightly declining (seelIMF Governmentand Financial StatisticsTa-
ble B6, http://www.worldbank.org/research/growth/GDN/data.htiie rise in this com-
ponentof public expenditurenay partially reflectthe presencef agingpopulationsn most
higherincomecountries.

Whetheror not declinesin the social expenditurecomponentsnentionedabovearise
from increasingfiscal competitivenesshetweennations as a consequencef growing
economicglobalizationis unclear.However,if they do, the reactionswere delayedones
becausanitially thesecomponentgrew in magnitudeas globalizationproceededefore
subsequentlgeclining.Neverthelessanegativetrendeventuallydevelopegossiblyin part
dueto concernsaboutinternationalfiscal competitivenesdut reinforcedby changingpri-
oritiesin the allocationof public expenditureénvolving reducedsympathyfor the apparent
economicgplight of others,andin the caseof educationgrowingemphasi®on theuser-pays
principle. To the extentthatthesechangedsocialpoliciesarearesultof the needto remain
internationallycompetitivefiscally, they canresultin a “lose-lose” economicsituation,as
demonstrateth Section5.

Neverthelesstising fiscal competitionhasnot beenreflectedin significantoverall re-
ductionsin tax rates.Overalltax revenueasa percentag®ef GDP hasrisenin manyhigher
incomecountriesin recentdecadeslreland, however,showeda substantiadeclinein this
percentagdetween1984 and 1997 and this undoubtedlyincreasedts fiscal competitive-
ness particularlyin the EU. Yet this did not trigger similar actionby other EU members,
possiblybecausef rigidities in political systemghatlimit the applicability of the simple
prisoners’dilemmamodel outlined above.This suggestghat internationalfiscal competi-
tion is not asstrongassuggestedby the simpletheoryoutlinedabove.

We arein agreementvith Feenstra’1998, pp. 47—-48) observationthat “the position
of low-skilled workersin the industrial countriesis worsenedoy the complementargcom-
binationof globalizationandnewtechnology”.On neo-technologyrounds we arguethat
theseinfluencesare interdependentWe are sympatheticto his view that “if we want to
movebeyondthe possibility of [potential] Paretogainsto makingactualcompensatiorjto
thoseadverselyeffectedby theseprocesses],.. we shouldgive seriousconsideratiorto
wagesubsidiedor low-skilled workers” (Feenstral998,p. 48). Slaughte(1998,p. 1460)
points out that another‘commonly heardsuggestiorfor remedyingrising inequality is to
endowless-skilledworkerswith moreskills througheducatiorandtraining”. But Slaughter
hasdoubts,basedon economictheosy, thatthis will work. In any case high skills cannot
beimpartedto all thosewith low skills becausef differencesn humanabilities andchar-
acteristics.Furthermore country-specific(fiscal) policy schemego assistthe low-skilled
andothersdisadvantagetly processegeneratedby globalizationcould be stymiedby con-
sequentiateductionsin internationalcompetitivenessf individual nationsstartingon the
process.The global succes®f suchschemesnight dependon a coordinatednternational
political effort. If political co-operatiorcannotbe obtainedglobally, it maystill be possible
within tradeblocs,suchasthe EU.

Evidencehasbeenpresentedndicatingthatpublic socialpolicy (includingtaxationpol-
icy) hasin recentyears(atleastin the 1990s)alteredin away thatdisadvantagelew-skilled



workers and their families compared to their pre-existing position. The recent changes in
public support for social security have been in the opposite direction to the type of policies
favored by Feenstra (1998). Furthermore, relative public support for education has been
reduced. These changes, however, did not arise immediately from increasing globalization.
While they may have partly been a delayed reaction to globalization, other influences, such
as changing social attitudes, undoubtedly played a role. The extent to which such changes
were "forced on” governments by increasing international fiscal competitiveness is unclear.
Because government tax revenue as a percentage of GDP has not declined substantially
in most high income countries, first indications are that relative reduction in public social
expenditure have been more a consequence of changing public priorities (values) than due
to increasing international fiscal competition. On the other hand, the effect of international
fiscal competition should not be judged merely by differences in aggregate taxation levels. It
can affect the composition of taxation. For instance, there appears to have been a shift of the
tax burden from globally mobile factors of production to globally immobile ones as a result
of growing globalizatior?. In addition, it seems that the composition of public expendit
may be influenced by globalization. Public expenditure may increasingly provide benefits
for internationally mobile factors (for example, improved public infrastructure for globally
mobile businesses) and reduced benefits for more immobile factors, such as poorly skilled
individuals. Both effects on public economics or finance seem to have occurred in higher
income countries. Further research to investigate these possibilities would be warranted.
The situation is undoubtedly complex, but there are good reasons to be concerned about
growing inequality whether attributable to greater economic globalization, changed atti-
tudes to public social policy, or both, or to other causes, such as biased technical change.
Note, however, that the evidence presented here does not support the hypothesis that rela-
tive public social expenditure in most higher income countries (especially those in Europe)
is now lower than in the early 1970s (that is prior to a significant increase in economic
globalization), and that increased globalization has brought about the virtual demise of pre-
existing welfare states, as for example, claimed by Gray (1998). Nonetheless, the evidence
does provide economic grounds for social concern. It does so because of recent unfavorable
trends in the level and composition of public social expenditure have been combined with
growing regression in taxation systems. When these trends are superimposed on growing
income inequality since the mid-1970s, as well as high levels of involuntary unemployment
in recent decades in most higher income countries, this should add to social concern.
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