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INTERNATIONAL FACTOR MOBILITY

Theoretical issues

There are two extreme cases in globalization: (1) where
commodity trade is free and factors are completely
immobile across borders, and (2) where commaodity trade is
completely restricted and factors are perfectly mobile
across countries. Of course, neither case holds in practice
but the thought exercise allows one to formulate reasonable
expectations based on those (admittedly restrictive)
assumptions. A standard trade course begins with the first
case and several important theorems come about: the factor
proportions theorem, factor-price equalization theorem,
Solper-Samuelson theorem, and the Rybczynski theorem.

Taking the second case and applying similar logic as in the
first case would imply that factors would flow from where
abundant (and relatively cheap) to where they are scarce
(and relatively expensive). Factor markets, still based on
factor intensity in production, would reflect the availability
of the factors in the home market and the demand for the
goods that use those factors. If goods could not be traded,
then factors instead would move so that goods could be
produced and consumed according to market signals. As
factors move across borders, factor prices would converge,
causing goods prices to converge.!

To think about this proposition, consider a contemporary
scernario. US-China trade tensions escalated in 2018 when
the Trump administration raised tariffs on Chinese goods
(which the Biden administration continued), restricting
trade. Electric vehicles (EVs) in China are cheaper than
they are in the US. US tariffs and other trade restrictions on
Chinese goods have limited access to the US market
enabling the US price to remain high. However, if China
were to look to the Mexican market to move capital (i.e.,
foreign direct investment) into car production and to export
intermediate goods (e.g., car parts) for assembly of EVs in
Mexico, then Chinese EVs could be transshiped to the US
through Mexico. Mexico, having duty-free access to the
US market under a US-Mexico-Canada trade deal, could
export to the US “Mexican-made” cars from Chinese-
owned factories located in Mexico that use some allowable
share of Chinese-made inputs. One could come to
understand how capital flows and intermediate goods
imports to Mexico can lower the US price of EVs, and
enable convergence in US-China EV prices.

Allowing factor mobility does present some challenges for
the economics of trade. For starters, the theoretical
relationship between international factor mobility and free
trade in goods and services is imprecise. One can think of
international factor mobility replacing the need for trade.
Capital moves abroad so that production in the foreign
market displaces home’s exports to foreign market. Imports
of capital substitute for imports of goods. However, it is
equally plausible for capital (from Home) to move abroad
(to Foreign) and promote trade. Production increases in
Foreign, which receives the capital, and the following
scenarios develop: (1) Foreign winds up exporting more to
third countries, serving as an export platform for Home’s
firm based in Foreign; and/or (2) Home winds up exporting
more to Foreign in terms of the value of parts and/or
intermediate goods than what it might have exported to
Foreign as a final good. Thus, under either scenario the
capital flow facilitated more global trade, making factor
mobility and trade complements.

Not knowing the precise nature of the relationship between
factor mobility and trade means that the effect of any factor
movement across borders must be assessed on a case-by-
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case basis. This complicates theory’s ability to predict
outcomes as well as policymakers decisionmaking which is
concerned with how globalization affects the domestic
economy, i.e., production, factor use and productivity,
employment, returns to factors, regional development, tax
collection, etc.

Finally, international factor flows do not allows behave
according to the theory, i.e., that factors should flow from
where they are abundant to where they are scarce. By this
logic, in particular, capital should flow from rich countries
to poor countries. The Lucas Paradox, as it is known,
identified that investment goods (e.g., capital) do not
always flow from rich to poor countries.?

The basic assumptions of trade models simplify by
suggesting poor countries have access to exactly the same
access to technologies as rich coutnries given that ideas and
knowledge flow freely. But poor countries do not have
identical productivity levels or the ability to use the capital
as efficiently as a rich country. There being different rates
of marginal product of capital in countries does not indicate
a major failure of global markets to allocate capital
efficiently, but it can explain why too little capital might
flow to some developing countries.

In addition to productivity differences, the theory does not
make allowance for risk premiums. Not all economies are
exposed to the same risk factors or level of risk (political,
economic, market, doing business, climatic change, etc.).
This implies that a country might have to pay foreign
lenders more for the capital to compensate them for the risk
of the investment. This could be another reason why too
little capital might flow South.

Trade policy and domestic regulations also can affect the
direction and volume of factor flows. Countries pursing
export-led strategies tend to have high savings rates and
can lend the savings to countries where consumption is
high. As some East Asian economies were developing,
capital flowed from there to rich, Western countries (i.e.,
capital flowed from the global South to North). Regulations
that place conditions on foreign capital (e.g., limiting
participation through joint ventures or forcing technology
transfer) or even labor regulations at Home (i.e., minimum
wage rates, ease of hiring/firing workers, benefits, etc.) can
affect international factor mobility and the productivity of
the labor factor.

Having acknowled the theoretical imprecisions that exist
and the real world outcomes that challenge some basic
theoretical expectations associated with cross-border factor
flows, one can take a more nuanced approach to addressing
the concerns with it. The movement of labor and capital are
taken in turn to simplify the discussion of the economic,
political, and social concerns.

International (labor) migration

Concerns with migration and the limit of its definition
Traditionally, there have been three big worries about the
economic and fiscal consequences of immigration: (1)
migrants steal (compete for) jobs which would otherwise
have gone to nationals; (2) the increased pool of labour and
competition for jobs lowers wages and worsens prospects
for indigenous workers; and (3) that migrants are benefit-
scroungers generating a net burden on taxpayers [1][2]. An
additional economic impact from labour migrants can be
that they effect economic growth and productivity, and
more recently that they bid up the price of housing and
erode the culture on which Western countries have built
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their long-term economic success [3]. But before the socio-
political and economic fears can be considered, some
practical matters must be addressed.

Official definitions of “migrant” vary, and counting
migrants on any definition is difficult. Migrants might be
defined by foreign birth, by foreign citizenship, or by their
movement into a new country (short-term stays of as little
as one month or long-term settlement). The different
definitions of ‘migrant’ are not interchangeable. People
who are foreign-born are not all foreign nationals; likewise,
some foreign nationals may have lived in a country for
decades while others may have resided in the country for
only a year. Some are children born abroad. Others can be
long-term residents who have since acquired citizenship.
The term ‘migrant’ can sometimes distinguish from and
sometimes include foreign nationals who are seeking
asylum. The existence of multiple definitions poses a
particular problem for consistency in public debate
regarding the number or impact of migrants, as the same
discussion might simultaneously draw on two definitions
accidentally or to suit the author’s purposes. The definition
of ‘migrant’ is not simply a technical problem but has an
important effect on migration data and the analyses
generated from the data. This impacts on the public’s
understanding of public policy debates, posing a challenge
for government policy.?

Stalker (1994)* touches on the two major ways of granting
citizenship: (1) a person can be born to a parent who is a
citizen; or (2) a person being born in the territory. There
are also two approaches to naturalizing immigrants.
Canada and Sweden, for example, encourage immigrants to
become citizens to promote their integration, while
Germany and Switzerland tend to see awarding citizenship
as a reward for successful integration.® These different
approaches can affect a migrant’s right to work, which in
turn can affect the public’s perception of the goodness of
allowing immigration/naturalization. Complicating matters,
of course, is the race and ethnic makeup of migrants.

The cultural argument against migrants, along the lines of
that made by Garrett Jones at George Mason University in
2022, has an emotive appeal to nationalists and sometimes
lapses into racism. Nativists worry that when migrants
move from their countries of origin to rich countries, they
gradually erode the liberal open societies that have created
long-run prosperity. That is, if you import the third world,
then you become the third world. Countries taking in too
many migrants from the wrong places will eventually
suffer economic losses as well. But this theory has serious
problems. It performs badly in the world’s most populous
countries: the US is richer on account of migrants, and
China and India are poorer than what the theory would
predict of labour exporters. Argentina is the only example
of a country that has become poorer coinciding with
migration. Mr. Jones blames its 20""-centruy decline on
Italian and Spanish migrants, who supposedly imported
trade unionism and other socialist ideas [3].

Globalization through cross-border labour flows

Labour has been globalisation's missing link [4] with
migration being an afterthought in both practice and theory.
But the economic case for migration is similar to that for
free trade. Trade allows workers to specialise in activities
in which they are relatively more productive, raising
output. Trade creates a larger market, spreading the fixed
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costs of innovation more thinly and encouraging the
development of new goods and ideas [5].

Trade creates opportunities for skilled migrants, both
directly (in trade-related occupations) or indirectly (by
changing attitudes towards “abroad”) [1]. Two underlying
technological trends aid economic migration: the reduction
in the cost of travel and cheaper communications. The fall
in transport costs makes it cheaper to risk a trip, and cheap
international telephony allows a migrant to tip off relatives
back home that there are jobs available [6][1]. If a truly
global market for labour ever appears, it is likely to be for
highly skilled workers [1].

First, it must be noted that most migration takes place
within countries, not between them, part of the great
procession of people from country to town and from
agriculture to industry [7]. Internal mobility is central to a
country’s development. Internal migrants are an important
pillar of urban economies. Big cities pull in professionals
from across the country. Lower-skilled migrants work on
construction sites, guard gates and clean houses. The
money migrants send home brings support to areas that
desperately need it. The larger the income inequalities
between regions, the bigger the gains should be [8].

Take India. Given the enormous income disparities
between regions, the number of Indians who migrate is
small by comparison with other large and unequal
countries such as China. According to an estimate in
India’s annual economic survey, domestic remittances were
only worth the equivalent of 1% of GDP in 2016-17. This
share would be much larger if Indians moved more.
Reliable data on the number of migrants do not exist, in
part because so much of the economy is informal. A 2021
survey found that only 12% of Indians move between
states. By international standards this level of migration is
weak. A study in 2014 found that its internal migration
levels were lower than in all but one of the 82 countries
examined. Urbanization rates, a proxy for domestic
migration, suggest that India still lags. The World Bank
estimated that in 2021 35% of Indians lived in cities, a
lower share than China (63%), Indonesia (57%), and other
lower-middle-income countries (43%) [8].

Why are Indians not more mobile? Work in cities is too
precarious for migrants to put down roots. Jobs do not pay
enough for migrants to afford housing. Differences in
culture and language is another barrier. The lack of a
safety-net is another obstacle. Migrants lose welfare
benefits, such as access to public health care, when they
cross state borders. Welfare payments are skewed towards
villagers, who enjoy generous subsidies in agriculture and
moving means losing access to guaranteed work
programmes [8]. Thus, there are many factors, other than
wages, that affect migration.

International migrants, defined as people who have lived
outside their homeland for a year or more, accounted for
under 3% of the world’s population in 2000 [7]. By the
2020s, the rich world was in the middle of an immigration
boom, with its foreign-born population rising faster than at
any point in history [9]. A 2023 OECD report found that its
38 members accepted a record 6.1m immigrants
permanently. Across the OECD, around 10% of people live
in countries in which they were not born. Immigration to
rich countries increased at its fastest pace in the 15-year
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period for which there is reliable data (see chart, foreign
born population) [10][9].
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In 2022, 1.2m people moved to the UK — almost certainly
the most ever (despite Brexit). Net migration (i.e.,
immigrants minus emigrants) to Australia was twice the
rate before covid-19. Spain’s equivalent figure also hit an
all-time high. Nearly 1.4m people on net were expected to
move to the US in 2023, a third more than before the
pandemic. Net migration to Canada was more than double
the previous record and in Germany was even higher than
during the “migration crisis” of 2015 [9].

The causes of migration

Theories on why people migrate include both “push” and
“pull” factors, i.e., conditions in the labour-exporting
country vs conditions in the labour-importing country. To
analyse the net effect of migrants on either the importing or
exporting country, one must consider the scale of the
migration, whether migrants travel legally or illegally,
whether they seek temporary (seasonal) employment or
permanent status, the degree of substitutability of foreign
and domestic labour in the host country (and the nature of
the labour, skilled or unskilled), the flow of capital and the
workers that move with that capital; regional concentration
of migrants in the host country (and the degree of labour
mobility); and issues related to remittances, aid, and brain
drain in the exporting country.

The wage differential between countries is the obvious
economic push-pull factor for cross-border labour flows.
However, push factors can arise from “shocks” (e.g., civil
or regional war or political instability, or the impact of
climate change on livelihoods) that make migrants refugees
rather than a “labour flow”. Nevertheless, the refugee or
asylum seekers might still need to seek work.

Push factors in Europe include the Russian invasion of
Ukraine, conflicts in the Middle East and sub-Saharan
Africa (SSA). Grinding poverty also pushes people to
move as does crime and domestic gang violence [10].
Similar political instability in Central and South America
(i.e., Venezuela) can explain outward migration from those
countries to the US or neighbouring countries.

Pull factors reflect relative shortages in the labour market
of the host country. In the early 2020s, labour markets were
tight in rich countries. More than 70% of migrants across
OECD members were in work, a number that continues to
climb [10]. The nature of the post-pandemic economy is a
big part of the explanation for the boom in migrants.
Unemployment in the rich world, at 4.8% has not been so
low in decades. Bosses are desperate for staff, with
vacancies near an all-time high. Currency movements may
complement that [9]. In the US labour market, there were
9.6m job vacancies in 2023 — never a better time for
migrants to seek work in the US. But the policy debate in
the US is conducted almost entirely without regard to its
labour-market realities [10].

A straightforward pull factor is freedom of movement. EU
citizens are free to work anywhere within the EU. This
presumably promoted the flow of economic migrants
within the EU, but it is difficult to be sure of its effect. The
proportion of EU citizens in each member-country’s
foreign-born population varies widely—from 25% in the
Netherlands to 89% in Luxembourg—and any tendency for
this share to rise in the mid-1990s was overshadowed by
the influx of new immigrants from Central and Eastern
Europe [1].

More often, the flow of workers is heavily impeded, so the
global market for labour is far more distorted than those for
goods or capital. The world price of capital may be set in
the US, and that of oil set in Saudi Arabia, but there is no
world price of labour [23]. Wages in the rich and poor
world can differ by a factor of ten or more even for
something as menial as clearing tables, dwarfing the price
differentials in traded goods [23][6]. The same worker can
earn 15 times as much by moving from Yemen to the US.
The wage gap between rich and poor countries is far wider
than it was a century ago, during Europe’s great migration
to the US [4].

