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Luncheon Address by 

Mr. Stephen Poloz-Chief Economist-Export Development Canada

April 5, 2006 – Hotel Hilton Towers-Mumbai

IBA jointly with Export Development Canada (EDC), New Delhi organized a Luncheon Address on April 5, 2006 at Hotel Hilton Towers, Mumbai on ‘What Comes Next After Globalization’.

Mr. H N Sinor, Chief Executive, IBA delivered the Welcome Address.

Address by Mr. Stephen Poloz –

I am absolutely delighted to be here in India. It is my first visit. We have plenty of people from EDC who make their way to India either to work on transactions or to do their due diligence about what is going on in the economy and political system.  But it is my first time to visit. I am here to work with my colleague Peter Nesbitt who is our permanent representative in Delhi, located in the Canadian High Commission. His job is to link up with potential partners here in India, partners for Canadian companies, whether they are interested in buying exports from Canada or helping to make investments from Canada to India or for that matter from India  back to Canada. All of those things are in his mandate – Peter is here to help you out.  

My subject today is “What next after globalization?” It is intended to provoke you, to get you thinking beyond the obvious, as many people take globalization for granted.  In fact globalization to an economist is like gravity to a physicist: it’s something with a force which cannot be denied, a law of economics just as gravity is a law of physics. 

And the basis of this law of economics that goes into globalization is the most important principle of economics: that specialization and exchange between two people leaves them both much better off than if they generalize and do not exchange with each other. We know that from our day to day activities and we know it intuitively when it comes to the global point of view. People in one country specialize in what they do best, and let other people in other countries specialize in the things that they do best, and they trade with one another to get everything they want.

International trade takes this idea of specialization to its limits, and globalization is the process by which that specialization actually occurs.  Globalization means that international trade has been growing at about twice the pace of world GDP for at least the past decade. What that means is that trade is penetrating our economies much more deeply over time.  If we define trade penetration as total trade for an economy – that is exports plus imports divided by a country’s GDP – then trade penetration in the major economies has risen by over 30% in the past 10 years and in the developing markets by a stunning 60%. In fact, today global trade penetration is approaching 60%, so that 60% of global GDP is in some way touched by international trade.

Today, developing markets are much more of a force then they ever were before, accounting for over half of global GDP and of course playing increasingly important roles in our global supply chains and as consumers as well.  Building global supply chains is really what is at the root of the globalization phenomenon, and that requires investment in foreign countries. A company that wishes to build a relationship with a supplier or develop its own supply affiliate in a foreign country needs to invest in that country and this is why global foreign direct investment has actually been growing at more than three times the rate of global GDP growth in the past decade. 

Indeed, today the stock of those investments scattered around the world now exceeds 20% of global GDP, which means that the economies of the world are distributed all around the world, no longer are contained within their geographic boundaries. Put another way, the lines on the map are all in the wrong place from an economic viewpoint.  

What this means is that our model of international trade is evolving.  In the past trade was about making sales, it was about making export sales to a foreign country. But today export trade is only a small component of a much more complex trade model. Companies of course still sell their goods and services to foreign entities in other countries – the traditional export sale. But they also use other foreign entities as suppliers. What they are doing then is importing inputs into their process and exporting the total output of that process to those same markets or third markets.  And in addition to this, often they are setting up their own supplier in those foreign countries.

That is a chain that is tied together by foreign direct investment. Furthermore, we now reach a point where trade is becoming more sophisticated, where those foreign affiliates also serve third markets directly from there. So we have a multi-dimensional picture of trade with the company tied to a foreign economy through exports sales tied to other foreign economies through imports of inputs and tied to yet other with foreign affiliates that tie all together with foreign direct investment.

As a result, a lot of trade has become what I call “triangular”.  Triangular trade is where we import from one economy in order to reduce our cost. We put these imported inputs into our process and then export to a third location, thereby forming a trade triangle. As you can tell, the usual statistics that we look at for international trade will be highly misleading in such a world, that is we’ll have a lot of imports from one country, a lot of exports to another country, and deficits and surpluses scattered around the world. 

This entire trade picture at EDC we’ve come to call “integrative trade” rather than ordinary trade.  Integrative trade because it integrates both exporting and importing as well as the non traditional supply chain concept of foreign affiliates, all bound together by foreign direct investment. 

