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Welcome

We live in an extraordinary time in world history. The
era of globalisation has seen a transformation in the size
and power of the world’s major economies. It has also
seen a transformation in the way that people live, work
and communicate all across the world. But the first two
decades of the 21st century showed that globalisation has
not brought about stability. Instead, it has contributed to
rising uncertainty. By the end of the first decade, we had
witnessed a global financial crisis and the worst economic
downturn in 75 years. By the end of the second decade, the
architecture for managing the global economy had begun
disintegrating, with the United States - once the anchor of
the global economy - abandoning many of the principles
and institutions that had shaped American leadership of
the global economy for almost a century. The third decade
began with two global shocks: the COVID-19 global
pandemic, and then Russia’s invasion of Ukraine, which

together drove inflation to 50-year highs.

With the acceleration of technology, global supply chains
and cross-border investment, governments have found that
their power to implement domestic economic policies is
becoming limited in the face of powerful global forces.
It is made more challenging when many multinational
corporations have a larger annual turnover than most

national economies.

Globalisation is probably the most important force at
work at this time in history. It is changing what products
are bought, where people travel, what is studied, what
careers are chosen, how people entertain themselves and
what people believe in. It has increased living standards
around the world, but its downsides have also created a
backlash against globalisation that gained momentum in

the past decade.

Despite the growth of the global economy and spread of
new technology, significant gaps remain both between
rich and poor countries and between the rich and poor
people within countries, with just under half of the world’s
population living in poverty. Incomes have stagnated in
many wealthier nations, jobs have become more insecure

and there is heightened anxiety about the future.

Globalisation is also the most significant force at work
in the Australian economy. Since the 1980s, Australia
has embraced globalisation, placing a high priority on
integrating its economy with other economies in its region
and throughout the world. As a small economy in a world
dominated by much larger economic powers, Australia
cannot escape the impact of global economic developments.
However, we've seen in the past three decades that a
combination of good economic policy, a business sector

that responds quickly to changing conditions, and good
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luck from developments like the global resources boom can
all combine to produce surprisingly good results for the
Australian economy, even when the general international

economic climate is difficult.

The Year 12 Economics Course gives you the opportunity
to grapple with many of these issues. It blends theory with
current developments, a global perspective, a sensitivity
to the factors that determine economic performance and
government policies and a focus on the impacts of those
policies. Quite apart from keeping you busy during Year
12, it introduces a smorgasbord of issues that you may
choose to pursue in greater detail in further study or in

your working life.

The first topic of this book examines the global economy.
The second examines Australia’s relationship to the global
economy and trade performance. After these topics establish
where Australia fits into the world economy, the third
topic reviews the major problems and issues in the
Australian economy, such as the goals of economic growth,
low unemployment, low inflation, external balance and
environmental sustainability. The final topic examines
the macroeconomic and microeconomic policies used by

governments to meet these challenges.

This textbook is a collaborative effort of a whole team of
economic researchers. Each year, the book is comprehensively
revised and refined to reflect feedback from students and
teachers as well as changes in global and domestic
economic conditions and developments in the economic
policy environment. Updating it for 2023 has been a tough
challenge because of the impacts of fast-moving events and
the level of uncertainty that comes from a major
international war, surging inflation, rising interest rates
and soaring energy prices and shortages. Our thanks to all
of the team involved in the production of this textbook
both for this year and previous years. We hope that this
text helps you make sense of the complex topic of Australia
and the global economy and that we can pass on to you

some of our passion for it.

Tim Dixon and_John O’Mahony



Table of contents

TOPIC 1 THE GLOBAL ECONOMY
Chapter 1 Introduction to the Global Economy
1.1 The global economy 3
1.2 Globalisation 4
1.3 The international and regional business cycles 16
Chapter 2 Trade in the Global Economy
241 Advantages and disadvantages of free trade 22
2.2 Reasons for protection 24
2.3 Methods of protection 27
2.4 Trade agreements 30
2.5 International organisations 37
2.6 Government economic forums 43
Chapter 3 Globalisation and Economic Development
3.1 Introduction 47
3.2 Differences in income and economic growth 48
3.3  Differences in economic development 50
3.4  Categories of development in the global economy 53
3.5  Causes of inequality in the global economy 55
3.6 The impact of globalisation 63

Recent Global Economic Events

COVID-19: The economic dimensions of a global pandemic 74
War in Ukraine: A trillion-dollar inflationary shock 76
Case study: Economic collapse in Sri Lanka 77
Case Study: Brazil 78
Case Study: Indonesia 93
TOPIC 2 AUSTRALIA’S PLACE IN THE GLOBAL ECONOMY
Chapter 4 Australia’s Trade and Financial Flows
41 Understanding Australia’s place in the global economy 110
4.2 Trends in Australia’s trade patterns 110
4.3  Trends in Australia’s financial flows 115
4.4 The balance of payments 116
4.5  Trends in Australia’s balance of payments 121
4.6 The consequences of a high CAD 128
Chapter 5 Exchange Rates
5.1 Introduction 132
5.2 Australia’s floating exchange rate system 133
5.3 Reserve Bank intervention in the foreign exchange market 138
5.4 Fixed exchange rate systems 139
5.5 Exchange rates and the balance of payments 141
Chapter 6 Protection in Australia
6.1 Introduction 147
6.2  Government initiatives to reduce protection 148
6.3  Australia’s free trade agreements 150
6.4 Implications of a reduction in protection levels for the Australian economy 152
6.5  The impact of international protection levels on Australia 156

6.6 The future of Australian industry in the global economy 159



TOPIC 3

Chapter 7

Chapter 8

Chapter 9

Chapter 10

Chapter 11

Chapter 12

ECONOMIC ISSUES

Economic Growth

71

7.2
7.3
7.4
7.5
7.6
7.7
7.8

Introduction

Economic growth and aggregate demand and supply
The components of aggregate demand

Changing levels of growth: the multiplier process
The role of aggregate supply

The effects of economic growth

Recent trends in economic growth

Policies to sustain economic growth

COVID-19: The impacts on the Australian economy

Unemployment

8.1 Introduction

8.2 Measuring the level of unemployment
8.3  Recent unemployment trends

8.4  The main types of unemployment

8.5  The non-accelerating inflation rate of unemployment
8.6 The causes of unemployment

8.7 The impacts of unemployment

8.8  Policies to reduce unemployment
Inflation

9.1 Introduction

9.2 Measuring the rate of inflation

9.3 Recent trends in inflation

9.4 The main causes of inflation

9.5  The effects of inflation

9.6 Policies to sustain low inflation

External Stability

10.1

10.2
10.3
10.4
10.5

Introduction

Australia’s current account deficit
Australia’s foreign liabilities
Australia’s exchange rate

Policies to achieve external stability

Distribution of Income and Wealth

11.1

1.2
1.3
1.4
1.5
11.6

Introduction

Measuring the distribution of income and wealth
Sources of income and wealth

Trends in the distribution of income and wealth
The costs and benefits of inequality
Government policies and inequality

Environmental Sustainability

121

12.2
12.3
12.4
12.5
12.6

Introduction

Ecologically sustainable development

Market failure: private benefits and social costs
Public and private goods

Major environmental issues

Government policies and environmental sustainability

165
166
167
170
173
174
176
180
184

186
186
188
190
193
194
199
202

207
207
209
210
213
215

219
220
224
228
230

234
235
239
241
249
254

260
261
262
265
266
271



TOPIC 4 ECONOMIC POLICIES AND MANAGEMENT

Chapter 13 The Objectives of Economic Policy
13.1  Introduction 277
13.2 The objectives of economic management 277
13.3 The goals of government policy in 2023 280
13.4  Conflicts in government policy objectives 282
13.5 The economic policy mix 284
Chapter 14 Fiscal Policy
141  The meaning of fiscal policy 288
14.2  Budget outcomes 289
14.3  Changes in budget outcomes 291
14.4  Methods of financing a deficit 294
14.5 The current stance of fiscal policy 298
14.6  The impact of recent fiscal policy 302
Chapter 15 Monetary Policy
15.1  Introduction 310
15.2  The objectives of monetary policy 311
15.3  The implementation of monetary policy 313
15.4 The impact of changes in interest rates 318
15.5 The stance of monetary policy in Australia 321
Chapter 16 Microeconomic and Environmental Policies
16.1  Microeconomic policies and aggregate supply 326
16.2  Microeconomic policies and individual industries 329
16.3  Environmental management policies 336
Chapter 17 Labour Market Policies
171  Introduction 345
17.2  The role of national and state workplace systems 345
17.3  Australia’s wage determination system 347
17.4  Dispute resolution 352
17.5 Decentralisation of the labour market 355
17.6  Education, training and employment programs 357
17.7  Evaluating labour market outcomes in Australia 359
Chapter 18 Effectiveness and Limitations of Economic Policy
18.1  An overview of the effectiveness of economic management 365
18.2  Limitations of economic policy 370
18.3 Evaluating the effectiveness of specific policies 375
APPENDICES
Appendix A Key Economic Skills
A Introduction 384
A.2  Drawing and interpreting economics diagrams 386
A.3  Equations and calculations in economics 391
A.4  Interpreting economic data and information 393
Appendix B Advanced Economic Analysis
B.1 Comparative advantage and gains from trade 396
B.2  Income-expenditure diagram 400
B.3  Long-run Phillips curve 402
B.4  Limitations of macroeconomic policy 404
Glossary 407

Index 420



How to use this book

Congratulations on choosing Pearson Economics 12: Australia in the
Global Economy as your Year 12 Economics text. Before you use Australia
in the Global Economy, we’d like to highlight some of its key features.
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The text is divided into four Topics, following the structure of the
Year 12 Economics syllabus. Each Topic is introduced by a page
that includes the relevant Focus, Issues and Skills for that Topic,
reflecting the syllabus objectives. This is followed by a clear

introduction to each chapter within the Topic.
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EraEisummary

Each Chapter concludes with a 10-point
Chapter Summary and 10 Chapter Review
questions. The Chapter Summary is a good
starting point for your notes on each Chapter,
and the review questions are a great way to
test your understanding of the Chapter.

---------------------------- covip
-19 The economic dj; b,
of a global pandemigm'c dimensions

This year’s edition also includes:
e analysis of the impact of COVID-19 on the
Australian and global economies in two
detailed summaries (chapters 3 and 7)

* review of the global economic impact of
the war in Ukraine (chapter 3)

e economic collapse in Sri Lanka case
study (chapter 3)

® a detailed analysis of the 2022 Budget.

Glossary

The comprehensive Glossary at the back of
the text provides a ready reference for more

than 350 key economics terms and concepts.



Throughout the text, you will find references to
useful websites relevant to that area of study.

A unique feature of Australia in
the Global Economy is its two
appendices, located at the back
of the book.

Appendix A: Key Economic Skills gives you the
opportunity to master the 23 skills outlined in the Year

12 Economics syllabus. The appendix covers three main
areas: drawing and interpreting economic diagrams,
equations and calculations, and interpreting economic data
and information. By working through this material you will
develop and reinforce the key economic skills.

Appendix B: Advanced Economic Analysis provides
extension material beyond the Year 12 Economics Syllabus
for students seeking an extra challenge.

Pearson Economics 12: Australia in the Global Economy Workbook
Eleventh Edition

The accompanying workbook Australia in the Global Economy Workbook
Eleventh Edition is a great resource to further help you in your study of
Year 12 Economics.

This year we have added enhanced answers to the workbook answers, Trade in th
n the

including worked solutions for answers that require calculations and Global Economy
additional explanations for answers that require you to demonstrate a
deeper understanding of key concepts and knowledge. These will allow

you to not only confirm whether you arrived at the right or wrong
answer, but to understand why.
How to access answers to the Workbook

You can download the answers to all multiple choice questions and

example responses to short answer questions by following these

simple steps:

1. Go to www.pearsonplaces.com.au

2. Activate your code to access Australia in the Global Economy 2023 Edition eBook

3. Click on the ‘Explore resources’ tab in your eBook.

D R )

We really hope that this text makes your study of economics more enjoyable and
rewarding. The book is revised and updated each year to ensure it stays sharp
and up to the minute — and to save you from having to spend time chasing down
information when you should be focusing on understanding the content and
developing your skills as an economist.




TOPIC| |

THE GLOBAL
ECONOMY

— ¢ Focus

The focus of this study is the
operation of the global economy
and the impact of globalisation
on individual economies.

—— Skills

Issues * Topic 1 skills questions can ask
you to:

Topic 1 economic issues questions

m Analyse statistics on trade and financial
can ask you to:

flows to determine the nature and extent
m Examine the effects of globalisation on of global interdependence
economic growth and the quality of life,
levels of unemployment, rates of inflation
and external stability

m Assess the impact on the global economy
of international organisations and
contemporary trading bloc agreements

m Assess the potential impact on the
environment of continuing world economic
development

m Evaluate the impact of development
strategies used in a range of
contemporary and hypothetical situations

m Investigate the global distribution of
income and wealth

m Assess the consequences of an unequal
distribution of global income and wealth

m Discuss the effects of protectionist policies
on the global economy

Economics Stage 6 Syllabus 2009 extracts © NSW Education Standards Authority for and on behalf of the Crown in right
of the State of New South Wales, 2009; reproduced by permission.




Australia in the Global Economy 2023
Topic 1

Introduction

This section (chapters 1 to 3) covers Year 12 Topic 1 The Global Economy and focuses on the structure

of the global economy and the key features of globalisation. To understand the Australian economy
we need to start with a global perspective. Topic 1 is critical to the rest of the course because it
provides the overall perspective for when we later examine other topics such as Australian economic
issues and policy.

Chapter 1 provides an overview of the global economy. It discusses the main components of the
global economy — international trade, international flows of finance and investment, and
the role of technology and people movements in strengthening links between individual
economies. These links are highlighted with a review of international and regional
business cycles.

Chapter 2 examines the main economic theory that underpins globalisation — the concept of free
trade and the economic benefits that trade brings. Chapter 2 then examines the reasons for
countries restricting trade and protecting their own industries, and how recent years have
seen many international agreements to reduce barriers to trade. This chapter concludes
with a look at the role of international organisations and government economic forums in
managing the global economy.

Chapter 3 examines the divisions within the global economy. Understanding the gaps in the
living standards between rich and poor nations is essential to an analysis of the global
economy. This chapter looks at the distinction between economic growth and economic
development. It discusses the main categories into which different economies are grouped
and examines the global and domestic factors that contribute to inequality. Chapter 3
also discusses the impacts of globalisation on economic development.

Throughout this book you will find many references to specific economic impacts of the recent
COVID-19 pandemic. In addition, we have included a special insert at the end of chapter 3 providing

an overview of its impacts.

Topic 1 concludes with case studies of Brazil and Indonesia. Understanding the impacts of
globalisation on individual economies is an important complement to any analysis of globalisation
at the global level and is a requirement of the Year 12 Economics Course.

Brazil is one of the four largest emerging economies in the world and is the major
economy of the Latin American region — a region of the world Australians often
know little about. Like Australia, Brazil is a major commodity exporter, but unlike
Australia it has not opened up its economy fully to global forces, and it has also recently
experienced severe recessions. As a case study, Brazil highlights the opportunities and
challenges of increased economic integration.

Indonesia is the largest emerging economy of South-East Asia—a region that experienced
rapid industrialisation and improvements in economic development in recent decades.
The increasing linkages between Indonesia and Australia make understanding the
Indonesian economy especially valuable for future Australian economists.

The case studies may complement another country that you choose to study. You may decide to
compare the impacts of globalisation on these two economies or you may choose to make either Brazil
or Indonesia your case study in 2023.



Introduction to the
Global Economy

1.1 The global economy
1.2  Globalisation

1.3  The international and regional business cycles

1.1 The global economy

The study of economics has traditionally focused on how individual economies operate.
While countries have always traded with each other, economic theories have generally
assumed that economies operate separately from each other and that the structure and
performance of economies is mainly the result of local developments and influences.

This way of looking at economics no longer describes the real world. Today we live in a
global economy — where the economies of individual countries are linked to each other and
changes in a single economy can have ripple effects on others. In the industrialised world,
for example, the value of what countries buy and sell from overseas is often greater than
half of the value of the economy’s annual output. When conditions in the global economy
change, these changes can have an impact on the economies of far-flung countries almost
immediately. The importance of global factors in driving economies was starkly illustrated
in recent years by the COVID-19 pandemic and the war in Ukraine. Both of these events
resulted in global economic impacts on supply chains, production and prices. Two special
analyses of the global and domestic economic impacts of the COVID-19 pandemic are
included in this textbook at the end of chapters 3 and 7. An analysis of the impact of the
war in Ukraine is also included at the end of chapter 3.

In many respects there is nothing new in the fact that major economic developments can
have impacts across the world. For example, the Great Depression of the late 1920s and
1930s had a global impact with many countries experiencing a severe economic downturn.
On the other hand, economies are more closely integrated now than at any previous time.
The linkages between economies are deeper and more far-reaching than ever before. There
are few aspects of life that have not been affected by the waves of global influences washing
across the world. This is especially the case in a smaller economy such as Australia, which
has embraced the global economy and pursued policies to integrate its economy with those
of its region and around the world.

In the past three decades, globalisation has become a dominant economic, political and
social theme. Globalisation is the integration between different countries and economies
and the increased impact of international influences on all aspects of life and economic
activity.

Unlike many previous times in world history when one major empire often dominated
the relationships between economies, globalisation in recent decades has involved layers of
influences in all directions. Although the United States is still the leading world economy,
its power is increasingly constrained by China and other major economies.

Globalisation refers

to the integration between
different countries and
economies and the
increased impact of
international influences
on all aspects of life and
economic activity.
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Gross World Product
(GWP) refers to the sum of
total output of goods and

services by all economies
in the world over a period
of time.

Globalisation is also a phenomenon with increasing impacts on national politics. Recent
years have seen a backlash against globalisation in many countries. Numerous leaders
(such as Donald Trump, who was President of the United States from 2017 to 2021) have
come to power promising to strengthen their country against global economic forces. The
COVID-19 pandemic added to public concerns about the impact of globalisation, as travel
between countries accelerated the spread of the coronavirus, and countries ran short of
medical supplies because of their reliance on global supply chains.

From an economic point of view, the major indicators of integration between economies
include:

e international trade in goods and services

¢ international financial flows

e international investment flows and transnational corporations
e technology, transport and communication

¢ the movement of workers between countries.

There are many dimensions to globalisation and there are many statistics that can be used
as measures of globalisation. For example, some indication of the extent of globalisation
can be gained from examining the proportion of programming on television networks
and streaming services that is made in Australia versus made overseas; or similarly, the
proportion of music downloads that are local versus overseas artists. These would be
classified as social or cultural indicators of globalisation. Each of these indicators provides
an insight into the way in which economies are now linked to each other and re-shaping
the global economy.

“Russia’s invasion of Ukraine has led to a new round of predictions that
the end of [globalisation] is nigh, much like we saw at the beginning of the
COVID-19 pandemic. However, global cross-border flows have rebounded
strongly since the early part of the pandemic. In our view, the war will likely
reduce many types of international business activity and cause some shifts
in their geography, but it will not lead to a collapse of international flows.

... The idea of a world where economic efficiency alone drives patterns of
international flows was always a myth. [Globalisation] has always been an
uneven process, with cross-country differences and international conflicts
significantly dampening international flows. That’s a big part of why — even
before the present crisis — only about 20% of global economic output ended
up in a different country from where it was produced.”