The thornier issue is what to do about the unskilled, where
the difference in earnings is greatest, but yet where the
global economic gains are largest [6]. In 2000, for instance,
a worker in Mexico earned a wage 40% that of a Mexican-
born worker of similar education and experience working
in the US. Most of the wage gap resulted from productivity
differences, stemming from disparities in the quality of
infrastructure, technology, and institutions [5].

Immigrants tend to cluster at the upper and lower ends of
the skill spectrum. Immigrants either have university
degrees or no high-school education. A longitudinal survey
of immigrants to the US by James Smith of Rand, a
Californian think tank, makes the point. Among
immigrants to the US, the proportion with a postgraduate
education, at 21% of the total, is almost three times as high
as in the native population; equally, the proportion with
less than nine years of schooling, at 20%, is more than
three times as high as that of the native-born (and probably
higher still among illegal Mexican immigrants). The
problem is that the unskilled account for a growing
proportion of the US’s foreign-born, which is probably also
the case in Europe [6].

A key pull factor is demography. As rich countries grow
older, they will need more imported labour. Net migration
in a cluster of rich countries accounts for a greater share of
the total population than do net births (see chart, births
minus deaths vs net migration, as % of population). In
2023, nearly 15m German residents, 18% of the
population, were first-generation immigrants (up from
under 10% in 1999) [1] — a higher share than the US had at
its peak in 1890 [10]. But the US still remains the biggest
recipient, in some years receiving as many permanent
immigrants as all other countries combined. In 1999,
Australia’s foreign population was almost 25% of the total
as was the foreigner’s share of the labour force [1].
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In 2000, the UN Population Division tried to establish the
levels of immigration needed to prevent population decline,
and the numbers required to maintain the existing ratio of
workers to dependents. Its findings produced an
international uproar, particularly in the numbers needed by
Europe (see chart, annual number of migrants) [11].
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The EU requires an annual inflow of nearly 3m migrants a
year, or roughly twice the legal and illegal flow from
outside the EU in the early 2000s, to prevent the future
support ratio (of those aged 15-64 to those aged 65 and
over) dropping from about four to below three. In the US,
where the support level is currently above five, it would
take just under 1m immigrants a year (or about two-thirds
the inflow in the early 2000s) to stabilise at three. But
raising the retirement age to 75 would also be helpful [11].

Europe’s difficulties run deeper than the US’ because it is
not a unitary authority. The EU’s common asylum system
does not set common standards and governments jealously
guard their right to make asylum adjudications. Ageing
Europe needs more foreign workers owing to its
demography. The EU would need to import 50m people
through 2025 just to keep its population stable. As their
labour shortages sharpen, rich countries will intensify their
competition for immigrants, and not only the highly skilled
sort — Europe has huge demand for carers, lorry-drivers and
carpenters [10].

Immigration cannot solve a country’s demographic
difficulties (because immigrants get old too). It can control
the pace of change in the dependency ratio — the multiple
of the economically dependent to working-age adults. That
is critical for Europe (see chart, dependency ratio) [10].
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The choice for Europe's old may be between being cared
for by legal or illegal migrants. By 2050, however, finding
sufficient immigrants will be a challenge because by 2050
fertility rates will have dropped below replacement levels
even in many traditional emigration countries, including
Mexico, Egypt, Brazil, the Philippines and Indonesia. If
young people continue to leave these countries in large
numbers, supporting the elderly there will one day become
an even bigger problem than in the rich world [11].

Japan and South Korea also face a long-term demographic
problem which will require them to try harder to attract

labour migrants. There is a need for more foreigners to till
fields, assemble widgets and care for the old. Both need
more taxpayers too. Japan’s population is expected to
decline from 125m now to 104m by 2025. South Korea’s
from 52m to 46m, and to 36m by 2070 (see chart,
population and dependency ratio) [12]. The decline in
China’s population growth rate is heading its economy
toward the same problems.
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Organised migration schemes are far too small to manage
either the supply of migrant labour or the demand for it.
Underfunded and overwhelmed, many rich countries find
themselves caught: how to balance the needs of economies
beset by demography and tight labour markets with
delicate politics of immigration and asylum [10]?

The US formal employment-migration schemes are not
remotely adequate to manage companies’ need for workers,
highly skilled or otherwise. The uptick in illegal
immigration coincides with an increase in authorised
migration. Illegal immigration taxes governments on both
sides of the Atlantic. Countries like Germany, once
friendly to asylum-seekers, are slashing benefits and
hastening deportation [10].

Thus, while liberalising migration can produce great gains,
it can be made only at great political cost. However, the
case for attracting highly skilled workers is becoming
conventional wisdom. Governments realise that the market
for top talent is global and competitive. Canada and
Australia took the lead in redesigning migration policies,
actively recruiting highly skilled immigrants [6].

So, how to convince voters of the benefits of migration?
The two separate categories of migrant — refugees from war
or persecution, who have a right to a safe haven, and
economic migrants, who do not, blurs the issue for voters.
The might only care about the number of foreigners
arriving. Are there policies that would allow more long-
term migration with the consent of native-born voters [13]?

Take the US, Sweden and the United Arab Emirates as
cases upon which to draw lessons from different policies
and experiences. In the US, 13% of the population is
foreign-born. In Sweden it is 18.5%. In both this is roughly
three times as high as in 1970. In the UAE, nearly 90% of
residents are foreigners [13].

Sweden attracts few highly skilled migrants from other rich
countries. Half of its foreign-born population comes from
outside Europe. Many locals fear that culturally distant
newcomers do not adopt Sweden’s liberal values and strain
its generous welfare state. In 2014, the Swedish
government would have prevented skilled asylum seekers
from contributing to society. Taxpayers gave them ample
food and shelter but were barred from paying their way.
And not working makes it difficult for an asylum seeker to
integrate as well [13].

Emiratis have no such fears. It is virtually impossible for a
foreigner to become a citizen. Foreigners cannot drain their
welfare state because they have no access to it. They come



to work and are thrown out if they do not. Migrants in the
UAE must pay their way. They fill 99% of the private-
sector jobs. Porsche, a German firm, sponsors a school in
Manila that teaches young Filipinos how to service its
machines. When they qualify, Porsche offers them jobs in
the Gulf. That worker can earn twice what he would in the
Philippines and send home about 70% of the earning [13].

In 2018, the US had more foreign-born residents in total
than any other country (43m), but its share was lower than
other open countries, e.g., Australia, 28%, or Canada, 22%.
The US’ flexible labour market makes it easy for migrants
to find entry-level jobs, and its meagre welfare state means
they must. The unemployment rate for immigrants is 4%
compared with 16% in Sweden, where benefits are fatter
and unions have negotiated industry-wide pay scales that
price unskilled migrants out of jobs [13].

Economic, political, and social concerns and net effects
The main economic concerns from immigration is its effect
on locals’ employment and their wages. The accusation
that migrants steal jobs is a version of the “lump of labour”
fallacy—that there is only so much work to go around. In a
flexible economy, the labour market adjusts to an increase
in the supply of workers and more jobs are generated [2].
Immigrants are consumers as well as producers, so they
create jobs as well as take them [1].

The effect on jobs depends partly on whether immigrants
are complements or substitutes for native labour. Are the
immigrants doing jobs that natives might have done, or
would those jobs simply not exist if immigrants were not
there? The work migrants do need not be at the expense of
native workers. Immigrants often hold jobs (as domestic
servants, cleaners or waiters) that natives are unwilling to
accept at any feasible wage. Advertise for a cleaner in
London at even twice the minimum hourly wage, and there
will be little response from a local school dropout or
unemployed person. More probable is the applicants will
be from Ukraine, Colombia or Poland [11].

Immigrants can help to keep an industry viable (raising the
return on capital) that might disappear otherwise. This
preserves jobs. This was the conclusion of a study of the
Los Angeles garment industry in the 1970s and 1980s.
Thus, employers often favour more flexible policies on
immigration. When immigrants working for low wages do
put downward pressure on natives’ wages, they may raise
the (real) wages and living standards of natives by keeping
prices lower than they otherwise would be, strengthening
demand and consumer spending to create jobs [1][11].
Francesco D’ Amuri of the Italian central bank and
Giovanni Peri of the University of California-Davis found
that immigration in western Europe encouraged natives to
take more complex work. Such “job upgrades” led to a
0.6% increase in native wages for each doubling in
immigrant labour-force share [8].

Rich-world residents that worry about whether migrants
steal their jobs should consider the effect women had when
entering the workforce. The incorporation of women
expanded the labour supply and the scope for specialisation
without displacing the “native” male workforce [8]. Others
argue that local low earners are forced to compete with
overqualified, highly motivated and exploitable newcomers
[3]. However, in many countries even skilled immigrants
struggle to find jobs. In the EU foreign-born adults with
degrees who are not still in education have an employment
rate 10 percentage points lower than natives with degrees.
In the UK in the 2020s, the gap was a trivial two points,

® Pritchett, L., “Let their people come: breaking the gridlock on
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and scantily educated foreign-born people are 12 points
more likely to find work than their UK-born peers [14].

The UK offers advantages relative to other EU countries. It
is far from a war zone, so it gets fewer uninvited refugees,
and it happens to use English that lots of people speak at
least a little. More important is the UK’s flexible labour
market. Compared with the rest of Europe, hiring and firing
is straightforward, even for people who are employed
under regular contracts. That helps immigrants find an
economic foothold, making everything else easier.
Xenophobic credentialism is weaker. Immigrants with
foreign qualifications have almost the same employment
rate as those with domestic qualifications. In most
European countries the gap is large; in Greece it is an
amazing 25 percentage points [14].

So, how does migration affect wages of locals? Millions
could move from the poor to the rich world without
bidding down wages in the rich country relative to the
developing one. A rapid burst of immigration might
temporarily reduce wages, but if the pace of movement is
slow enough to allow investment to adjust, borders could
open without any wage dislocation in either origin or
destination economies [8].

Having more people does increase the supply of labour,
which, all else being equal, reduces wage growth. But the
effect is small. There is little sign that the countries
receiving the most migrants have the loosest labour
markets. In Canada, for instance, pay was rising by about
5% year on year in 2023 (see charge, nominal wages, %
change) [9]. Nominal wages were on the increase too just
as immigration was at record levels.
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Relaxing the movement of labour even a little could
generate large efficiency gains. Lant Pritchett of Harvard
University® estimated that just a 3% rise in the rich-world
labour force through migration would yield $200 billion a
year, an annual benefit bigger than that from eliminating
remaining trade barriers. With such numbers, he and other
economists wonder why so much energy is spent freeing
trade and capital, and so little expended freeing labour [15].

Sharun Mukand (2012)7 of the University of Warwick
calculated the effect of movement by half of the developing
world’s workforce to the rich world. Such a vast migration
could never happen in practice, of course, but as a thought
exercise it is instructive. If migration closed a quarter of the
migrants’ productivity gap with the rich world, their
average income would rise by $7,000. That would be
enough to raise global output by 30%, or about $21 trillion.
Other studies find even bigger effects. Paul Klein (2007) at
Simon Fraser University, and Gustavo Ventura, at Arizona
State University, reckon that full labour mobility could
raise global output by up to 122%.8 Such gains swamp the

8 Klein, P and G. Ventura, “TRP differences and the aggregate
effects of labor mobility in the long run”, Berkeley Electronic J. of
Macroeconomics, 2007.



benefits of eliminating remaining barriers to trade, which
amount to just 1.8-2.8% of GDP, reckons Mr Mukand [8].

In a survey of research on immigrants’ effects on wages,
Blau and Kahn of Cornell University® found that few
studies turn up a negative impact on native wages. Where
immigration disadvantages subsets of the population,
Gordon Hanson of the University of California-San
Diego®® reckons that charging an entry fee to migrants or
their employers could help pay for training or benefits for
those who lose out [8].

Immigrants also cluster in areas where the job market is
tight. In Canada, half of them go to Toronto; in the UK, a
higher proportion settles in London. The clustering of
migrants could help to stop wages rising even further,
allowing the entire economy to run at higher speed than
might otherwise be possible. George Borjas of Harvard
University points out that immigrants incur lower costs
than natives when choosing to move to a particular place
because they have already decided to uproot (i.e., greater
mobility). Their gains are greatest moving to places where
their skills are in greatest demand. Not surprisingly, he
finds, that new immigrants cluster disproportionately in
high-wage US states, where labour is scarcest. The finding
has important consequences for Europe, with its lower
geographical mobility and more inflexible job markets
because immigrants are a more flexible workforce [11].

Empirical evidence!! is as inconclusive as the theory.
Borjas teased out the effect of immigration from national
wage statistics by dividing people into categories,
according to education and work experience. He assumes
that workers of different types are not easily substitutable
for each other, but that immigrants and natives within each
category are. By comparing wage trends in categories with
lots of immigrants against those in groups with only a few,
he derives an estimate of immigration's effect. He
concludes that, between 1980 and 2000, immigration
caused average wages to be some 3% lower than they
would otherwise have been. Wages for high-school drop-
outs fell by around 8% [16].

Immigration's critics therefore count Mr Borjas as an ally.
But hold on. These figures take no account of the offsetting
impact of extra investment. If the capital stock is assumed
to adjust, Mr Borjas reports, overall wages are unaffected
and the loss of wages for high-school drop-outs is cut to
below 5%. Gianmarco Ottaviano, of the University of
Bologna, and Giovanni Peri, of the University of
California, Davis, argue that Mr Borjas's findings should be
adjusted further.'? Even within the same skill category,
immigrants and natives need not be perfect substitutes,
pointing out that the two groups tend to end up in different
jobs. Mexicans do gardening, housework and construction,
while low-skilled natives dominate other occupations, e.g.
logging. Taking this into account, the authors claim that
during 1980-2000 immigration pushed down wages of US
high-school drop-outs by at most 0.4% [16].

Another method compares wage and employment trends in
cities with many immigrants, such as Los Angeles, with
those in places with only a few, such as Indianapolis. If
immigration had a big effect on relative pay, one would
expect this to be reflected in differences between cities'
wage trends. David Card, of the University of California,

9 Blau, Francine. and Lawrence Kahn, “Immigration and the
distribution of incomes”, NBER working paper no. 18515, Nov
2012.

1 Hanson, G., “The economics and policy of illegal immigration in
the US”, Migration Policy Institute, 2009.

11 Borjas, G.J., “The Labor Demand Curve Is Downward Sloping:
Reexamining the Impact of Immigration on the Labor Market”,
Quarterly Journal of Economics, 2003.

