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Globalization and New Comparative Economic History

Alan M. Taylor*

Globalization is probably one of the
most overused words in economics, as it
is in many other realms of academic and
public debate. Nonetheless, it cannot be
avoided, if only because an understand-
ing of the modern world requires us to
confront it. Economically, its potential
benefits seem all too apparent: for exam-
ple, the fast growing industrializing
economies of Asia are well connected to
global markets for goods and capital.
Conversely, no economically isolated
country has prospered. As UN Secretary
General Kofi Annan has pointed out:
“The main losers in today’s very unequal
wotld are not those that are too exposed
to globalization, but those who have been
left out.”

My recent research has focused on
the causes and consequences of global-
ization, and is based on an interdiscipli-
nary approach that straddles internation-
al economics, economic growth, and eco-
nomic history. Methodologically, an his-
torical approach has appeal because the
global “economic laboratory” provides
data not only across space (for cross-
country comparisons) but also across
time (from previous centuties to the
present era). Historical data contain more
variation than contemporary data alone,
providing a wealth of information to be
exploited. An emerging sub-field of New
Comparative Economic History is devot-
ed to exploring relationships in the very
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long run in the economic environment
(institutions, regimes, policies, and so on)
and economic outcomes (growth, infla-
tion, trade, capital movements, and so
on).

In that vein, I have been working to
address several important questions that
help us understand economic globaliza-
tion over the last 100150 years, allowing
us to understand the economic outcomes
of today with a deeper perspective. In
this research summary I highlight two
strands of this work: the evolution of
global capital markets and the evolution
of wotld trade. These topics address such
issues as: how can we measure the extent
of globalization? What explains the rise
and fall of globalization in different eras
and in different countries? What atre the
costs and benefits of globalization?

The Ebb and Flow of Global
Capital

The forces of economic globaliza-
tion appear particularly strong at present,
but economic historians have been at
pains to point out that we are now living
in the second era of globalization, not
the first. The first stretched from rough-
ly 1870 until the start of World War I in
1914 and saw unprecedented integration
in international market for goods, capital,
and labor. Since a key issue for the intel-
lectual enterprise of New Comparative
Economic History is whether the past
can provide useful lessons for the pres-
ent, we have first to answer the question
of whether this past era in any way
resembles the present. A first challenge is
to assess quantitatively when and where
the extent of market integration in the
past bore any resemblance to that seen

today.

Much of my own research, including
a large project in collaboration with my
fellow NBER Research Associate
Maurice Obstfeld, has been concerned
with this question of measuring market
integration over time, with a focus on
global capital markets.! There is no
agreed upon method for evaluating mar-
ket integration, although we have made
some progress recently using nonlinear
theoretical and empirical models to better
estimate transactions costs in markets
using high-frequency price data. For
most applications both price and quanti-
ty criteria remain relevant. Each have
their weaknesses — quantities may flow,
and prices may converge, between loca-
tions despite large obstacles — and aux-
iliary assumptions and information must
be carefully considered using either crite-
rion. Yet what we find, broadly, is that
global capital markets were just as
impressive in their degree of integration
a century ago as they are today. Some
very simple quantity criteria can sum up
the story.

For example, we can look simply at
the ratio of the stock of foreign invest-
ment in the world to global GDP. Plotted
over time, this series has a distinctive
shape. It rose dramatically from 1870 to
1914, from 7 percent to 18 percent. From
1914 to 1950 it fell precipitously to just 5
percent. It rose slowly but stayed faitly
low through the 1980s, and it then surged
quickly in the last two decades of the
twentieth century from 25 percent to 92
percent. The data suggest that we have
indeed lived through two eras of global-
ization, and using this yardstick, the intet-
national movement of capital one hun-
dred years ago was no less impressive
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than that witnessed today. The data also
reveal two major reversals in the twenti-
eth century: a steep decline in capital
movement in the interwar years and a
steep tise in the 1980s, creating a distinc-
tive “U-shape” pattern when these data
are plotted.

More formal tests are possible. For
example, turning from stock data to flow
data, we can look at the correlation of
saving and investment rates across coun-
tries and across time. As the seminal
wotk of Martin S. Feldstein and Charles
Y. Horioka points out, a small open
economy need not see any correlation of
domestic investment and saving in the
short run, so any correlation between the
two may be considered prima facie evi-
dence of capital market frictions.” We can
gain some preliminary insight if we apply
this methodology across time and space,
using annual data from 1870 to the pres-
ent. We suppose that investment is driven
by where the best profit opportunities
are, at home or abroad; saving is driven
by consumption choices, which the
household can in principle de-link from
firm investment choices; and the differ-
ence between saving and investment is
the current account. We need only to add
the caveat that, in the long run, the two
must be correlated: the long-run budget
constraint of the economy dictates that
“on average” the current account be in
balance, allowing for initial wealth.

