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Abstract 

 

The main objective of this paper is to see how economic 

globalisation has affected the size of the state in Latin America, 

determining which of the effects – efficiency and compensation – 

has been stronger in Latin America, a region that has joined the 

world economy gradually since the 1980s, with diverse 

experiences. In absolute terms, however, the state was more 

present in the economy in 2011 than in 2000 or 1980, helping 

reduce inequality, meaning that the compensation effect may 

exist, despite the analysis showing an ambiguous result. The 

results are generally confirmed by the quantitative analysis, with 

multiple linear cross-sectional regressions and panel regression 

(with and without outliers) showing that indeed openness to 

trade, measured either through tariffs or through trade as share 



 

 

of GDP, is associated with a smaller state, with a (reliable) tariff 

coefficient. Our work in mainly conceived as a theoretical 

research grounded on statistical data. The conclusions of the case 

study point towards the existence of the efficiency effect, with 

growing trade associated with a smaller relative presence of the 

state in the economy. Globalisation does slightly reduce the size 

and the scope of the state in Latin America, but there is “an 

alternative view, based on global social justice and a balanced 

role for the government and the market. 

 

Keywords: globalisation, state, Latin America, efficiency effect, 

compensation effect 
 
 

 



 

 

Introduction 

 

The volatility of the international financial system has been 

exacerbated by globalisation, transforming an initially limited 

default event into what is now a global financial crisis. This 

meant that globalisation and international economic integration 

have again become headline news, and their long-extolled 

benefits have been questioned, especially since it has been 

theorised that globalisation imposes constraints on state activity, 

meaning that it has less ‘room to move’, especially in turbulent 

times. With the growth of the world economy in the past half a 

century, one phenomenon has come to define our era, in 

economic, political, social and cultural terms – globalisation. Its 

effects have been felt in all countries that have decided to 



 

 

cooperate, rather than resist it, but its impact on state 

sovereignty and authority has been ambiguous. 

 

The issue of state size and scope in the context of fluid borders is 

relevant because the state represents a country’s pole of 

collective action for achievement of social harmonisation. 

Globalisation creates mobility for investors, multinationals, 

labour, goods and services, which can externally impose 

constraints on state action – the ‘efficiency effect’. However, once 

state intervention is reduced, market forces generate an 

equilibrium with higher income inequality and poverty, and the 

people will demand redistribution – the ‘compensation effect’. 

The magnitudes of these opposing effects are what determine the 

outcome in terms of state presence in the economy. 

 



 

 

Literature Review 

 

Stiglitz (2002, 2004) considers that globalisation can be 

beneficial, but its actual application and management have been 

defective, failing to achieve a balance between states and 

markets. Wolf (2004: 13) has a similar perspective of ‘desirable’ 

globalisation; in his view the state continues to be strong, in 

order to provide essential public goods: legal framework, 

security, property rights, executing international governance and 

expressing ‘collective conscience’. Rodrik (1997: 65) admits there 

is a “tension between the consequences of globalisation and the 

requirements of maintaining the social legitimacy of free trade”, 

but the state will not disappear: it can, at most, be slightly 

reduced or restructured. Zakaria (2008: 202) shares the fear of 

social disintegration, given that “growing inequality is the 



 

 

signature feature of the new era fuelled by a triple force – the 

knowledge economy, information technology, and globalisation”. 

Essentially, the state will not disappear, but globalisation is 

“transforming the conditions under which state power is 

exercised” (Goksel, 2004: 10) and the state must adapt in order 

to face the various challenges of a globalised world (Yergin and 

Stanislaw, 2002). 