Berkeley, has research suggesting that although there are
big differences between cities' proportions of immigrants, it
had no significant effect on unskilled workers' pay [16].

Not all are convinced by Mr Card's technique. Critics argue
that the geographical distribution of immigrants is not
random. Perhaps low-skilled natives leave cities with lots
of immigrants rather than compete for jobs with them, so
that immigration indirectly pushes up the supply of low-
skilled workers elsewhere (pushing down their wages). Mr
Card tested whether immigration displaced low-skilled
natives and found scant evidence that it does [16].

For instance, a study of the impact of the sudden and
notorious inflow of refugees to Miami from the Cuban port
of Mariel in 1980 showed that 125,000 people had arrived,
increasing Miami’s labour force by 7%. Yet the study
concluded that wages and employment among the city’s
natives, including the unskilled, were virtually unaffected.
Another study examined the effect of immigration on
wages and employment of those at the bottom of the jobs
ladder—unskilled blacks and Hispanics. It found that a
doubling of the rate of immigration had no detectable effect
on natives (although the wages of the previous group of
immigrants, presumably those in closest competition with
the newcomers, saw their relative wages fall by 2.5%) [1].

Christian Dustmann at University College London found
no evidence that migration in the 1980s and 1990s took
jobs away from the existing UK population, nor materially
affected wages of UK workers [2]. If anything wages rose.
This conclusion, based on a small sample, runs counter to
the general presumption, backed by empirical findings in
the US, that immigration lowers wages (though the effect is
quite modest). An authoritative study by the National
Research Council (NRC) found that immigration in the
1980s cut the wages of competing workers by 1-2%. Those
most affected were previous immigrants, because they
tended to be in the low-wage jobs for which new
immigrants were close substitutes who competed directly
in the job market [2][11].

Research on the effects on wages, and especially on wage
inequality using more detailed statistics and more
sophisticated methods, show that immigrants’ wages take
longer to rise to the level of natives’ wages than had been
supposed. This implies a more persistent downward
pressure on the host economy’s labour market [1].

Typically, studies find that immigration depress unskilled
natives’ wages to a small extent, but even new results
(which do not go unchallenged) need to be kept in
perspective. Nearly all economists would agree that the
effects of immigration are insignificant in relation to other
influences. William Cline (1998)%* reviewed the literature
on globalisation and wages. By Mr Cline’s estimates,
which tend toward the pessimistic end of the range,
immigration would by itself have accounted for a fall of
2% points in the ratio of unskilled to skilled wages in the
US between 1973 and 1993 [1].

Hence, in theory, then, the net effect of immigration on
native wages is uncertain. While it might hurt the affected
worker, everybody else benefits. Consumers gain when
they buy services more cheaply. Domestic shareholders
and employers benefit because returns on capital rise when

Borjas, G.J. and L. Katz, “The Evolution of the Mexican-Born
Workforce in the US”. NBER Working Paper 11281, Apr. 2005
2Qttaviano, G. and G. Peri, “Rethinking the Gains from
Immigration: Theory and Evidence from the US”, Jan 2006.
¥Card, D., “Is the New Immigration Really So Bad?”, NBER
Working Paper no. 11547, Aug 2005.

14 Cline, W.R., Trade and Income Distribution, Peterson Institute
for International Economics, Nov. 1997.
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wages are held down [2]. Unfortunately, most of the
empirical research on whether immigrants make natives
worse off in practice is also inconclusive—except that the
effect, one way or the other, seems small. Most of this
research has been done in the US: if there were any marked
influence on wages, that is where you would expect to find
it, given the scale of immigration [and the relatively
flexible labour market] and the tendency of the newcomers
to concentrate in certain areas. Most studies find that the
impact, if any, is very slight [1].

The people who tend to lose most from new migrants were
previous generations of migrants since they were most
similar to the new arrivals. However fallacious the old
nativist thesis might have been (i.e., that foreigners took
locals’ jobs and lowered wages), it had power. But in the
red-hot labour markets of the late 2010s and early 2020s,
the context changed: unemployment was simply too low to
claim that migrants were causing joblessness [3].

After reunification, Germany tried to restrict the number
of foreign migrant workers to lure unemployed locals
into the fields. These efforts had little effect, partly
because unemployment has been low in the areas where
labour-intensive crops were grown [17].

If migrant farm workers do impose a cost, it is probably
in innovation forgone. In general, a supply of willing
workers deters investment in technology or adopting
labour-saving machinery. This was the case in the early
1960s when US President Kennedy, abolished the
bracero programme, which allowed half a million
Mexicans to work on US farms. The aim was to boost
locals’ employment and wages, but instead of hiring
locals, farmers invested in tomato-picking machines and
stopped growing crops that could not be mechanised.
Research by Clemens, Lewis and Postel found that farm
wages did rise after they returned, but they rose at least
as much in areas where there were no braceros [17].

Seasonal agricultural labour

In 2004, Poland joined the EU and Poles were permitted
to work in the UK, Ireland, and Sweden. During Brexit,
hostility to migrants rose, but farm hands kept coming.
The vote to leave the EU was interpreted as a vote to
close the border, but even Brexiteers saw fit to allow
seasonal farm workers. The inflows saw shifts in UK
farming. After 2004, more asparagus and soft fruit were
planted, crops that were labour intensive or difficult to
substitute with capital (see chart, planted area) [17].
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As the rest of the EU allowed Poles, the unemployment
rate in Poland fell sharply and real wages rose by 30%
during 2004-17, according to the OECD. Field work did
not appeal to Poles, so migrants from the east replaced
locals. In 2018, some 500,000 non-EU seasonal workers
worked on Polish farms, from less than 200,000 in 2014
— the most legal migrant farm workers in the EU [17].

In 2013, the US let in 99,000 temporary farm workers,
mostly Mexicans. In 2018, 240,000 were needed. Anti-
immigration politicians make exceptions for seasonal
farm workers too. Perhaps it is because of a strong farm
lobby, or that workers return in winter, or by living in
trailers on farms they are not seen by the public. Which-
ever, seasonal farm labour is an exception to tightening
borders and harsher anti-migrant rhetoric [17].

When schemes are well run, foreign workers can benefit
without hurting locals. To prevent migrant workers from
undercutting natives, New Zealand’s farmers must show
they tried to hire locals and must pay migrants more
than the prevailing wage — probably pointless steps
because locals do not take farm jobs for the wages on
offer. Seasonal migration can transform the workers’
lives too, according to John Gibson of the University of
Waikato and David McKenzie of the World Bank who
evaluated New Zealand’s programme in 2014. A worker
from Tonga or Vanuatu earned, on average, NZ$12,000
($7,900) a season, of which NZ$5,000 was sent home.
After two years, households with a migrant member had
higher incomes and savings than those without one [17].

Another concern with immigration is its effect on growth
and productivity. The UK suffered a dramatic slowdown in
productivity growth, including in many low-wage sectors
such as agriculture and food processing (see chart,
agricultural TFP). In the early 2000s, the UK experienced
historically high immigration — around 2.5m eastern
Europeans, many taking low-wage jobs. To Brexiters, these
facts were linked. The cradle of the industrial revolution
became a laggard in using technology because of
immigrants. The UK was much less automated than other
advanced economies [18].
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Thus, the Brexiteer plan to end free movement from the EU
was not only about hostility toward immigration, but of
fixing the UK’s perennial productivity problems. Boris
Johson, as PM in 2021, described a future that was “high
wage, high skill, high productivity”, which could be
realised if the UK kicked its addition to cheap foreign
labour [18].

Britons may have said they wanted lower immigration, but
they also want more migrant nurses, doctors and fruit-
pickers. After Brexit, businesses swapped out EU workers
for non-EU ones. Brexiteers wanted fewer but higher-
skilled migrants, but the opposite happened. Fewer than
one in seven arriving in 2022 were skilled workers. A lack
of commitment was not the only reason the experiment
failed. The real productivity problem starts at home.
Automating a business is not as simple as switching
workers for robots. Machines require skilled operatives.
The Netherlands, with the most productive farms of all,
pioneered vertical farming and the use of robotics in
harvesting and milking. But the success there grew from
decades of nurturing links between farms and universities
and investing in research [18].

Economists saw it differently, disputing the Brexiteers’

premise that low-skilled immigration reduced earnings.
Increased labour supply leads to greater demand which

cancels out effects on wages. Migration generally raises
productivity by facilitating greater specialisation [18].




Has globalisation hurt workers in rich economies?

The IMF (2007) World Economic Outlook examined
how trade, technology and immigration stitched the
world's labour markets together at an astonishing rate,
leaving rich-country workers unsure of where they
stand. Weighting each country's workforce by its ratio
of exports to GDP, the IMF estimated that the global
labour supply, in effect, rose fourfold since 1980 as
China, India and once-communist countries opened.
Most of the extra workers had just secondary schooling
(although the relative supply of graduates went up by
50%). With this surge of competition, you might expect
labour's share of the pie to shrink [19].
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In some cases, the competition is direct: workers cross
borders to take jobs in rich countries. Immigrants' share
of the workforce rose a lot in some EU countries
(notably the UK, Germany and Italy) and in the US,
where it was close to 15%. The more important channel,
though, was trade: largely because of China, developing
countries' share of rich countries' manufacturing imports
doubled since the early 1990s. “Offshoring”—shifting
production, especially of intermediate goods and some
services, abroad—were on the rise, although the IMF
noted that it grew more slowly than total trade [19].

Globalisation was not the only possible reason why
labour's share shrunk. New technologies probably took a
few degrees off the workers' slice too. Several countries
fiddled with labour-market regulation, pushing the wage
share one way or the other. The IMF made perhaps the
most valiant attempt to weigh these competing
explanations. It is impossible to disentangle technology
and globalisation entirely: advances in
telecommunications, for example, what enabled Indian
software engineers and call-centre workers to serve
customers in the US and Europe. That caveat noted, the
fund's results, for 18 countries split into four groups, are
shown in the chart [19].

It finds that both technological change and the
globalisation of labour markets depressed labour's share
in all four groups. For the 18 countries as a whole,
reckons the IMF, technology mattered more. However,
there were marked differences among them.
Technological change had the biggest effect in Europe
and Japan. In Anglo-Saxon countries (US, Australia, the
UK and Canada) it was much smaller. In the US,
technology seems to have raised labour's share. The

fund thinks this may reflect the US's lead in using
information technology. When a country first exploits
IT, labour's share of the national cake goes down. As
time goes by, though, workers adjust and learn. Once
their skills match the technology better, their
productivity and their share go up [19].

The effects of labour globalisation were most evident in
Anglo-Saxon and small European countries. However, it
has touched different places in different ways. In
Europe the effects of offshoring and immigration have
been more marked than in the Anglo-Saxon world; in
Japan they have scarcely registered. The labour-
intensive goods that rich countries import have fallen in
price, pressing down on the workers' share. But this has
been broadly offset by price falls in the capital-intensive
goods they export. In Japan these prices fell by enough
to yield an overall net gain in the labour share [19].

In Anglo-Saxon and smaller European countries,
labour-market policies have partially offset the
depressing effects of technology and globalisation on
labour's share, mainly by shaving the tax wedge
between what workers take home and what they cost to
employ. In large European countries, increases in the
ratio of unemployment benefits to wages have hurt
labour's prospects, against policymakers' intentions [19].

Not all workers are equal. According to the IMF,
globalisation has weighed more heavily on skill-
intensive than on unskilled industries. This may be
because of offshoring, which has probably intruded on
the first lot of industries more than the second. But other
factors have offset globalisation's effects. Indeed, the
labour share in skilled industries has gone up overall,
because of a shift of jobs from unskilled to skilled
sectors [19].

By the mid-2000s, globalisation reduced labour's share
of the pie, but it made the whole pie bigger, raising
output and productivity and lowering the prices of
traded goods and services. So workers got smaller
shares of larger slices concluded the fund. Trade made
imports cheaper. Across 18 countries studied, changes
in trade prices boosted average real pay by 0.24% a
year. Labour therefore got some of the extra growth due
to globalisation. However, that would not silence the
critics. Many believe that workers did not gain much
from globalisation at all. The perception remains,
especially in the US, that people who already had plenty
enjoyed the bulk of the extra prosperity. To reach a
judgment on that, you need to dissect neither the labour
share nor average pay but the median wage—which the
IMF's study does not do [19].

If Brexit was such an experiment, the results were not
promising. The food sector offers an example of what went
wrong. Since Brexit, real output per worker in agriculture
and food manufacturing did not rise and fell in some
quarters. Nor was there an automation boom. Business
showed little sign of investing more or raising wages to
attract more domestic workers. Labour shortages began to
bite. Fruit rotted in the fields. Supermarkets cried out for
lorry drivers. Rules were tweaked to help fill vacancies and
net migration hit a record 606 000 in 2022 [18].

Elsewhere, a trend towards migration of highly skilled
workers also reflects an interplay of technology, regulation,
and economics. The growth of the multinational enterprise
is also a driver of driver of migration. As multinational
companies expand, they develop their own internal markets
for skilled workers. Big companies want the freedom to
shift employees from country to country, and to use
citizens of one country to alleviate skills shortages in
another. This is not so much a quantitative change (which



governments would resist) but a qualitative one—i.e., the
migration of workers-plus-skills, or “human capital” [1].
Once capital fully adjusts, the final impact on overall
wages should be a wash, as long as the immigrants have
not changed the productivity of the workforce as a whole
[16].

Finally, on the fiscal question of immigrants, the answer
revolves around tax receipts and welfare benefits. That
migrants benefit-scrounge is another myth. The vast
majority come to work. At a given moment, migrants are
generally net contributors to the public purse: they are
disproportionately of working age, and the receiving
country has not had to pay for their education [2][11].

The National Academies of Sciences found that even
immigrants who drop out of high school are net
contributors to the public purse if they arrive in the US
before the age of 25. Migration has also made the US the
innovation hub of the world. Immigrants are twice as likely
as natives to start a company; more than 40% of the
Fortune 500 were founded either by an immigrant or the
child of one [13].

