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Introduction

Resentment of international trade around the world is becoming a powerful force that governments and corporations cannot afford to ignore. Many feel that globalization has a direct negative impact on their lives, their national economy, and the net welfare of their society. These feelings have given rise to a plethora of special interest groups and organizations opposed to globalization, each pushing a different platform of legislative, economic, and social change. In an age of information overload it is difficult for decision makers to determine which make viable proposals and which do not. As these groups become more outspoken and gain more political support their impact on the operations of Multinational Corporations (MNCs) and government policy will increase. It is therefore increasingly important that decision makers be able to differentiate issues that deserve to be addressed from policy changes that could have very harmful effects. The objective of this paper is to aid this process by examining the validity of various anti-globalization arguments. 


I will do this by examining secondary data from studies published in the Journal of International Economics and The Journal of International Business Studies and case studies from other sources. It will examine five arguments that critics of trade often cite as issues that policy makers need to address. I will summarize the content of each argument, exceptions and fallacies of each, and give examples that compare theoretical outcomes to actual results. I will then conclude with a summary of findings that MNCs, governments, and other decision makers can use as a guide to maximize net social welfare.

Argument #1) International trade causes the loss of jobs and wages in countries whose comparative advantage lies in capital-intensive goods.

Different countries have competencies in different areas. A developing nation such as Mexico has a distinct comparative advantage in producing goods that are very labor intensive but require little capital. A nation such as the United States on the other hand is comparatively better at producing goods that are capital intensive but use very little unskilled labor. If free trade exists between the two Ricardo states that each produces the commodity that they can most cost effectively manufacture, therefore the United States produces more capital-intensive goods and Mexico produces more labor-intensive goods. Conversely Mexico produces fewer capital-intensive goods and the United States will produces fewer labor-intensive goods. As the United States decreases production of these items its need for unskilled labor drops dramatically while its need for capital decreases marginally. As it increases its production of capital-intensive goods its need for capital increases dramatically while its need for labor rises only marginally. The net effect is a reduced need for labor and an increased need for capital. Workers in labor-intensive industries suffer layoffs and workers in capital-intensive industries must compete with the newly unemployed. As a result unemployment rises and wages drop.   

Hian Teck Hoon from the National University of Singapore expands this Ricardian model so that country size is not fixed. Inspection shows that given a country size large enough not only the labor-abundant but also the capital-abundant country experiences a decline of unemployment. The effects of free trade work to replace jobs in very large economies more quickly than they are lost causing a net welfare surplus. This suggests that countries should trade together in blocks so that capital abundant countries can get their economies to reach a certain critical mass. Decision makers need to strive to find optimal groupings between trade partners. If the capital-abundant United States and labor-abundant Mexico have free trade with only each other and no other nations, then the United States might indeed experience an increase in unemployment. The participation of capital-abundant Canada in this free trade arrangement is crucial to ensure that all participants can enjoy a drop in unemployment and net welfare gain.1
Argument #2) Foreign direct investment of companies into local economies takes advantage of low wages. People accept these wages because they have no other choice and get caught in a cycle of never ending poverty. 

This argument was first put forward in Karl Marx’s Das Kapital. He postulated that because the cycle of poverty was endless the only result could be a violent uprising of the working class. There was no worldwide violent uprising and most theoretical studies and empirical data show poverty is not a never-ending cycle if free trade is involved. 

Hoon’s Ricardian model shows that trade raises welfare by creating jobs, raising real wages, and expanding the population consumption possibility frontier. As Multinational Corporations establish factories in foreign countries the number of available jobs increases. As more jobs become available it becomes easier for employees to find a new employer if they either quit or get fired. In these conditions firms suffer from low productivity and high turnover because it is very easy for employees to find new employment that offers similar compensation. To avoid this, employers must offer better compensation than other firms. As the rate of employment increases more employers offer better wages and more comfortable working conditions, placing upward pressure on the compensation package necessary to maintain a motivated workforce.2
An examination of workers at Maquiladoras in northern Mexico supports this theoretical model. These factories have phenomenal growth rates but suffer from an annual turnover of over 100%. This poses significant personnel costs and discourages investment by hi-tech manufacturing firms.3 These costs will rise as advanced manufacturing technology becomes a greater necessity. Maquiladoras already offer their employees significant benefits in the form of fixed pay, seniority and attendance bonuses, profit sharing, vacation days, and meal subsidies. Such compensation patterns are common, however, and do little more then maintain competitive parity between producers. The only way for firms to gain a distinct advantage by reducing turnover cost would be to enrich the most effective aspects of these compensation packages to a much greater extent than other manufacturers. This places upward pressure on wages and Mexican workers stand to benefit.4
International trade also increases the standard of living by decreasing prices. When countries engage in trade they open themselves up to the international market. The country stands to benefit because it can produce many goods at a cheaper price than the going rate on the international market rate. It can also benefit because many goods on the market are less expensive than those that are produced domestically. The over all-cost of living for the average consumer goes down; driving up the country’s consumption possibilities frontier and standard of living.5
Argument #3) Foreign Direct Investment can have a negative affect on the local economy and financial system.