 

With the demise of communism in the late 1980s and early 

1990s, capitalism was left free to change the world; by then, 

capitalism had, however, become wilder, under the visionary 

leadership of the neo-liberal paradigm and its pursuit of 

‘unfettered markets’ (Friedman and Friedman, 1979). Countries 

that were beginning their transition towards capitalism were 

urged by global governing bodies, such as the International 



 

 

Monetary Fund (IMF) and the World Bank (WB) to embrace free 

markets both internally, by removing state intervention, and 

externally, by removing barriers to the free movement of goods, 

services, labour and, especially, capital (Stiglitz, 2002). While the 

benefits of free trade are generally undisputed, opening capital 

markets has produced pernicious cross-border externalities, 

especially if taking the form of ‘gung-ho financial capitalism’ 

(Bhagwati, 2004). 
 
Research Methodology 

 

First, the paper lays down the theoretical models and 

expectations, while the case study attempts to see whether the 

theory is respected, by combining a qualitative analysis of several 

political and economic events that have taken place since the 



 

 

1980s, and especially between 2002 and 2012, with a 

quantitative analysis, employing both multiple linear regressions 

and panel regressions. Based on data from various sources, the 

authors attempt to assess, in a quantitative research, the 

relationship between growth in trade and state intervention (the 

efficiency effect), and the relationship between Gini coefficients 

evolution and state intervention, (the compensation effect). The 

conclusions of the case study point towards the existence of the 

efficiency effect, with growing trade associated with a smaller 

relative presence of the state in the economy. In absolute terms, 

however, the state was more present in the economy in 2011 

than in 2000 or 1980, helping reduce inequality, meaning that the 

compensation effect may exist, despite the analysis showing an 

ambiguous result. The simplest econometric model will use 

government expenditure (GVT EXP) as the dependent variable, 



 

 

and government revenue (GVT REV) and the level of applied 

tariffs (simple un-weighted average, or TARIFF) as independent 

variables. 
 
The panel regressions also uses GVT REV, TARIFF and GINI, but 

adds another variable, that of TRADE, taken as imports plus 

exports as percentage of GDP. The reason why the authors use 

two specifications with both TRADE and TARIFF is that while 

they both can be used as proxies for the level of globalisation to 

which a country has been subjected, TRADE is not only 

determined by tariffs, but also by the level of global trade and of 

internal growth, which might increase exports and imports 

regardless of the size of tariffs, so TRADE should be over and 

beyond TARIFF in terms of predictive power. 

 



 

 

Some studies are focused on comparing the situation, adopted 

measures and results in different states or groups of countries, 

with the aim to identify some common elements that can be 

benchmarks of good practice in the field of efficiency or 

compensation effect of globalisation. (Dolls, Fuest and Peichl, 

2010) 
 
 
Changes in Efficiency Generated by Globalisation. The Need 

for State Intervention to Correct Market Imbalances  

 

Any analysis of economic phenomena must include a description 

of the framework used for reference; given that globalisation is 

wide-reaching, ideological groups have attached different 



 

 

implications to state transformation by globalisation, in scope 

and size (Figure 1).  

 

Please see figure 1 in the PDF version. 

 

1) The first group consists of hard-line conservative nationalists, 

who expect a withering state, since globalisation “impoverishes 

the masses, destroys culture, undermines democracy, imposes 

Americanisation, lays waste the welfare state, ruins the 

environment and enthrones greed” (Wolf, 2004: 13). Behind 

“xenophobia and crude assertions of national interest and 

sovereignty” (Bhagwati, 2004: 25), they suggest backlash 

protectionism for cultural defence (Goldblatt et al, 1997): self 
reliance in trade and foreign investment inflows (Bhagwati, 2004), 
despite the harmful effects of such practices, potentially overturning 



 

 

the initial welfare benefits (Schulze and Ursprung, 1999; Rodrik, 
1997).  
 
2) Hard-line socialists (generally radical leftists) also fear the 

reduction of state to minimal functions, and view globalisation as 

an “elite project”, created by affinities in the interests and 

agendas of global capitalist classes, and states’ foreign policies, 

leading to a system where dominant states impose rules on 

dominated states, but use strong protection for themselves 

(Gritsch, 2005).  

 

3) Other consistent observers are the social democrats, who 

accept globalisation, but do not expect a collapse of national 

political power (Goldblatt et al, 1997).  