— Steven Altman and Caroline Bastian
“The State of Globalization in 2022”
Harvard Business Review, 12 April 2022

1.2 Globalisation

Trade in goods and services

International trade in goods and services is an important indicator of globalisation because
it is a measure of how goods and services produced in an economy are consumed in other
economies around the world. The value of exports of goods and services has grown rapidly
in recent decades, increasing from US$4.3 trillion (19 per cent of global output) in 1990 to
over US$30.1 trillion (31 per cent of global output) in 2021. The size of the Gross World
Product (GWP) — the aggregate value of all goods and services produced worldwide each
year in the global economy — is now 9 times its nominal level in 1980, but the volume
of world trade has grown to over 12 times its 1980 level.
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Figure 1.1 - Gross World Product and world trade

Annual growth in the value of trade has generally been around the same level as world
economic growth since the global financial crisis. During economic downturns, such as
in the early and late 2000s and in 2020, the growth of global trade has contracted faster
than world economic output, highlighting the greater volatility of trade compared
with the GWP. The impact of the COVID-19 pandemic on supply chains, tourism and
international education led to a contraction in global trade of 8.5 per cent, followed by
a strong rebound in 2021.

The high volume of global trade reflects the fact that economies do not produce all the
items they need, or they do not produce them as efficiently as other economies, and have to
import goods and services. Global trade has also grown strongly in recent decades because
of new technology in transport and communications, which has reduced the cost of moving
goods between economies and providing services to customers in distant markets. Over
the same period, governments have encouraged trade by removing barriers and joining

international and regional trade groups such as the World Trade Organization (WTO), World Trade

European Union (EU), and the Association of South-East Asian Nations (ASEAN). These Organization (WTO) is
developments have been a major force behind increasing global trade. an organisation of 164
member countries that

1995 2020 implements and advances
global trade agreements
and resolves trade
disputes between nations.
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Figure 1.2 - Composition of global trade, 1995 and 2020
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The mix of what goods and services are traded, known as the composition of trade, can
have an impact on individual economies. Figure 1.2 shows that global trade is dominated
by manufactured goods, such as vehicles, clothing and electronic goods. Trade in services,
such as finance and communication, is the fastest-growing category of trade and makes
up two-thirds of global output, but it currently makes up less than one-quarter of global
exports. Countries such as Australia should continue to benefit from the growth in services
trade because countries with highly educated workforces are best positioned to compete
in growing global markets for services. Nevertheless, the COVID-19 pandemic resulted
in a change in the composition of world trade, at least in the short term, with services
sectors such as tourism and international education severely affected by travel restrictions.

The direction of trade flows has changed in recent decades, reflecting the changing
importance of different economic regions. Between 1995 and 2020, high-income
economies (concentrated in North America and Western Europe) saw their overall share of
global trade fall from 82 per cent of world merchandise exports to 65 per cent, as shown
in figure 1.3. Over the same period, the fast-growing economies of East Asia and the
Pacific region (which includes China, Indonesia and Vietnam) experienced the most rapid
increase in trade, with their share of global trade surging from 7 per cent to 20 per cent.

Europe &

East Asia &
Pacific 7%

Latin America &

the Caribbean 4%\

Central Asia4% — *

Source: World Development Indicators 2021. Figures do not add up to 100% because of rounding

1995 2020
Middle East & ) Sub-Saharan
North Africa 1% Middle East &  Africa 2%

South Asia 2%

Sub-Saharan North Africa 1%
&/ Africa 1% Latin America &
South Asia 1% the Caribbean 5% \
Europe & \
Central Asia 6%

East Asia &
Pacific 20% —*

High income 82%

High income

65%

Figure 1.3 - Share of world’s merchandise exports by region, 1995 and 2020

Trends in the direction of trade can also have an impact on individual economies. For
example, recent decades have witnessed strong growth in the Chinese economy, resulting
in stronger trade relationships and inter-linkages in global supply chains. Countries such
as Australia have prepared for stronger economic relations with China by encouraging
students to learn Mandarin at school. However, the forward progress of globalisation is
not inevitable. In the early 2020s, diplomatic tensions saw some of these trends reverse,
with China imposing trade restrictions on certain Australian exports, Australia restricting
Chinese investment in telecommunications infrastructure, and businesses attempting to
diversify away from China to other export markets.

reviewquestions

1 Explain TWO reasons for the increase in trade in goods and services in the
global economy.

2 Describe trends in the composition and direction of trade flows in the
global economy.

3 Discuss the impacts of changes in global trade flows on economies.
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Financial flows

International finance now plays a leading role in the global economy. Because finance
is crucial to so many aspects of how modern economies work, the globalisation of finance
has had a major impact in terms of linking economies around the world. Finance is the
most globalised sector of the world economy because money moves between countries
more quickly than goods and services or people.

International financial flows expanded substantially following financial deregulation
around the world, which in most countries occurred in the 1970s and 1980s. Controls
on foreign currency markets, flows of foreign capital, banking interest rates and overseas
investments in share markets were lifted. Technological change also played an important
role. New technologies and global communications networks linked financial markets
throughout the world, allowing events in major international markets such as New York,
Tokyo, London and Hong Kong to produce immediate results.

While there is no single measure of international financial flows, all have shown a dramatic
increase during the globalisation era. Figure 1.4 shows the growth of exchange-traded
derivatives, which are a major instrument in global financial markets. The volume of
financial flows fluctuates in response to global conditions. Sharp falls in financial flows
have been followed by strong recoveries in 2008 (with the global financial crisis), 2013
(with the Eurozone crisis) and 2020 (with the COVID-19 pandemic).
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Figure 1.4 - The growth of global financial flows: exchange-traded derivatives

An important feature of international finance is foreign exchange markets (or forex
markets), which are networks of buyers and sellers exchanging one currency for another
in order to facilitate flows of finance between countries. Foreign exchange markets have
experienced extraordinary growth in recent years, with average daily turnover reaching over
US$7 trillion by 2021, up from US$4 trillion in 2010. The value of a currency is expressed
in terms of another currency and is known as the exchange rate between two currencies.
As will be discussed in chapter 5, most countries determine the value of their currency
through the interaction of the forces of supply and demand in foreign exchange markets.
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Speculators are
investors who buy or
sell financial assets
with the aim of making
profits from short-term

price movements. They
are often criticised for
creating excessive
volatility in financial
markets.

The main drivers of global financial flows are speculators and currency traders who
shift billions of dollars in and out of financial markets worldwide to undertake short-term
investments in financial assets. Based on data from the Bank for International Settlements’
(BIS) Triennial Survey of foreign exchange transactions, only a small share is for “real”
economic purposes such as trade and investment. The vast majority is for speculative
purposes — to derive short-term profits from currency and asset price movements — or for
technical purposes, such as hedging against future exchange rate movements and swapping
funds between currencies. International investment banks and hedge funds, often based
in the United States, are generally responsible for most of these transactions. The aim of
these transactions is either to gain from short-term movements in asset prices — namely
currency and share price fluctuations — and to generate profits, or to hedge against future
movements and minimise the risk of losses.
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The main benefit of greater global financial flows is that they enable countries to obtain
funds that are used to finance their domestic investment. In particular, investors in countries
with low national savings levels would not otherwise be able to obtain the necessary finance
to undertake large-scale business and investment projects if their economies were closed
off to global financial flows. In this regard, global financial flows may enable a country to
achieve higher levels of investment (and therefore economic growth) than would otherwise
have been possible if finance from overseas were not available.

However, changes in global financial flows can also have significant negative economic
impacts. Speculative behaviour can create significant volatility in foreign exchange markets
and domestic financial markets. This is because speculators are often accused of acting
with a herd mentality, meaning that once an upward or downward trend in asset prices
is established it tends to continue. Speculative activity has been blamed for large currency
falls and financial crises in several countries over the past decade, including Britain in
2016, Turkey in 2021 and repeatedly in Argentina. As discussed further in chapter 2, the
International Monetary Fund (IMF) is responsible for the overall stability of the global
financial system. One of its roles is to stabilise individual economies experiencing currency
crises or financial turmoil, in order to prevent flow-on effects to other economies.

1 Account for the trends in international financial flows during the globalisation era.

2 Examine the role of speculators and currency traders in global financial markets.
3 Discuss the impact of global financial flows on economies.

Investment and transnational corporations

Another indicator of globalisation is the rapid growth of investment between countries
over the past two decades. Since the 1980s, the global economy has witnessed rapid
growth in movements of capital. While there are similarities in the growth of global
finance and global investment, the two concepts can be distinguished by describing the
shorter-term, speculative shifts of money as finance, and the longer-term flows of money
to buy or establish businesses as investments.

One measure of the globalisation of investment is the expansion of foreign direct
investment (FDI), which involves the movements of funds that are directly invested in
economic activity or in the purchase of companies. Reforms in developed and developing
countries led to a surge in FDI flows from the 1980s onwards. Figure 1.5 demonstrates
the dramatic increase in FDI flows over the past three decades. FDI flows are strongly
influenced by the level of economic activity. The global recession in the late 2000s reduced
FDI flows sharply, but they gradually recovered and the 2010s decade saw sustained high
levels of FDI. The COVID-19 pandemic caused another sharp downturn in FDI flows,
with UNCTAD recording a fall to under US$1 trillion for the first time in almost two
decades, but they recovered strongly in 2021.

FDI flows have traditionally favoured developed nations. With greater industrial capacity
and larger consumer markets, economies in Europe, North America and Japan were the
natural destination for foreign investment during the globalisation decades of the 1990s
and most of the 2000s. But this dominance has changed, with the share of FDI destined
for developing and other economies increasing from a quarter of the global total to around
half in recent years (and reaching a record level of two-thirds of global FDI during the
COVID-19 pandemic in 2020). The majority of FDI inflows to developing countries
flow to economies in Asia. Of the US$837 billion inflows to developing countries in

International Monetary
Fund (IMF) is an
international agency
that consists of 190
members and oversees
the stability of the global

financial system. The
major functions of the
IMF are to ensure stability
of exchange rates,
exchange rate adjustment
and convertibility.

Foreign direct
investment (FDI) refers
to the movement of funds
between economies

for the purpose of
establishing a new
company or buying a
substantial proportion

of shares in an existing
company (10 per cent or
more). FDI is generally
considered to be a
long-term investment
and the investor normally
intends to play a role

in the management of
the business.
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2021, US$619 billion went to Asia ($321 billion to China and Hong Kong, $99 billion
to Singapore and $45 billion to India). The slower increase in FDI inflows to developing
countries since the 2010s reflected a decline in returns on FDI, relative to the returns
on investment in developed countries. The average annual return on FDI in developing
countries fell from 11.0 per cent in 2010 to 7.8 per cent in 2019. In comparison, during
the same period it fell only slightly in developed economies, from 6.4 per cent to 6.0
per cent.

Developing economies have also become a major source of investment funds in the global
economy. In 2021 these economies contributed 26 per cent of global FDI funds, compared
to around 15 per cent in the mid-2000s.
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Figure 1.5 - Total world FDI inflows

Transnational corporations (TINCs) play a vital role in global investment flows. Often,
they will have production facilities in countries around the world, sourcing inputs from
some countries, doing most of the manufacturing in another country, and doing other
packaging and marketing tasks in another country.

As TNCs such as Apple, Amazon and Tesla establish or expand production facilities in a
country, they bring foreign investment, new technologies, skills and knowledge. Because
of the capital and job opportunities they bring, governments often encourage TNCs to set
up in their country through supportive policies like subsidies or tax concessions. Since the
early 1990s, the number of TNCs has grown from 37,000 to 104,000, and the number of
affiliates to TNCs has grown from 170,000 to over 1,116,000. Foreign affiliates of TNCs
employ over 83 million people globally.

TNCs in digital industries have experienced particularly rapid growth due to increased
adoption of digital solutions during the pandemic. Total sales for the top 100 digital
TNCs grew 159 per cent over the five years to 2021, four times faster than the top 100
traditional TNCs. As TNCs continue to increase in both volume and significance, there
has been an associated increase in cross-border cartels between large corporations, which
reduces competition in economies and disadvantages local consumers. Global fines for
cartels were $4.6 billion in 2021. However, many cartel arrangements are never uncovered
by regulators, and fines are unlikely to fully capture the true cost of harm caused by cartels.

A significant cause of the growth of international investment is the increased level
of international mergers and takeovers. During recent decades, there has been a spate
of mergers between some of the world’s largest corporations — most recently between
communications companies Verizon and Vodafone, oil producers Exxon and Mobil, food
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companies Heinz and Kraft, and technology and communications giants AT&T and
Time Warner. These mergers have seen the formation of companies worth hundreds of
billions of dollars and reduced the number of truly global companies in different product
markets. The peak year for cross-border mergers and acquisitions (M&As) was 2007, when
US$1 trillion of mergers took place, as shown in figure 1.6. International M&As typically
move in line with changes in global economic conditions — investment falls when economic
growth is lower. In 2021, M&As stood at US$728 billion, a 53 per cent increase from
2020 owing to the recovery from the COVID-19 recession.

Value (USS$ billion)
1200 [~ M Value of cross-border

1100 [~ mergers and acquisitions

1000 [~

900 [

800 [

700 [

600 [—

500 [

400 [~

300 [

200

100
0

|

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

Source: UNCTAD World Investment Report 2022 Year

Figure 1.6 - Cross-border mergers and acquisitions

In overall terms, most investment in economies around the world still comes from
domestic sources. FDI typically accounts for less than 20 per cent of total investment,
meaning that over 80 per cent of investment still comes from within national economies.

: ’

1 Distinguish between global financial flows and global investment flows.

2 Outline trends in the growth and direction of FDI flows.
3 Explain the role that TNCs play in global investment flows.

Technology, transport and communication

Technology plays a central role in globalisation. In part, this is because technological
developments facilitate the integration of economies. Consider the following examples:

¢ Developments in freight technology, such as use of micro warehouses nearer
customers to improve ‘last mile’ logistics and increased use of automation and
robotics, facilitate greater trade in goods.

e Cheaper and more reliable international communication through high-speed
broadband allows for the provision of commercial services to customers around
the world. The proportion of the global population that uses the internet increased
from 7 per cent in 2000 to 63 per cent in 2021.

¢ In finance and investment, technology plays a key role in facilitating globalisation
through secure, high-speed networks that allow money to move around the world
in a fraction of a second.



Australia in the Global Economy 2023

Social media platforms have accelerated globalisation at many levels. By creating new
online communities, social media platforms such as Facebook, Instagram, Tik Tok, YouTube
and Twitter connect individuals on an unprecedented scale. Of all internet users, over 90
per cent are active on social media. Facebook, for example, claims 2.9 billion members.

Although social media is contributing to “cultural globalisation”, it is also having major
economic impacts. Social media is central to marketing consumer products and services.
Firms may use professional networks such as LinkedIn to source the best talent from global
labour markets. Google Chief Economist Hal Varian has even suggested that word-search
data for terms like unemployment benefits and holidays could be used to predict trends in
consumer confidence and economic conditions.

Social media is also itself a global business opportunity. Elon Musk negotiated to acquire
Twitter for US$44 billion in 2022 (before abandoning his takeover bid). Google earned over

e Smartphones and mobile internet access are fundamentally changing the structure
of many industries, from retail and transport sectors to education, leisure and
professional services. Technology is causing disruptive change to the structures of
many of these industries as huge populations embrace online technologies. The
number of mobile phone subscriptions is now over 8 billion, which is roughly equal
to the number of people in the world.

® Advances in transportation, such as longer non-stop flights and high-speed
rail networks, allow greater labour mobility between economies and increased
accessibility to tourism and travel for consumers.

Technology is one of the strongest drivers of globalisation because it allows integration
at a depth unthinkable in previous decades and centuries. Economies that adapt to new
technologies rapidly also tend to be the economies that are most closely integrated
with other economies in their region or around the world. The COVID-19 pandemic
highlighted the disparity in access to technologies between countries, a phenomenon
known as the “digital divide”. Countries where digital technology use was high (such as
Israel, the Netherlands and Australia) were better able to cope with the physical lockdowns
necessary to prevent the spread of the virus by continuing normal activities through digital
marketplaces, virtual meetings and online learning.

Another way that technology influences globalisation is as a driver of growth in trade and
investment. For the leading technology innovators and exporters, technology represents
a major trade opportunity. The United States earns substantial export revenues from
its global leadership in many areas of new technologies. This reflects the geographical
distribution of the top 100 digital TNCs’ headquarters, with 59 per cent in the United
States. Other countries rely on importing technology from a small group of developed
economies with the hope that, over time, as they adopt new technologies, they can become
innovators and develop their own technology exports as countries such as India, South
Korea and Israel have done in recent years. Trade, therefore, spreads new technologies.
Because innovation is an ongoing process, the leading country can often retain its
technological superiority for a long period of time.

Business corporations that play a leading role in developing new technologies will often
move directly into overseas markets in order to sell their products and services direct
to local buyers. For example, leading information and communications technology
corporations such as Google, Salesforce and IBM all have extensive global operations.
These corporations bring extensive know-how into a new market and will often invest

US$250 billion in 2021, mostly from advertising revenue. Apple Inc. became the world’s
first trillion-dollar company by selling the phones, tablets and laptops through which people
access social media. Social media platforms can rise and fall quickly (TikTok, for example,
launched globally in 2017 and had 2.6 billion downloads by 2022), but they are reshaping
the economics of many sectors beyond media and telecommunications.
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substantially in the new countries that they enter, particularly in education and training.
In this way technology drives increased foreign investment. This is particularly apparent
for digital TNCs, which have less reliance on physical assets. E-commerce TNCs increased
their greenfield investments (a type of FDI that involves building a foreign subsidiary
from the ground up) by 120 per cent in 2020.

The internet provides a communications backbone that links businesses, individuals
and nations in the global economy. This not only allows greater communication within
and between firms but also reduces business costs that have in the past been a barrier to
integration between economies. The World Information Technology and Services Alliance
(WITSA) has estimated that the global marketplace for information and communications
technology is worth almost US$5 trillion. The surge in worldwide internet usage to five
billion users highlights the rapid spread of technologies across countries in recent years and
the increasingly interconnected nature of the global economy. COVID-19 accelerated this
trend, with international internet traffic roughly doubling in 2020. At the same time, as
online information flows have become more globalised, regulations have been required to
mitigate cybersecurity attacks, which, in the US, doubled between 2019 to 2021. Figure
1.7 shows the number of internet users in selected countries.
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Figure 1.7 - Internet users in selected countries

International division of labour and migration

Labour markets differ from markets for goods and services, finance and investment, in
that they are far less internationalised. While money can move around the world in
fractions of a second, goods and services can move in days and investments can be made
in weeks, people do not move jobs quite as freely. In fact, in recent years, the industrialised
world has become more restrictive about immigration of people from poorer countries.

Nevertheless, more people than ever before are moving to different countries to take
advantage of the better work opportunities that other countries offer. The International
Labour Organisation (ILO) estimates that around 169 million people (around 2 per cent

of the world’s population) have migrated to work in different countries in the world. Migration is the
Labour migration into Organisation for Economic Co-operation and Development (OECD) movement of people
member countries fell because of reduced job opportunities following the global financial between countries on a

crisis, gradually recovering during the 2010s. The number of migrants has continued to permanent or long-term
grow despite the impacts of COVID-19, but the pandemic worsened working conditions SEES, URLEI7 IR 12
for many migrant workers, particularly those in temporary, informal or unprotected jobs. months or longer.
While there are strong economic and financial motivations for migration, political unrest

and conflict are also a significant factor driving movements, as is evident by the countries

shown in figure 1.8. In 2022, 6 million Ukrainians were displaced because of war.
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Countries with net Countries with net
emigration immigration

Venezuela -3.3 million United States 4.8 million
[Te[E] -2.7 million Germany 2.7 million
Syria -2.2 million Turkey 1.4 million
Bangladesh -1.9 million United Kingdom 1.3 million
China -1.7 million Canada 1.2 million

Source: World Development Indicators 2021

Figure 1.8 - Net migration by region and country (over past five years)

International division
of labour is how the
tasks in the production

process are allocated to
different people in different
countries around the
world.