When MNCs enter the domestic market of developing nations two levels of creative destruction take place. The first is the lost profits of current domestic producers because foreign firms can offer a better product. The second is the loss of the future value of what domestic producers could have earned had they the time to upgrade their products before foreign rivals crowded them out of the market. MNCs can implement new technology in a market more cheaply than their domestic competitors because they have already developed it. It becomes unprofitable for domestics to invest in research and development so they surrender control of the industry to foreign MNCs. The host country faces a net cash outflow as domestic firms can no longer compete and MNCs repatriate all profits overseas.6

 This problem is complicated when growth resulting from the introduction of technology is very low. Technology increases firm productivity, lowers costs, improves quality, and increases profit margins. It also has the potential to displace workers and negate any resulting drop in unemployment. If workers do not gain from foreign investment and MNCs repatriate all industry profits the net effect of foreign direct investment will be negative. Developing countries need to be very careful to only do business with MNCs in industries with technologies that either have the potential to substantially increase economic growth and employment or that do not directly compete with domestic enterprises.7 This may occur when the domestic industry is either not very advanced or non-existent. In this case the only loss is the present value of employment and income that the local industry would have been able to produce had it time to mature.8
Governments should also assess the affects of foreign direct investment on local cost of capital. MNCs have access to international financing and their involvement in the domestic market makes the international cost of capital effect local interest rates. These effects can add a great deal of volatility to the domestic economy that decision makers need to carefully consider. In general, if the new cost of capital is projected to be higher than it was before trade foreign direct investment will have a negative affect on net welfare. If, however, it is lower it will have a positive affect.9 Governments may need to develop a comprehensive strategy of financial controls to minimize the affects of the international financial market before they open themselves up to foreign investment.

Argument #4) MNCs have unethical reasons for investing in operations overseas.


The cost of meeting stringent environmental standards in the developed world is quite high for many manufacturers. Developing countries rarely have such standards and lack the ability to enforce them. Environmentalists fear that companies leave developed nations in order to take advantage of these conditions.10 A study of 118 manufacturing facilities in the Shenzhen and Shanghai regions of China, however, shows that this is not necessarily the case. It found that among companies surveyed, multinational ownership is a significant determinant of environmental compliance and ISO 1400 adaptation. It also found that domestic firms that export a large percentage of their output to developed countries or to multinational companies are more likely to meet environmental standards and adopt ISO 1400 than firms that only market their product domestically.11 A major reason for this is that MNCs following a global strategy must tailor their worldwide production processes to uniformly meet the environmental standards of the most stringent country in which it does business.12 Another explanation is that consumer expectations in a global milieu counteract any benefits that a firm may gain by employing production practices that are not friendly to the environment.13 Although lax environmental standards in developing countries offer MNCs the opportunity for abuse, most adhere to high environmental standards of their own volition. The empirical evidence supporting the argument that globalization encourages the implementation of environmentally friendly production practices in developing countries is quite strong. This seems to indicate that MNCs act as positive agents of change by importing environmentally friendly operations practices from overseas.   