 



 

 

4) Alternatively, having little fear of state reduction to minimal 

attributions and no particular desire for either minimal or total 

state intervention are what we referred to as ‘centrists’, or 

moderate thinkers.  

 

5) Slightly leaning towards a state with minor functions are the 

classical liberals, who have a pragmatic view of government: 

there are some areas where intervention is appropriate, for 

instance in defence and security. Consequently, state 

disappearance is only a minor threat to them. 

  

6) They are, however, differentiated from the neo-liberals, who 

believe that unattended markets reach efficient outcomes, 

rendering any government intervention unnecessary (Stiglitz, 

2002). For them, globalisation is an “irresistible and desirable 



 

 

force sweeping away frontiers, overturning despotic 

governments, undermining taxation, liberating individuals and 

enriching all it touches” (Wolf, 2004: 13). Since neo-liberals only 

see the minimal state as justified, any move towards it is 

welcomed and desired (Goldblatt et al, 1997).  
 
Case Study 

 

 The Latin American Response to Economic Globalisation, a 

Qualitative and Quantitative Analysis 

 

 5a). a Brief Qualitative Analysis of Globalisation and State 

Involvement, 1980-Present 

 



 

 

After a severe debt crisis at the beginning of the 1980s (1980-

1982), most countries entered periods of macroeconomic 

stabilisation, which involved, among others, trade liberalisation, 

after close to half a century of inward-oriented development, also 

known as import-substitution industrialisation (or ISI). This 

meant that the size and the scope of the government varied 

constantly, making an analysis of the entire period between 1980 

and the present day (or 2012, as far as the data can reliably take 

us) an exercise likely to lead to ambiguous results and unlikely to 

shed light upon the subject, which is the impact of globalisation 

on the size and scope of state action. It is, however, necessary to 

mention that between 1980 and 2012 most countries in the 

region experienced a growth of trade (imports and exports) as a 

percentage of GDP (table 1). 
 



 

 

Please see Table 1 in the PDF version 
 
On the one hand, there are countries whose efforts to become a 

larger international player are obvious: Argentina’s trade as 

percentage of GDP rose more than 3 times (331%), Paraguay’s 

trade as percentage of GDP rose more than 2 times (217%) and 

Mexico’s trade as percentage of GDP grew almost 2 times 

(195%). On the other hand, some countries have lost some trade 

as percentage of GDP or have only integrated slowly: among them 

we can count Panama and El Salvador (a reduction of trade in 

GDP by 17% for both) and Venezuela (a 4% growth). (Acemoglu 

and Robinson, 2012)..    

 

Mexico is one of the countries that have been active in integration 

efforts, especially with the introduction of the North American 



 

 

Free Trade Agreement (NAFTA) in 1995, partnering with the 

United States and Canada. While it is true that the Mexican 

economy has benefited from increased trade and revenues, there 

are reasons of concern. (Chomsky, 2010)  

 

Brazil and Argentina were also affected by globalisation, which 

helped to transmit financial crises across the world, via capital 

market liberalisation, and both countries suffered at the end of 

the 1990s, although Argentina’s collapse did not come until 2001 

(Stiglitz, 2012: 42).    

 

Please see figure 2 in the PDF version 
                                  
The efforts that countries have made in order to achieve 

integration are seen in the reduction in applied tariffs between 



 

 

2000 and 2012: the average (un-weighted) applied tariff in Latin 

America dropped from 14.75 percent to 8.26 percent in 12 years. 
 
Please see figure 3 in the PDF version 

 

As table 2 shows, the result has been growing trade (especially in 

relation to GDP), although the pace has been slower in the period 

under evaluation since the bulk of growth took place after 

adhering to the WTO. The correlation between tariffs and trade is 

not particularly strong, of only -0.29, perhaps given that, cateris 

paribus, economic growth tends to increase imports and exports, 

regardless of tariffs.  
 