The movement of labour between economies appears to be concentrated at the top and
bottom ends of the labour market. At the top end, highly skilled workers are attracted
to larger, higher-income economies, such as Europe and the United States, because of the
higher pay and better job opportunities available in these countries. The ILO estimates
that two-thirds of international migrant workers have moved to high-income economies.
Smaller advanced economies such as Australia and New Zealand suffer from a “brain drain”
of some of their most talented and skilled workers, who are attracted to other countries
by greater rewards. In effect, there is a global market for the most highly skilled labour.

At the bottom end of the labour market, low-skilled labour is also in demand in
advanced economies where it may be difficult to attract sufficient people born locally to
do certain types of work. Jobs that only require basic skills (and perhaps do not require
advanced language skills) are often filled by migrants. In the United States migrants
are predominantly from Latin America; in European countries migrants are mainly from
Eastern Europe and Africa; in richer Asian countries migrants are mainly from lower-
income economies in the region. Low-skilled labour migrants often remit their earnings
from countries with higher wages back to their families at home. Total remittances
increased by US$576 billion from 2000 to 2020, with India, China and Mexico the main
destinations.

These trends in migration reflect an international division of labour whereby people
move to the jobs where their skills are needed while the globalisation of the labour market
is increasing but there are still significant barriers to working in other countries. These
barriers include immigration restrictions, language, cultural factors and incompatible
educational and professional qualifications. Most people would prefer to stay in the country
of their birth, where their family and friends live, and where they are most familiar with
the language and culture. Against this preference, domestic instability and geopolitical
turmoil may force people to flee their countries, with the UNHCR estimating that
84 million people were forcibly displaced by mid-2021, the highest figure since World
War II.

The international division of labour is also evident from another aspect of the world
economy — the shift of businesses between economies, rather than the shift of people. Just
as people may move countries in search of the best job opportunities, corporations shift
production between economies in search of the most efficient and cost-effective labour. In a
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Around 169 million people worldwide have migrated because of work. The
proportion of these “economic migrants” who are highly skilled heavily outnumbers
those who are low-skilled in almost all countries. In some countries, like Haiti and
Jamaica, more than 80 per cent of the skilled labour force has moved overseas.
Not even high-income countries are immune to the brain-drain problem, with Hong
Kong and Ireland losing between one-third to one-half of their college graduates.

Brain drains have traditionally been perceived as a negative outcome for an

economy in terms of both development and welfare. High levels of skilled labour

emigration increase the technological gap between developed and developing

countries as human capital flows towards more advanced economies and the

source country may experience shortages of skilled workers. For example, health

systems in developing countries can suffer when qualified doctors and nurses
,‘ move to high-income economies where they are in demand.

On the other hand, economies experiencing outwards migration can benefit

from remittance inflows, interconnected business networks and increased

sharing of technological developments. The World Health Organisation

(WHO) and the EU recently launched a project focused on the migration

of health workers: From Brain Drain to Brain Gain. The program aims to

manage and improve the flow of health workers from developing economies
in Sub-Saharan Africa and Asia to maintain health standards and ensure
that source countries retain some ability to deal with potential medical
crises.

Sources: IZA World of Labor; WHO Health Workforce Alliance and the Health

Workforce Department k ~

globalised business environment, many producers operate what is called a global supply
chain (or global value chain), with production facilities in several countries. The process
called “offshoring” allows companies to shift production between countries to reduce
costs. In 2022, research by the IMF found evidence that global supply chains adapted
well during the COVID-19 pandemic, with less-affected countries able to supply goods
when other countries were harder hit. However, offshoring can contribute to the growth
of export-oriented economies that compete on the basis of their abundance of low-wage
labour. While offshoring has been occurring for decades, particularly for labour-intensive
manufacturing processes, recent years have also seen services functions such as I'T support,
data management and accounting move to more competitive locations to reduce costs.

The international division of labour reflects the economic concept of “comparative
advantage” that is discussed in chapter 2. Essentially, this theory states that economies
should specialise in the production of the goods or services that they can produce at the
lowest opportunity cost. Developing economies have a large population of workers with
only basic labour skills and education levels, giving them a comparative advantage in
labour-intensive manufacturing. Advanced economies have generally shifted away from
labour-intensive manufacturing to focus on specialised service aspects of the economy that
use more highly skilled workers who are in greater supply in advanced economies.

1 Explain the role of innovations in technology communications and transport in
driving the process of globalisation.

2 Ouitline key trends in migration in recent years.

3 Explain how migration and offshoring reflect an international division of labour
between different economies.
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Business cycle refers to
fluctuations in the level
of economic growth due
to either domestic or
international factors.

Gross domestic product
(GDP) is the total market
value of all final goods and
services produced in an
economy over a period of
time.

1.3 The international and regional
business cycles

The level of economic activity in individual economies is never constant (that is, never in a
state of equilibrium). Economic growth usually moves in cycles — in other words, instead of
sustaining a steady rate of growth from year to year, most economies go through periods of
above-average growth that then lead into periods of below-average growth. These ups and
downs of the business cycle (that is, the general level of economic activity) are caused
by changes in the level of aggregate supply and demand. This is shown in figure 1.9,
which also shows that economies usually experience an overall trend of growth in output
(measured by increases in Gross Domestic Product).

Output

Just as individual economies experience stronger and weaker periods of
economic growth, so too does the global economy. This ebb and flow of
world economic growth is known as the international business cycle,
which refers to the changes in the level of economic activity in the
global economy over time. Although the levels of economic growth each
year often differ greatly between countries, for most countries economic
growth is stronger when the rest of the world is growing strongly, and
weaker when other countries are experiencing a downturn. The extent of
synchronisation of economic growth levels across individual economies
is highlighted by the global recession resulting from the COVID-19
pandemic. Even countries where the pandemic was less severe still suffered

Time immense economic damage, in part because of the flow-on effects of the
recession in other countries.

Figure 1.9 - The business cycle

International business
cycle refers to
fluctuations in the level

of economic activity in
the global economy over
time.

Figure 1.10 highlights the strong relationship between the economic
growth performances of the world’s major economies. The United
States, the Euro Area economies, Japan and Australia all experienced a long period
of moderate growth during the 2000s, followed by a sharp collapse in growth
after 2008. Each of these advanced economies experienced slower rates of growth
during the 2010s before the severe impact of the COVID-19 recession in 2020.
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Figure 1.10 - Economic growth performance of major economies
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In 2021, the world economy rebounded strongly with 6.1 per cent growth in output. Emerging
and developing economies outperformed the advanced economies, with 6.8 per cent and 5.2
per cent growth in GDP, respectively. The Australian economy expanded by 4.7 per cent.

As a small open economy, the Australian economy is particularly affected by economic
growth rates overseas. Research by the Reserve Bank of Australia (RBA) has found that
63 per cent of changes in the level of output in Australia can be explained by the changes
in interest rates, growth levels and inflation rates in the Group of Seven (G7) largest
industrialised countries. This means that for Australia, domestic factors have half as much
influence as international factors on economic growth in any given year.

The transmission of economic conditions from one country to another is made more
immediate by the increased integration of economies during the globalisation era:

e Trade flows: If there is a boom or recession in one country, this will affect its
demand for goods and services from other nations. The level of growth in an economy
will have significant flow-on effects on the economic activity of its trading partners.

¢ Investment flows: Economic conditions in one country will affect whether
businesses in that country will invest in new operations in other countries, affecting
their economic growth. For example, Brazil’s weak economic performance in the
past decade has meant that it has invested less in other economies. On four occasions
since 2015, its annual FDI outflows have been negative.

¢ Transnational corporations: TNCs are an increasingly important means by which
global upturns and downturns are spread throughout the global economy. In 2022

for example, Netflix began to cut staff numbers as its subscriber numbers began
to fall.

¢ Financial flows: Short-term financial flows also play an important role in
transmitting the international business cycle. A 2019 Reserve Bank Bulletin
identified that Australia has benefited from being open to global capital markets,
but that the financial integration of advanced economies exposes the Australian
economy to shifts in their financial conditions.

¢ Financial market and confidence: Consumer confidence and the “animal
spirits” of investors are constantly influenced by conditions in other countries.
This is highlighted by the strong correlation between movements in share prices
of the world’s major stock exchanges — that is, they tend to go up and down at
the same time. Events that threaten global stability — such as an increased risk
of war, sovereign debt default or the collapse of a major business — can spark an
immediate downturn in share values. This effect was seen throughout 2020 as
markets reacted to developments in the COVID-19 pandemic. In February 2022,
President Vladimir Putin’s announcement of Russia’s invasion of Ukraine wiped
$70 billion from the Australian Securities Exchange in a single day.

¢ Global interest-rate levels: Monetary policy conditions in individual economies
are strongly influenced by interest-rate changes in other countries. If higher
economic growth makes it necessary for the central bank to increase interest rates in
the United States, this places pressure on central banks in other economies to follow
suit. Inflationary pressures across the world in 2022 saw many central banks in
advanced economies raise interest rates, including the United States, South Korea,
and Norway. The Reserve Bank of Australia followed suit, commencing a series of
interest rate rises in May 2022.

e Commodity prices: The prices of key commodities such as energy, minerals and
agricultural products are set by global markets. Their prices, in turn, influence
the levels of inflation, investment, employment, growth and other features of
the international business cycle. Historically, changes in oil prices have had major
impacts on international growth (with lower prices boosting growth overall). In
2022, global sanctions against Russia, the world’s second largest supplier of oil,
resulted in the largest global energy price increases in half a century, following
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contractions to worldwide supply. As a result, the World Bank reduced its growth
forecast for 2022 by one percentage point.

International organisations: International forums such as the Group of Twenty
(G20) or Group of Seven (G7) economies can play an important role in influencing
global economic activity. Discussions of global economic conditions at summit
meetings mean that the G20 or G7 can act as the unofficial forum for coordinating
global macroeconomic policy, especially during periods of economic uncertainty.
These meetings can also resolve tensions between countries that threaten the
economic outlook.

Nevertheless, it is important to note that despite these linkages between economies, the
pattern and the pace of economic growth differ between countries. Even countries that
are at similar stages of economic development, such as the United States and European
economies, experience differing levels of economic growth. Despite the global linkages
described above, many of the factors that influence the business cycle reflect distinctive
national conditions:

Interest rates have a significant impact on the level of economic activity, and
interest rates differ between countries (or regions, in the case of European countries
that share a common interest-rate policy). Higher interest rates will dampen
economic activity while lower interest rates will stimulate economic activity.

A government’s economic policy decisions can influence their economic growth
rate. For example, the UK’s decision to leave the EU in 2016 reduced the rate of
economic growth as investor confidence in Britain’s economy fell. Fiscal policies
also have a significant effect upon the level of economic growth in the short to
medium term. If a government in one country raises taxes while the government
in another country cuts its taxes, economic growth is likely to move in opposite
directions in those two countries.

Exchange rates differ between countries and impact on the level of trade
competitiveness and confidence within economies. In turn, these factors will
influence the level of economic growth. The BIS has noted that exchange rates are
having an increased impact on domestic economies, particularly in the past decade
as government policy has less ability to target economic shocks.

Structural factors differ between economies. For example, countries have different
levels of resilience in their financial systems; different levels of innovation and
takeup of new technologies; different attitudes towards consumption and savings;
different population growth rates and age distribution; different methods of
regulating labour markets, educating and training employees and regulating
businesses. These structural factors influence the competitiveness of economies and
their level of growth.

Regional factors between economies differ. Some economies are closely integrated
with their neighbours and are therefore very influenced by the economic
performance of their major trading partners. Research by Colombian academics
found that regional business cycles in emerging markets experience different
levels of synchronisation depending on factors such as the productive structure
and trade integration of the country. For example, whilst Mexico has a high level
of synchronisation with North America, economic conditions from nearby Latin
American countries have a lower impact on Mexico’s activity due to less trade
integration.

In summary, there is an international business cycle and when there is a substantial economic
downturn, such as in the mid-1970s, the early 1990s, the late 2000s and early 2020s,
this downturn is shared across almost all countries. However, the factors influencing individual

economies differ and the level of world economic growth is one of several factors that
influence economic conditions.
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Regional business cycles

Similar to the international business cycle, the term regional business cycle refers to
the changes in economic activity in a particular region. In the same way that countries’
activity can be affected by global changes, they can also be affected by regional changes.
While changes in the US economy will have ripple effects around the world, they can
have more pronounced impacts on the nearby economies of Canada and Mexico, which are
most closely integrated with the US economy. Likewise, many of the 27 economies of the
EU are influenced by activity levels in Europe’s largest economies, Germany and France.

In the East Asian region, economic conditions are dominated by the influences of China
and Japan — the world’s second- and third-largest economies. While the regional business
cycle in Asia has been weaker than in other regions, it has strengthened in recent years
because of increased integration between Asian economies. On the other hand, as growth
rates in China and Japan slowed down in recent years, the region continued to experience
stable growth due to moderate upswings elsewhere in the region.

Other regions around the world have a higher proportion of developing or low-income
countries, and they tend to be less regionally integrated. In Sub-Saharan Africa, for
example, many economies such as Chad, Uganda and Sierra Leone are dependent on high-
income economies for more than 80 per cent of their exports, and are therefore as likely
to be influenced by conditions in the world economy as they are by neighbouring African
economies. In the South Asia and Latin American regions, regionally dominant
economies such as India and Brazil respectively play a key role alongside influences from
outside the immediate region.

While regional business cycles tend to be dominated by the largest and most globalised
economies, it is also important to recognise the complexity of conditions at the regional
level. In the early 2010s, economic conditions in European economies were weakened by
financial turmoil in the relatively small economy of Greece. A financial crisis in Argentina
and the severe impact of COVID-19 in Brazil weakened the Latin American region in
2020. The war in Ukraine in 2022 reduced growth, trade and economic policy across
Europe and Central Asia. In this way, smaller economies can affect the performance of
regional economies even if they are not dominant economies or strongly integrated.

Clearly, regional business cycles can be quite different from patterns in global economic
activity, with some regions performing more strongly than others and fluctuating
more independently from other regions. However, regional cycles are also part of the
phenomenon of globalisation because they result from increased cross-border integration.
These business cycles of different regions interact in complex ways to influence the level
of economic activity around the world.

reviewquestions

1 Define the terms international business cycle and regional business cycle.

2 Using the example of a specific economy, discuss the extent to which this
economy’s performance has reflected economic growth trends globally and
in its region.

3 Outline the factors that strengthen and weaken the relationship between the
economic cycles of individual economies.

Regional business
cycles are the fluctuations
in the level of economic

activity in a geographical
region of the global
economy over time.
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Globalisation refers to the integration between different countries and
economies, leading to the increased impact of international influences on all
aspects of life and economic activity.

The global economy is a way of describing the activities of all the economies
of the world as a whole, reflecting the fact that they are now increasingly linked
together into one larger economic system.

The gross world product is the sum of the total output of goods and services
produced by all economies in the world over a given period of time.

The growth of world trade is an important indicator of the extent of globalisation.
During the period of rapid globalisation in the decades to 2010, trade grew at a
much faster rate than world economic growth. In the 2010s, trade grew at close to
the same level as overall economic growth.

The pattern and direction of world trade has changed to reflect the increasing
importance of advanced technology and services and the growth of the Asia
Pacific region.

The process of globalisation has occurred most rapidly in global finance which
faces few barriers and is driven mostly by speculative activity (that is, investors
seeking to make short-term profits out of fluctuations in exchange rates, interest
rates and other financial indicators).

Foreign direct investment (FDI) is the injection of funds into an economy to
establish a new business or purchase an existing business. FDI flows are driven
by transnational corporations (TNCs) and often involve the transfer of
technological innovations between economies.

Technology, transport and communication have driven increased economic
integration by facilitating linkages between businesses individuals and nations in
the global economy.

Globalisation has also contributed to the international division of labour in
part because of the migration of workers to countries where jobs are plentiful
or better paid, and also because of the shift of business between economies

in search of the most efficient and cost-effective labour.

The concept of international and regional business cycles refers to

the extent to which economies tend to experience a similar pattern of boom,
downturn and recovery at similar times. Although the shape and the length of

the business cycle differs from one economy to the next, the level of economic
growth between different economies is closely related, and recessions and booms
tend to occur around similar times.
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Explain what is meant by globalisation, using recent trends to illustrate your answer.

“Just as the COVID-19 pandemic spread fast because of the contagious nature of
the coronavirus, the COVID-19 recession spread fast because of the connected
nature of the global economy.” Discuss what this statement is saying about the
global economy in the 2020s.

Describe the role of trade flows in globalisation.

Summarise recent changes in the direction and composition of international trade
in goods and services.

Explain how technology drives growth in the trade of goods and services.
Explain the difference between investment flows and financial flows.

Outline the role of foreign-exchange markets in international financial flows.
Discuss the role played by transnational corporations (TNCs) in globalisation.
Discuss the impact of globalisation on the international division of labour.

Explain how changes in the level of economic growth in one economy can impact
on economic growth in other economies.



Comparative advantage
is the economic principle
that nations should
specialise in the areas

of production in which
they have the lowest
opportunity cost, and
trade with other nations
so as to maximise both
nations’ standards

of living.

Opportunity cost
represents the alternative
use of resources. Often
referred to as the “real”
cost, it represents the cost
of satisfying one want
over an alternative want.
This is also known as
economic cost.

Trade in the
Global Economy

2.1 Advantages and disadvantages of free trade
2.2 Reasons for protection

2.3 Methods of protection

24 Trade agreements

2.5 International organisations

2.6 Government economic forums

Trade has played a critical role in the expansion of the global economy. The periods of
the fastest growth in the global economy have also been periods of rapid growth in trade.
In the 21st century the world’s fastest-growing economies are typically economies with
rising levels of trade. Trade has brought countries together, created wealth and re-shaped
the structure of many economies.

This chapter examines the economic theory behind trade relationships, government
policies that have restricted and facilitated trade, and the role played by international
institutions in trade flows, financial flows and foreign investment.

2.1 Advantages and disadvantages
of free trade

While economists differ on the detailed aspects of optimum trade policies, there is
widespread agreement among economists on the principle that economies will achieve
higher levels of growth in a free trade environment. Although barriers to trade remain
significant (even rising in recent years), the broader trend in recent decades has been
towards greater free trade in the global economy.

Free trade can be defined as a situation where governments impose no artificial barriers
to trade that restrict the free exchange of goods and services between countries with the
aim of shielding domestic producers from foreign competitors.

The argument for free trade is based on the economic concept of comparative advantage.
The principle of comparative advantage states that even if one country can produce all
goods more efficiently than another country, trade will still benefit both countries if each
specialises in the production of the good in which it is comparatively more efficient. This
comparative efficiency is measured by the opportunity cost of producing each good
within that country. Thus, if the opportunity cost of producing iron ore in Australia is
lower than in China (that is, in order to produce an extra tonne of iron ore, Australia gives
up producing a smaller quantity of smartphones than does China), then Australia is said to
have a comparative advantage in iron ore production. At the same time, if the opportunity
cost of producing smartphones in China is lower than in Australia, then China is said to
have a comparative advantage in smartphones.
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ADVANTAGES OF FREE TRADE

e Trade allows countries to obtain goods and services that they cannot produce
themselves or in sufficient quantities to satisfy domestic demand. This would generally for the purpose of
occur because of a lack of adequate resources. For example, a country may lack the shielding domestic
necessary technology to produce certain manufactured goods. producers from foreign

competitors.