Now this may sound like a new idea, but it really isn’t. I like to tell the story about the US economy over the past 50 years.  Fifty years ago one job in three in the US was in manufacturing, and today it is one job in ten. There are about the same number of manufacturing workers today as there were in 1955, no growth whatsoever.  The fact is , though, that US manufacturing workers today have a productivity level that is over 6 times what it was 50 years ago, and the main reason for this is globalization. The US economy has been globalizing steadily throughout those 50 years, trade penetration is up by a factor of four during that period of time and that has been a major contributor to the so-called productivity miracle.

Today over 50% of US imports come from foreign affiliates operating abroad.  Think about what that means.  It means that the US economy now lies all scattered around the world; it’s not all within the lines on the map, and about half of all the imports that are coming in are actually traded within the same company.  Considering that the US economy amounts to about 11 trillion dollars per year, and there are sales by US foreign affiliates operating abroad of about 3 trillion dollars per year.  So there is another US economy operating out there that is equal to about 25% of the original one.

So it’s obvious that the US economy no longer fits inside the lines on the map and that is one reason why the US trade deficit is not at all what it appears.  As a matter of arithmetic, it turns out that about two thirds of the US trade deficit that everyone is so worried about simply reflects trade within multinational companies. It is therefore just a symptom of globalization, not a real deficit that we should be concerned about, because much of it represents US companies borrowing from themselves.

In sum, globalization has been the key contributor to rising prosperity. This is true for America and true for the rest of us. And there is an extremely strong economic or business incentive for globalization to continue at a very rapid pace. And, one of the symptoms of globalization is the creation of large international imbalances, in particular the US trade deficit.

Now obviously because of that a lot of people simply don’t see globalization as the good force that we’ve described.  In fact globalization is creating a lot of fear among ordinary people who may be at risk of losing their jobs.  Indeed, protectionist rhetoric is running rampant around the world and lately this rhetoric is turning into practice.  Examples that come immediately to mind are the recent reaction to the proposed purchase of the port service in the US and the attempt to buy a major US oil company by the China National Offshore Oil Company.  There are threats to toughen up the law that regulates foreign investments in the US.  We’ve heard all kinds of concerns about the importation of Chinese bras, Canadian lumber, foreign steel, and so on. Stress in the US auto sector is also contributing to a general protectionist climate.  But it is not just the US, it’s true in other countries in Europe, it is true in Korea, in developing countries such as Bolivia, Venezuela, you can find all kinds of examples where protectionism is becoming more prevalent.

Protectionism is not new, of course, it’s a natural reaction by people who simply don’t understand the benefits of international trade, but this time it does appear more serious. Why?  Well, what worries me is that protectionism is happening during good economic times, historically we’ve seen shifts towards protectionism in periods of stress, rising unemployment. That isn’t the case right now, in fact the world economy is doing extremely well, the US economy is doing particularly well.

So what is at the root of all this protectionist sentiment? The reasons that are given go beyond the usual ones of job security; they include physical security and outright nationalism which is, to say the least, unusual.  And one of the other concerns I have is each time that one of these cases comes up and someone is successful in getting some form of protectionism into place, it tends to produce some retaliation from another country, and potentially therefore some foreign escalation. Meanwhile, the collective countries that belong to the WTO have demonstrated a complete lack of ability a multilateral trade globalization deal to offer some sort of counter to this momentum.

The question we have then is:  Is this the end of globalization?  Is globalization going to end here?  Is it going to hit the protectionism wall?  When we look at the US, we might ask, What do they have at stake?  Well US trade is much less important then it is for many of the rest of us. The US, about 10 cents on every dollar earned is earned through international trade. Compare that to Canada, where more than 30 cents out of every dollar that is earned is a product of international irade, so some countries have a lot more at stake then others in this.

Is protectionism going to stop globalization in its tracks?  Well I think not. First of all, I believe the economic forces are simply too great to be suppressed.  You can resist gravity but only for so long, eventually the law of gravity will hold as will the law of economics that underlies the globalization force.

Secondly, politicians probably have fewer constituencies for protectionism then they realize.  The American Congress may not realize that the companies that they would penalize through protectionist measures would be heir own globalized companies and of course they would put their own workers at risk, not workers in foreign countries.  