In Germany, migrants are much likelier than the average
German to start a business (see chart, start ups). A KFW
survey, a state-owned development bank, found one in four
of the 605,000 founders of firms in 2019 had foreign
origins. “Germans are averse to self-employment”, says
Armando Garcia-Schmidt of the Bertelsmann Foundation,
a thinktank. And options for migrants tend to be more
limited. Some come from countries with strong
entrepreneurial traditions and tend to start firms. Various
studies show that explicit or implicit discrimination make
the labour market, even in good times, tougher for
migrants. Many might have qualifications from their
country of origin that are not recognised in Germany, so
creating a business is their only chance to earn more than
the wage from a menial job [20].
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As with so many other aspects of immigration, skill levels
affect costs. Migrants from poor countries are much more
likely to claim benefits than migrants from rich ones;
unskilled migrants are more likely than natives or skilled
migrants to lose their jobs in a recession [11]. Between
2011 and 2015, nearly half of the immigrants who arrived
in the US had college degrees. How educated immigrants
are matters because, although the economic gains for low-
skilled migrants of moving to the US are great, the benefits
to the US economy are not clear (see chart, estimated fiscal
impact). Highly skilled immigrants, by contrast, offer a lot
to their adopted country. Education seems to matter much
more than where people come from. Two-thirds of
Nigerian immigrants have college degrees; consequently
Nigerian-Americans have household incomes well above
the national average [21].

15 Kerr, SP & W Kerr, “Economic impacts of immigration: a
survey”, Finnish Economic Papers, Spring 2011.
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Sari Pekkala Kerr of Wellesley College and William Kerr
of Harvard University'® found that immigrants can use
social services more intensely than natives. Yet it is hard to
argue that immigrants are a systematic drain on the public
purse. Some newcomers contribute more in tax than they
receive in services, offsetting much of the drag from those
who are net recipients of public benefits [4].

*Net present value at all levels
of government combined.
Excludes public goods

Those who come as students or relatives or asylum-seekers
(as most do) may not even be allowed to work. Immigrants
tend to have larger families, to be poorer and to be more
often unemployed than the native-born. A Fondazione
Rodolfo Debenedetti report found that some EU countries
(e.g., Denmark and the Netherlands) had welfare benefits
so generous that they may have distorted the inflow of
immigrants and encouraged them to draw welfare [11].

Countries treat different classes of immigrants in different
ways for welfare-benefit purposes. Asylum-seekers in the
US cannot claim welfare during the six months in which
their claim is normally determined. In Germany, by
contrast, asylum-seekers can claim welfare benefits while
their asylum claim is processed. That can take years, during
which time they may not be allowed to work if they have
been sent to live in an area of high unemployment [11].

The UK’s Home Office estimated that the foreign-born
population paid about 10% more in taxes than it received in
expenditure. UK unemployment rates among immigrants—
except for Chinese or Indians—were higher than among
native-born persons, but this probably reflected difficulties
in finding a job, such as poor language skills. Among those
in work, immigrants were more likely to be self-employed
than natives. Nor were they a net burden on taxpayers. The
study calculated that in 1999 existing migrants contributed
£2.5 billion ($4 bn) more in taxes than they received in
benefits and services, e.g., education and health [2][11].

The US NRC report in 1997, by contrast, found that the
picture changed when one looked across time instead of
taking a snapshot in time. That is, immigration into the US
initially results in a net cost to the taxpayer partly because
of the expense of educating immigrants' children. In the
longer term, that immigration generated a substantial
budgetary gain [2]. The NRC found that first generation
migrants imposed an average net fiscal cost of $3,000 at
present discounted value; but the second generation yielded
a $80,000 fiscal gain [11].

Ageing European countries face an unsustainable gap
between future tax revenues and commitments to spend
and service government debt. In Germany, the prospective
gap is about 6% of GDP per year. If migrants make a net
contribution to taxes over their lives, they reduce that debt.
Even if they do not, argues DIW's Mr Briicker, they
increase the number of future taxpayers. The same debt
spread over more payers reduces the individual burden of
future taxpayers. Migration cannot prevent ageing, but it
significantly reduces its fiscal consequences [11].



Even if immigrants pay more tax than they get back in
public spending, they can create imbalances. The tax they
pay might go to the national government whereas spending
on housing or education is incurred by a city or state. The
NRC study noted that the fiscal gain from immigrants was
spread fairly evenly across the US, but that the burden on
states varied, depending on the type of immigrants they
attracted. In 1989-90, in New Jersey, where half of new
immigrants weree from Europe or Canada, native
households paid a net $232 a year more because of
immigration; in California, where more than half of all
immigrants come from Latin America, they paid $1,178 a
year more [11].

One of the net benefits to the ageing receiving country is
demographic. If migrants are young, they lower the
average age of the population and young workers generate
more tax revenue. If it improves the ratio of active workers
to retired people, taxes can be lower [1].

No country has a perfect system, but four policies help
maximise the benefits of immigration, minimise its costs
and boost public support for it. First, the influx must be
orderly and legal. Just the perception of disorder fuels anti-
immigrant sentiment. Allison Harell of the University of
Quebec and others found that a strong predictor of people’s
attitudes to migrants was whether they felt in control of
their own lives and whether they felt their country was in
control of its borders. The other three policies concern
integration: migrants should be encouraged to work; should
be helped to fit in; and should be seen to pay their way
[13].

How can governments develop immigration policies that
reap the potential gains without incurring too many
political costs? The challenge is to manage the market,
rather than to shut it down. Voters may not like
immigration any more than other aspects of globalisation,
but they are more likely to tolerate it if policy appears to be
orderly rather than chaotic. Legal immigration is easier to
regulate than illegal, and more likely to bring long-term
benefits. Illegal immigrates are condemned to a shadow
world of lies, fear and powerlessness. No liberal
democracy should tolerate that [22].

Winning consensus for an orderly policy may mean trying
to pick the migrants most likely to bring economic and
social gains. For the host country, this means choosing the
skilled. It may also mean choosing those whose education
and culture have prepared them for the societies in which
they will live [22].

Policy should be guided by three principles. First, it should
be multilateral, or at least bilateral. Immigration policies
drawn up by rich countries without active co-operation of
poor countries are unlikely to work. Second, it should
apply economic instruments. While trade restrictions
shifted from quotas and bans to more transparent tariffs, no
such change has taken place in immigration policy. Third,
it should aim for the maximum freedom of movement, but
encourage temporary more than permanent movement [22].

Migration, like other aspects of globalisation, is more
manageable when countries work together. Some argue
that migration policy should resemble trade policy in other
respects too: it should have a central rule-setting body, like
the World Trade Organisation, and should be made on a
most-favoured-nation basis, so that countries do not offer
one partner concessions they are not prepared to extend to
all. This would be hard for voters to accept. The experience
of the EU shows that countries find it near impossible to
arrive at common immigration rules, even when free
movement of labour among their own citizens makes such
rules essential [22].

Countries could make reciprocal concessions, such as
removing all controls on the movement of labour among
countries with similar levels of income per head. The
fastest growth in foreign trade has been among countries
with similar levels of income; the same may well turn out
to be true of the movement of labour, although not of
permanent migration. Certainly, it makes no economic or
social sense for Canadians to stop Australians or New
Zealanders from looking for jobs, or for Europeans or
Japanese to put obstacles in the way of Americans. Nor
does it make sense for developing countries to keep out
each other's would-be workers. By removing travel and
work restrictions on each other's citizens, developing
countries would be enriched, not impoverished [22].

Wealthy host countries need to talk to their poorer
neighbours whose workers try to cross their borders. Joint
solutions have a better chance of success than unilateral
ones. For example, one possibility that Mexico has
discussed with the US is that of imposing a fee on
temporary workers: “Pay, and go legally,” suggests
Gustavo Mohar, former negotiator for US-Mexico labour
relations for the Mexican Ministry of Foreign Affairs,
pointing out that the services of a trafficker can cost up to
$1,000. Mr Massey's book suggests a $300 fee per visa for
a temporary worker. Financial incentives are rarely
considered as part of migration policy. Yet the sums that
people pay to travel illegally, and the fact that most
benefits of migration accrue to the individual, strongly
suggest that such devices should have a role [22].

For instance, a fiscal instrument might replace the
economic needs test, so often used to keep out immigrants
whose skills are already available locally. That test, says
Mr Winters in his paper for the Commonwealth Secretariat,
is like the crudest form of protectionism: prohibiting
imports of goods where local supplies are available. Given
the lack of evidence that immigration harms jobs, such
tests are pointless and cumbersome to administer [22].

In fact, the best judge of economic needs is the market. To
reassure the hesitant, employers could be asked to pay a
levy—perhaps in the form of a higher rate of payroll tax—
to employ foreign-born workers. A scheme of this sort was
suggested by Phil Gramm, a US senator, to pay for
immigrants' health costs. Some money might equally well
go into the social-security funds of immigrants' sending
countries. After all, emigration leaves them with fewer
workers to pay for supporting the elderly [22].

Many of the economic gains from mobility do not require
migration to be permanent. If workers leave temporarily,
the sending country gains the stimulus that they bring on
return; the host country avoids the fiscal and social costs of
assimilating their families; and the migrants may be more
likely to continue sending money home while they are
away. The US H1-B visas for skilled workers might serve
as a model: they can run for two three-year periods, giving
both workers and employers time to decide whether they
would prefer a permanent arrangement [22]. The chart
(ratio of temporary to permanent workers) shows how the
ratio of temporary to permanent foreign workers increased
in the US in the 1990s.

Ratio of temporary to permanent foreign warkers

United States
m— Australia
Germany
France

—

1992 93 94 95 95 9Y  8E 949
Source: QECD
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Cheap international transport and communications make it
easier for workers to go abroad for short spells. The
example of Mexico's immigrants demonstrates that the
tougher border controls become, the less likely migrants
are to go home when their work is done, and to incur the
expense and danger of another crossing. When
governments design immigration controls, they should bear
such perverse effects in mind [22].

How can governments ensure that guest workers do not
overstay their welcome? In South Korea, temporary
workers contribute to a special account that is refunded to
them if they leave on time and forfeited if they linger [2].
The UK government is thinking of asking some migrants to
post a bond—vpriced slightly above the smuggler's going
rate—to enter the country legally, like a defendant on bail.
The bond would be repaid to the migrant on return to his
own country or lost if they choose not to return [23][22].

Some economists argue that governments should simply set
a quota of visas and auction them. Alternatively, they could
set a price for the permits designed to achieve more or less
the same number of sales. The principal virtue of both
schemes is that they allocate visas according to private
perceptions of their worth, not government guesses about
need [23]. The governments of sending countries might
play a role too: Harvard's Mr Rodrik suggests giving them
a quota for migrants that is reduced by the numbers that fail
to return on time [22].

In 2003 UN secretary-general Kofi Annan set up the
Global Commission on International Migration to inspire
debate and reflection on all aspects of international
migration and policy. One recommendation was a call for
more temporary migration from poor countries to rich ones.
Guest-worker programmes would realise some of the
efficiency gains identified by Mr Rodrik. Opening new
avenues of legal migration might also help reduce the flow
of illegal migrants [15].

History lends little support to this optimism. The
Gastarbeiter programme in Germany—which invited
Turks, Yugoslavs and others needed at the time to fill the
factory jobs created by the country's post-war economic
miracle—failed. Many of Germany's “guests” never left,
and their families soon arrived. The bracero programme in
the US—which, from 1942 to 1964, recruited Mexican
field hands to pick cotton and sugar beets in Texas and
California—fared no better. The entry of hundreds of
thousands of farm workers provided camouflage for a
substantial flow of undocumented labour [15].

Nonetheless, the logic of temporary migration appears
irresistible. Rich countries want migrants' labour, but do
not want to look after the newcomers as they grow old.
Rich countries would like a constant rotation of workers,
arriving while they are young and active, leaving before
they grow old and dependent. The commission argues that
“temporary and circular migration” is also better for poor
countries. One reason is remittances: the longer an
immigrant stays away from home, the smaller the share of
his wages he sends back [23].

Governments often claim they want to tailor rules on
immigration to the needs of the economy, but the
economy's needs also adapt to those rules. Philip Martin, of
the University of California, Davis, and Michael
Teitelbaum, of the Alfred Sloan Foundation, provide two
striking examples. California's ketchup industry relied
heavily on Mexican braceros to pick its tomatoes in the
1960s. The industry insisted it could not survive without
these cheap hands. When the bracero scheme was ended in
1964, farmers replaced the migrants with machines.
Engineers invented a harvester that could shake tomatoes

from plants and distinguish red fruit from green. Crop
scientists developed new, ovoid tomatoes that the machines
found easier to handle. In Germany, Mr Martin and Mr
Teitelbaum argue, the same phenomenon happened in
reverse. The availability of cheap guest-workers in German
factories slowed the adoption of new labour-saving
technology. As the saying went at the time: Japan was
getting robots while Germany was getting Turks [23].

Illegal immigration is also a problem. The best way to deal
with this is not just to ban smuggling of people, but also to
undercut it. Governments, by selling temporary, two- or
three-year visas in the smugglers' best markets, could do
just this. The visas should be priced to compete with the
smugglers' rates. One-third of the visa fee could be
returned to immigrants when they depart the country, and
anyone who had bought a visa in the past would be free to
buy another one, provided they did not break the rules.
These features would be powerful incentives not to
overstay. Some fraction of the fee could also be refunded to
immigrants who pay social-security taxes, giving them a
reason to keep out of the underground economy [15].

If the economic gains to migration were not so great, the
masses would not be so reluctant to leave the rich world
when they get there. “There is nothing more permanent
than temporary migration,” cynics say. Equally persistent
are the market forces and demographic pressures that make
temporary migration worth considering [23].

Such policies may not end illegal immigration, although
they would certainly remove some of the pressure. Nor will
they stop all temporary workers from staying on. Past
experiments with guest workers should restrain
expectations: “I would be satisfied with a 65% return rate,”
says Mr Rodrik. Guest worker programs they offer hope.
They hold out the possibility that the poor might earn
money in the job markets of the rich, to the benefit of both,
without creating all the social problems that the past half-
century of immigration has entailed [22].

Just as reducing the constraints on trade in goods made the
world richer in the second half of the 20th century, so
reducing the constraints on the movement of people could
be a powerfully enriching force in the first half of the 21st.
But in democracies, governments cannot force policies on
resistant citizens. Countries that accept change will be
rewarded with a more vibrant and better-off society, even if
they have to accept social changes that they may not
welcome. Immigration is always a gamble. But when it
goes right, everyone wins [22].