Free trade is a situation
where there are no
artificial barriers to trade
imposed by governments

¢ Free trade allows countries to specialise in the production of the goods and services
in which they are most efficient. This leads to better resource allocation and increased
production within countries and throughout the world.

¢ Free trade encourages the efficient allocation of resources. Resources will be used
more efficiently because countries are producing the goods in which they have a
comparative advantage.

e A greater tendency for specialisation leads to economies of scale, which will lower
average costs of production while increasing efficiency and productivity.

¢ International competitiveness will improve as domestic businesses face greater
competitive pressures from foreign producers, and governments will encourage
domestic industrial efficiency.

¢ Free trade encourages innovation and the spread of new technology and production
processes throughout the world.

* Free trade leads to higher living standards as a result of lower prices, increased
production of goods and services and increased consumer choice, as countries have
access to goods that a lack of natural resources may otherwise prevent. The opening up
of global markets leads to higher rates of economic growth and increased real incomes.

DISADVANTAGES OF FREE TRADE

¢ Anincrease in unemployment may occur as some domestic businesses may find it hard
to compete with imports. The short-term rise in unemployment should correct itself in
the long term as the domestic economy redirects resources to areas of production in
which it has a comparative advantage. Nevertheless, some specific industries, workers
and regions may lose out in the longer term as a result of free trade.

¢ |t may be more difficult for less advanced economies to establish new industries if
they are not protected from larger foreign competitors.

e Production surpluses from some countries may be dumped (that is, sold at unrealistically
low prices) on the domestic market, which may hurt efficient domestic industries.

* Free trade may encourage environmentally irresponsible production methods
because producers in some nations may win markets by undercutting competitors’
prices — only because they also undercut environmental standards. For example, they
may reduce waste products or might not dispose of them safely.

e National security may be undermined if an economy is dependent on trade in a time
of emergency, such as war or pandemic. If supply chains are disrupted, it may not be

possible to source essential items such as defence equipment and vaccines. =
Appendix B:

For more information on
- . the economic theory of
comparative advantage
go to section B.1 in the
Advanced Economic

2 Describe how the idea of comparative advantage supports the arguments in Analysis appendix at the
favour of free trade. back of the textbook.

1 Explain the principle of comparative advantage.

3 Define free trade.

4 Examine the costs and benefits of free trade.
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Protection refers to
government policies that
give domestic producers

an artificial advantage
over foreign competitors,
such as tariffs on
imported goods.

Dumping is the practice
of exporting goods to a

country at a price lower
than their selling price in
their country of origin.

2.2 Reasons for protection

Protection can be defined as any type of government action that has the effect of
giving domestic producers an artificial advantage over foreign competitors. The main
protectionist measures include tariffs, import quotas and subsidies.

Despite the economic benefits of free trade and the costs associated with protecting
domestic industries, historically, most countries have tended to impose at least some forms
of protection to assist local producers in the face of foreign competition. A number of
arguments have been put forward to justify why countries impose protectionist barriers
to trade, including the need to assist infant industries, protecting industries from overseas
firms dumping goods, reducing unemployment and arguments for self-sufficiency in
certain items.

Infant industries

New industries generally face many difficulties and risks in their early years. They usually
start out on a small scale with costs that are relatively higher than those of established
competitors in other countries. These “infant industries” may need to be shielded from
competitors in the short run to enable them to build capacity, establish markets and
achieve economies of scale so that they can compete in the global economy. This approach
to the development of new industries has been used by many emerging economies in
recent decades.

The key test for economic credibility of the infant industry argument is whether industry
protection is removed over time. If protectionist policies are not removed, there will be no
real incentive for the industry to reach a level of efficiency that would enable it to compete
without protection. This means that governments should provide temporary assistance
only to industries that have a good chance of achieving some comparative advantage in
the long run so they can compete in the global economy.

Historically, many industries that have received assistance as infant industries have
continued to rely on this assistance for many years (for example, national airlines in the
global aviation industry). The infant industry argument has been used to support many
industries that would never have survived otherwise. For this reason, economists are
generally reluctant to accept businesses seeking protection based on the infant industry
argument. When governments provide help to new industries now, this tends to involve
direct assistance and lasts for a limited period of time.

Prevention of dumping

Dumping occurs when foreign firms attempt to sell their goods in another country’s
market at unrealistically low prices (that is, below the price charged in the home country’s
market). The practice of dumping may be used to dispose of large production surpluses
or to establish a market position in another country. These low prices are usually only of
a temporary nature but can harm domestic producers. Local firms that could normally
compete with such foreign producers may be forced out of business causing a loss in a
country’s productive capacity and higher unemployment.

The only gain from dumping is that it results in lower prices for consumers in the short
term, but this does not last as foreign producers will put up their prices once the local
competition is eliminated. Under such circumstances it is generally in the economy’s
best interest to impose restrictions on such imports. Using protectionist methods to
prevent dumping is the only reason for protection that is widely accepted by economists.
However, in recent years the World Trade Organization has questioned whether countries
might be unfairly accusing efficient low-cost foreign producers of dumping and abusing
“anti-dumping” processes in order to protect their domestic industries.
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More than 6400 anti-dumping complaints have been lodged by WTO members since the Top five economies
WTO was formed in 1995, with India and the United States responsible for the highest initiating anti-dumping
number. By 2022, there were around 4200 anti-dumping measures (such as duties) legally MEASHIES

in force. The sectors where anti-dumping measures are most common are base metals, el e
chemicals, plastics, resin and rubber. Australia has lodged a relatively high number of United States 828

complaints — sixth in the world (with over 375 complaints initiated). Figure 2.1 identifies .

. o . . . European Union 538
the countries that have initiated the largest number of anti-dumping actions and the
countries which have had the most dumping claims made against them. Brazil 434

Argentina 400

Protection of domestic employment Top five exporting
economies affected

One of the most popular arguments in favour of protection is that it saves local jobs. If local

" . .o China 1507
producers are protected from competition with cheaper foreign imports, the demand for
local goods will be greater and this will create more domestic employment. This argument South Korea 480
tends to gain strongest public support during times of recession when unemployment is Taiwan 331
rising, even though technology and automation often play a more significant role in job United States 316
losses than trade.
India 259

However, there is little support among economists for this argument. Protection will
tend to distort the allocation of resources in an economy away from areas of more efficient
production towards areas of less efficient production. In the long run this is likely to

Source: WTO, www.wto.org,
Dec 2021

Figure 2.1 - Anti-dumping
. . L. . . . i actions in force under WTO
phasing out protection it is hoped that better and more lasting jobs will be created in  system

lead to higher levels of unemployment and lower growth rates. On the other hand, by

other sectors within the economy that are internationally competitive. Furthermore, if a
country protects its industries it is possible that other countries will retaliate and adopt
similar protectionist policies. The net result could be that the economy might have higher
employment in less efficient protected industries but lower employment in more efficient
export industries.

Defence and national security

Countries sometimes have non-economic reasons for wanting to retain certain industries.
For example, major powers generally want to retain their own defence industries so
that they can be confident that in a time of conflict they would still be able to produce
the equipment needed for their national security. For this reason, a country such as the
United States would not buy crucial defence equipment from overseas countries even if
they could produce it cheaper because this could make it reliant on other countries for
its national security.

In recent years, concerns about threats to national security from China have prompted
Australia and other countries to restrict Chinese telecommunications giant Huawei’s
involvement in building 5G mobile telecommunications networks. This is despite
Huawei’s technology being regarded as cheaper and more advanced than that of its
competitors.

The argument for self-sufficiency of medical supplies as well as energy, food and essential
manufactured goods has become much stronger in recent years in the wake of recent global
crises such as Russia’s invasion of Ukraine and the COVID-19 pandemic. In 2022, concerns
about the potential for global food shortages following Russia’s invasion of Ukraine
prompted more than 30 countries to restrict their agricultural exports.

In the wake of the COVID-19 pandemic, governments changed policies to build greater
domestic capacity to produce vaccines and supply essential medical needs (including
Australia, which announced plans to establish a local mRNA vaccine production facility).
Vaccine shortages during 2021 underscored wider concerns that globalisation has made
many economies too reliant on fragile global supply chains (notwithstanding the fact that

‘-

trade played a central role in making vaccines available globally). The disruptions to “just
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The trend towards more open trade,
investment and economic integration from
the 1980s onwards took place against the
backdrop of peaceful relationships between
the world’s major powers. This changed with
Russia’s invasion of Ukraine in 2022, with
the potential that we may enter a period of
“deglobalisation”, in which countries focus on
security interests over comparative advantage.
This would include bringing more production
on-shore, strengthening economic ties with
military allies, and making supply chains more
resilient to global disruptions.

Following the outbreak of war, extensive
economic sanctions against Russia were
introduced by the US, EU and other economies
including Australia. These measures included
restrictions on most trade with Russia,
and banned several Russian banks from
the international financial system. European
economies also scrambled to end their
reliance on Russian gas pipelines and shift to
other energy sources, including renewables,
nuclear energy, coal and LNG.

Even before the war, the COVID-19 pandemic
had caused major supply disruptions
and soaring transport costs. As a result,
economies were looking to become more
resilient to disruptions in global supply
chains by increasing inventories, expanding
local production capacity and “on-shoring”
production. If this trend becomes entrenched,
the 2020s could become the era when
globalisation came to a halt — or even went
into reverse.

in time” global supply chains caused by the pandemic have led to a
re-think of how both governments and suppliers need to make “just
in case” preparations for future disruptions. This is challenging for
the Australian economy because of its integration with global supply
chains, reliance on imports and limited domestic manufacturing
capacity. For example, at one point in 2020, disruptions to the supply
of plastic biscuit trays from China threatened the supply of Tim Tams
to supermarkets in Australia, even though the biscuits themselves are
manufactured locally by Arnotts.

Other arguments in favour of protection

Several other arguments are also used in favour of protecting local
industries. For example:

* Because of the differentials in wage levels between higher and
lower income economies, some economists argue that producers
should be protected from competition with countries that
produce goods with low-cost labour. They argue that labour
costs are artificially low in many developing economies because
of weak labour standards (such as restrictions on the rights of
workers to form unions and low safety standards).

e A growing awareness of the existence of modern slavery in
global supply chains in recent years has led governments to
prohibit the trade of goods produced using forced labour such as
prison workers and child labour. These restrictions are generally
accepted as a legitimate regulation on trade that can prevent
human rights abuses, even though it can have protectionist
consequences. For example, in 2021 Australia restricted certain
imports from China because of concerns about the use of forced
labour in Xinjiang.

e Countries sometimes block trade in goods because of
environmental factors, such as the environmental harm
involved in the production of certain goods. Overseas producers
may be able to produce some items cheaply because the
producers are environmentally irresponsible and do not have to
comply with the tougher environmental standards that apply
in advanced economies.

reviewquestions

1 Outline the major reasons why nations may argue in favour of introducing
protectionist policies.

2 |dentify which argument in favour of protection is most accepted by
economists and explain why.
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2.3 Methods of protection

Most countries use at least some measures to shield their domestic producers from foreign
competition with protectionist policies, although the use of protectionist barriers has
declined in recent years. There has also been a shift from traditional protectionist measures,

such

as tariffs and subsidies, towards less visible measures, such as administrative barriers

and industry assistance plans.

Tariffs

A tariff is a government-imposed tax on
imports. It has the effect of raising the price Price
of the imported goods, making the domestic
producer more competitive. The effects of a
tariff are shown in figure 2.2.

Figure 2.2 reveals the following:

ECONOMIC EFFECTS OF A TARIFF

P1

The curves SS and DD represent
domestic supply and demand.

OP is the price of imported goods if 0 Q@ @ Qs Q1 guantity

there was no tariff applied (that is,
in a situation of free trade). At this

Imports after tariff

Imports before tariff

price consumers demand 0Q,, domestic Figure 2.2 - The effect of a tariff
producers supply 0Q and the quantity
imported would be QQ.

If a tariff of PP, is imposed, all of which is passed on to the consumer, demand will
contract to 0Q;, domestic supply will expand to 0Q, and imports will fall to Q,Q:;.

Following the imposition of the tariff the government will raise revenue of ABCD.

Domestic producers supply a greater quantity of the good. Therefore, the tariff
stimulates domestic production and employment.

More domestic resources are attracted to the protected industry. This leads to a
reallocation of resources towards less efficient producers (that is, those who are
unable to compete on an equal footing with foreign producers), causing world GDP to
decline. A 2019 IMF study estimated that if tariff rates of 15 per cent were imposed on
$300 billion of Chinese goods and China imposed similar measures on imports, it would
cause world GDP to decrease 0.8 per cent, equivalent to $700 billion.

Consumers pay a higher price and receive fewer goods. This redistributes income
away from consumers to domestic producers.

The tariff raises revenue for the government but that is not the primary objective. In
fact, the more successful the tariff as a protectionist policy (that is, the more imports it
restricts), the less revenue it will raise. In 2022-23, the Australian Government expected
to collect $1.8 billion in tariff revenue, which is roughly 0.3 per cent of its total revenue.

A tariff can provoke a retaliation effect, where a trading partner imposes some
kind of trade barrier against a country imposing a tariff on its exports. For example,
after Australia imposed a 144 per cent tariff on Chinese steel imports in 2014 (as an
anti-dumping measure), China imposed tariffs on several Australian exports, including
barley in 2018 (at a rate of 74 per cent) and wine in 2020 (at a rate of 200 per cent).

Tariffs are taxes on
imported goods imposed
for the purpose of
protecting Australian

industries.
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Quotas

An import quota controls the volume of a good that is allowed to be imported over a
given period of time, normally for the purpose of protecting domestic production. It may
also be used to reduce the quantity of undesired goods entering a country. For example,
Australia recently implemented a quota system for the importation of hydrofluorocarbons

Quotas refer to
restrictions on the

amounts or values of
various kinds of goods
that may be imported.

(HFCs), commonly used in refrigeration, in response to environmental concerns. The quota
guarantees domestic producers a share of the market. The effects of a quota are shown in
figure 2.3.

Figure 2.3 reveals the following:

e The curves SS and DD represent

domestic supply and demand. Price

e OP is the price at which the imported
goods would sell if there was no quota
imposed. At this price, consumers P1
demand 0Q,, domestic producers

supply 0Q and the quantity imported P
would be QQ1 S | D
i 0 Q Q@ @& Q i
e If the government imposed a quota 2 E ' Quantity

restricting imports to Q,Q);, this would
have the effect of raising the price of

Imports after quota

Imports before quota

imported goods to OP,. This price
would allow domestic supply to expand

to OQ2

Countries sometimes use a system of tariff quotas. Under this protectionist method, goods
imported up to the quota pay the standard tariff rate, whereas goods imported above the

Figure 2.3 - The effect of an import quota

quota pay a higher rate. In the past many of Australia’s most highly protected industries
(for example, textiles, clothing, footwear and motor vehicles) were shielded from foreign
competition in this way.

ECONOMIC EFFECTS OF A QUOTA

e Domestic producers supply a greater quantity of the good. Therefore, the quota
stimulates domestic production and employment in the protected industry.

* More resources in that economy are attracted to the protected industry, leading to
reallocation of resources from other sectors of the economy (where production and
employment will fall). For example, the European Union (EU) imposes an import quota
allowing no more than 7000 tonnes of high-quality beef imports. This provides certainty
for producers in European countries because they can supply any demand in excess
of the 7000 tonnes of imports, even if their costs are higher than those of overseas
producers.

e Consumers pay a higher price and receive fewer goods. This redistributes income
away from consumers to domestic producers in the protected industry and results in
lower overall levels of economic growth.

¢ Unlike tariffs, quotas do not directly generate revenue for the government. However,
governments can sometimes raise a small amount of revenue from quotas by
administering the quota through selling import licences allowing firms to import a limited
number of goods.

e As with tariffs, the imposition of a quota on imports can invite retaliation from the
country whose exports may be reduced because of the quota. This can result in lower
exports for the country that initiated the import quota.
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Subsidies
Sub51d}es involve fme%naal assistance to orice Subsidies are cash
domestic producers, which enables them to D S payments from the

reduce their selling price and compete more

government to businesses
to encourage production
of a good or service and
influence the allocation of

easily with overseas producers. In figure
2.4 this is shown by a rightward shift of P
the domestic industry’s supply curve from

|
SS to S1S1, which results in a lower market PilF==—7= J} 4 rsejg;i:;:: :r:r;f?ec:nomy.
price. Businesses will be able to sell a higher : } granted to businesses
quantity of their product on both domestic [ 5 to help them compete
and global markets. The quantity produced S with goods and services
Q Quantity produced overseas.

increases from Q to Q. The size of the subsidy
in per unit terms is the vertical distance
between S and Si.

ECONOMIC EFFECTS OF A SUBSIDY

e Domestic producers supply a greater quantity of the good. Therefore, the subsidy
stimulates domestic production and employment in the protected industry.

Figure 2.4 - The effect of a subsidy

e More resources in that economy are attracted to the protected industry, leading to
reallocation of resources from other sectors of the economy (where production and
employment will fall).

e Consumers pay a lower price and receive more goods because the subsidy shifts
the supply curve for the sector to the right. However, consumers still pay indirectly for
subsidies through higher taxes.

e Subsidies impose direct costs on government budgets because they involve
payments from the government to the producers of goods and services. This means
that governments have fewer resources to allocate to other priorities such as education
and health care.

¢ While economists are opposed to protectionist policies, they often prefer a subsidy to
a tariff because subsidies tend to be abolished more quickly — since they impose costs
on the budget rather than generating revenue.

Local content rules

Local content rules specify that goods must contain a minimum percentage of locally made
parts. In return for guaranteeing that a certain percentage of a good will be locally made,
the imported components may not attract a tariff. Australia has a longstanding requirement
that a majority of free-to-air television content broadcast from 6:00 am to midnight is
locally produced (a minimum of 55 per cent of content under current rules). Local content
rules have more recently been proposed to be extended to streaming services such as Netflix,
with a proposed minimum spend of 5 per cent of their revenue on local content.

Export incentives

Export incentive programs give domestic producers assistance such as grants, loans or
technical advice (such as marketing or legal information) and encourage businesses to
penetrate global markets or expand their market share. The popularity of such programs
has grown considerably in recent years as nations have moved to a greater focus on
capturing foreign markets rather than protecting import-competing businesses as a
strategy to achieve higher rates of economic growth and employment. For instance,
Australia has a program known as the Export Market Development Grant (EMDG) that
provides grants to businesses for up to 50 per cent of their export promotion costs, and
provides general assistance to local manufacturers looking to break into international
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markets. Its budget was $150 million in 2022-23. Technically, export incentives do
not protect businesses from foreign competition in the domestic market, but they are
nevertheless regarded as a barrier to free trade. The World Trade Organization (WTO)
agreement limits the scope of export incentives, but in general terms countries can still

give exporting assistance to local producers.

In addition to the effects that protectionist policies have on
domestic economies outlined above, they can also have
overall impacts on the global economy.