Econometric results show that the
correlation between saving and invest-
ment almost never goes to zero —
indeed, the long-run budget constraint
tends to keep the measure between a
minimum of 0.5 and a maximum of 1 for
reasonable model simulations under a
wide range of parameters. Yet this range
still provides a useful yardstick. Sure
enough, we find correlations in the data
close to the low of 0.5, implying low fric-
tions, in both eras of globalization: a cen-
tury ago and today. We find high correla-
tions close to the high of 1, implying high
friction, in between: during the interwar

period and the Bretton Woods era (the
latter being the period studied by
Feldstein and Horioka). The familiar
story of two globalizations — and the
same “U-shape” — emerges again.

The “U-shape” pattern, which recurs
in many other tests based on a vatiety of
data and empirical methodologies, also
conforms to the broad contours of the
history of macroeconomic policymaking
in the wortld’s major economies that are
the main focus of the study (quite differ-
ent patterns apply to developing coun-
tries). In the two eras of globalization,
capital controls were notably absent and
were typically frowned upon; in between,
at the bottom of the “U;,” capital controls
became prevalent and came to be judged
as the norm. How and why the history of
policymaking followed these twists and
turns then becomes an important ques-
tion.

A central concept in international
macroeconomics presents itself as a can-
didate explanation: the “trilemma.” The
trilemma posits that economic policy
cannot simultaneously achieve three
goals — a fixed (or even managed)
exchange rate, which may be desired for
stability purposes; international capital
mobility, which may be desired for access
to foreign capital; and autonomous mon-
etary policy, which may be desired for
managing the business cycle or providing
a lender of last resort. The logic is that
under a fixed exchange rate and capital
mobility, simple interest parity means that
the local interest rate must equal the
“wortld” interest rate, and monetary poli-
cy is rendered ineffective (or impossible).
Something has to give if monetary policy
is to be enabled: either the exchange rate
must float or capital controls must be
applied to suspend parity and admit inter-
est differentials.

Prevailing narratives that tell the his-
tory of the world in four parts (thatis, the
macroeconomic history since 1870) build
on the trilemma’s logic.’ In the classical
gold standard (1870-1914) monetary

policy was subordinated to the goals of
capital mobility and a fixed exchange rate.
In the interwar period, perhaps because
of increasing democratic pressure, gov-
ernments felt the
autonomous monetary policy; what gave
was the peg (the collapse of the gold
standard) or, in some cases, capital mobil-
ity. But the economic chaos and instabili-
ty of the interwar period was intolerable
to those planning the contours of the
postwar global economy at Bretton
Woods, and fixed exchange rates were
still viewed as a sine qua non for a stable
wortld economy. The new arrangements
would sacrifice capital mobility to keep
currencies on “adjustable” pegs to the

need to use

dollar and yet preserve monetary policy
autonomy. Still, this system could not
endure: capital movements (often dis-
guised) grew in the 1960s, the adjustabili-
ty of pegs invited speculative attacks, and
importing rising inflation from the US.
anchor currency imposed costs on the
other players. From 1971 onwards, the
major economies have floated, adapting
to (even encouraging) capital mobility,
and resolving the trilemma in the only
other way that preserves policy autonomy.

The trilemma sounds like a nice
story, but what is its explanatory power
and historical relevance? This hitherto
unexplored question can be addressed be
examining the degree of correlation
between
rates, controlling for the type of
exchange rate regime and capital control
regime in operation. Tested in this way,
the trilemma finds strong support in all
historical eras from the Gold Standard to
the present and under a wide variety of
macroeconomic regimes. These findings
provide an evidentiary base for our
accounts of global macroeconomic his-

“local” and “world” interest

tory; they also give much-needed empiri-
cal weight to the idea of the trilemma,
one of the most fundamental constraints
that economic policymakers have all too
often ignored, to their peril.
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The Rise and Fall of World
Trade

The historical patterns of globaliza-
tion seen in capital markets also carry over
to goods markets and the history of inter-
national trade. Circa 1870, the ratio of
wotld trade to GDP stood at 10 percent,
tising to 21 petcent by 1914, falling to 9
percent by 1938, and then rising to 27
percent by 1992: a first phase of global-
ization followed by that twentieth-century
“U-shape” again. What can explain this
rise and fall (and tise) of wortld trade?
This has been another major goal in my
research.*

To understand trade patterns in the
long run requires that we adopt a theoret-
ical model and estimate its parameters
using long-run data. Two models stand
out as leading contenders for this job.
First, the Heckscher-Ohlin model, in
which trade happens as a result of differ-
ences in countries’ factor endowments;
second, the so-called gravity model, in
which countries export differentiated
products in proportion to their own
country size and subject to distance-relat-
ed transport costs.”