Please see Table 2 in the PDF version 
 



 

 

 
This short qualitative analysis has revealed that the theory has 

not been entirely respected: while trade does tend to reduce the 

extent of state activity (rather mildly), there have been major 

strides in reducing inequality. The years between 2000 and 2012 

have shown a fairly stable growth, and the growth of trade has 

continued; as such, globalisation seems to have been fairly 

beneficial for Latin American countries, although several crisis 

episodes have been strongly connected with the failures of 

managing globalisation so as to avoid contagion. 

 

5b) a Quantitative Analysis of The Efficiency and 

Compensation Effects, 2000-2012 

 



 

 

Based on data from various sources, including World Bank data, 

WTO Country Profiles, WTO Tariff Analysis, the April 2013 IMF 

World Economic Outlook Database and the Standardised World 

Income Inequality Database, we attempt to assess in a 

quantitative manned the relationship between growth in trade 

and state intervention (the efficiency effect), and the relationship 

between Gini coefficients evolution and state intervention, (the 

compensation effect). The first step is to evaluate the impact of 

lower tariffs on the level of government expenditure (used as a 

proxy for state intervention throughout this section), by running 

two fairly simple cross section regressions, for 2000 and 2012 

(the largest interval for which data is available), with the ultimate 

goal of finding whether the coefficient changes, and in what 

direction. The countries involved are the 18 Latin American 

Countries (LAC) . (table 1). 



 

 

The simplest model will use government expenditure (GVT EXP) 

as the dependent variable, and government revenue (GVT REV) 

and the level of applied tariffs (simple un-weighted average, or 

TARIFF) as independent variables. Government expenditure and 

revenue are used as percentage of GDP, and tariffs as percentage 

of the import prices: there is no clear expectation for the effect of 

tariffs on government revenue because on the one hand higher 

tariffs provide revenues on imports, but on the other hand reduce 

the size of the internal market, lowering revenues from taxation. 

The data for 2012 does signal that the model might suffer from 

multicollinearity, and that higher tariffs are actually associated 

with higher revenues, with a correlation of 0.71. The model used 

is: 

 

 



 

 

The results for this regression are available in Table 4. 

 

Please see Table 3 in the PDF version 

 

The simple regression, using only TARIFF, for 2000 is not a valid 

specification, but it becomes valid once government revenue is 

introduced, as the logical determinant of government spending, 

since there is a limit to how much a government can spend over 

its revenues. For 2012, both specifications are valid; when 

revenues are also taken into account, the level of tariffs is 

positively related to state expenditures: a 1 percent increase in 

tariffs leads to a 0.77 percent increase in government 

expenditure, in other words openness to trade is associated with 

lower government spending.  

 



 

 

In order to also see if the compensation effect manifests itself, we 

run a multiple regression, which uses alternatively the Gini for 

that specific year, or a lagged Gini, from the previous year. The 

explanation for the latter independent variable is the fact that 

government is likely to model its spending after seeing the 

results of the previous years, and a lagged variable ensures that 

causality is not affected. The model is, thus: 

 

 
 

Specification (1) of table 6 is valid, but neither the coefficient of 

TARIFF nor of GINI is significant at the usual significance levels. 

For 2011, specification (2), using that year’s specific Gini is valid, 

and the Gini coefficient is significant at the 95 percent confidence 

level: a growth of one point in the Gini leads to a 0.4 reduction in 



 

 

government spending, meaning that there is little manifestation 

of the compensation effect, in a cross-country perspective.  