Global protectionist policies have the overall effect of
reducing trade between nations. For an individual
economy, protectionism means that exports and imports
will be a smaller share of the national economy. A Boston
Consulting Group report for the B20 group of business
leaders, which provides input to the G20, estimated
that if major economies take a protectionist path during
the economic recovery from COVID-19, by 2025 global
economic output would be as much as $10 trillion lower
than if economies pursued open trade.

Overall, protectionist policies reduce living standards
and reduce global economic growth by shielding
inefficient producers. A major study released in 2019 by
the International Monetary Fund, The Macroeconomic
Consequences of Tariffs, concluded that over the medium
term, countries that raise tariffs experience lower output,
weaker productivity, increased unemployment and
increased inequality. The study examined the tariff policies
of 151 countries over 50 years and noted that tariff
increases tend to lead to an exchange rate appreciation,
which can worsen the balance of trade. It also concluded

that an average tariff increase (of 3.6 per cent) contributed
to an average 0.4 per cent reduction in GDP over five
years, with a larger fall of 1 per cent in GDP in advanced
economies.

Protectionist policies make it more difficult for individual
economies to specialise in production in which they are most
efficient. Businesses are less able to achieve economies of
scale and therefore have lower profits and lower dividends.
With less competitive pressures, prices for goods and
services in individual economies are higher. This leads to
slower economic growth in individual countries. Research
commissioned by the Australian Bureau of Agriculture and
Resource Economics and Sciences (ABARES) estimated in
2021 that even after Australian barley and wine producers
find alternative markets, the impact of Chinese tariffs on
those industries by 2025 will be a loss of export value of
$250 million and $480 million respectively.

The negative economic impact of the protectionist policies
of trading blocs tends to be larger (relative to the size of
those economies) for developing economies that are
often excluded from access to the markets of advanced
economies. It is estimated that two-thirds of the benefit
of global trade liberalisation would flow to developing
countries.

reviewquestions

1 Describe how quotas affect the price and quantity of goods sold in a market.

2 Discuss the impact of tariffs, quotas and subsidies on firms, individuals and
the government in the domestic economy.

2.4 Trade agreements

As trade has grown and economies have become more integrated, countries have in recent
years moved to form agreements and trading alliances to ensure that they are in the best
position to gain from growing trade opportunities and also to avoid being excluded from
emerging trading blocs.

Free trade agreements (or trade agreements) are formal agreements between countries
designed to break down barriers to trade between those nations. When the agreement
is between two countries it is said to be bilateral, and when the agreement is between
three or more economies, it is said to be multilateral or regional. While these agreements
are generally described as “free” trade agreements, it is often more accurate to call them
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preferential trade agreements because, in effect, they give more favourable access to goods
and services from one nation or a group of nations compared to another. Sometimes they
can even make it harder for nations outside the preferential trade agreement, especially
developing economies, to trade. In this respect they may not create better conditions
for free trade at all, particularly for developing economies that struggle to access global
markets. In contrast, global free trade agreements conducted through the World Trade
Organization (WTO) are designed to remove barriers to trade uniformly across all
economies.

A trading bloc occurs when a number of countries join together in a formal preferential
trading arrangement, to the exclusion of other countries, such as the European Union (EU)
and the United States-Mexico-Canada Agreement (USMCA) or NAFTA.

Global
agreement

Multilateral or regional

agreements CERTA (New Zealand-Australia)

SAFTA (Singapore-Australia)
TAFTA (Thailand-Australia)
AUSFTA (Australia-United States)
ACI-FTA (Australia—Chile)

MAFTA (Malaysia-Australia)

World Trade Organization EU
USMCA (previously NAFTA)

APEC forum
ASEAN

AANZFTA (ASEAN-Australia-
New Zealand)

CPTPP
IPEF
PACER Plus
RCEP

Figure 2.5 - Types of trade agreements

Regional trade agreements have multiplied in recent decades, with the number of
agreements registered with the WTO jumping from 27 in 1990 to 577 in 2022. More than
half of international trade is now covered by regional trade agreements. The proliferation of
these agreements has led to some economists arguing that regionalisation is as important
as globalisation in understanding current developments in global trade relations. While
trade usually increases faster between countries that have trade agreements, there are
concerns that this can result in trade diversion, where a country’s imports of a good or
service switch from the most efficient producer to a less efficient producer with whom a
regional trade agreement exists.

The extent to which countries trade with other economies within their regional trade blocs
varies between regions. Around two-thirds of the exports of European Union economies
go to other members of the EU. On the other hand, for ASEAN economies around
three-quarters of trade occurs with countries outside their region, reflecting that they
are smaller emerging economies and their economic growth strategies have focused on
exports to industrialised economies. The economies of the United States-Mexico-Canada
Agreement and ASEAN Free Trade Area in recent years have substantially increased the
level of trade among themselves compared to trade with countries outside their trade area
(although both continued to grow). While there are economic efficiencies in trading with
neighbouring countries (due to lower transport costs), there are also risks that regional
trade blocs could result in global trade fragmenting into self-contained regions, hindering
the spread of global free trade.

Trade bloc occurs
when a number of
countries join together

in a formal preferential
trading agreement, to
the exclusion of other
countries.

Australia’s bilateral agreements

KAFTA (Korea-Australia)

JAEPA (Japan-Australia)
ChAFTA (China-Australia)
A-HKFTA (Australia-Hong Kong)
PAFTA (Peru-Australia)

IACEPA (Indonesia-Australia)

Trade diversion is where
a country’s imports of a
good or service switch
from coming from the
most efficient producer to

another country because
of the impacts of a trade
agreement’s provisions,
such as tariff levels, import
quotas or other rules.
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STRAINS IN THE CHINA-US RELATIONSHIP

“The Biden Administration is realigning our trade policies towards China to defend the
interests of America’s workers and businesses to strengthen our middle-class, create
shared sustainable growth, and spur resilient climate action. We are working to counter
China’s unfair economic practices, including by raising our concerns directly with China
and working with our partners and allies to address shared challenges.”

— United States 2022 Trade Policy Agenda, March 2022

The world’s most important trading relationship is between the two largest economies,
the United States and China. As China’s economic power has grown in recent decades, it
has come into increasing conflict with the US, which argues that China engages in unfair
and illegal trading practices.

Under President Trump, the US and China imposed hefty sanctions on each other’s trade,
at one stage threatening an all-out trade war. By the time the Trump Administration left
office at the end of 2020, America’s average tariffs on Chinese products had risen from
around 3 per cent to 20 per cent, according to calculations by the Peterson Institute of
International Economics. China has meanwhile imposed tariffs on more than half of imports
from the US.

While the US has adopted a more open approach to trade under President Biden, special
tariffs on Chinese imports have been retained. The Administration is expected to focus
tariffs more strategically on specific industries, while seeking to reduce its reliance on
Chinese imports in key areas of technology and manufacturing.
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Figure 2.6 - The growth of bilateral and multilateral trade agreements

Asia-Pacific Economic Cooperation (APEC) forum

In the early 1990s countries in Australia’s region established the Asia-Pacific Economic
Cooperation (APEC) forum in response to the formation of trading blocs in other areas
of the world such as the EU and NAFTA. The 21 member economies of the forum are:
Australia, Brunei, Canada, Chile, China, Hong Kong, Indonesia, Japan, Malaysia, Mexico,
New Zealand, Papua New Guinea, Peru, the Philippines, Russia, Singapore, South Korea,
Taiwan, Thailand, the United States and Vietnam. Although the APEC forum has only
21 member economies, in 2020 it accounted for 38 per cent of the world’s population (2.9
billion people), 62 per cent of world GDP and 48 per cent of world trade.



Economists disagree on the extent to which regional and
bilateral trade agreements assist or obstruct progress
towards global free trade. Some say that regional and
bilateral trade agreements slice the world into separate
trading areas, hindering progress towards global free trade.
Others argue that the regional trade agreements act as
a stepping stone towards free trade, initially convincing
economies to reduce their protection barriers against a
small group of economies but eventually encouraging them
to remove those barriers for the whole world.

A way of creating more trade

“... [T]he first criterion for making a judgment of whether
an RTA is good for world commerce would be whether it
creates more trade than it diverts ...

The clearest case of an RTA being potentially clearly
positive is a regional agreement — in Africa, North America,
Europe, or Asia — integrating contiguous countries. Long
distance bilateral RTAs, which like all these agreements by
definition provide discriminatory preferential access, are
each worth examining on their individual merits.

There is another metric for judging the value of a regional
trade agreement. An RTA can contain substantive provisions
that go beyond the present WTO and may create a template
for future multilateral negotiations. RTAs can ... serve as
experimental platforms to carry the WTO into new fields ...

One reason that sub-multilateral agreements have become
so common is not perhaps that they are necessarily
superior to broader agreements, but that they are in many
cases easier to conclude. Getting agreement among
164 countries, each part of a consensus process, is very
challenging, and that is an understatement.”

— Alan Wolff, Deputy Director General
World Trade Organization

“The future belongs to trade agreements
of varying geometries”, 11 August 2020
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Complex, costly and time consuming?

“Internationally, the shift towards FTAs by many countries
has seen more recent trade agreements achieve greater
tariff cuts than those negotiated in the past ... This has likely
been driven by new FTA partners seeking equivalent or better
terms on agreements than those that were achieved in past
agreements ...

The proliferation of preferential agreements globally, and
their varying complexity, can sometimes result in the most
efficient producing countries not benefitting as much as
others because they were unable to negotiate as favourable a
deal. For this reason, engagement at the multilateral level will
continue to be a superior pathway for more equitable trade
policy outcomes ... The downside to this approach is the
length of time it takes to reach an agreement, and hence the
long-term commitment required by countries to this process.”

— Andrew Duver and Shujia Qin, ABARES, “Free
trade, competitiveness and a global world: How trade
agreements are shaping agriculture”, September 2020

Or a stepping stone towards freer trade?

“RCEP’s meaningful tariff liberalisation is one reason that
makes it a step forward for APEC to realise the much
larger Free Trade Area of the Asia Pacific (FTAAP). Both
the Comprehensive and Progressive Agreement for the
Trans-Pacific Partnership (CPTPP) and RCEP are important
pathways for this goal because they strengthen economic
links among their members (e.g., increased market access
and greater economic integration across the region) and
represent important instruments to build up trust among
economies ...

RCEP is expected to create enormous potential for trade
as it includes important trade flows that had not benefitted
from preferential trade liberalisation via previous RTAs/
FTAs. The FTAAP envisions to integrate trade among the
21 member economies of APEC and, thus far, RCEP has
already increased the link among 12 member economies,
whereas the CPTPP has linked 11 member economies.”

— APEC Secretariat, “Study on Tariffs: Analysis of the RCEP
Tariff Liberalisation Schedules”, May 2022

The APEC forum’s original vision of establishing free trade among member countries
by 2020 was not achieved. Its relatively minor role in advancing free trade during the

past three decades is exemplified by a 2019 report by PricewaterhouseCoopers that noted

almost $800 billion of non-tariff trade barriers remain in place across APEC nations.
Nevertheless, APEC has contributed to progress on trade liberalisation. UNCTAD (the
United Nations Conference on Trade and Development) has estimated that average tariff
rates of APEC member states had been reduced from 10.2 per cent in 1999 to 5.2 per
cent in 2020. Total merchandise trade for APEC nations increased sevenfold during
this period, with two-thirds taking place between member countries. Although APEC

meetings have never resulted in a regional trade agreement, they have created a forum for
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annual meetings of the leaders of member countries to discuss the geopolitical priorities
of the day, and have helped develop other trade agreements such as the CP-TPP. During
the COVID-19 pandemic, APEC focused on improving the distribution of vaccines and
essential medicines. The APEC forum has operated differently to other trade groupings
in adopting the principle of non-discriminatory arrangements, which means that nations
will trade with countries outside of the grouping on the same basis as members of the
forum if they are prepared to give equal access to their markets. This contrasts with trade
blocs such as the EU, which increase trade barriers for external countries.

Trans-Pacific Partnership (CP-TPP or TPP-11)

The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (commonly
known as both the CP-TPP and the TPP-11) is a multilateral trade agreement among
11 Pacific Rim countries that was formally signed and ratified in March 2018. Its 11
members (Australia, Brunei, Chile, Canada, Japan, Malaysia, Mexico, New Zealand, Peru,
Singapore and Vietnam) represent 12 per cent of global economic output and around 15
per cent of global trade, with a market of over 500 million people. Even though the 11
TPP-11 economies only make up 6.6 per cent of the global population, their contribution
to global trade is significant, especially for Australia’s economy, representing 22 per cent
of all Australian trade.

Although the United States’ withdrawal from the TPP-11 in 2017 under President Donald
Trump dealt a major blow to the agreement, the remaining 11 signatories ratified the
TPP-11 in 2018. Commitments to lower 18,000 tariffs (representing over 98 per cent
of all tariffs in the free trade area) reflected the sweeping ambition of the agreement.
However, the TPP-11 lacks a clear implementation timeline and some members have
up to 10 years to implement their commitments. The TPP-11 agreement also includes
controversial provisions that give corporations the right to sue governments for policy
decisions that might harm their investments.

To add to the complex web of regional agreements, in 2022 President Biden announced
the formation of a new economic pact, the Indo-Pacific Economic Framework (IPEF),
comprising mostly the same members as the TPP. The IPEF is intended to focus less on
tariffs and market access (which would require approval from Congress), and more on
strengthening supply chains, promoting infrastructure investment and cooperating on
tax rules and fighting corruption.

Regional Comprehensive Economic Partnership

The Regional Comprehensive Economic Partnership is the world’s largest multilateral
trade agreement, with its economies representing a larger share of the global economy
than the TPP-11, the EU or USMCA. The RCEP came into effect in 2021 after almost a
decade of negotiations. Estimates by the World Economic Forum suggest that the RCEP
will remove 91 per cent of tariffs on goods traded in the region, while UNCTAD has
estimated that it will boost intra-regional trade by 2 per cent as a result of both creating
new trade worth US$17 billion, and diverting existing trade worth US$25 billion.

The membership of the RCEP comprises 15 economies, including China (which led its
formation), all ASEAN nations, Japan, South Korea, Australia and New Zealand. India
was also engaged in many of the negotiations but withdrew in 2019. RCEP economies
account for one-quarter of global trade and 30 per cent of both the world’s population and
GWP. Ten out of Australia’s top 15 trading partners are members of the trade agreement,
and together with the other 6 participating countries, they account for 59 per cent of
Australia’s two-way trade, 17 per cent of two-way investment and 73 per cent of Australia’s
goods and services exports. The RCEP agreement is expected to change competitive
dynamics between different economies in the regions, with positive impacts for Japan but
negative impacts for Cambodia, Indonesia, the Philippines and Vietnam.
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Association of South-East Asian Nations (ASEAN)

Established in 1967, the ASEAN group covers emerging and developing economies in
South-East Asia. ASEAN has acted as a counterweight to the APEC forum, which tends
to be dominated by the large economies such as the United States, China, Japan and
South Korea. ASEAN has become the most effective force for trade negotiations within
the Asia Pacific region.

The ASEAN Free Trade Area (AFTA) comprises Indonesia, Thailand, Malaysia, Singapore,
Philippines, Vietnam, Brunei, Burma, Cambodia and Laos. The ASEAN-Australia-New
Zealand Free Trade Area (AANZFTA) agreement came into effect in 2010 with ASEAN
nations committing to lowering and eliminating tariffs on 96 per cent of Australian
exports to the region (compared to 67 per cent prior to the agreement). Until the signing
of the RCEP in 2020, this group of nations was collectively Australia’s second-largest
trading partner. Collectively the ASEAN region has a population of 666 million across
12 countries and a combined GDP of $3.4 trillion, equivalent to almost 4 per cent of the
global economy. In 2021, ASEAN nations represented 11 per cent of Australia’s two-way
trade volumes.

Pacific Agreement on Closer Economic Relations Plus
(PACER Plus)

The Pacific Agreement on Closer Economic Relations Plus is a multilateral trade
agreement comprised of 11 Pacific Island Forum members: Australia, Cook Islands,
Kiribati, New Zealand, Niue, Samoa, Solomon Islands, Tonga, Nauru, Tuvalu and
Vanuatu. Unlike most other trade agreements, PACER Plus places a specific emphasis
on economic development, integrating foreign aid programs from Australia and New
Zealand to assist with agricultural development, financial stability, trade infrastructure and
implementation of the agreement itself. Although the member economies only account
for 32 million people, at the time of ratification it represented $2.1 trillion in GDP and
$30 billion of Australia’s two-way trade.

The European Union

The European Union (EU) is the most important trade bloc in the world economy. Its 27
member countries span across the European continent, with a population of 447 million
that account for around 15 per cent of world trade in goods, a market similar in size to
the United States. At present there are five additional candidate countries that have begun
negotiating potential membership of the EU: Albania, Montenegro, North Macedonia,
Serbia and Turkey. Although the EU represents 17 per cent of global GDP, in recent years
it has been weakened by the departure of one of its largest members, the United Kingdom.

The formation of the EU (formerly the European Economic Community (EEC)) in the late
1950s helped to dismantle trade barriers within Europe. A single market for European
goods and services was established in 1992, and this has helped drive strong trade growth
within the EU. However, the EU has frequently used tariff barriers against non-member
countries, resulting in accusations that the EU is a closed trading bloc. In particular, the
EU has applied high rates of protection to agricultural products, with direct subsidies and
rural support under the EU’s Common Agricultural Policy absorbing around one-third
of the EU’s total budget at a total cost of US$436 billion between 2021 and 2027. The
United States has justified its continuation of farm subsidies on the EU’s Common
Agricultural Policy, which has for decades been criticised by smaller agricultural trading
countries around the world, including Australia.

Within the EU, 19 member countries also participate in a voluntary monetary union
that is commonly known as the eurozone. The monetary union involves the adoption of
a common currency (the euro) and common interest rates, and it has played a major role
in economic integration among the eurozone economies. While successful in promoting
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trade and economic integration among member countries, slower growth rates in EU
economies (averaging just 0.6 per cent per year in the decade to 2021) have meant that
its share of world output, while large, has almost halved since 1980.
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Figure 2.7 - European Union member states 2022

Other regional agreements

In addition to the EU, two other regional agreements play key roles on other continents:

e The US-Mexico-Canada Agreement (USMCA) is a three-country trade deal
previously known as the North American Free Trade Agreement or NAFTA.
NAFTA contributed to the value of trade more than tripling between the three
economies in the 25 years after its introduction. The NAFTA agreement was
renegotiated and re-branded as the USMCA during the Trump Administration at
the request of the US, with some small changes to address concerns that American
manufacturing jobs had shifted to Mexico to take advantage of lower wages.

e The African Continental Free-Trade Area (AfCFTA) has the largest number of
member economies of any regional trading agreement, bringing together 55
countries and 1.3 billion people with a combined GDP of US$3.4 trillion. AfCFTA
came into force in 2021, with the goal of eliminating 90 per cent of tariffs between
member economies. The World Bank estimates that the agreement will boost the
regional economy by 7 per cent by 2035, lifting GDP by $450 billion and bringing
30 million people out of extreme poverty. However its impact depends on successful
implementation in each country.

Bilateral trade agreements

In addition to global and regional agreements, economies also enter into bilateral
agreements. A good example of such a bilateral agreement is the Closer Economic
Relations Trade Agreement (CERTA) between Australia and New Zealand, which
began in 1983 and is one of the most comprehensive free trade agreements in the world.
CERTA prohibits all tariffs and export restrictions, and has gradually been extended in
recent years to include the harmonisation of business regulations and tax laws between
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New Zealand and Australia. Since 1983 it has contributed to an average annual increase
in trade between Australia and New Zealand of around 7 per cent and is widely regarded
as being successful in both countries.