Getting the Heckscher-Ohlin model
to match real world data has generated
endless problems with postwar data: rela-
tive abundance (or scarcity) of a particu-
lar factor is a poor predictor of whether
said factor will tend to be exported
(respectively, imported) by any given
country. Instead, the so-called factor con-
tent of trade goes the “wrong” way. And,
even more perplexing, the volume of
trade is far too small to be consistent with
the model — the so-called paradox of
“missing trade,” which can only be solved
(or assumed away) theoretically with
strong anti-trade axioms of home bias. It
thus might be expected that with data
from distant history, from the period
1870-1939, we might also encounter
problems with the theory. This is broadly
true, although we can find some weak
support for the model as it applies to nat-

ural resources — arguably the factors that
were uppermost in Heckscher and
Ohlin’s minds.®

Turning to the gravity model, howev-
er, results in something more like an
empirical success with historical data, as I
have found in research with vatious col-
laborators. Again, this matches the empir-
ical success of the gravity model using
postwar data. Yet if our goal is to under-
stand why trade rose and fell so markedly
over time, an unadorned gravity model is
not much help, since relative country sizes
and distances change little over time.
Instead we need to include other meas-
ures of policies, institutions, and the
changing economic environment, and
some obvious candidates stand out here
for the late nineteenth and eatly-to-mid
twentieth century: the rise and fall of the
gold standard, a monetary arrangement
which was believed to be a stimulus of
wortld trade; the transportation revolution,
which dramatically lowered long-distance
shipping costs before 1914 through tech-
nological change in shipping and the con-
struction of major canals; changes in tat-
iff policy, particularly after 1914 when
trade policy activism became common;
and the impact of wars, particulatly the
two World Wars which affected a large
fraction of the wotld economy.

The results of these studies give little
hope that a monocausal explanation will
suffice to explain the history of world
trade. We find that the gold standard
made a difference, and when two coun-
tries both go onto the gold standard their
bilateral trade rises by 42 percent, which
helps to account for much of the rise in
trade before 1914, and much of its disap-
pearance by 1939. There are direct paral-
lels here, of course, with the contempo-
rary debate over the impact of common
currencies on trade, especially the long-
run impacts of the euro. We also find that
the decline of transport costs likewise
made a big difference in the 1870-1914
petiod, explaining a large fraction of the
trade boom; but after 1914, trade costs

rose (relative to wholesale prices) helping
to turn the boom into a bust. Interwar tar-
iff policy, especially in the 1930s, was also
an important culprit in the collapse of
wortld trade.

Finally, war matters. In very recent
work, we have found that wars have a
profound — and very persistent —effect
on trade between countries.” In wartime
pethaps 90 percent or more of trade
between countries simply disappears; but
even after the war ends, we find that it
takes about ten years for trade to return to
normal “peacetime” levels. This also
helps to explain the precipitous drop in
interwar trade and the slow post-1945
recovery: globally about 10 to 20 percent
of world trade was probably destroyed by
the “war effect” alone. We also find large
“negative externalities” from war, in the
sense that even neutral countries suffer a
drop in trade when their trading partners
enter a conflict. A speculative and rough
estimate of the costs of such “lost trade”
finds that they might be significant in wel-
fare terms, of the same order of magni-
tude as the costs of lost human capital
(measured by lost wages attributable to
deaths or injuries). We have therefore
been able to document a quantitatively
important cost of war that is subject to
large spillovers, and that has been little
understood until now.

Future Research

Historical research on the past evolu-
tion of the global economy sheds new
light on the causes and consequences of
economic integration and the problems
and challenges it may cause for people,
firms, and policymakers today and tomot-
row. In recent years we have arrived at
new insights using the systematic, quanti-
tative, cross-country and cross-time
approach of the New Comparative
Economic History, but there remain
many unanswered questions.

Understanding the frictions in the
global economy is a central task for
students of international trade and

20 NBER Reporter Winter 2005/6



finance in the past and present.’
Methodologically, we shall continue to
develop better techniques to assess how
globalization has evolved, and how well
integrated markets are at any given time.’
We can then better understand how close
we are to a hypothetical single market in
goods and capital or how severe is “mar-
ket failure.” These assessments also need
to take into account the wide ranges of
policies and institutions that have operat-
ed across time and space and which have
encouraged or inhibited international
trade and finance.

The latest research casts doubt on
simple generalizations that globalization is
always beneficial or always harmful;
rather, its benefits appear to be greater in
countries that climb up the ladder of
institutional quality. In time we will devel-
op a more detailed knowledge of how
globalization has worked in different con-
texts. We will then be better placed to
know whether the promises of prosperity
held out by the process of globalization
will be shared by only a few, or — as Kofi
Annan and many others hope — by
many.
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