It appears that the main factors firms take into account when moving overseas are seeking new markets, seeking new resources, and utilizing better efficiencies. Each of these motivations for foreign direct investment is positive not only for MNCs but also for host countries.14 If an MNC moves to a country seeking new markets it offers the local consumers higher quality products at a lower price than domestic producers. The equilibrium price of the product lowers and quality improves causing an increase of welfare for the host country’s consumers. A country’s welfare can also improve if MNCs utilize previously untapped resources. This can mean either hiring a previously unskilled workforce or developing capital assets to reach natural resources that the host country could not develop with its own resources. China has benefited greatly by providing manufacturers with increased efficiencies. Its central location and cheap pool of skilled and unskilled labor have made it the gateway to Southeast Asia. As a result billions of dollars have been invested to make China’s port system one of the most advanced in the world.15
The existence of symbiotic relationships between MNCs and host governments is a major determinant of the quality of MNC-government relations. Empirical evidence shows that that the quality of these relationships at both a regional and national level has a direct positive effect on firms’ financial return, market expansion, and asset efficiency.16 The major building blocks of this type of relationship are resource complementarity, personal relations, political accommodation, and organizational credibility. It is therefore in the best interest of MNCs to invest in countries that have corresponding goals and complementary assets, for corporate executives to develop positive personal relationships with local government officials, for the company to be sensitive to local social expectations, and to have an impeccable record of organizational trustworthiness.17 As firms’ relationships with local governments improve profitability and performance improve and national net welfare goes up.

Argument #5) Global Trade Does Not Benefit Everybody. 


Not everyone benefits from global trade. The decline in information costs has increased the mobility of most factors of production. These changes have not affected all factors, however, and the less mobile pay more of the costs of globalization. They incur greater instability in earning and see their relative bargaining power fall. Welfare states are having difficulty protecting their citizens from this redistribution of wealth and are able to offer less of a social safety net.18 This bodes ill for workers in industries that require large fixed assets that have suddenly become antiquated. The steel industry in the United States employed a large number of people and a tremendous amount of fixed capital. Japanese and the Russian manufacturers developed new flexible manufacturing techniques that could reach economies of scale at a much lower level of production than their American counterparts. The US steel industry was simply too large and cumbersome to adapt. Most of its assets were fixed in its tremendous factories and consequently the new, more mobile international competition tore it to pieces.19

People will be displaced whether trade is open or closed due to advancements in efficiency and technology. All that free trade does is speed up the progress of technological development so that people are displaced more quickly. As the consequences of globalization become more profound job mobility will become more important. The solution is to provide greater opportunities for people to acquire new skills. Those that can adapt will find greater opportunities. Those who either cannot or choose not to adapt to the changing environment will be at a disadvantage.20 The best way to mitigate the effects of globalization is to make educational opportunities accessible for the working class.

Conclusion


Governments of developing nations should be cautious about who they allow into their country to set up operations. They need to take steps to ensure that they maintain financial control of the country and that MNCs’ organizational interests correspond with their own.  Although the working conditions and pay of many people around the world may amount to a human tragedy, it will only be a temporary if free trade is allowed to develop. The more firms invest in the domestic economies and the more quickly they grow the greater the upward pressure on employee compensation. Free Trade is an agent that accelerates development and growth in all countries. This can be very painful even in a closed economy for those who are not ready to adapt and move into new roles. The solution for dealing with this issue is to make new training available to those who change threatens to displace. MNCs in developed countries usually have higher environmental and production safety practices than their domestic competitors. They should be encouraged to export their operations practices as widely as possible to facilitate their spread. Although trade between countries that produce capital and countries that produce labor intensive products may reduce employment in capital abundant nations, free trade between multiple countries ensures that employment and welfare for all nations rises. Governments should work cooperatively to develop free trade blocks that allow all participants to benefit.


Information is now very abundant and it is increasingly difficult for decision makers to differentiate what is meaningful from what is irrelevant. This is particularly true of issues like free trade because of their inherent complexity and interrelated nature. This paper attempts to simplify many of these issues and examine only what is meaningful in improving a country’s net welfare. It articulates answers to many criticisms of free trade and suggests strategies governments and MNCs can use to ensure a net welfare surplus.  

Readers should be aware that this paper uses economic models that attempt to describe very complex systems and cannot be expected to give completely accurate predictions. All case studies are country and industry specific and may not be useful in different situational contexts. Further research should be done on the effects of protectionism for infant industries and when governments should allow greater competition to allow for net welfare gain. It would also be interesting to further investigate if and why environmentally friendly manufacturing processes give MNCs a competitive advantage over their domestic competition. 
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