 

Please see Table 4 in the PDF version 

 

In order to benefit from a larger sample and to take into 

consideration not only cross-country effects, but also evolutions 

in time, we run a panel regression, spanning the period 2000-

2012 in the 18 Latin American countries. The model also uses 

GVT REV, TARIFF and GINI, but adds another variable, that of 

TRADE, taken as imports plus exports as percentage of GDP. The 

reason why we use two specifications with both TRADE and 

TARIFF is that while they both can be used as proxies for the 

level of globalisation to which a country has been subjected, 

TRADE is not only determined by tariffs, but also by the level of 



 

 

global trade and of internal growth, which might increase exports 

and imports regardless of the size of tariffs, so TRADE should be 

over and beyond TARIFF in terms of predictive power. The 

weakly negative relationship between them (as expected), given 

by a correlation coefficient of - 0.275, means both coefficients 

might be inefficient, since they interfere with each other 

(slightly). The model thus becomes:  

 

 
 

Please see Table 5 in the PDF version 

 

Specification (1) uses all the years for which applied tariffs are 

available, and is extremely significant, all coefficients being 

significant at the 99% confidence level. Higher tariffs are again 



 

 

positively related to government expenditures, a one percentage 

point increase in tariffs raises government expenditures by 0.06 

percent (of GDP), while GINI also maintains its negative 

coefficient, with a one point increase in the Gini leading to lower 

state spending. Specification (2) introduces TRADE, which lowers 

the magnitude of the other variables’ impact on government 

expenditures, but maintains the explanatory power of the model. 

The coefficient of TRADE is negative: higher trade levels with one 

percent (of GDP), lead to a reduction in state spending by 0.013 

percent (of GDP). If we associate increased trade with increased 

foreign company presence on the internal market, then we can 

see that the efficiency effect is at work, and there are more 

constraints on government spending. 

 



 

 

Specifications (3) and (4) are similar to those just analysed, but 

reduce the data set by excluding years where average applied 

tariffs were a circumstantial response to market conditions: they 

sometimes exceeded 40 percent, while values before and after 

where much lower, usually in the tens. The coefficient signs are 

similar to the ones in the previous two specifications, but that of 

TRADE is not significant any more at the usual confidence levels, 

which casts doubt on the previous confirmation of the efficiency 

effect, through trade.  

 

Table 7 shows another set of regression specifications, this time 

using a lagged Gini variable in order to respect causality. The 

downside of such a (general) specification is the loss of 

observations from the first year, or 2000. This effectively reduces 



 

 

the sample to 183 observations (174 without outliers), which is 

still a fairly large sample.  

 

Please see Table 6  in the PDF version 

 

The upside of the model is that it makes more sense in economic 

and logical terms, and that it removes several estimated values 

for the 2012 Gini, since the year 2011 now uses the Gini from 

2010, and there are less estimated values. The model, then, 

appears as follows: 

 

 
 
Before eliminating the outliers (extreme values of average 

applied tariffs), all the signs are as expected, but LAG GINI seems 



 

 

to have an even larger effect on government spending: in 

specification (1), with a 99 percent confidence, a 1 point 

reduction in the Gini now results in a 0.236 percent (of GDP) 

reduction in government spending. In specification (2), after 

TRADE is introduced the coefficient of TARIFF becomes smaller, 

but they both act in the same direction: openness is associated 

with less state spending. 

 

Once the outliers are removed, specifications (3) and (4) show 

the same type of relationship: the coefficient of TARIFF becomes 

larger and it is now significant at 95 or 90 percent, respectively. A 

one percent rise in the average applied tariff leads to an increase 

in state spending of between 0.15 and 0.18 percent (of GDP). 

However, the coefficient of TRADE is no longer significant, and 

the presence of the variable tends to reduce the magnitude of the 



 

 

effect of tariffs on government spending. For all four panel 

specifications in table 6, the R2 remains around the value of 0.85, 

showing that the model has a good explanatory and predictive 

power.  

 

With the recognition that some components of state spending 

cannot be drastically reduced in a short time period, it is natural 

to assume some temporal correlation in the GVT EXP variable. A 

more complete model introduces a lag GVT EXP variable, as 

follows: 
 

 
 

Please see Table 7 in the PDF version 

 



 

 

In all, the results from the cross-section regressions are verified 

by those from the panel regression, which shows that the models 

are consistent and the results are fairly robust. In terms of 

limitation, it is necessary to mention that the period of analysis 

might be fairly short, of only 13 years. Considering that Latin 

America generally embarked on a path of trade liberalisation in 

the 1980s and early 1990s and that usually the effect is stronger 

in the short run, the period we study might have only subdued 

effects, because it does not capture the most relevant events.  