Furthermore, companies tend to work around protectionism anyway.  You’ll note that the countries with both actual trade barriers and perceived barriers to trade are the very same countries that have the strongest growth rates in both international trade and foreign investments inbound.  And why is that?  Well because the law of gravity is too strong, there is too much of an incentive to do it. Companies are assuming that we’ll have much more difficulty reaching any sort of multilateral trade agreement anyway, so they may as well get on and get the business done by scattering their assets around the world, in effect hedging themselves against this sort of risk.  Companies globalize so that geography becomes less important to them and they will be naturally hedged against exchange rate and protectionism risk.  And as long as some companies are doing so, our companies will face a very simple choice: either go global or go home.  

So if the world will keep going global despite the protectionist backlash we’ve observed, the question is how will we know when we get there?  People in the street, ordinary people, ordinary workers in my country, in your country, in most countries, they fear that globalization will continue until all their jobs go away.  In Canada, people are commonly concerned about losing their jobs in manufacturing to someone in China.  Today service sector workers are concerned about losing their jobs to India.

But when it comes down to the actual globalization trend there is more to recognize, it’s a more complex dynamic process than that.  It is not just a black hole that sucks everything into it.  First of all, globalization means not just being in one place but being everywhere.  As I said the companies are moving their operations so they can cover the globe, they operate in a number of places, they are not just in one place, and what they need to do is serve the entire world. 

Second, technology matters a great deal.  You take a process that is very technical, it uses a lot of capital and not much labor, that process costs about the same whether that process is located in Canada or located in India.  Why?  Because there is not much labor involved so there is no real advantage to moving to a place where labor may cost less.   What that means is that certain levels of technology will end up being used in higher cost countries, lower levels of technology will end up being used in lower cost countries – labor intensive processes will gravitate there.

Third, quality matters a great deal; quality is part of the full cost structure.  The consumer at the end does not want a low quality product. The customer wants the product that is based on the high technology and the highest quality control and that may mean that the most efficient place to produce that particular product is in high cost countries such as Canada or US.  

Fourth, fast growing economies experience rapid rises in income. Their consumers become a lot more sophisticated, and then they want some of the very same things that are being produced in major economies.  The same products, the same services and that levels the playing field both in terms of underlying cost and in terms of the actual demands that are put on the system.

Fifth, environmental balance will act as a constraint on the transfer of production too low-cost countries.  It simply isn’t possible to put all the world’s manufacturing in China or in India because the environmental consequences of doing so would be extreme.  It simply won’t happen.  So environmental balance is another reason why we don’t see globalization as proceeding without limit.

Sixth, and the most important perhaps, is the great counter example, which is Japan. Back in the mid-1980s people feared for their jobs because Japan was going to take over.  Japan was clearly taking over the television business, the other electronics business, the automobile business, all kinds of businesses.  The question we have now is, Did Japan take over the world?  Of course they didn’t.  Are they now the master of every single product in the world?  No.  Do they undercut us with their wages?  Certainly not.  Is the world better off with them or without them?  Well, with them – that is a huge market, today it’s the second largest economy of the world.  A very sophisticated group of consumers, a very global economy. That transition from 1970 to 1990, about 20 years during which Japan caught up with US, stands as an example for all developing countries of the world including India and China. Over the next 20 years or so that is the kind of transition which is possible here.

What Japan illustrates is that the dynamics of globalization do have natural limits.  At some point we arrive where the incentives to globalize further are much reduced because specialization has reached its natural resting point. That will probably be a long time from now, 20 years, 25 years, perhaps as long as 30 years, I can’t say. But we can take comfort from the inevitable consequence that our prosperity will be increasing the whole way.

What will further globalization mean for India and Canada? Further globalization will mean incorporation of one another into each other’s supply chain, working for each other or in partnership with each other to increase our specialization and increasing our trade as a consequence.  We’ll end up supplying third markets through one another, building trade triangle as discussed before.

For example, Indian companies may want to tap into the US market and the Mexican Market and they find it convenient to do so through a partnership with a company in Canada. India may then also use China as a supplier, so it’s built a triangle where it imports from China, exports to Canada and through Canada into the US and Mexico and taking advantage of NAFTA.  Similarly Canadian companies may tap the rest of Asia through India by importing from some parts of Asia and exporting to India and re-exporting throughout the region.