What about the net effect of emigration? Some worry that
emigration by talented people hurts the developing
economies they leave behind. The losses are obvious.
Those who leave are often the best-educated and most
enterprising. Remzi Lani, director of Albania's Media
Institute, bemoans the brain drain that has stripped his
country. “All three AIDS experts have gone to Canada,” he
says. “The best brains go and don't return. There are 8,000
Albanians studying in Italian universities—more than in
Tirana University. How many will return — 5% [24]?

Not only does emigration deplete a country's intellectual
capital and energy, it undermines the tax base too. A study
of the fiscal impact of India's brain drain to the US, by
Mihir Desai of Harvard University and two colleagues,
found that the very best people were most likely to leave.
There were 1m Indians living in the US in 2001, and more
than three-quarters of those of working age had a bachelor's
degree or better. The earnings in the US of a group that
adds up to 0.1% of India's population are equivalent to an
astonishing 10% of India's national income. The net fiscal
cost to India of losing these prime taxpayers, say the
authors, was 0.24-0.58% of GDP in 2002. If poor countries
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had a glut of overeducated, underemployed workers, then
the loss of human capital might not matter much [24].

However, migrants would benefit. John Kennan'® of the
University of Wisconsin-Madison estimated that opening
borders could raise the average wage of workers from
developing countries by $10,100 a year, or more than
100%, thanks to the large rise in the incomes of those
opting to migrate [8].

As rich countries compete for skilled immigrants,
development experts worry about the implications. The
UK's Department for International Development with the
International Labour Office in Geneva, produced a report
that found that some developing countries lost around 30%
of their highly educated workforce. However, it argued,
international migration generally benefits developing
countries, as long as host countries take steps to reduce
harm—by, for instance, encouraging migrants to return.
And some developing countries are actually keen to have
more skilled emigration, argues Allan Findlay of Dundee
University, one of the authors of the report. Indeed, India,
which produces more highly qualified people than it can
employ, is campaigning for freer migration rules under the
WTO General Agreement on Trade in Services [24].

How does migration benefit the sending countries? The
most obvious way is through remittances. In Albania,
receipts from remittances amounted to 75% of its exports
of goods and services in 2000. IMF figures suggest that
developing countries receive more than $60 billion a year
in remittances, $6 billion more than net official aid from
OECD countries (see chart, remittances) [24].

Workers' remittances and net for?‘ign aid, &m
selected coantries
1996 2000

Remittances  Aid Remittances  Aid
Albania ] 228 531 319
Bangladesh 1,345 1,236 1,958 1,171
Brazil 1,866 288 1,113 ErF)
Colembia 635 159 1,248 187
Croatia 603 133 531 56
Dominican Rep 914 100 1,680 62
India 2,453 1,897 9,034 1,487
Mexico 4,224 28T 6,573 54
Marocco 2,165 650 2,161 414
Sudan i) 2N 638 225
Sources: IMF; OECD

The families receiving remittances often spend them on
housing, durable goods and health care. An economy gains
if such goods and services are locally produced: on one
estimate, each dollar sent home generates three to four
dollars of economic growth. Sometimes immigrants from a
particular village team up to pay for a septic tank or school.
To channel remittances into government-approved
development projects, countries try to lure the money into
special bonds. Some money flowing back to Central
America has gone to rebuild countries shattered by civil
war or natural disasters [24].

Remittances tend to decline over time, but there are other,
more subtle ways that emigrants can help those back home.
Their departure changes relative wages. If the proportion of
skilled people declines, the pay of those who remain can
rise. loan Mihailescu, rector of Bucharest University and
co-author of a UNESCO study on the impact of the brain
drain on the academic labour market in south-east Europe,
points out that in 1995-97 half his newly graduated physics
class left the country, mainly for the US, whereas in 2001
fewer than 10% of physics graduates went. He thinks this is
because jobs for the highly skilled have expanded as the
economy prospered, and pay rates in Romanian companies

16 Kennan, J., “Open borders”, NBER Working Paper no. 18307,
Aug 2012.

for people with scientific and technological skills doubled
or trebled in the 2000s [24].

When covid-19 hit in the US, millions of foreign-born
workers lost their jobs, reducing remittances being sent
back to households in Latin America, which cover many
essential expenses. After crashing briefly, the amount
remitted to these countries soared. In 2022, remittances
reached a whopping $12bn, 48% more than in 2019 [25].

Between 2013 and 2023 the sums sent home annually to
countries in Latin America and the Caribbean more than
doubled, according to the World Bank. That is a swifter
rate of increase than in any other region. Mexico receives
by far the biggest total amount. Its remittances rocketed
from the equivalent of 1.9% of GDP in 2012 to 4.2% in
2022 (around $60bn). In 2021 it became the world’s
second-largest beneficiary, jumping ahead of China (India
is first). Money sent home from abroad is even more
important to many of its neighbours. Twelve countries in
Latin America and the Caribbean got the equivalent of at
least 5% of their GDP from remittances. In El Salvador,
Haiti, Honduras and Jamaica these amounted to more than
one-fifth of national output (see chart, remittances) [25].

Remittances as % of GDP, 2022
Selected countries $bn
0 10 20 30

Honduras 83
El Salvador 76
Haiti 45
Jamaica 34
Nicaragua 31
Guatemala 181
Mexico 603

Remittances are some consolation for economies that lose
youth laborers. The IMF stated that across Latin America
and the Caribbean: “Failed development models” across
the region have favoured big mining and agricultural
companies while neglecting small and medium-sized firms.
Workers in this “missing middle” of the economy have
little choice but to go [25].

Most remitted cash is spent on essentials such as food. That
helps alleviate poverty. A study of migration from Mexico
and six Central American countries concludes that, over 35
years, a 10% increase in the number of migrants working in
the US correlates with a roughly 9% decrease in the
number of people back home who live on the equivalent of
$1.90 or less a day. The cash also helps to pay for private
health care, bypassing shoddy public services [25].

Education benefits, too. Research carried out for UNESCO,
which weighed up the results of 11 studies in seven
countries, found that remittances appeared to drive up the
amount households in Latin America and the Caribbean
spend on schooling by between 23% and 83% [25].

Remittance flows are helpfully counter-cyclical as was the
case during the pandemic. Remittances tend to increase
when other sources of foreign income, such as tourism and
investment, start to fall. That helps smooth consumption. In
some parts of the Americas remittances probably reduce
inequality, according to the international-development arm
of the US government (USAID). That is because people
who see the least opportunity at home are most likely to try
their luck abroad. The reverse may be true in very poor
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locations, where only households that are doing
comparatively can afford to send loved ones abroad [25].

Studies suggest that, on balance, remittances have a small
but positive effect on growth. One drawback is that
receiving remittances can discourage people from working,
which limits the extent to which foreign cash drives lasting
development at home. Research in Honduras suggests that
an individual receiving remittances is less likely to be
employed by nearly nine percentage points, on average,
compared with one not receiving remittances [25].

Governments could do more to maximise the benefits that
can flow from their diaspora’s success. For years Mexico’s
federal and local governments persuaded migrant groups to
invest in public projects by offering to match any money
they chose to donate to small-scale projects back home,
such as better roads or new community buildings [25].

A priority should be for remittance recipients to get bank
accounts. Recipients are more able to save than others. But
remittances are often withdrawn in cash from wire services
and never returned to the banking system; any money not
spent is often squirrelled under mattresses. Formalising
these savings would increase the amount lenders can invest
in local businesses. And drawing more people into the
banking system would also allow them to use financial
services, such as getting access to credit [25].

The World Bank estimates that in 2019 almost $50bn in
remittances flowed into sub-Saharan Africa (SSA), easily
topping the $31bn of FDI that year. About 40% of
remittances are from other parts of SSA, up from 29% in
2012—a larger share than comes from Europe (see chart,
SSA remittance inflows). Those sent within Africa tend to
reduce poverty more, says Dilip Ratha of the World Bank,
because intra-African migrants have poorer families than
do migrants who cross oceans [26].

Sub-Saharan Africa, remittance inflows, $bn
50

From
EU and Britai
Sub-Saharan
Africa

2012 16 19

INTERNATIONAL CAPITAL MOBILITY
International capital flows

Types of capital and background on cross-border flows
A discussion on issues and trends in international capital
requires recognition of the different types of capital, e.g.:
foreign direct investment (FDI) is foreign ownership of
physical capital or assets (e.g., plant and equipment);
portfolio investment is financial capital of foreign investors
who own domestic stocks and bonds; or loans by or loans
or deposits by locals involving foreign banks. FDI is
considered the least speculative, least mobile, and a long-
term commitment to the recipient country’s productive
capacity but still rankles national sensibilities [27].

In theory, greater international capital flows should bring
important benefits. New technology embedded in capital
goods or in the FDI helps spread innovations and improve
productivity around the world. Poor countries, with large
investment needs, are less limited by a lack of capital.
Savings and investment are allocated more efficiently.

Savers, no longer confined to their home market, can seek
investment opportunities that offer the highest returns
around the world. Investors can diversify risk by spreading
their portfolios more widely [27].

To sceptics, the case for opening capital markets is less
compelling than that for liberalizing trade. The integration
of financial and capital markets is dangerous because it can
destabilise a country’s macroeconomy and challenge its
national sovereignty. Financial markets (e.g., stocks,
bonds, and other asset markets) and are said to be more
volatile as money moves across borders [27]. Financial
capital can move in and out of a country with relative ease
in a way that FDI cannot. While FDI is a more long-term
capital flow, it implies foreign ownership over local natural
resources (e.g., mining, forestry, fishing, or agriculture) or
productive capacity related to manufacturing or industry.

International banking allows private and public actors to
borrow and lend more money and to do so in different
currencies, exposing them to even greater financial risk.
Larger financial markets coincide with greater capital flows
and debt accumulation. Debt accumulation and the
likelihood of default can create runs on banks, destabilize
the financial system, and adversely affect a government’s
ability is maintain macroeconomic stability.

Prior to the 1970s, financial capital markets were limited
by the international monetary system and exchange rate
regimes that existed. The gold standard was an
international arrangement whereby countries tied their
currency’s value to some fixed amount of gold. If the total
value of a country’s exports exceeded the total value of
imports, then gold would flow into the country in the form
of central bank’s reserves. International borrowing and
lending mostly resembled trade imbalances to maintain
balance-of-payments equilibrium.

Under the Bretton Woods system of fixed exchange rates,
set up after the second world war and lasting until the early
1970s, the international flow of capital was severely
controlled. A UK investor, for instance, could not easily
buy US stocks or bonds. Mainstream economic opinion felt
that capital mobility was unnecessary and undesirable [27].
Banks were either monopolies (state-owned or national
champions favored by the government) or were heavily
regulated and prevented from competing within a larger
national market to avoid them becoming too big to fail.
Commercial banking was separated from financial
(investment) banking to prevent commercial banks from
assuming too much risk.

The deregulation of banking and financial systems in the
1980s was a shift in thinking in favor of less competition
but stable capital markets toward greater efficiency and
competition in capital markets (perhaps with accepting
greater instability). Historically, 1950-80 corresponded
with stability during which time finance was tamed by the
rules and institutions created after the Depression (see
chart, proportion of countries suffering a banking crisis).
But the incidence of crashes is only one measure of risk.

Proportion of countries suffering a banking crisis*
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Their severity matters as well. The global financial crisis
(GFC) shows that the new rules on finance may have
reduced resistance to financial shocks, as US mortgage
defaults triggered serious financial losses in other countries
that held claims on US assets [28].

In the 1990s capital mobility quickened. In the early 1970s,
prior to liberalisation of world capital markets, the value of
currency trading was only six times greater than the value
of “real” trade. In the mid-1980s, about $190 billion
passed through the hands of currency traders in New York,
London and Tokyo every day. By 1995 daily turnover
reached almost $1.2 trillion, roughly 50 times the value of
world trade in goods and services. In 2013, $5trn in

reignited the debate on the potential usefulness of capital
controls. In the figures below are the trends in the use of
capital controls, particularly on capital inflows (see charts,
controls on nonresident inflows).'’

Controlling inflows prevents an economy from overheating
and tightening non-residents’ inflows is seen as a means of
curbing speculative money from entering (foreigners are
suspected to be first to withdraw capital in the event of
trouble). The bulk of the capital control measures have
been introduced by Asian and Latin American emerging
markets (though Iceland and Ukraine have also actively
used controls).

foreign exchange traded daily compared with about Index of capital controls in Net private faiiim ﬂgw‘i to
$50 bn in daily trade in goods and services (100 emerging markets o emerging markets, $bn
times) [27][29]. Other
) 171129 L Bank loans
The deregulation and liberalization of capital (= 50
markets in developed countries was followed by a e Fg'ﬁc!{'
removal of capital controls in emerging markets. An L52 | 200 Investment
index of capital controls in emerging markets
compiled by the IMF (left-hand chart) shows that .60/ | 150 Equities
capital controls fell remarkably after 1990. With Ronds
liberalisation came foreign financial flows into 0 =No capital contrals oss|| 12
. - - 1 =Tight capital controls
emerging economies. The chart (right-hand) shows 50
net private capital flows, of all types, flowing into 056/ [ ; Portfolio
emerging markets [27]. ] ST L1 | A
1982 84 BE B8 90 92 W4 06 1990 a3 ag
In 1990, $50 billion of net private capital flowed into e Source: World Bark

emerging markets; in 1996 that figure was $336 billion.
These figures confirmed what every financier from Wall
Street to Warsaw was saying: that the world’s capital
markets were being transformed. Ever larger sums of
money move across borders, and ever more countries have
access to international finance [27].

But with the increased mobility of capital and international
integration of financial markets came concern by some
policymakers. Surges in capital inflows and money that can
be quickly withdrawn from an economy can create
economic disruption. The Asian financial crisis in 1997

Reasons for cross-border capital flows and concerns

Push and pull factors also drive capital flows. The primary
driver is the differential on the return on capital (whether
interest rates or the return on an asset) across countries, but
risks (e.g., economic, polical, geopolitical, business, etc)
affect those returns. The flow of capital raises concerns
with foreign ownership and dependence; exploitation of
resources and national sovereignty; access to capital,
economic development and industrialization; and financial
bubbles and foreign debt.