 

For our purposes, however, the variables of TARIFF and TRADE, 

as well as GINI are enough to give a relatively clear picture of the 

effects of globalisation on the size and scope of the state. Here, we 

have additional limitations: the state does not only spend as a 



 

 

measure of authority, but it also has a strong regulatory role, 

which we have not explored in this paper.  

 

Conclusion 

 

Globalisation tends to allow countries to specialise in the 

resource they are most abundant in, which means that developed 

countries should produce capital-intensive goods (including, and 

especially, human capital), and developing countries should 

produce labour-intensive goods. Consequently, in the rich 

countries the demand for highly skilled workers would increase, 

meaning that income gaps would widen; in the poor countries the 

unskilled workers would be demanded, meaning that their wage 

premiums will increase, and the income gap would eventually 

narrow.  



 

 

Latin America, once a troubled region in political and economic 

terms, has largely stabilised in macroeconomic terms, allowing it 

to achieve a fairly stable (and strong) growth and a reduction in 

inequality. The qualitative analysis we perform shows that trade 

as percentage of GDP has grown more than government 

expenditures as percentage of GDP, showing that the efficiency 

effect is at work. The results are generally confirmed by the 

quantitative analysis, with multiple linear cross-sectional 

regressions and panel regression (with and without outliers) 

showing that indeed openness to trade, measured either through 

tariffs or through trade as share of GDP, is associated with a 

smaller state, with a (reliable) tariff coefficient varying between 

0.07 and 0.03. The Gini coefficients, used to model inequality, 

point to inequality leading a smaller state, with a coefficient 

finally stabilising at around -0.11. Several specifications have 



 

 

been employed, with similar, consistent results, showing that the 

relationship is fairly robust. 

 

The model used for regression analysis can be improved to take 

into account issues of multicollinearity, of missing variables and 

of temporal correlation of the errors. For our purposes – showing 

the direction of the effect of globalisation on state size – the 

model has been sufficient, but in order to pinpoint the magnitude 

of the effect, a better model is necessary. The qualitative analysis 

could also be improved by expanding the period and analysing 

the impact of globalisation immediately after a larger opening 

episode, such as the period immediately after 1995, when Mexico 

joined the North American Free Trade Agreement. However, the 

moderate, social democratic governments of the region seem to 



 

 

have effectively countered the negative effects of globalisation, 

and continue in the same vein. 

 

The role of the state will be to provide public goods, and to keep 

an eye on regulation and surveillance of financial systems, tax 

collection, environmental management, investments in education 

and health, a stable legal framework, basic social safety nets and 

society (Yergin and Stanislaw, 2002). The emphasis must be 

placed on flexibility and adaptability, but it is clear that mobility 

is not yet complete, and that the state will not disappear: 

“Distance will always matter, because we are physical. Because 

distance always matters, so does space. Because space always 

matters, so does territorial control. Because territorial control 

matters, so do states. For this simple reason, economic processes 

will not compel the death of states” (Wolf, 2004: 16). 



 

 

Making government more responsive to and responsible before 

its citizens is essential, keeping in mind that the economy should 

also have very strong markets. Latin America has moved in this 

direction, reducing poverty and inequality, at the same time that 

its countries become large international players (like Brazil and 

Mexico, for instance). The Latin American model thus seems to 

have worked well, despite its various shortcomings and the 

violent fluctuations it has experienced in the past. Now, Latin 

America seems set for growth in a globalised world, based on an 

inclusive type of growth, breaking away from its extractive 

institutions (Acemoglu and Robinson, 2012). The final conclusion 

is globalisation does slightly reduce the size and the scope of the 

state in Latin America, but there is “an alternative view, based on 

global social justice and a balanced role for the government and 



 

 

the market. It is for that vision that we should be striving” 

(Stiglitz, 2004: 319). 
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