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“Globalisation 2.0 and the Lucas Paradox” Assignment 1 Le Bourhis Marion



In our time of financial globalisation, it has been emphasised that net capital should flow from rich to poorer countries. Indeed, incomes are lower in poor countries since they do not have much capital. Thus, as capital flows freely with globalisation, higher investments should be directed to poorer country, which will see a net capital entry. At first sight, it seems this theory can be approved. Indeed, we can concentrate on the historical figures of globalisation 2.0. For fifteen years, developing countries have shown a greater and faster economic growth than developed countries. However, it is complicated to relate automatically this growth to the expected benefits of financial globalisation with free movements of net capital flows. This is the Lucas paradox. In fact, during the 20th century, we have picked out only limited capital flows in direction of poor countries. So, how can we explain this shift? Moreover, in this paper we will also show that, since the beginning of the 21st century, the globalisation surprisingly appears to confirm the previous theory.



According to Crafts (2010), “globalisation can be thought of as a process of integration of goods and capital markets across the world in which barriers to international trade and foreign investment are reduced”. As a result, with the increasing number of capital and information movements, as well as the reduction of transport costs, globalisation “reduces protectionism”. And we observe more and more exchanges and transfers between countries all around the world. Those flows are essentially goods and services, information as well as net capital movements. It seems central to focus on the early beliefs of the financial globalisation. The financial globalisation can be defined as the transfers of financial capital for purposes of investment and trade financing. According to the neoclassical model, net capital should flow from rich to poorer countries. “In a pure neoclassical model, in which all countries have access to the same technology and institutions and adopt market-friendly economic policies while capital is fully mobile internationally, international income inequalities should be rapidly reduced as capital flows from rich to poor countries and a process of economic catch-up and convergence ensues which exhibits an inverse correlation between initial income levels and subsequent growth of real income per head.” (Crafts, 2010)
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It means that, as the income per capita in developing countries is low and the workforce relatively abundant, capital will flow from developed to developing countries, for investments. It will then reduce the inequalities between all the nations, as the economic growth of poor countries will increase. Furthermore, the economic history of the past fifteen years confirms this theory (Cartapanis, 2010). Indeed, it has been revealed that the economic growth of developing countries, such as Brazil, India or China, has been certainly faster than for the developed countries. For instance, the average GDP (Gross Domestic Product) of developed countries remains stable between 1989 and 2008 (around 2,7%), whereas the GDP of developing countries increased rapidly between 3,7 and 5,3%. Plus, Cartapanis also stated that the amount of net capital flows also extended all around the world. As mentioned before, we aim at understanding the complex association between financial globalisation and the increasing GDP of developing countries. However, it appears truly difficult to find an obvious connection between them. In reality, the flows are developing in the other direction than predicted: suggesting that the movements are more from poor to rich countries even if there are lower levels of capital per capita in developing countries (Lucas, 1990). This paradox, the “Lucas Paradox”, which can be linked to the “first” globalisation, highlights that most of the financial movements stay between the developed countries. But, we can also notice that developing countries export considerably their savings to developed countries. It means that we are facing the complete contrary the early theories had projected. As a consequence, it remains complicated to measure the result of globalisation for countries economic growth around the world. Then, we aim at giving an explanation to this paradox. What are the reasons for this shift? We can underline two main categories. First, it appears important to mention the international capital market limitations. As the level of uncertainty is relatively high, the net capital amounts do not flow as predicted, even if the returns to capital in those developing countries can be high. Developed countries are not taking the risk to invest in poorer countries. Secondly, we can focus on the differences between the economical models of rich and poor countries. In fact, the early theories are based on the neoclassical model. As a result, the differences in production, technological breakthrough, stability of government and institution, as well as human capital endowments are another reason explaining the Lucas paradox. However, as mentioned before, the Lucas paradox can be applied to the “first globalisation”. I found interesting to focus on the globalisation occurring since the beginning of the 21st century, which is more and less developing slightly differently. Indeed, Lucas (2010) has explained that the neoclassical vision he has rejected with his theory can be effective now. As developing countries have learnt from history, and now know the reasons why net capital generally flows between developed countries, another shift will occur. As a consequence, the Lucas paradox “will evaporate” (Crafts, 2010) and net capital will flow from developed to developing
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countries as first predicted. Some of the poorer countries will then benefit from this shift in this globalized economy, seeing their GDP noticeably increasing.



To conclude with, it appears that financial globalisation is a complex process that theories cannot completely described at once. It is even more complex since it remains in a continuous development. New countries are emerging, changing the globalized world organisation, as developed countries are also fighting for their economic status. To my mind, the Lucas paradox was an interesting theory showing that, in reality, the world is never moving as predicted. It is always needed to review and make adjustments to understand the wheels of our world.
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