Number of tightened capital controls
on nonresident inflows
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Figure 1. Descriptive Statistics of Tightened Capital Controls on Nonresident Inflows

Number of tightened capital controls on nonresident
inflows by type
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But the risk of the capital flow differs by its purpose and its
scale, microeconomic or macroeconomic. To avoid a long
debate over the merits of financial deregulation or over the
capital markets’ effect on macroeconomic instability, the
focus here is related to sectoral effects of foreign capital
(and investment that go into expanding productive
capacity). Capital can move across borders to work with
immobile natural resources (extraction of minerals,
forestry, etc.), to work with immobile, underemployed or
unproductive labor, to work in services sectors (e.g.,
foreign-owned hotels that develop the tourism sectors), or
to allow a country to access to capital to industrialize.

In the capital exporting country, critics argue that jobs are
being exported to the receiving country. If the capital
outflow is in manufacturing, then it contributes to de-
industrialization at home. Other concerns are that the
capital outflow undermines labor unions at home,
circumvents tougher labor or environmental regulations,
or is a means of avoiding to pay taxes at home. Anti-
globalizationists might add that foreign capital exploits
cheap labor and resources only to shift location to where
profits are larger, leaving the country with no long-term
development.

To the proponents, it might mean improving the firm’s
global supply chain, either moving part of the business
closer to raw materials for production, or moving assembly
of final product closer to consumer markets, or benefitting
from any other advantage by having an international
presence.

To illustrate the importance of the rethink regarding
international capital, consider the trend in the stock of FDI
as a percent of GDP (see chart, stock of FDI). The stock of
FDI had not exceeded 10% until the early 1990s [30].

Stock of foreign direct investment
As % of global GDP
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Sources: Arvind Subramanian and Martin Kessler

The break-up of the Soviet Union and the move toward
market economy by the separate republics and countries of
East and Central Europe led to the rapid increases in FDI.
Between 1990 and 2000, total annual FDI inflows
increased six-fold, to $1.4 trillion. In the mid-2000s, FDI
was increasing again. Historically, most FDI has moved
between rich countries, but the absolute growth rates in
developing economies have been steady since the early
2000s and surpassed inflows to developed economies in the
late 2010s (see chart, FDI min dollars).1®

Once, these countries were fearful of foreign investment.
Then they embraced it with varying degrees of enthusiasm,
but suspicion of foreigners remains [34]. In 2005, China
became the leading recipient of FDI among developing
countries; in the 1980s it received almost none [31][32].

A large share of FDI in developing countries went into the
extraction of natural resources, especially oil, for shipment
abroad. Bigger shares of FDI aimed to tap local markets.

18 UNCTAD, UN Conference on Trade and Development
homepage, https://unctad.org/data-visualization/global-foreign-
direct-investment-flows-over-last-30-years

As they become wealthier, people are able to buy more
cars, computers and other consumer products. This is why
car makers raced to build plants in countries such as
Thailand and Brazil: not to export to Japan and the US, but
to meet rising demand within South-East Asia and South
America [31].
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Role of multinational corporations in capital flows
Multinational corporations (MNCs), for the purposes here
(unless specified otherwise) are firms that make over 30%
of their sales outside their home region. They direct the
flows of goods, services and capital that brought
globalisation to life. Early established MNCs embodied an
idea that would become incredibly powerful: global firms,
run by global managers and owned by global shareholders,
should sell global products to global customers [30].

MNCs stand at the heart of the debate over the merits of
global economic integration. Their critics portray them as
bullies, more powerful than nation states using their heft to
destroy livelihoods, exploiters of workers as masters of
sweatshops, extractors of natural resources and despoilers
of the environment, who cripple left-wing political
opposition and cosy up to dictators with no regard for the
economic well-being of any country or community. Their
advocates see MNC:s as a triumph for global capitalism,
spreading wealth and work, bringing advanced technology
to poorer countries that raise living standards and low-cost
products to the wealthier ones, and introducing better ways
of doing business [31][33][34]. Both stereotypes hold some
truth, but it would be wrong to portray the MNC as either
good or evil [31].

In the 1970s, MNCs were already widely denounced as big,
irresponsible, monopolistic monsters. Then they went
through a period of being sneered at as yesterday’s clumsy
conglomerates, before being lauded as the providers of
capital, technology and know-how [33]. In 1990, it looked
different with access to foreign capital in strong demand.
Some MNCs such as Coca-Cola, Shell and Unilever had
long been established, but for the most part they were run
as loose federations of national business and not as a truly
globally run firm [30].

One explanation for the return of hostility in the 2000s is
the sheer speed at which MNCs expanded abroad. This
made them the most visible aspect of globalisation, buying
local firms and driving others out of business. Even to rich,
well-run countries, their sheer size can seem threatening.
The Irish sometimes fret about the fact that foreign firms
account for almost half of their country’s employment and
two-thirds of its output; and Australians point nervously to
the fact that the biggest industrial MNCs have annual sales
larger than their government’s tax revenue [33].


https://unctad.org/data-visualization/global-foreign-direct-investment-flows-over-last-30-years
https://unctad.org/data-visualization/global-foreign-direct-investment-flows-over-last-30-years

Such clout requires caution, or it can be seen as threatening
to national sovereignty or democratic accountability. For
example, countries may feel that their freedom to set taxes
is threatened by the ability of MNCs to shift profits, or
operations to another country. MNCs in the natural-
resource and mining business often cosy up to the regime
in power, however nasty, to protect their investment. Those
making consumer goods frequently flitted to whichever
country offered the best deal on labour costs at the time
[33].

Companies became obsessed with internationalising their
customers, production, capital and management.
Academics draw distinctions between going global
“vertically”—relocating production and the sourcing of
raw materials—and “horizontally”—selling into new
markets. In practice, firms went global every which way at
once, buying rivals, courting customers and opening
factories wherever the opportunity arose. Though the trend
started in the rich world, it caught on among large
companies in developing economies, too [30].

MNCs role is measured in their share of global output,
employment, investment and technology transfer. In 1995,
MNCs generated $7 trillion in sales through their foreign
affiliatess—an amount greater than the world’s total
exports. MNCs’ sales outside their home countries grew
20-30% faster than exports [31]. The world’s largest 1,000
largest companies accounted for four-fifths of world
industrial output in 2000 [32]. Worldwide, FDI grew faster
than merchandise exports and GDP (see charts, FDI, export
and GDP, and domestic and FDI)[31][35]. By the late
2010s, MNCs may have only accounted for only 2% of the
world’s jobs (80m jobs on their payrolls), however, they
owned or orchestrated supply chains that accounted for
over 50% of world trade; they made up 40% of the value of
the West’s stockmarkets; had profits of about $1trn; and
owned most of the world’s intellectual property [30].

World valume, 1970=100 E00
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In the public mind globalisation and MNCs are closely
related. Yet globalisation could just as easily make MNCs
less necessary. Why? Falling transport costs and trade
barriers makes serving foreign markets by exporting easier
than establishing factories and research centres around the
world. More integrated and liquid capital markets make it
easier for single-country firms to raise money by selling
bonds or shares. Big US, Japanese or European firms,
which have benefited from their ready access to capital,
should therefore be losing one of their main advantages
[31].

Thus, the economic logic of the MNC lies elsewhere. Some
explanations appear more valid than others, but none fully
clarifies why MNCs became so prominent at the end of the
20th century. The most common explanation for MNCs’
growth is economies of scale. In certain industries, the
argument goes, firms can become more efficient by
becoming bigger and producing more [31].

What better way to accomplish this than by serving a
global market? Upon further inspection, however, the
notion that economies of scale force companies to become
MNCs does not hold up. Consider aircraft manufacturing,
an industry in which a big producer has enormous cost
advantages over a small one. This industry is dominated by
two firms, Boeing and Airbus Industrie. Boeing assembles
almost all its aircraft in the US but buys components from
subcontractors around the world. Airbus, made up of four
separate firms in four different European countries,
manufactured only in the home countries and relied on
exports to sell its aircraft elsewhere. The mere existence of
significant scale economies did not force either to become
a true MNC [31].

Firms may find economies of scale at a level other than that
of the factory floor. Coca-Cola is a case in point. Scale is
not a huge advantage on the manufacturing side of its
business, which involves blending water, gas and a special
syrup. Scale economies come into play in other areas, such
as reinforcing its brand by making a global marketing

effort and helping its bottlers, most
of whom are independent, learn
soo|  from the experiences of their

aco| counterparts in other countries.
3o00| These scale effects have driven

spa| Coca-Cola to become highly

ag| Multinational [31].
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Another explanation for the growth
in MNCs is vertical integration. In

Part of this trend reflected the changing structure of global
manufacturing. Various stages of manufacturing were
separable across national borders and dispersed, rather than
being under one roof or inside one company. Whole
industries no longer migrated, as shipbuilding did from
Europe to Asia in the 1970s. Instead, maquiladora factories
(i.e., assembly plants) in Mexico became a part of a
network integrated with the US market, just as Hong Kong-
based manufacturing is a network with other markets.
Manufacturing was becoming a genuinely international
affair with more and more of the process handled by MNCs
each with a link in the global supply chain [35].

Nevertheless, few companies, even the most familiar
household names are truly global. The average MNC
produces more than two-thirds of its output and locates
two-thirds of its employees in its home country. Although
both operate worldwide, the culture of General Motors is
distinctively American, that of Volkswagen identifiably
German [31].

some industries, the

interdependence of suppliers and users of a particular
resource makes it difficult for such firms to co-operate at
arm’s length, since there is always the risk that one will try
to undermine the other. This is the reason many firms
integrate vertically, buying up their suppliers or their
customers. Sometimes, those suppliers or customers will be
abroad, turning the acquiring firms into a MNC [31].

A third reason for the spread of MNCs is that they tend to
be successful. In any business, inefficient firms will
eventually fold, giving way to those that can earn higher
profits. As the world economy becomes more integrated, it
is to be expected that the companies most adept at crossing
borders are those that prosper. It should come as no
surprise that firms from richer countries do this best. As a
rule, they have been exposed to more competition in their
home markets and are therefore well equipped for
international competitive battles [31].

There is yet one other reason for firms to operate as a
MNC: because everyone else is doing it. Many companies
exist to serve other companies, rather than household
consumers. If multinational car manufacturers want to use
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the same headlights in cars assembled in different
countries, then headlight manufacturers must become
multinational, too. Consulting firms and accountancies
have built seamless global networks. While deregulation
and privatisation had a big effect on the telecoms industry,
the demands of corporate customers helped to propel the
globalisation of that industry [31].

Around half of all FDI involves mergers and acquisitions.
These deals help companies to achieve economies of scale
in marketing and distribution, for example, and they allow
well-managed firms to take over poorly managed ones.
Many of those mergers involved firms that supply other
MNCs with professional services, telecommunications and
air travel, in an effort to develop global networks. For all
these reasons, such cross-border merger and acquisition
activity occurred disproportionately among firms based in
rich countries [31].

Even in manufacturing, speed, innovation and proximity to
customers can matter more than sheer size. Being
multinational is no guarantee of success [31].

The reasoning above suggests that the growth of MNCs is
fairly benign. But that is not always the case. For one thing,
MNCs’ size and scale can make it possible for them to
exert power in an exploitative way. A company whose
facilities are located in a single country has no alternative
but to comply with that country’s laws and social norms,
unless it wishes to import products made by others rather
than making them itself. A MNC, however, can move
production: if US worker-safety law is too restrictive, the
company can move its factory to Mexico. It can also lower
its tax bill by using internal pricing to shift profits from
high-tax countries to low-tax ones [31].

Those who run MNCs are, at least, accountable (to their
shareholders and the law) and a good deal more transparent
than the average NGO that might oppose them. It is true
that individual firms are as capable of doing harm as is any
other entity. However, as a class, the MNCs have a good
story to tell. In the rich world, according to OECD
research, foreign firms pay better than domestic ones and
create new jobs faster. That is even truer in poorer
countries: in Turkey, for example, wages paid by foreign
firms are 124% above average and their workforces have
been expanding by 11.5% a year, compared with 0.6% in
local firms. Big foreign firms are also the principal conduit
for new technologies, as is clear from the fact that 70% of
all international royalties on technology involve payments
between parent firms and their foreign affiliates. As for the
environment, most research suggests that standards tend to
converge upwards, not downwards [33].

More broadly, the balance of power is not what it seems.
Big companies now come and go at lightning speed: one-
third of the giants in the US’s Fortune 500 in 1980 had lost
their independence by 1990 and another 40% were gone
five years later. Globalisation is as much of a threat to
lumbering giants as to smaller folk, and often a boon for
the nippy little firms that create most of today’s new
employment and wealth. The merger waves that attract so
much attention, and fear, more often reflect defensive
efforts by the corporate establishment than the predatory
acts of world-dominating devils [33].

So, are MNCs really more likely to shut down and move
than purely local employers? Research suggests, in fact,
that they tend to stick around longer than local firms—not
because they are foreign, but merely because they tend to
be bigger and more efficient than average. It has taken

9 Bernard, A. and B. Jensen, “Firm Structure, Multinationals, and
Manufacturing Plant Deaths”.
mba.tuck.dartmouth.edu/pages/faculty/andrew.bernard/deaths. pdf

economists a surprisingly long time to look into this
question in much detail [34].

Andrew Bernard of Dartmouth College's Tuck School of
Business and Bradford Jensen of the Institute for
International Economics studied how the ownership of US
manufacturing plants affects their chances of closing.®
Their results show that some of the conventional concerns
about MNCs are wrong. Their data show that plants set up
and close down surprisingly often; there is lots of “creative
destruction”. Around 27% of all plants with more than ten
employees shut during any five-year period. They also find
that between 1987 and 1997 US factories owned by MNCs
were less likely to close down than purely local firms [34].

Plants owned by MNCs last longer because of their greater
average productivity, their heavier use of capital and their
larger size. They tend also to have access to cheaper
finance, either from the capital markets or from their
internal cash hoard. In general, exporters are less likely to
die than are factories that only produce for the domestic
market, which also plays to MNCs' strengths. This does not
support the idea that MNCs are especially guilty of
“shipping jobs abroad”. Indeed, say the authors, MNCs are
more able to fend off competition from low-wage
countries. So the MNCs' workers are better protected
against cheaper foreign labour than workers at locally
owned firms [34].

How about the record of global companies operating in
poor countries? Mr Bernard and Fredrik Sjoholm, of the
Stockholm School of Economics, consider the rate of plant
closures in Indonesia, a country many activists regard as
having been especially damaged by fickle foreign
investors.?® Over a 15-year period, closure rates for
foreign-owned factories in Indonesia were 10 percentage
points lower than for locally owned ones [34].