Bilateral trade agreements have experienced a resurgence in recent years. This reflects
a number of factors, including the slower progress of the World Trade Organization’s
negotiations and the United States’ increased use of its economic power to negotiate
more favourable trade relationships on a country-by-country basis. These agreements are
often as much concerned with shoring up open trading arrangements against a backdrop
of rising protectionism as they are a means of unlocking new trading opportunities. In
the past decade, Australia has concluded eight new bilateral agreements with Malaysia
(2013), South Korea (2014), Japan and China (2015), and Peru, Hong Kong, Indonesia
(2020) and the United Kingdom (2021).

Like regional trade agreements, economists are divided over the extent to which bilateral
trade agreements assist or obstruct progress towards global free trade. A Productivity
Commission study in 2017, Rising protectionism: challenges, threats and opportunities for
Australia, noted that although governments often claim that bilateral trade agreements
will deliver large increases in trade, in fact their impact is often much smaller because
benefits are often exaggerated and the costs of establishing and implementing the
agreements are underestimated. The report also noted that bilateral agreements can
contribute to greater “trade diversion” — not adding to overall world trade, but simply
diverting it to nations that are party to an agreement.

Nevertheless, pursuing further bilateral trade agreements remains a key component of
Australia’s trade policy. Against the backdrop of a weakened WTO in recent years,
Australia has given priority to negotiations on bilateral agreements, most recently with
the Australia-UK Free Trade Agreement coming into effect in 2022, with 99 per cent of
tariffs on Australian exports to the UK eliminated. The economic impact of the UK
agreement is likely to be relatively small, with the UK estimating it would add just 0.025
per cent to GDP over 15 years. One of the advantages of negotiating bilateral agreements
is that they are generally much faster to conclude than multilateral agreements (although
the 10 years of negotiations preceding the China-Australia FTA shows this is not always
the case). Australia’s experience with China has also highlighted that bilateral agreements
do not guarantee a harmonious relationship. Nothing in its bilateral agreement was able
to prevent a series of punitive tariffs and trade barriers imposed by China on Australian
exports — such as barley, wine, coal, timber and lobster in recent years.

reviewquestions

1 Assess the impact of regional and bilateral trade agreements on the global
economy.

2 Account for the growth of bilateral trade agreements in recent years.
3 Describe the recent developments in free trade negotiations in Australia’s region.

2.5 International organisations

The major institutions of the global economy are the World Trade Organization, the
International Monetary Fund and the World Bank. Both the IMF and the World
Bank were established at the Bretton Woods conference in 1944, which designed the
post-war global economic system. However, the enormous changes in the global economy
since World War IT have forced these institutions to adapt to new circumstances without
necessarily being equipped to deal with the more complex flow of capital and goods across
borders that has characterised the globalisation era.
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For further information on
international organisations
visit:

www.wto.org
www.worldbank.org
www.imf.org
www.un.org
www.oecd.org
www.globalgoals.org

In addition, there are several other organisations with substantial influence in the global
economy, such as the Organisation for Economic Cooperation and Development, and the
United Nations.

World Trade Organization

The role of the WTO is to implement and advance global trade agreements and to
resolve trade disputes between economies. The WTO was formed in 1995 and is the first
international organisation with powers to enforce trade agreements across the world.

Prior to the formation of the World Trade Organization, the responsibility for developing
trade agreements was borne by the General Agreement on Tariffs and Trade (GATT)
process that began in 1947. Under the GATT process, regular rounds of trade negotiations
were conducted; once agreements were reached, it was up to the individual member
countries to put those agreements in place. The weakness of the GATT process was that
there was no effective mechanism to enforce the trade agreements and, as a result, many
countries only implemented parts of the GATT agreements. This eventually led to an
agreement in 1993 to form a new global trade organisation with enforcement powers.

The formation of the World Trade Organization was significant not only because it had
power to resolve trade disputes but also because its reach extended beyond trade in goods
to include trade in services (such as insurance and banking) and intellectual property (such
as patents, copyright, electronic circuits and trademarks).

One of the most important features of the WTO is its role in settling disputes between
countries. A country that believes that it is suffering harm as a result of another country’s
failure to comply with its WTO obligations can lodge a complaint with the WTO. A
process of dispute resolution is then commenced and if no agreement can be reached
directly a WTO panel will hear the complaint and then issue a decision. If the country
involved does not comply with the WTO’s directive, the other country or countries may
then impose trade sanctions that may include high tariffs on goods imported from the
offending nation. Since 1995, 612 disputes have been brought to the WTO and over 350
rulings have been issued.

The WTO has proved effective in resolving disputes between smaller countries, although
it has been less effective in resolving disputes between the two largest forces in the global
economy — the United States and the European Union. Although the US and the EU
have not formally refused to comply with WTO determinations, they have delayed and
continued to lodge appeals rather than accept WTO decisions.

The WTO’s membership includes 164 member countries and 25 further “observer”
countries negotiating to join the WTO. Since its formation in 1995 the WTO has
overseen a halving in average tariff rates among member economies and has had some
success in negotiating further agreements to free up world trade. For example, in 2014
the WTO formally agreed on a binding Trade Facilitation Agreement, which aimed at
reducing the cost of trade by 10-15 per cent by making customs procedures simpler and
more efficient. In a 25-year anniversary media publication in 2020, the Director General
of the WTO identified this as one of the WTO’s most important achievements. Some
WTO members have also signed voluntary agreements to reduce trade barriers in financial
services, information technology, telecommunications and shipping.

While the WTO has been effective in resolving disputes and making progress on a series
of voluntary agreements, its efforts to conclude a comprehensive global trade agreement
since 2001 have been unsuccessful. The Doha Round of trade liberalisation talks — named
after the city in the Middle Eastern nation of Qatar in which they were launched — began
with ambitious goals to reduce agricultural protection, lower tariffs on manufactured
goods and reduce restrictions on trade in services. It was claimed that trade liberalisation
could create annual welfare gains of US$90 to US$200 billion per year and lift over 140
million people out of poverty in the developing world.
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The Doha Round failed due to disagreements on access to agricultural markets, restrictions
on the production of pharmaceutical medicines, disputes between developed and
developing nations, and arguments relating to manufacturing protection. More generally,
the past decade has seen a decline in public support for free trade in many countries and a
shift towards a focus on bilateral and regional trade agreements. Nevertheless, the Doha
negotiations produced some results, such as the Nairobi Package, a voluntary agreement
in 2015 to reduce export subsidies for farm exports.

A quarter of a century after its establishment, the WTO’s role has been weakened by a
rise in protectionist sentiment globally. Historically, the United States was the leading
advocate for freer trade and the WTO, but this has changed in recent years. The Trump
Administration accused the WTO of failing to stand up to China’s breaches of trade
rules, and in 2018 President Trump even threatened that the US would leave the WTO.
Since 2019, the US (under both the Trump and Biden Administrations) has refused to
approve any replacement judges on the WTQ’s appeals body. As a result, the appeals body
cannot enforce WTO rules, and instead nations can only resolve their disputes through
informal arbitration. Nevertheless, the WTO has achieved some progress more recently,
with agreements at its ministerial council meeting in 2022 to override patent rights for
COVID-19 vaccines and reduce fishing subsidies.

International Monetary Fund

The International Monetary Fund (IMF) is one of the most important institutions in the
global economy. It has 190 members, covering almost all nations. Its role is to maintain
international financial stability, particularly in relation to foreign exchange markets.
In earlier times the role of the IMF was to oversee a system of fixed exchange rates that
would stabilise economic relationships between economies. When the system of fixed
exchange rates collapsed in the 1970s, the IMF’s role widened to ensuring global financial
stability. In situations where a financial crisis occurs in an economy, region or even across
the world, the IMF plays a critical role in minimising the crisis.

The IMF’s role in ensuring stability in global financial markets was highlighted by its
interventions following the COVID-19 pandemic in 2020. In response to the initial onset,
the IMF established a new Short-term Liquidity Line aimed at providing one-off payments
and interest-free loans to assist developing and emerging economies in designing policy
responses to COVID-19, following requests from over 100 countries by May 2020. In
July 2021, the IMF approved its largest-ever relief package, a $650 billion emergency aid
fund, to assist developing economies in buying and rolling out vaccines and paying down
debt accrued during the pandemic. After Russia’s invasion of Ukraine in February 2022,
the IMF provided an emergency assistance package of US$1.4 billion to help Ukraine
manage the economic impacts of the war.

In the longer term, the IMF aims to support the free trade of goods and services and
the free movement of finance and capital throughout world markets. The IMF often
requires countries to change their economic policies and open up their markets before
they receive financial assistance. The policies that the IMF requires countries to adopt
are generally known as structural adjustment policies, which include reducing the size
of government, privatising government businesses, deregulating markets and balancing
government budgets. The impact of the IMF’s policy approach is increased by the fact
that many international banks and other private lenders require that countries adopt
IMF-supported policies before they are willing to lend to those countries. Additionally,
the IMF often tailors these policies to wider economic priorities, with a growing focus
on climate risk given the harsher impact of climate change on many of the world’s most
financially vulnerable countries.

The IMF plays a central role in addressing financial crises in individual countries.
Often, the IMF will develop a “rescue package” to help stabilise an economy, such as the
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$57 billion loan package to Argentina in 2018, the largest package for a single country
in the IMF’s history, following a collapse of the Argentinian peso that caused inflation to
surge to 55 per cent.

The IMF has often attracted criticism during financial crises where its policies appeared
to make conditions worse for the economies affected. After widespread criticism about the
negative impact of some of the reforms demanded by the IMF after a financial crisis in Asia
in the late 1990s, the IMF adopted a different approach during the global financial crisis
of the late 2000s, supporting expansionary macroeconomic policies and giving borrowing
countries more freedom to increase their spending to avoid recession. In 2010 the IMF
also altered its governance structure to give developing and emerging economies (many
of whom receive IMF assistance) a greater say over IMF policies.

A key criticism of IMF interventions — highlighted in the 2010s sovereign debt crisis
in Europe — is that the IMF’s demands harm the most vulnerable groups in society,
while protecting financial institutions. A 650-page internal IMF audit report in 2016
acknowledged that the measures demanded by the IMF upon Greece during the crisis
disproportionately affected the most vulnerable groups and intensified the collapse of
Greece’s nominal GDP, which fell 26 per cent lower than the IMF’s projection. However,
a broader IMF evaluation of its 133 lending programs in operation between 2011 and
2017 was more positive in concluding that three-quarters of IMF programs were successful
or partially successful in achieving their objectives. The IMF has also been criticised
for moving too slowly and cautiously, such as in the COVID-19 pandemic, resulting
in proposals for reforms to the IMF’s lending practices so it can move faster to provide
low-interest loans to economies in crisis situations.

World Bank

The World Bank’s role in the global economy is primarily concerned with helping poorer
countries with their economic development. The official title of its main organisation,
the International Bank for Reconstruction and Development, gives an indication of its
focus: to fund investment in infrastructure, reduce poverty, and to help countries adjust
their economies to the demands of globalisation. The World Bank also has a number of
organisations that provide specific assistance to lower-income countries including:

e the International Development Association, which provides “soft loans” (that is,
loans at little or no interest to developing countries)

e the International Finance Corporation, whose role is to attract private sector
investment to the Bank’s projects

e the Multilateral Insurance Guarantee Agency, which provides risk insurance to
private investors

e The International Centre for Settlement of Investment Disputes, which provides
conciliation and arbitration of investment disputes between states, and between
states and corporations.

The World Bank’s two major goals are:

* Reducing the rate of extreme poverty to less than 3 per cent of the world’s
population by 2030 (in contrast to current forecasts of 6-9 per cent of the world’s
population living on less than $1.90 per day by 2030). At the 3 per cent level
those in poverty will mostly be experiencing “frictional poverty”, that is, poverty
related to short-term disasters such as extreme weather events rather than being in
long-term poverty. This goal supports the United Nations Global Goals, although
it is more narrowly focused.

* Reducing inequality by fostering income growth for the world’s bottom 40 per cent.

The World Bank is funded by contributions from member countries and from its own
borrowings in global financial markets. It makes loans to developing nations, at rates
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that are below standard commercial rates, to fund infrastructure projects such as power
plants, roads and dams. For example, in response to the COVID-19 recession, the World
Bank committed $157 billion for over 100 lower-income countries that accounted for 70
per cent of the world’s population. This funding helped countries to obtain vaccines, and
strengthen health systems and reduce economic damage from the pandemic. The value
of the World Bank’s active portfolio of investments exceeds US$300 billion, with record

lending commitments of US$99 billion in 2021.

In overall terms, the World Bank’s global importance as a lender to developing countries

has declined as private lending markets have expanded in recent decades. However, it

played an important role in partnering with the International Finance Corporation to
provide US$47 billion for credit support after the onset of the COVID-19 pandemic in

2020, when private credit markets seized up.

One of the most important actions of the World Bank in the past two decades has been its
support of the Heavily Indebted Poor Countries Initiative, in which it aims to reduce debt
by two-thirds in the world’s poorest countries in Africa, South Asia and Latin America,
whose debt levels are considered unsustainable. By 2022, 37 countries had received debt
relief estimated to have saved them over US$100 billion. The World Bank also plays a
role in the global transition away from fossil fuels, with 35 per cent of its investments

designed to help reduce carbon emissions.

Surprisingly, the world’s largest lender of international
development finance is not one of the international
organisations established to support countries with their
economic development or financial stability.

“In the past decade, China has become the world’s
biggest overseas development lender, way bigger than
the International Monetary Fund... It’s bigger than the
World Bank, the IMF and all 22 members of the Paris
Club put together.”

- Marc Filippino and James Kynge, Financial Times,
August 2022

Since launching its Belt and Road Initiative (BRI) in 2013,
China has provided US$932 billion in support to 147
countries through construction contracts and non-financial
investments. In an average year, China lends around US$85
billion for overseas development projects — more than
double the lending of the US (US$37 billion). BRI support
focuses on building infrastructure in the developing world,
leveraging China’s $3 trillion in foreign exchange reserves.

Developing countries have reaped significant benefits
from China’s BRI lending. Statistical analysis published

United Nations

in 2022 indicates that an average BRI project increases
economic growth in a host country by 0.95 percentage
points after two years. The analysis also found that BRI
infrastructure projects can reduce economic inequality,
with a 10 percentage point reduction in the concentration
of economic activity within a district in a low- or middle-
income country.

Despite these benefits, BRI projects can introduce risks for
developing countries. With expedited approvals processes
and high-speed construction, BRI projects have been
linked to environmental degradation, inflated costs, social
issues and corruption. A growing number of countries are
also facing debt distress, as a challenging global economic
environment impacts their ability to repay billions of dollars
of loans.

It is important that the risks associated with BRI lending
are carefully managed. If they are not, the World Bank has
warned the current debt crisis could trigger a series of
defaults not seen since the 1980s.

The United Nations (UN) is a global organisation whose membership includes more
nations than any other political or economic organisation. The UN was established in
1945 and has grown to cover 193 member states. Its agenda is broader than any other
organisation, covering the global economy, international security, the environment, poverty

and development, international law and global health issues. However, its decision-making
powers are limited (because it relies on the support of its member states) and the budgets
for the different arms of the United Nations are small compared to national governments

in many advanced economies.
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The UN has historically played an important role in supporting greater linkages between
economies and promoting globalisation. A range of different UN agencies have developed
international standards that make it easier for trade and investment flows to occur
between nations, such as standards for food safety and rules on copyright and intellectual
property. Key UN agencies include the World Health Organisation, the UN Development
Programme, the UN Children’s Fund (UNICEF), the UN Refugee Agency (also known
as the UN High Commissioner for Refugees or UNHCR), the World Food Programme,
the UN Conference on Trade and Development (UNCTAD) and the UN Environment
Programme (UNEP).

The UN also has overseen the development of a large number of international agreements
to enforce human rights and political freedoms. Research by the World Bank has
consistently shown individual freedoms strengthen a country’s prospects for economic
growth and development. Several of these conventions were also developed with the
intention of addressing the underlying causes of poverty in developing nations.

One of the most important roles played by the United Nations in recent years is
establishing a set of Global Goals (or Sustainable Development Goals), which aim to
reduce global poverty and inequality between 2015 and 2030. These goals build on the
Millennium Development Goals, which oversaw a reduction in the proportion of people
living on less than $1 a day between 1990 and 2015 — from 29 per cent to 14.5 per cent
of all people in low- and middle-income economies (chiefly as a result of rapid economic
growth in China lifting 600 million people out of poverty). The Sustainable Development
Goals comprise 17 goals covering global poverty, hunger, well-being, education, gender
equality, clean water and sanitation, clean energy, economic growth, sustainable cities,
climate action and sustainable use of land and oceans. They incorporate 169 targets that
UN member states have pledged to take action towards during the period 2015 to 2030.
The Sustainable Development Goals Report 2021 stated that even before the onset of the
COVID-19 global pandemic, the world was not on course to achieve the goal of ending
poverty by 2030. In fact, only minor progress had been made on most of the goals since
2015. As a result of the COVID-19 recession, which saw the first increase in global
extreme poverty in more than 20 years, development economists have warned that without
sustained international efforts as part of recovery strategies, the pandemic could reverse
recent progress on global health outcomes.

Organisation for Economic Cooperation and Development

The Organisation for Economic Cooperation and Development (OECD) is an international
economic organisation of 38 mostly advanced economies committed to democracy and
open markets. The primary goal of the OECD is to promote policies “to achieve the highest
sustainable economic growth and employment and a rising standard of living in member
countries while maintaining fiscal stability and thus contribute to the development of
the world economy”. In practice, the main role played by the OECD is to conduct and
publish research on a wide range of economic policy issues and to coordinate economic
cooperation among member nations, such as towards the development of common policy
agendas. For example, the OECD provided a forum for member countries to share research
and coordinate policy responses to the COVID-19 pandemic.

Alongside research conducted by the IMF and the World Bank, OECD economic research
is regarded as the most reliable and highest quality economic research in the world.
Although OECD publications generally advocate similar policies to those of the IMF and
World Bank — in favour of globalisation, free markets, privatisation and deregulation —
they often have a more in-depth analysis of a wider range of policy issues relating to
advanced economies. The OECD has also influenced the global economic policy agenda
in recent years. Its advocacy for “inclusive growth” strategies has challenged traditional
assumptions that policymakers must always trade off equity and efficiency (that is,
inequality versus economic growth), reflecting concerns that the level of inequality in
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many economies has become a constraint on economic growth. The OECD also played a
key role in an international agreement in 2021 to reform corporate taxation rules, with a
global minimum corporate tax rate of 15 per cent. The goal of creating a minimum tax
rate is to reduce the incentive for multinational businesses to divert revenues to offshore
tax havens such as the Cayman Islands and ensure that companies pay tax in the places

: 0

1 Outline recent developments in global trade negotiations.

where economic activity occurs.

2 |dentify and discuss the role of the international organisation responsible for
maintaining international financial stability.

3 Explain why the IMF has been described as the world’s financial firefighter.

4 Explain why in recent years the WTO has found it difficult to negotiate further
cuts in protection.

2.6 Government economic forums

Organisations that exist as forums for world leaders play an important role in coordinating
policies between major economies especially during times of economic or financial crisis.
The aim of these forums is to enable heads of state along with their treasurers and central
bank governors to discuss global economic issues with particular attention to economic
stability and growth. In the early 2020s they have played a role in fostering greater
cooperation among advanced economies on major economic issues, including recovery
from the COVID-19 pandemic, addressing the fallout from Russia’s invasion of Ukraine,
and cooperating on measures to address climate change.