These kinds of trade models require a great deal of two-way foreign direct investment, that is investment from Canada into India and investment from India back into Canada. That of course is how those trade triangles get built. And that is, I think, the future of our relationship.

Of course, we will always look for opportunities for export sales to one another.  Today Canada ‘s imports to India are about $2 billion dollars per year, very heavily into services, clothes, chemicals, jewelry, textiles, seafood, pharmaceuticals, carpets, and so on.  Canada’s exports to India are just over one billion dollars, services, pulp and paper, minerals, specialty foods, metals, and lots of equipment, specially navigational-measurement-medical equipment. And these are great businesses.

What is important for us to understand is that these bilateral trade flows don’t even come close to capturing the integrative trade relationship between our countries.  That can be growing substantially as we go along without it being reflected in those bilateral trade statistics.

Well globalization sounds nice in theory, but the next question is, How do we make it happen?  In a word, we need banks, I guess more appropriately, financial intermediaries.  Globalization as I’ve described it, the building of successful cross boarder companies with trade triangles, which requires considerable investments, is much more risky than traditional international trade. Just as merchant banks helped to develop global commerce in the first place, global banks and like intermediaries will be the key actors in the next phase of globalization.

Not all global banks are created equal and not everyone has access to them, particularly smaller companies.   And that is why we are here, EDC, to help facilitate the operations of Canadian and Indian companies, to help them grow their businesses internationally.  We help create a level playing field so the Canadian companies can compete and partner with foreign companies, of all stripes regardless of how good a financial system they can tap into.  

EDC is a dual institution operating commercially, often in partnership with either Canadian or foreign financial intermediaries to get the job done. Also, we operate like a classic export credit agency when that is the form the competition takes on.  So we can facilitate anything that has identifiable benefits to Canada, including financing ordinary export sales, financing cross boarder investments, in either direction, facilitating the operation of Canadian affiliates located abroad, and participating in syndicated deals when there is a potential for procurement from Canada. So whether your company is Canadian or Indian and is going global, provided there is a Canadian dimension, we are there for you either alone or in partnership with your own connection intermediary.

The bottom line? Globalization is not a destination, it’s a long-term process with economic drivers that are about as resistible as the force of gravity.  Our companies, whether located here in India or in Canada, must continue to globalize in order to compete and prosper.

Our job is to facilitate that process and it’s up to every single one of us to convince the doubters that globalization is a good thing and that protectionism is bad.  The key is to realize that globalization is not a zero-sum game – it’s a game that everybody can win.

Thank you

During the Question & Answer session, Mr. Poloz responded to a series of interesting questions from the participants. The session was well received by about 65 participants both from the banking and financial services industry. 

Mr. Peter Nesbitt, Chief Representative, EDC  proposed a Vote of Thanks.

FEEDBACK from Participants

Enjoyed it thoroughly……thought provoking talk !

Ritu Anand-Dy.MD & Chief Economic Advisor

Thank you – Very useful + well organized

Anjalee Tarapore-Manager-Treasury-HDFC

A very interesting perspective on Globalisation and thereafter and the myths usefully explained

Pankaj Baliga-TCS

The speech of Mr Poloz was very much enjoyable. It also gave some idea the way world is moving now.

Bhaskar Sen-Gen. Manager-Union Bank of India

Excellent Presentation by Mr.Poloz and very engaging questions and answers session. My compliment to IBA for the session

Madhus Vuppulin-Essar- New York

A great platform for us bankers to interact with trade bookies

Shubhada Rao-Chief Economist-Yes Bank

Excellent talk & discussion – a whole new and positive perspective.

Dr. Brinda Jagirdar-DGM, ERD, SBI

Very enlightening. Mr.Poloz talks very well.

Bidisha Ganguly-Chief Economist-BRICS Securities

FEEDBACK  from  EDC

Wonderful to work with the IBA for this event-Let’s do it again

Peter Nesbitt-Chief Representative-EDC-New Delhi

A wonderful event in a great city, in a country that is booming, Thank you

Stephen Poloz-Chief Economist-EDC-Canada

          Mr. Stephen Poloz during the Luncheon Address
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Mr. Poloz during the Question & Answers session, while  Mr. H N Sinor,Chief Executive-IBA & Mr. Peter Nesbitt,Chief Representative,EDC, New Delhi  look  on.
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                             Audience listening attentively To Mr. Poloz
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