There is a catch. In both the US and Indonesia, the results
are partly deceptive. In both countries, plants belonging to
MNCs are much more efficient than their rivals. When the
researchers compared factories owned by MNCs with
factories of the same size and efficiency, however, their
results were reversed: the probability of closure was 20
percentage points higher in Indonesia and three points
higher in the US for MNCs than for local firms. Thus,
MNCs of any given size and efficiency level are more
likely to close their factories; but because their plants tend
to be bigger and more efficient, on average, they are more
enduring [34].

Up to a point, therefore, MNCs are footloose. Nonetheless,
do their benefits outweigh their costs? It seems so. First,
their greater scale and efficiency ought to be taken into
account. Second, they often pay people more than they
could earn at similar local plants. The authors, though,
suggest that this might merely compensate workers for the
greater risk of losing their jobs; but the evidence is still
unclear. Third, the discipline provided by footloose
investment might increase competition and thus spur on
local firms to increase productivity [34].

Economists have other reasons for taking a more
benevolent view of global firms than politicians or anti-
globalisation activists. Not only do MNCs usually pay
more, and sometimes much more, than indigenous
employers, but their workplace conditions in poor countries
tend to be better than at local firms, even if they are often
far worse than in their home country. They transfer
technology and know-how to their host economies. They

2 Bernard, A. and F. Sjoholm, “Foreign Owners and Plant
Survival”. NBER Working Paper No. 10039:
www.nber.org/papers/w10039.
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provide access to foreign markets that local firms could
never have penetrated [34].

For all that, it appears that MNCs of the same size and
efficiency look more likely than comparable firms to shut
their factories down. Critics of globalisation may call that a
threat to sovereignty, but they should consider the
possibility that the economic benefits exceed the
drawbacks [34].

move production was to be close to customers in big new
markets. This is not traditional offshoring as in the past
decades; instead, it is being “onshore” in new places. Peter
Loscher, the chief executive of Siemens, a German
engineering firm, commented that offshoring is an odd
concept for a truly international company. The “home
shore” for Siemens, he said, is now as much China and
India as it is Germany or the US [36].

% of US cost

Offshoring and outsourcing strategies
Offshoring means moving work and jobs
outside the country where a company is
based. The original idea behind offshoring
was that Western firms with high labour
costs could save by sending work to
countries where wages were much lower.
Offshoring means sending work to outside
contractors. These can be either in the
home country or abroad, but in offshoring
they are based overseas. That strategy
worked well for several decades, but firms
are rethinking their global footprints [36].

2012-14 3%

First, and most importantly, the global

Manufacturing outsourcing cost index

ndia Paper and printing [l

Companies’ intentions to change manufacturing source, worldwide, % of capacity

S > 6% 16% 9%

Offshore

Change in US jobs because of outsourcing

2000-10, 000 o
ses Other transport equipment +95
90 Machinery +50

= BB

Metals and r

6 % Move between
high-cost countries

24% towZost coumtries Reshore 9% *

19%

labour “arbitrage” that sent firms rushing

overseas has played itself out. Wages in China and India
have gone up by 10-20% a year since 2000, whereas
manufacturing pay in the US and Europe barely budged
(until recently). Vietnam, Indonesia and the Philippines,
still offer lower wages, but not on China’s scale, efficiency
and supply chains. There are still big gaps between wages
across the world, but other factors such as transport costs
increasingly offset them and labour’s share of total costs is
shrinking anyway [36].

Second, many US firms realise that they went too far in
sending work abroad and have brought some of it home
again, a process termed “reshoring”. The reasons cited
included: rising wages in China; distance slowed the ability
to respond to customers’ demands; wanting to keep R&D
closer to manufacturing; reducing logistics costs; wanting
to keep manufacturing, design and development close; and
easing quality control. Europe never showed as much
enthusiasm for offshoring as in the US, but the small
number of firms that did it have not been in a rush to return
[36]. The geopolitics of the 2020s has led to more
reshoring, nearshoring and friendshoring in response to
political objectives aimed at decoupling or de-risking the
West’s economies from China.

Choosing the right location for producing a good or a
service is an inexact science, and many firms got it wrong.
Michael Porter, Harvard Business School’s guru on
competitive strategy, said that just as firms pursued many
unpromising mergers and acquisitions until painful
experience brought greater discipline to the field, a lot of
chief executives offshored too much and too quickly [36].

Firms have discovered the disadvantages of distance. The
cost of shipping heavy goods halfway around the world by
sea has risen sharply, and goods spend weeks in transit.
Manufacturing somewhere cheap and far away but keeping
research and development at home can have a negative
effect on innovation. A solution is to move the R&D too,
but that has other drawbacks: the threat of losing valuable
intellectual property in far-off places looms ever larger. A
succession of wars and natural disasters highlights the risk
that far off supply chains may become disrupted [36].

Third, firms are moving away from manufacturing
everything in one low-cost place to supply the rest of the
world. China is no longer seen as a cheap manufacturing
base but as a huge market (see chart, manufacturing
outsourcing cost index). The main reason for MNCs to

Firms want to be in, or close to, each of their biggest
markets, making customised products and responding
quickly to changing local demand. Pierre Beaudoin, chief
executive of Bombardier, a Canadian aeroplane and train
maker, says it used to focus on cost savings from sending
jobs abroad; now Bombardier is in China for the sake of
China. Lenovo, a Chinese computer maker, has factories in
China, but it is moving some production to the US to be
able to customise its computers for US customers and
respond quickly to them. If it made them in China they
would spend six weeks on a ship [36].

Under this logic, the US and Europe, with their big
domestic markets, should be able to attract plenty of new
investment as companies look for a bigger local presence in
places around the world. It is not just Western firms
bringing some of their production home; there is also a
wave of emerging-market champions such as Lenovo, or
the Tata Group, which is making Range Rover cars near
Liverpool, that are coming to invest in brands, capacity and
workers in the West (see text box related to MNCs) [36].

Changes are happening not only in manufacturing but
increasingly in services too. Firms can either outsource IT
and back-office work to other companies, at home or
abroad, or offshore it to their own centres overseas.
Software programming, call centres and data-centre
management were the first tasks to move, followed by
more complex ones such as medical diagnoses and
analytics for investment banks [36].

As in manufacturing, the labour-cost arbitrage in services is
rapidly eroding, leaving firms with all the drawbacks of
distance and ever fewer cost savings to make up for them.
There has been widespread disappointment with
outsourcing information technology and the routine back-
office tasks that used to be done in-house. Some activities
that used to be considered peripheral to a company’s
profits, such as data management, are now seen as
essential, so they are less likely to be entrusted to a third-
party supplier thousands of miles away [36].

In the 1990s General Electric (GE), a US conglomerate,
pioneered the offshoring of services, setting up one of the
very first “captive”, or fully owned, offshore service
centres in Gurgaon, India in 1997. Until the early 2010s
around half of GE’s IT work was being done outside the
company, but the company found that it was losing too
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much technical expertise and that its IT department was not
responding quickly enough to changing technology needs.
GE reversed course reshoring in some important areas of
its business [36].

Although offshoring has reversed somewhat, MNCs will
certainly not become any less global as a result. They will
distribute their activities more evenly and selectively
around the world, taking heed of a far broader range of
variables than labour costs alone. This offers a huge
opportunity for rich countries and their workers to win
back some of the industries and activities they may have
lost. Paradoxically, the narrowing wage gap increases the
pressure on politicians. With labour-cost differentials
narrowing rapidly, it is no longer possible to point at rock-
bottom wages in emerging markets as the reason why the
rich world is losing out. Mature economies will have to
compete hard on factors beyond labour costs, e.g., world-
class skills and training, along with flexibility and
motivation of workers, extensive clusters of suppliers and
sensible regulation [36].

What and how much of its production to “offshore” to
other countries is one of the most important choices a
company can make. France’s two big carmakers illustrate
the point. PSA Peugeot Citroén has tried over time to find
cheaper places than around Paris to make its cars. In the
1950s and 60s Citroén opened a factory in Brittany and
started offshoring manufacturing in Spain and Portugal. It
has since started making cars more cheaply in Slovakia and
in the Czech Republic. But two-fifths of its global
production is still based in France. Renault, by contrast,
determinedly pursued a low-cost strategy, setting up
factories in Morocco, Slovenia, Turkey and Romania, and
makes only a quarter of its cars at home [37].

Yet there are also examples of successful companies that
choose not to offshore much, even in labour-intensive
industries. Zara, the main clothing brand of Inditex, a
Spanish textile firm, makes its high-fashion clothes in
Spain, Portugal and Morocco. This costs more than it
would in China, but a short, flexible supply chain allows
the firm to respond quickly to changes in customer tastes. It
sells most of its outfits at full price rather than at a
discount. The decision to stay close to home is its main
source of competitive advantage [37].

Outsourcing, or subcontracting work, is as old as business
itself. A 19"-century manufacturing company might have
owned its machines but not its own fleet of horse-drawn
drays to distribute its wares. The thinking on what to
subcontract and what to keep inside the firm has changed
over time. Once, the conglomerate owning everything it
could was the plan, but more recently firms have
outsourced ever more of their operations, in the belief that
if they kept the “core” of their business in-house, the rest
could safely be sent anywhere in the world [37].

A new breed of MNC emerges

In 2006, Boston Consulting Group (BCG) found 100
firms from emerging markets with total assets of $520
billion, exceeding the top 20 car companies. By 2004,
the UN Conference on Trade and Development noted,
five emerging Asia firms were among the 100 biggest
MNCs measured by overseas assets; ten more from
emerging countries made the top 200. By 2006 FDI
(including mergers and acquisitions) from developing
economies reached $174 billion, 14% of the world's
total, giving such countries a 13% share (worth $1.6
trillion) of the stock of global FDI. In 1990 emerging
economies accounted for just 5% of the flow (see chart
1) and 8% of the stock. Their slice of global cross-
border M&A has climbed, reaching 14% in value terms
in 2006 (chart 2), costing $123 billion in more than
1,000 cross-border deals.
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In the 1970s, UNCTAD raised concern about the power
wielded by rich-world MNCs. In a more open world, a
new, fundamental shift has emerging economies
spawning their own giants. UNCTAD’s attention is on
the new shape of global business: increasing south-north
and south-south investment flows, as emerging
economy firms invest abroad.

Besides big deals, MNCs from developing countries
have grown organically and through smaller deals. The
Indian trio of Infosys, Tata Consultancy Services and
Wipro, built an IT outsourcing industry that went
upmarket, global and is chasing rich-country leaders,
Accenture and IBM. China’s Lenovo bought IBM's PC
business. The Haier and Hisense groups lead in
domestic appliances and consumer electronics. BYD is
the largest maker of nickel-cadmium batteries.

Chery Automobile, China's leading car exporter, has
plans for plants in E. Europe, the Middle East and South
America. Johnson Electric, Hong Kong, has half the
world market for tiny electric motors cornered. Cemex,
a Mexican cement firm, took over a big UK group,
RMC. Brazil’s Embraer is the third-largest aircraft firm,
specialising in regional jets. Half the $6 bn sales of
Sadia and Perdigdo, two Brazilian food companies, are
exports.

Firms like these are expanding sales and production
internationally. Their home markets offer several
advantages. Rapid growth gave firms scale and cash to
invest abroad. Costs are low. Difficulties with operating
in an emerging market may make managers adaptable
and resilient. Gradual liberalisation in the home
market—as in India since the early 1990s—exposed
them to competition from MNCs. The threat to their
domestic dominance encouraged managers to hone their
skills, exposed them to best international practice and
spurred them to seek growth abroad to compensate for
lost domestic market share.

The new emerging market MNCs are fanning out
globally through five strategies, according to BCG:

(1) Taking brands from local to global. China's
Hisense, a $3.3 billion consumer-electronics group, with
over 10% of the market for TV sets at home, it turned
its attention to global markets with a product range that
included air conditioners, PCs and telecoms equipment.

19



It manufactures in Algeria, Hungary, Iran, Pakistan and
South Africa, selling these in more than 40 countries.
The Chinese market gave the company a vast, cheap
manufacturing base, to which it adds other advantages
such as design and world-class R&D.

(2) Turning local engineering excellence into
innovation on a global scale. Supported by the
Brazilian government and later largely privatised,
Embraer overtook Canada's Bombardier to become the
world's leading maker of regional jets. It is one of
Brazil's biggest exporters, combining low-cost
manufacturing with advanced R&D. Embraer has a joint
venture with China Aviation Industry Corp. Il. In this, it
was even ahead of Boeing and Airbus, both now
scrambling to transform themselves from rich-world
exporters into global producers, with long, difficult-to-
manage global supply chains.

(3) Leadership in a narrow product category. China’s
BYD, a battery-maker, uses more labour-intensive
production than its Japanese competition, taking
advantage of low-cost labour. Johnson Electric, based in
Hong Kong produces chiefly in mainland China,
making tiny electric motors for cameras or cars. Once
US or EU industries are now Chinese. Johnson built its
strength partly through well-timed acquisitions of plants
in markets closer to customers and R&D centres in
Israel, Italy, the US and Japan.

(4) Using local resource advantages with world-class
marketing and distribution. Brazil's Sadia and
Perdigdo built sales organisations globally to make the
most of the abundant natural resources to produce pork,
poultry and grain in Brazil, complemented by ideal
growing conditions and low labour costs. Vale, a
Brazilian firm, exploited its home country's cheap iron
ore supplies to become a world-leading supplier.

(5) Rolling out to many different markets. Mexico's
Cemex is one of the biggest suppliers of ready-mixed
concrete (annual sales of $18 billion in 2006). Cement
and building materials are “territorial goods”, i.e., too
bulky, basic and expensive to transport long distances. It
may not be worth shipping cement from Mexico to
Europe, but know-how and investment can be done in
any market. Rich-world firms, such as Lafarge and
Saint-Gobain, invest in developing countries to increase
sales of their cement and building products; Cemex
shows that the same thing can flow in reverse.

Other distinct advantages include being family-owned
or -controlled (even if public companies), helping them
to make quick decisions; and having access to cheap
finance from state banks [38].

That belief has not always turned out to be justified. After
Boeing, an aeroplane-maker, outsourced 70% of the
development and production work on its new 787
Dreamliner to around 50 suppliers, it suffered huge delays
because its outsourcing partners failed to produce parts on
time. In 2005 Deloitte Consulting looked at 25 big
companies that had outsourced operations and found that a
quarter of them soon brought them back ““in-house”
because they could do the work themselves better and
cheaper [37].