Group of Seven Nations (G7)

In recent decades, the most important government economic forum has been the group
of the seven largest industrialised nations, including the United States, UK, France,
Germany, Canada, Japan and Italy. The G7 has effectively operated as the economic council
of the world’s wealthiest nations, meeting annually to discuss conditions in the global
economy since its formation in 1976. The G7 has been the unofficial forum coordinating
global macroeconomic policy because of its influence over the fiscal and monetary policies
of the world’s largest advanced economies. Because of the G7’s status as the forum for the
world’s most powerful economies, its agenda has often included general political issues
and current priorities such as climate change, global poverty and security.

Critics in recent years have argued that the membership of the G7 is no longer
representative of the most important forces in the global economy (China and India are
more important to the global economy than Canada and Italy, but they are not included
in the G7). The G7’s share of global GDP shrunk from 68 per cent in 1992 to 44 per cent
in 2021, and the G7 nations cover only 10 per cent of the world’s population. When the
global economy faced the sudden onset of the COVID-19 pandemic, and the dislocation
of trade, travel and economic activity, the G7 did not provide a major leadership role. In
response to Russia’s invasion of Ukraine, the 2022 G7 summit in Germany provided a
forum for coordinating responses, including issues relating to defence, energy prices and
global food security (given the disruption to world markets from the loss of exports from
Ukraine).

Proposals in recent years have addressed the possible expansion of the G7 to include
observer nations (including Australia). In 2022, leaders from six economies joined by
special invitation: Ukraine, Argentina, India, Indonesia, Senagal and South Africa. Japan
is hosting the 2023 G7 Summit, and Italy the 2024 Summit.
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Figure 2.8 - Members of the G20

Group of Twenty Nations (G20)

The G20 includes 19 of the world’s largest national economies plus the EU, covering 96
per cent of world GDP in 2021 and 65 per cent of the world’s population. Importantly,
the G20 membership includes several emerging economies that have become the driving
force behind world economic growth since 2008.

The G20 played a key role in the global response to the financial crisis in 2009 and had an
important but less central role in addressing the COVID-19 pandemic. During the global
financial crisis, the G20 helped coordinate fiscal stimulus and improve supervision of the
global financial system and international financial institutions. However, international
economic cooperation has weakened in more recent years, with countries mostly
determining their economic policy responses to the COVID-19 pandemic at a national
level. In 2021 the G20 agreed on a global tax reform plan in partnership with the OECD,
resulting in a minimum global corporate tax rate and measures to reduce tax avoidance.
The G20 also agreed on measures to coordinate large-scale debt relief for developing
countries in conjunction with the World Bank and IMF.

The extent to which the G20 or the G7 plus O5 group becomes the forum for international
economic cooperation in future years is unclear, but at the moment the G20’s main activity
is its annual summit, and it does not have any permanent leadership or headquarters. The
annual summit generally deals with a wide range of current issues, and does not advance
specific economic goals. It therefore relies on individual heads of state to provide
momentum and leadership to work together on specific global challenges.

reviewquestions

1 Explain the role of government economic forums in the global economy.
2 Discuss the role of the G20 in the global economy in recent years.
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Free trade is a situation where there are no artificial barriers to trade
imposed by governments that restrict the free exchange of goods and services
between economies.

Protection can be defined as any type of government action that has the effect
of giving domestic producers an artificial advantage over foreign competitors.

The arguments in favour of protection include helping “infant industries” to
establish themselves, protecting local jobs being lost because of cheaper imports,
strengthening defence and national security and preventing foreign companies
dumping goods on domestic markets at unrealistically low prices.

The arguments against protection are that it results in a distortion in resource
allocation towards less efficient sectors of the economy and in the longer term
can lead to a less internationally competitive economy, higher unemployment

and a lower standard of living.

The main methods of protection are: tariffs (a tax on imports), subsidies

(a payment to local producers), local content rules (a requirement that a
proportion of goods are made locally), quotas (a limit on the quantity of goods
imported) and export incentives (other means to encourage local production).

Trade agreements are a way of reducing barriers to trade between nations.
Recent years have seen a proliferation of multilateral and bilateral trade
agreements, and while they have removed some trade barriers they have also
made the global trading system increasingly complicated.

The World Trade Organization is a global organisation that enforces the
existing WTO agreement, resolves trade disputes and is the major forum for
global trade negotiations pursuing the goal of global free trade.

The International Monetary Fund is a global organisation whose main role
is to maintain international financial stability. The IMF plays a key role in
monitoring the international financial system and assisting economies who
face major economic crises.

The World Bank is a global organisation whose main role is to assist poorer
nations with economic development through loans, development assistance and
technical advice with the goal of reducing extreme poverty to 3 per cent of the
global population by 2030 and raising income levels for the lowest 40 per cent of
income earners.

The G7 and the G20 are the two most important forums for global economic
policy coordination through annual meetings of national leaders. The G7 includes
the major advanced economies, while the G20 includes the large emerging
economies that have recently been driving global economic growth.
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1 Define free trade.

2  Explain what is meant by comparative advantage.

3  Use the following terms to briefly outline the main methods of protection that can
restrict free trade:
e tariffs e local content rules e export incentives e subsidies

4  Outline the arguments supporting the following statements on protecting
local industries:

e “We should protect our infant industries so that they have a chance to establish
themselves and become competitive in world markets.”

¢ “To save lives, we need to build ‘just-in-case’ supply chains locally, and stop
relying on ‘just-in-time’ global supply chains.”

5 Discuss the economic arguments in response to the following justifications for
protection:

e “It’s time we made Australia great again, and stopped sending jobs offshore to
China.”

* “We need to protect our essential domestic industries just in case there’s a war
or another global pandemic.”

6 Discuss the impact of protectionist policies on globalisation.

7  Analyse the impact of the increase in preferential trade agreements and trading
blocs on the global economy.

8  Explain how regional trade agreements in the Asia-Pacific might affect Australia’s
economic future.

9 Compare and contrast the role of the following institutions in the global economy:
¢ World Trade Organization
¢ International Monetary Fund
e World Bank

10 Explain which international organisation would be most likely to play the major
role in the following situations:

¢ A dispute between the United States and China about Chinese companies using
the intellectual property of American technology firms

e Construction of a major dam and irrigation project in India

e A crisis in Latin American financial markets that poses a risk to the global
economy.
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3.1 Introduction

The most disturbing feature of the global economy is the very large difference in the
living standards of people around the world. People born into families with high living
standards in wealthy countries have very different prospects in life than those born in
families with lower living standards and in low-income countries. Their opportunities in
life vary significantly in terms of health, education, income and life expectancy. Despite
the extraordinary technological change and progress of the past, stark inequalities persist
between wealthy and poor countries, and between wealthy and poor people within
countries.

While there is a large gap between rich and poor countries, it is also true that in overall
terms, living standards are improving in most countries, rich and poor. Evidence of
progress towards overcoming global inequalities is highlighted by the following facts:

e The percentage of people now living in extreme poverty has declined significantly,
with less than 10 per cent of the population living below US$1.90 per day in
2020, compared to 40 per cent in 1981.

® The under-five mortality rate has been reduced by close to 60 per cent between
1990 and 2020.

® The global primary school net enrolment rate increased from 81 to 89 per cent
between 1996 and 2019.

e Life expectancy for those born in countries with low human development
increased from 50 to 66 years between 1990 and 2020.

Sources: World Bank data 2020, Human Development Report 2020
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On the other hand, evidence also demonstrates the major gaps between people in the
developing world and the one billion people in developed countries who enjoy a high
level of human development.

* An estimated 682 million people live in “extreme poverty”, subsisting on less
than US$1.90 per day in 2022. Around two-thirds of this population lives in
Sub-Saharan Africa (which has seen an increase in the number of people living
in extreme poverty compared to 1990).

e Over 1.7 billion people live without access to basic sanitation, and around 760
million have no access to electricity.

e It is estimated that 5 million children under the age of five died in 2020.
More than 80 per cent of these deaths occurred in Sub-Saharan Africa or
Southern Asia. An Oxfam report in 2022, Inequality Kills: The unparalleled
action to combat unprecedented inequality in the wake of COVID-19, estimated that
inequality contributes to the death of at least one person every four seconds.

e Across the world are an estimated 84 million refugees and forcibly displaced people,
who fled their homes because of violence or persecution.

e In June 2022, almost 12 billion COVID-19 vaccine doses had been administered
globally. Low income countries account for 8 per cent of the world population, but
had secured less than 1 per cent of the total vaccine doses.

Sources: World Health Organization 2022, UNHCR, World Bank data 2022, World Data Lab 2022,
Oxfam 2022

In this chapter we look at how to measure and understand differences in economic
development in the context of globalisation.
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3.2 Differences in income and
economic growth

The most popular method for comparing living standards between different economies
is income. It measures the ability of a nation’s citizens to satisfy their material wants.
Gross National Income (GNI) is the sum of value added by all resident producers in
an economy, plus receipts of primary income from foreign sources. Real GNI figures are
obtained by discounting GNI growth for the effects of inflation.
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Figure 3.1 shows that the United States economy is by far the largest in the
world. It is around one-and-a-half times the size of the next largest economy,
China, and four times the size of the third largest, Japan.

One of the limitations in comparing the size of economies is the exchange rate
used. By using the United States dollar, we can make inaccurate comparisons
about the living standards of developing countries. For example, if the prices
of goods and services in developing countries are low relative to prices in the
United States, then measuring GNI in terms of the United States dollar will
underestimate the true income of people in these developing countries. For this
reason, economists usually make an adjustment using purchasing power parity
(PPP) before comparing GNI levels between countries. Measuring purchasing
power parity adjusts measurements of the size of an economy to reflect the
purchasing power of currencies within a national economy. PPP-adjusted figures
provide a standard comparison of real income levels between countries.

Figure 3.2 groups the global economy into low-, middle- and high-income
economies, a distinction made by the World Bank. It shows raw GNI and
then the figures adjusted for purchasing power parity between these countries.
Making these adjustments results in substantially higher comparative figures for
developing countries, whose exchange rates tend to be undervalued.

Grouping Popf.ll_ation GN_I_ (e])]| measurfac_i at PPP
(million) (US$ billion) ($Int’l billion)
Low income 665 447 1325
Lower middle income 3331 7306 23,494
Upper middle income 2522 22,831 44,900
High income 1217 53,894 62,296
Global economy 7763 84,747 132,374
Source: World Bank data 2022

Figure 3.2 - Adjusted GNI for major country groups

Figure 3.2 shows that high-income economies (also known as
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Figure 3.1 - The world’s 10 largest

economies

Purchasing power
parity (PPP) is a theory
that states that exchange
rates should adjust to

equalise the price of
identical goods and
services in different
economies throughout
the world.
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two-thirds of the world’s income as measured in raw GNI and [ kel (million) at PPP
nearly half of the world’s income using PPP-adjusted GNI figures. pe(;;; z:ﬁ)'ta
A high level of inequality clearly exists in the global economy,
given that high-income economies make up just 1.2 billion of the | High income 1217 44,476 51,195
world population of almost 8 billion. The population of low-income | Low and middle 6518 4843 10,693
economies makes up 9 per cent of the global population but less | income
than 1 per cent of the size of the global economy. ézt;z) g;inca & a5 o~ 14,662
Population size and growth rates differ among economies, and Europe &
play an important role in comparing one economy to another. To | central Asia 420 7915 22,596
compare living standards between economies, we divide the real | g Asia &

GNI of each country by its population, generating a GNI per | Pacific 2114 8324 15,028
capita figure. i

pita lig Miadle East & 396 3096 | 10,178

. . . . North Africa

As figure 3.3 shows, people in high-income regions (around one Sub.Sah
in seven people in the world) enjoy income levels that are nearly A1l‘Jri c-aa aran 1217 1506 3794
f1v§ tu.nes those in lovsT— and m1ddle—1pcome countries, even aft.er South Asia 1857 1835 6095
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information about the regions where income is the lowest. Living

standards in Sub-Saharan Africa and South Asia, where almost
40 per cent of the world’s population lives, are exceptionally low.

Figure 3.3 - Global comparison of living standards
measured by GNI per capita
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Almost all nations have experienced some economic growth in recent decades, enjoying
higher incomes as a result of an increase in their Gross Domestic Product (GDP). While
the gap in income between the richer and poorer countries appears to be lessening, the
reduction of income inequality in the global economy is occurring very slowly.

Another dimension to global inequality is the unequal distribution of global wealth.
Wealth is an important safety net for people when they do not have income and can be
used to improve a person’s education or find other ways to generate income. According
to research by Credit Suisse, in 2021 the top 1 per cent alone owned 46 per cent of global
wealth, while in contrast, the bottom 50 per cent owned less than 2 per cent. Most of this
wealth is concentrated in households across
Europe, North America and in Asia-Pacific
countries such as Japan, China and Australia.
People in Latin America, India and Africa,
by contrast, hold only a small percentage of

Latin
America 3%

Africa 1%

India 3%

- Asia-Pacific North America

18% 33% global wealth. Wealth is distributed even
more unevenly than income throughout the
global economy. COVID-19 exacerbated this

China wealth imbalance. Research by Oxfam, in its

B2 Europe 2022 report Inequality Kills, argued that the
25% economic fallout of the COVID-19 involved

a doubling of the wealth of the world’s ten
richest men, while for 99 per cent of people,

Source: Credit Suisse Global Wealth Report 2021. incomes were reduced.

*Numbers may not add up to 100% due to rounding.

Figure 3.4 — Global distribution of wealth*

Economic development
is a broad measure of
welfare in a nation that
includes indicators of
health, education and
environmental quality,

as well as material living
standards.

Human Development
Index (HDI) is a measure
of economic development
devised by the United
Nations Development
Programme. It takes into
account life expectancy
at birth, levels of
educational attainment
and material living
standards (as measured
by Gross National Income
per capita).

- l -
1 Explain why real GNI per capita (PPP) is used to measure income levels in the
global economy.

2 Identify THREE economic regions that have low-income or middle-income
levels, and state their level of GNI per capita (PPP).

3 Discuss what statistics on income levels in economies reveal about the level
of inequality in the global economy.

3.3 Differences in economic development

It is important to look beyond simple measures of income and economic growth to assess
the differences in living standards in the global economy. Economic development
is a broader concept than economic growth. It attempts to measure improvements in
wellbeing or welfare, rather than simply how much extra money people have. Higher
incomes play a crucial role in improving wellbeing, especially for those living in poverty.
However, development also takes into account other quality-of-life indicators, such as
health standards, education levels, domestic work that is not given a financial value, the
level of damage to the environment and inequalities in income distribution.

Human Development Index

A number of indicators have been developed to compensate for the limitations of
economic growth measurements. The main alternative measure to GNI is the Human
Development Index (HDI), devised by the United Nations Development Programme
(UNDP) to measure economic development. It takes into account:
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¢ Life expectancy at birth. This is indicative of the health and nutrition standards
in a country. High levels of longevity are critical for a country’s economic and
social wellbeing.

¢ Levels of educational attainment. Education is important for the development
of the skills of the workforce and the future development potential of an economy.
The HDI measures the average number of years for which adults aged 25 attended
school and the expected years of total school attendance for school-age children.

* Gross National Income per capita. This measures the sum of gross value added
by all resident producers in the economy, plus income from foreign sources on
a purchasing power parity basis. This is used as a measure of a decent standard
of living and is an essential determinant of the access that people have to goods
and services.

The HDI is a score between 0 for nations with no human development and 1 for maximum
human development. The 2021-22 Human Development Report gave Switzerland the
highest HDI at 0.962 and South Sudan the lowest at 0.385. Australia ranked fifth after
Switzerland, Norway, Iceland and Hong Kong with an HDI of 0.951. In both 2020 and
2021, the global HDI declined - the only recorded declines since records began, reflecting
a reduction in life expectancy due to COVID-19. Two consecutive years of HDI decline
in 2020 and 2021 erased the gains of the preceding five years.

Comparing HDI and GDP statistics reveals the differences between growth and
development across the globe. The comparisons highlight the importance of a broader
measure of welfare than just GDP figures.

In making these comparisons, it is important to emphasise that economic growth is still
crucial for high levels of development — as illustrated by countries such as Norway, which

have very high rates of both per capita income and human development.

G.NI per Human HDI G.NI per Human HDI
capita (2017 Development : capita (2017 Development 2
PPP, US$) Index value LT PPP, US$) Index value LT

Very high human Medium human

development development

Switzerland 66,933 0.962 1 Morocco 7,303 0.683 123
Norway 64,660 0.961 2 India 6,590 0.633 132
Australia 49,238 0.951 5 Kenya 4,474 0.575 152
United Arab Emirates 62,574 0.911 26 Solomon Islands 2,482 0.564 155
Malaysia 26,658 0.803 62 Papua New Guinea 4,009 0.558 156
High human development Low human development

China 17,504 0.768 79 Nigeria 4,790 0.535 163
Cuba 7,879 0.764 83 Ethiopia 2,361 0.498 175
Mexico 17,896 0.758 86 Afghanistan 1,824 0.478 180
Brazil 14,370 0.754 87 Yemen 1,314 0.455 183
Indonesia 11,466 0.705 114 Chad 1,364 0.394 190
Source: UNDP Human Development Report 2021-22, World Bank Data 2022

Figure 3.5 - Comparison of GNI per capita and the Human Development Index

In some cases, countries had similar HDI levels but very different income levels. This
suggests that in some countries the benefits of income are not well distributed as a result of
their high levels of inequality. For example, the United Arab Emirates has a much higher
income level than Australia but ranks lower in its HDI value. Australia has a GNI per
capita of US$49,238, while the United Arab Emirates has a GNI per capita of US$62,574.
Similarly, Cuba and Morocco have income levels around US$8,000, yet Cuba has a HDI
rank of 83, while Morocco is 40 places lower at 123.
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THE GLOBAL GOALS

In September 2015 in New York, world leaders agreed to 17 new Global Goals, or Sustainable Development Goals (SDGs).
The SDGs promote 15-year targets aimed at tackling poverty with a renewed focus on sustainability issues such as climate
change, ecology and biodiversity, consumption and production, food security, energy provision and infrastructure. The goals
listed below are supported by nearly 170 individual targets, to be achieved by 2030.

17 Sustainable Development Goals

Goal 1 End poverty in all its forms everywhere

Goal 2 End hunger, achieve food security and improved nutrition and promote sustainable agriculture

Goal 3 Ensure healthy lives and promote wellbeing for all at all ages

Goal 4 Ensure inclusive and equitable-quality education, and promote lifelong learning opportunities for all

Goal 5 Achieve gender equality and empower all women and girls

Goal 6 Ensure availability and sustainable management of water and sanitation for all

Goal 7 Ensure access to affordable, reliable, sustainable and modern energy for all

Goal 8 Promote sustained, inclusive and sustainable economic growth, full and productive employment and decent work
for all

Goal 9 Build resilient infrastructure, promote inclusive and sustainable industrialisation and foster innovation

Goal 10 Reduce inequality within and among countries

Goal 11 Make cities and human settlements inclusive, safe, resilient and sustainable
Goal 12 Ensure sustainable consumption and production patterns

Goal 13 Take urgent action to combat climate change and its impacts

Goal 14 Conserve and sustainably use the oceans, seas and marine resources

Goal 15 Protect, restore and promote sustainable use of terrestrial ecosystems, sustainably manage forests, combat
desertification, and halt and reverse land degradation and halt biodiversity loss

Goal 16 Promote peaceful and inclusive societies for sustainable development, provide access to justice for all and build
effective, accountable and inclusive institutions at all levels

Goal 17 Strengthen the means of implementation and revitalise the global partnership for sustainable development

Source: United Nations Sustainable Development Goals Report 2017

The SDGs were developed based on the previous Millennium Development Goals (MDGs). At the United Nations Summit in
2000, 189 countries agreed to eight MDGs to guide efforts by international organisations to improve economic development
in poorer countries. Many of these goals had measurable targets, to be achieved by 2015. These goals reflect the importance
of income, education, health and the environment to improving quality of life.