Most companies do outsource to save money. Doing so has
increasingly meant sending work to cheaper countries. In
2003, according to TPI, a company that advises on
outsourcing, about 40% of all outsourcing contracts entered
into by US and European firms involved offshore workers;
that figure rose to 67% in the early 2010s. In turn,
companies that decide to offshore production often have
little choice but to outsource as well. Since the early 2000s,

US and European companies have increasingly used
outsourcing contracts with an offshore element (see chart,
US and European firms with outsourcing/offshoring) [37].

Share of American and European companies’
outsourcing contracts® with an offshore element, %

70

Local firms are often in a better position to operate in a
particular environment, and they may control supply
chains. Most of the US’s and Europe’s textile industry, for
instance, subcontracts work to outside firms in China,
Vietnam and Bangladesh. Production of consumer
electronics is largely outsourced to huge contract
manufacturers such as Taiwan’s Foxconn and Quanta. This
report concentrates on work that is done overseas, either
inside the firm but in an offshore location or outsourced to
foreign contractors, because this part of corporate
globalisation is most controversial [37].

Most firms do not give enough thought to choosing where
to produce. To an alarming degree, says McKinsey,
“companies continue to indulge in herd behaviour” when
deciding where to base their operations and how to arrange
their supply chains. Many of them, says the consulting
firm, simply follow each other around to low-cost countries
or allow themselves to be drawn in by governments waving
cash and other incentives [37].

One rule of thumb is that if labour makes up 15% or less of
their product’s total cost, a firm would do better not to
offshore. Even if the share is higher, there is usually scope
for improvement at home. Going somewhere else for the
sake of cheaper labour is usually a quick fix and avoids the
real problems. Moving production a long way off and
separating it from research and development risks harming
a firm’s long-term ability to innovate. Companies rarely
analyse past location decisions to see whether they have
proved right, note Michael Porter and Jan Rivkin of
Harvard Business School (2012) in “Choosing the United
States”. One reason why companies rush into offshoring
may be that they are looking for a quick solution to existing
troubles. According to “The Handbook of Global
Outsourcing and Offshoring”, by Leslie Willcocks, Julia
Kotlarsky and Ilan Oshri, companies are most likely to
consider offshoring their operations when their profits are
already falling [37].

Two sets of strategic problems can arise from offshoring
production to another part of the world, especially if it is
poorly thought out. The first of these concerns the logistics
of supply. The more that firms spread their operations
around the globe, the more vulnerable they become to
disruption from unexpected events such as natural disasters
or political unrest. The second strikes at the heart of what
companies try to do: sell more and better widgets to
customers than their rivals down the road. Often, the more
a firm offshores and outsources, the worse it will be at
responding to customers quickly [37].

Over the past few decades it became conventional wisdom
that factory jobs could be done cheaply in some far-flung
corner of the world but more important innovation work
should stay in-house in high-cost countries. Manufacturing
was seen as just a cost centre, so it was often offshored.
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Now many companies reckon that production makes a big
contribution to the success of research and development,
and that innovation is more likely to happen when R&D
and manufacturing are in the same place, so increasingly
they want to bring manufacturing back in-house [37].

Foreign suppliers of parts can turn into competitors, and for
many companies the risk of losing intellectual property,
either through theft or imitation, in China and elsewhere
remains high. Indeed, says Richard Dobbs of the McKinsey
Global Institute in Seoul, big South Korean groups reckon
that US and European companies are making a mistake in
outsourcing as much manufacturing as they do, because
this allows other firms a great deal of insight into their
processes. They should know: Samsung, an electronics
giant, was once an outsourcing partner for several Japanese
firms but now dwarfs its former customers. South Korean
firms offshore production to their own factories overseas,
but they seldom outsource [37].

Many companies are rethinking the outsourcing of ever
more important functions. Lenovo wants to own more of its
capacity in China and elsewhere; it gets better results from
its own facilities than from its outside contractors, says
Gerry Smith, the firm’s global head of supply chain. That
often means taking the work back home [37].

The most prominent example of the opportunities and risks
of offshoring is the relationship between Apple and
Foxconn. From a strategic point of view the partnership
could not be more successful. In 2010 Foxconn took a huge
chance by investing billions of dollars in building enough
capacity in China to manufacture Apple’s iPhone on the
scale required. It built a uniquely flexible and responsive
supply chain for Apple. According to a New York Times
report, Apple redesigned the iPhone’s screen at the last
minute. Foxconn woke up its workers in the middle of the
night to get the job done. “The reason Apple is what it is
today is Foxconn,” says a consultant in Taipei. The two
companies are inextricably bound to each other [37].

In 2006 Sam Palmisano, the boss of IBM, argued that the
“globally integrated enterprise” run as a unitary
organisation, rather than as a federation, would transcend
all borders as it sought “the integration of production and
value delivery worldwide”. The spree that ensued from that
logic could not last forever; an increasing body of evidence
suggested that it ended by 2017. In 2016 MNCs’ cross-
border investment fell by 10-15%. Impressive as the share
of trade accounted for by cross-border supply chains was, it
had stagnated since 2007 (see chart, share of exports). The
proportion of sales that Western firms made outside their
home region shrunk. MNCs’ profits fell and the flow of
new multinational investment was in decline relative to
GDP. The global firm seemed in retreat [30].
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To understand this, consider the three parties that made the
boom possible: investors; the “headquarters countries” in
which global firms are domiciled; and the “host countries”
that received multinational investment. For their different
reasons each thought that MNCs would provide superior
financial or economic performance [30].

Investors saw a huge potential for economies of scale. As
China, India and the Soviet Union opened up, and as
Europe liberalised itself into a single market, firms could
sell the same product to more people. As the federation
model was replaced by global integration, firms would be
able to fine-tune the mix of inputs they got from around the
world—a geographic arbitrage that would improve
efficiency, as Martin Reeves of BCG, a consultancy, put it.
From the rich world they could get management, capital,
brands and technology. From the emerging world they
could get cheap workers and raw materials as well as
lighter rules on pollution [30].

These advantages led investors to think global firms would
grow faster and make higher profits. That was true for a
while, but it was not true in 2017. The profits of the top
700-odd MNCs based in the rich world dropped by 25%
during 2012-17, according to FTSE, an index firm. By
contrast, the profits of domestic firms rose by 2% [30].

A complementary measure comes from the foreign profits
of all firms as recorded in balance-of-payments statistics.
Though the data refer to firms of all sizes, big ones
dominate the mix. For companies with headquarters in the
OECD, a club of mostly rich countries, foreign profits were
down by 17% over five years. US firms suffered less, a
12% drop, partly because of their skew towards the fast-
growing technology sector. For non-US firms the drop was
20% [30].

The return on equity (ROE) of the top 700 MNCs dropped
from a peak of 18% in 2007 to 11% a decade later. The
returns on the foreign operations of all firms fell, too, based
on balance-of-payments statistics. For the US, UK and the
Netherlands, the three countries that historically hosted the
most and biggest MNCs, the ROE on foreign investment
shrunk to 4-8%. The trend was similar across the OECD
(see chart, rate of return on FDI). MNCs based in emerging
economies, which accounted for about a seventh of global
firms’ overall activity, fared no better: their worldwide
ROE is 8% [30].
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These figures mean MNCs no longer achieved superior
performance. The Economist examined the record of the
500 largest firms worldwide. In eight out of ten sectors,
MNCs expanded their aggregate sales more slowly than
their domestic peers. In six out of the ten sectors they had
lower ROEs. For US firms, returns were 30% higher in
their home market, where cosy oligopoly has become more
enticing than the hurly-burly of an unruly world [30].

The deeper explanation is that both the advantages of scale
and those of arbitrage have worn away. Global firms have
big overheads; complex supply chains tie up inventory;
sprawling organisations are hard to run. Some arbitrage
opportunities have been exhausted; wages have risen in
China; and most firms have massaged their tax bills as low
as they can go. The free flow of information means that
competitors can catch up with leads in technology and
know-how more easily than they used to [30].
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So much for the investors. What about the second
constituency for MNCs, the “headquarters countries”? In
the 1990s and 2000s they wanted their national champions
to go global to become bigger and brainier. A study by
McKinsey, a consultancy, based on 2007 data, outlined the
sort of benefits they were after. MNCs operating in the US
accounted for 19% of private-sector jobs, were responsible
for 25% of private wages, 25% of profits, 48% of exports
and 74% of research and development [30].

The mood changed after the financial crisis. MNCs started
to be seen as agents of inequality. They created jobs
abroad, but not at home. Between 2009 and 2013, only 5%,
or 400,000, of the net jobs created in the US were created
by MNCs domiciled there. The profits from their hoards of
intellectual property were pocketed by a wealthy
shareholder elite. Political willingness to help MNCs duly
lapsed [30].

Global accounting, antitrust, money-laundering and bank-
capital rules splintered into US and European camps.
Takeovers of Western firms now often come with strings
attached by governments to safeguard local jobs and plants
[30].

The deep roots of globalisation mean that trying to favour
domestic companies by erecting tariffs no longer works as
once it did. Over half of all exports, measured by value,
cross a border at least twice before reaching the end-
customer, so such tariffs hurt all alike. This does not mean
that the inept or ignorant will not try them. But it does
encourage the use of other avenues to try and right
perceived wrongs, such as the tax system and good old
political muscle [30]. The controls over capital inflows and
outflows in the name of national security is a case in point.

Of all those involved in the spread of global businesses, the
“host countries” that receive investment by MNCs remain
the most enthusiastic. Prior to the current geopolitical
tensions, China was the best example where in 2010 30%
of industrial output and 50% of exports were produced by
the subsidiaries or joint-ventures of MNCs [30].

Host countries might also become less welcoming as
activity shifts towards intangible services. For the top 50
US MNCs, in the 2010s, 65% of foreign profits came from
industries reliant on intellectual property, such as
technology, drug patents and finance. A decade before it
was 35%. (It is much lower in Europe and Japan, which do
not have big technology firms.) There is no serious appetite
among MNCs to recreate in Africa or India the
manufacturing centres they spurred on in China, which
removes a reason for those host countries to welcome
them. The jobs and exports that can be attributed to MNCs
have already a diminishing part of the story. In 2000 every
billion dollars of the stock of worldwide foreign investment
represented 7,000 jobs and $600m of annual exports. In
2017, $1bn supports 3,000 jobs and $300m of exports [30].

Today MNCs need to rethink their competitive advantage.
Some of the old arguments for going global are obsolete—
in part because of the more general successes of
globalisation. Most MNCs do not act as internal markets
for trade. Only a third of their output is now bought by
affiliates in the same group. External supply chains do the
rest. MNCs no longer have a lock on the most promising
ideas about management or innovation. Where they have
enforceable patents over valuable brands they are still at an
advantage, as they are in products, such as jet engines,
where economies of scale are best created by spreading
costs over the entire world. But those benefits are less than
they were [30].

The lack of advantage is revealed in the amount of activity
that yields little value. Roughly 50% of the stock of FDI

makes an ROE of less than 10% (40% of the stock if you
exclude natural-resources firms). Ford and General Motors
make 80% or more of their profits in North America,
suggesting their foreign returns are abysmal [30].

In the future, it seems, the global business scene will have
three elements. A smaller top tier of MNCs will burrow
deeper into the economies of their hosts, helping to assuage
nationalistic concerns. GE is localising its production,
supply chains and management. [In the 2020s GE was
breaking itself up into smaller companies.] Midsized
industrial firms will struggle to muster the resources to
invest more deeply in all their markets [30].

Politicians will increasingly insist that companies buying
foreign firms promise to preserve their national character,
including jobs, R&D activity and tax payments. The boom
in foreign takeovers by Chinese firms has fizzled out.
Many such deals, reliant on subsidised loans from state
banks, probably make little financial sense [30].

The second element will be a brittle layer of global digital
and intellectual-property MNCs: technology firms, such as
Google and Netflix; drugs companies; and companies that
use franchising deals with local firms as a cheap way to
maintain a global footprint and the market advantage that
brings. The hotel industry, with its large branding firms
such as Hilton and Intercontinental, is a prime example of
the tactic. McDonald’s is shifting to a franchising model in
Asia. These intangible MNCs will grow fast, but because
they create few direct jobs, often involve oligopolies and
do not benefit from the protection of global trade rules,
which for the most part only look after physical goods, they
will be vulnerable to nationalist backlashes [30].

The new, prudent age of the MNCs will have costs.
Countries that have grown used to global firms throwing
cash around may find that competition abates and prices
rise. Investors, who all told have a third or more of their
equity portfolios tied up in multinational firms, could face
some unpleasant turbulence. Economies that rely on
income from foreign investments, or capital inflows from
new ones, might suffer [30].

Despite what US politicians might have us believe, the
overriding rationale for near-shoring is not to decouple
supply chains from China. It is to provide flexibility. In
some cases, it makes sense to shorten supply chains to be
more responsive to changes in consumer demand. In
others, it is better to prioritise low-cost production,
however far away the factories [39].

Consider Mexico’s strategic proximity to the US. On the
plus side, it adjoins the world’s biggest market. It has a
free-trade agreement with the US and Canada, which eases
the cross-border flow of goods and services. The cost of
labour has become more competitive with SE Asia as
China’s wages have increased. Its workers may not be as
target-oriented as their Asian counterparts, but they tend to
be more collaborative. Mexico is more or less immune to
the rising Sino-US rivalry, which introduces an element of
risk into all Asian supply chains [39].

Yet Mexico presents some business risks too. Some
industries have bet to nurture an ecosystem of lower-tier
suppliers to rival those across the Pacific. Some inputs
need to be transported by rail from the US and Canada to
Mexico. Asian infrastructure remains more solid than
Mexico’s. The supply chain has all sorts of trade-offs to
consider. Making something in northern Mexico means it
can be shipped within 48 hours to Amazon or other large
retailers in the US. The proximity lowers transport-related
costs and emissions [39].
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But bulk goods are fairly cheap to ship from Asia to the
US. If demand is relatively predictable and production is
based on a tradition of handiwork built up over generations
in Asian factories, then the proximity advantage is lost.
Near-shoring is a work in progress. Firms might have to
develop local tooling suppliers to reduce the dependence
on China. The hope is that over time industries from
carmaking to toymaking will develop fully integrated
supplier networks across the country to reduce
overcrowding near the border [39].
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