At the conclusion of the 15 years, the progress of these goals was mixed. Between 1990 and 2015, the global proportion
of people living in extreme poverty (Goal 1) fell from 1.9 billion to 987 million in 2015. However, this progress was primarily
driven by reductions in certain Asian regions, particularly China, where the proportion of people living in extreme poverty
reduced from 61 per cent in 1990 to 4 per cent in 2015. This masks the widespread levels of extreme poverty in regions such
as Sub-Saharan Africa where extreme poverty rates remain at 41 per cent.

Progress was also made in other areas, such as child mortality (Goal 4) and improving access to safe water (Goal 7). However,
many other targets have not been met, including achieving universal primary education (Goal 2), eliminating gender disparity
in education (Goal 3), and reducing maternal mortality by three-quarters (Goal 5). In 2020, half of UNCTAD’s SDG-related
expenditure was directed towards achieving progress on Goals 9, 15 and 17.

reviewquestions

1 Explain the difference between economic growth and economic development
and discuss their relationship in the global economy.

2 Outline how the Human Development Index is calculated and assess its
adequacy as a measure of economic development.
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3.4 Categories of development in the
global economy

In examining economic data on living standards and development, we have referred
to descriptions of high-income, middle-income or lower-income economies. In this
section, we examine these distinctions in greater detail, and consider the use of other
categorisations such as advanced, developing and emerging economies.

Countries are generally categorised into groups because they tend to confront similar issues
according to their stage of economic development. The main categories that economists
use are:

¢ Advanced economies: These countries have high levels of economic development,
close economic ties with each other and liberal-democratic political/economic
institutions. The 39 advanced economies identified by the International Monetary
Fund (IMF) make up most of the high-income economies in the world (the others
are very small nations) and comprise most of the members of the Organisation
for Economic Co-operation and Development (OECD). High-income countries
have Gross National Income per capita levels (PPP) above US$12,695 and are
mostly found in North America and Western Europe, with a smaller number in
the Asia-Pacific (such as Australia and New Zealand) and in the Latin American
and Caribbean regions.

* Developing economies: These countries generally have low income levels, human Developing economies

resources with poorer education and health outcomes, and have only experienced experience low living
standards, low education

industrialisation to a limited extent. The major consequence is that developing
levels and generally

nations have large numbers of people living in absolute poverty (defined as less than

. . . . have agriculture-based
$1.90 per day in 2011 US dollars), as shown in figure 3.6. Developing countries economies with poor

are often divided into the two groups of low-income and middle-income countries. infrastructure and
economic and political
% Poverty headcount ratio at US$1.90 a day (2011 PPP) (% of population) institutions.
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Figure 3.6 - Proportion of people in absolute poverty throughout the global economy

While there are significant differences between developing countries, some common
characteristics may include:
¢ high levels of income inequality within their economies
¢ dependence on agricultural production for income, employment and trade
opportunities

¢ reliance on foreign aid and development assistance as a major source of income
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¢ low levels of labour productivity, industrialisation, technological innovation and
infrastructure development

e weak political and economic institutions and a high prevalence of corruption.

The United Nations Conference on Trade and Development (UNCTAD) has also identified
a sub-group of the 46 least developed countries (LDCs), with the lowest GNI per capita
levels in the world (less than US$1062 per year); weak human assets (based on health and
education indicators); and high economic vulnerability (based on economic structure, size
and exposure to shocks). Thirty-three of the 46 LDCs are located in Sub-Saharan Africa,
highlighting what is sometimes called the “Africanisation” of poverty. As figure 3.6 shows,
rapid and significant reductions in poverty have occurred in all regions (particularly in
East and South Asia) except Africa.

Emerging economies Another classification for economies is emerging economies. These economies are in the

are in the process of process of industrialisation or modernisation and experiencing sustained high levels of
industrialisation and

e : economic growth. This classification includes a range of economies that are neither high
experiencing sustained . iy o . . .
. . income, nor share the traditional characteristics of developing economies. They include
high levels of economic . . . o . .
growth. the economies previously known as newly industrialised economies (such as Malaysia and

the Philippines), economies previously known as transition economies, which were making
the transition from socialist economies (such as China and Hungary), and developing
economies with improved prospects (such as India and Indonesia).

Type of Income levels Economic growth Structure of economy Examples

economy

Advanced High income levels with GNI Slower growth in Large service industries Singapore
per capita above US$12,695 recent decades and advanced Portugal

manufacturing Czech Republic

Developing | Low income levels with around Moderate growth Heavily reliant on Madagascar
half of population in absolute rates but population agriculture and (in more Yemen
poverty growth also high extreme cases) foreign aid | Myanmar

Emerging Income levels vary, but what Strongest growth Industrialising usually with | China
these economies have in rates in the world substantial manufacturing | Brazil
common is fast growth in (5-10 per cent) and sectors Indonesia
income levels favourable prospects

It is important to acknowledge the limitations of classifications systems. Classifications are
very broad and can group dissimilar economies together. For example, Brazil and Indonesia
might both be considered emerging economies, but they have very different living standards.
Likewise, some economies do not fit neatly into one of these three categories. Bulgaria is
much better off than a developing economy, yet it is not quite an advanced economy or an
emerging economy. Despite these limitations, classifying economies is still an important
step towards understanding the reasons for economic inequalities between nations.

reviewquestions

1 Summarise the main categories of development and the typical features for
each classification.

2 List FOUR economies that have the characteristics of each of the main
categories of development.
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3.5 Causes of inequality in the
global economy

Understanding the reasons for differences in levels of development between nations has
been a central issue of economic debate for over half a century. During the globalisation
era, differences in living standards between rich and poor countries have come into sharper
focus because of the increased interaction between the more prosperous and less prosperous
regions of the world.

The severe and widening extent of inequalities between economies raises fundamental
questions. Why have some economies succeeded in achieving rapid industrialisation
and economic development while others have achieved little or no progress in reducing
poverty? What factors explain this growing divergence of income, health and education
outcomes between and across economies?

Such issues are the domain of development economics, which attempts to identify and
enable the conditions required for sustainable economic growth and development. By
comparing the characteristics of high-income and developing economies, development
economics highlights the specific problems faced by poor countries, such as high rates of
population growth, low levels of skills development, weak legal and financial institutions,
and endemic corruption.

In an era of increased integration between economies, it is important to also understand
how the relationships between nations, the overall structure of the global economy, and the
roles of international organisations influence global inequalities. These global factors are
set out below, alongside the domestic factors that contribute to low levels of development.

Global factors

Many features of the global economy and the process of globalisation contribute to the
inequalities between countries. Although globalisation also creates opportunities for
economic growth and development, some aspects of the global economy appear to entrench
rather than reduce global inequalities.

Several features of the global trade system work to reinforce rather than reduce global O

N

® Wealthy countries protect their domestic agricultural sector because it is not For further information

inequalities:

competitive with agricultural producers in many developing nations. Developing  on global aid issues,
countries that export commodities are severely affected by high levels of global ~ Visit the website of
protectionism in the agricultural sector. While total agricultural support to 223’23\)’12?;2:;;?“saﬂon
producers in OECD has fallen by almost half since the mid-1980s, it remained . = .~ =

high at US$238 billion in 2020, providing 19 per cent of income for farmers in  \yww.oxfam.org

rich economies in the European Union and over double that in economies such as

Japan and Korea. Using this website, outline
. . some of the recent policy
* Regional trading blocs such as the European Union and North American Free  proposals of Oxfam

Trade Agreement can exclude poorer nations from gaining access to lucrative global ~ to address global poverty.
consumer markets. Exclusion from trade opportunities has an enormous impact on

poor countries because bilateral agreements are rarely as comprehensive as regional

trading blocs.

e The World Trade Organization’s Doha Round of trade negotiations in the
early 2000s was promoted as the “development round” because of its focus on
trade reforms to benefit poorer nations. A major reason for its failure was that
high-income nations resisted making concessions on the issues that would
provide the greatest benefit to developing countries. Recent WTO negotiations
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L

Causes of global inequalities

Global factors Domestic factors
N - '
Global trade system Economic resources
Global financial architecture ¢ Natural resources
Global aid and assistance * Labour supply and quality
Global technology flows ® Access to capital and indebtedness

e Entrepreneurial culture

Institutional factors

e Political and economic institutions

¢ Economic policies

e Government responses to globalisation

have tocused on a smaller package that only tries to expand taritt-tree access tor
exports from the least-developed countries, and postpones more complicated trade
negotiations into the future.

The benefits of free trade agreements are often not accessible to developing nations
because of the substantial cost in implementing international agreements and lodging
appeals against other countries’ protectionist measures. Economists at the World
Bank have concluded that a 1 per cent increase in administrative costs associated
with trade would decrease gross world product by US$75 billion. The complexity of
many trade agreements further tilts the benefits of the global trade system towards
richer countries and can entrench rather than reduce global inequalities.

Although deregulated global financial markets and the global financial system are
intended to create development opportunities by enabling the free flow of funds around
the world, the global financial system can also entrench global inequalities:

Historically, long-term international flows of investment heavily favoured
developed countries. This has changed since the 2000s, with developing economies
receiving around half of global foreign direct investment (FDI) flows. However,
faster-growing emerging economies and developing economies — such as China,
Brazil, India and Russia — have benefited the most. In contrast, the world’s 46
least developed countries held just 2.6 per cent of the global stock of FDI inflows
in 2020.

Short-term financial inflows heavily favour the more prosperous emerging
economies, which offer better financial returns for currency and stock market
speculators. However, as a result, these regions are exposed to economic volatility
as witnessed by the dramatic financial crises of East Asia in the late 1990s and of
Latin America in the early 2000s. When those kind of crises occur, they can set back
economic development for years while global financial market speculators simply
move on to invest in other countries. On the other hand, financial liberalisation
can be an important corollary of trade liberalisation. A 2019 IMF research report
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found that low-income countries that had stronger banking sectors were better
able to manage when sudden changes in their terms of trade caused volatility in
their export earnings.

International financial rules have not kept pace with the globalisation of the
economy, and in some areas have tolerated loopholes that contribute to large flows
of income or wealth to those who already hold substantial wealth. According
to the OECD, tax avoiding tactics of companies cost countries up to US$240
billion in corporate tax revenue each year, with developing countries suffering
disproportionately. In 2022, 141 countries agreed to a global plan to reduce tax
avoidance by transnational corporations.

The role of the IMF, the international organisation that oversees the global
financial system, has been under greater scrutiny in recent years, in particular
because of its impact on developing countries. The major criticism of the IMF is
that the “structural adjustment” policies it advocates serve the interests of rich
countries, and may not be appropriate to the conditions of many developing
countries. Acknowledging this concern, the IMF included sustainable development
prominently in its mandate. In response to the global recessions of the late 2000s
and early 2020s, it provided zero-interest loans and a range of credit facilities with
limited conditions to low-income countries. However, in 2022, critics argued
that the IMF should eliminate surcharges on loans, which were introduced to
encourage borrowers to repay on time. These surcharges resulted in an estimated
extra US$4 billion in fees, on top of regular interest payments, by the end of 2022.
Critics argue that these surcharges undermined the financial welfare and stability
of the developing countries the IMF works to support.

Many developing countries have large foreign debt burdens. Total external
debt for low- and middle-income economies was estimated at US$8.7 trillion in
2020, an increase of 5 per cent since 2019, according to the 2022 International
Debt Statistics report. Interest repayments on these past loans reduce the income
available for governments to promote growth and development through spending
on education, healthcare and infrastructure. As a result, many developing countries
spend more on debt servicing than public health. Prior to the onset of the
COVID-19 pandemic, rising public debt levels and heightened debt vulnerabilities
were already a cause for concern. This prompted the launch of debt relief initiatives
for developing countries, most notably the Debt Service Suspension Initiative (DSSI).

The relatively small-scale efforts made by developed countries to address the problem of global
inequalities are insufficient to overcome the large differences in living standards:

The total level of development aid provided by high-income economies was US$179
billion or 0.3 per cent of Gross National Income in 2021. This is less than half
the level promised by high-income economies since the 1970s (0.7 per cent of

GDP). The OECD Official Development Assistance 2022 indicated that only five of
its member countries met or exceeded the 0.7 per cent UN target in 2021.

Critics of the aid policies of developed countries argue that a significant proportion
of official development assistance is “phantom aid” — that is, aid funds that do not
improve the lives of the poor. According to the OECD, almost one in every six
dollars of foreign aid is “technical cooperation”, which is often paid to consultants
in donor countries. Another 11 per cent of aid is debt-related, such as for relieving
or refinancing past loans, which does not contribute to new development. A further
5 per cent of the foreign aid budget is spent on administration. These disbursements
reduce the amount available for development projects and humanitarian relief.
Additionally, these figures do not reveal the proportion of aid that is “tied aid” —
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that is, aid that must be spent on overpriced or unnecessary goods and services that
are produced by the donor country. For example, when the United States provides
food support to very poor countries, it sometimes buys American crops and ships
them all the way to countries in Africa, at a far greater expense than buying those
crops in the local region. A 2021 study by the European Network on Debt and
Development found that the OECD Development Assistance Committee reported
one in every five dollars of bilateral and EU aid was tied aid.

e The distribution of aid by high-income countries often reflects strategic and
military considerations rather than the needs of the world’s poorest countries. The
Quality of Official Development Assistance report, published by the Center for Global
Development in Washington D.C., assesses the quality of aid on ten criteria. It has
consistently found that multilateral aid agencies are more effective than individual
countries who provide bilateral aid. Australia ranked 21st out of 49 in the 2021
QuODA table.

e While multilateral development aid (distributed by the World Bank, IMF and
United Nations) is better targeted at the world’s poorest countries, it is less than
one-third of the value of total development assistance from the Development
Assistance Committee members. One recent initiative is the Aid for Trade
program, established by the WTO to assist developing countries in overcoming
the structural difficulties that limit their ability to successfully trade out of low
economic development.

Technology has the capacity to contribute to closing the gaps in living standards, but
it can also entrench inequalities. New technologies can be adopted much more quickly
in economies that have better infrastructure, higher levels of education and that already
have high penetration rates of related technologies such as broadband infrastructure. In
2021, the International Telecommunications Union estimated that over a third of the
world’s population did not use the internet, and 96 per cent of those without it lived
in developing economies. This means that these businesses and consumers have limited
access to online opportunities to sell and purchase goods and services, which is a rapidly
expanding market, and reinforcing economic isolation from the digitally connected and
developed world. As the world became increasingly reliant on digital technology during
the COVID-19 pandemic, the gaps in developing countries’ access to these technologies
(termed the “digital divide”) became even more important.

New technologies are also largely geared to the needs of high-income countries because
they choose the priority areas of scientific research. Much of this technology — like labour-
saving devices and pharmaceuticals that deal with the health problems of ageing people
in advanced economies — is of little benefit to poorer nations that have abundant labour
supplies, a young population whose main health risks are common infectious diseases,
and limited capital resources. For example, around 9 per cent of the global population
(approximately 733 million people) do not even have access to basic electricity, according
to the World Bank.

Developing nations also find it difficult to gain access to new technologies. Intellectual
property rights restrict the benefits of technological transfer to poorer countries because
they cannot pay developed country prices for those technologies. The Agreement on Traded
Related Aspects of Intellectual Property Rights (TRIPS), for example, has been criticised
for requiring all countries to implement complex intellectual property regimes that are
difficult to implement for developing economies. This issue came to light during the
COVID-19 pandemic when, in early 2021, developing economies brought a case to the
World Trade Organization (WTO) arguing that the intellectual property underpinning
COVID-19 vaccines be released for free. This case was opposed by the governments of
several high-income nations with large pharmaceutical industries.
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Domestic factors
Economic resources

The simplest explanations for contrasts in levels of development focus on the difficulties
most economies face in acquiring and maintaining sufficient resources for the production
process — namely natural resources, labour, capital and entrepreneurship.

e Natural resources: Natural resources are important inputs for production, such Natural resources

as non-renewable or renewable energy supplies, fertile agricultural land, water include all the resources
provided by nature that

are used in the production

supplies and minerals. Economies that have an abundant and reliable supply of
cheap natural resources clearly have better opportunities for economic development brocess hase ars oflen
than those that do not, even if some have been spectacularly unsuccessful in using simply referred to as
these opportunities. Oil-rich countries in the Middle East, Africa and Latin America “land”. The reward (return)
have achieved higher growth rates than their neighbours largely as a result of their to the owners of natural
exploitation of natural resources. But an abundance of natural resources can also resources is called “rent”.
hamper a country’s economic development if it leads to an overvalued exchange

rate, a narrow export base and an over-reliance on a small number of industries

to drive economic growth. Countries that rely on natural resource exports are also
exposed to downturns in commodity prices, which can result in sudden falls in
national income.

¢ Labour supply and quality: Labour is an input to the production process for
many sectors of the economy and therefore influences development levels. Whereas
high-income countries tend to have highly educated and skilled labour resources,
low-income nations are characterised by high population growth, lower levels of
educational attainment and low health standards that result in lower productivity
levels. In Singapore, for example, a strong commitment to creating a highly
educated workforce has played a central role in the development of a sophisticated
service-based economy. In South Africa, by contrast, the quality of the labour supply
is diminished by inadequate education facilities and high rates of HIV/AIDS,
which affects around one in five South Africans aged 15 to 49 years and reduces
workforce participation and productivity. Barriers to girls’ access to education in
many developing countries also contribute to lower productivity and workforce
participation.

e Access to capital and technology: Difficulty in gaining access to capital for
investment and development contributes to lower rates of economic growth and
lower living standards. Low income levels provide little opportunity for savings that
can be used for investment. Poorly developed financial systems make it difficult for
businesses to gain easy access to loans for investment purposes. To improve access
to finance, microfinance organisations in many developing economies provide
small loans to help the poorest people in the world manage their farms or start
a business. Additionally, with small research organisations and limited funds for
business innovation, developing countries have fewer opportunities to develop
new technologies or to pay for the patents to use technologies developed in other
countries.

e Entrepreneurial culture: While it is difficult to quantify differences in culture
between economies and how this can impact upon economic performance, evidence
suggests that a country’s history and social institutions can impact on its economic
success. In particular, strong civil society institutions, cultural disapproval of
corruption, respect for the rule of law and aspirations towards work, enterprise and
personal responsibility can support economic growth and development.

¢ High levels of inequality: Large gaps in the distribution of income and wealth
are a common characteristic of developing countries, and especially of countries
with high concentrations of poverty. Oxford University’s Poverty and Human
Development Initiative has found that two-thirds of the world’s poorest billion
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people live not in the poorest countries, but in middle-income countries. High

levels of wealth concentration tend to lead to lower rates of economic growth and
development. We need to examine both differences in living standards within
countries and between countries if we are to understand the overall differences in

living standards across the global economy.

Institutional factors — ranging from political stability, legal structures, central bank
independence, extent of corruption, strength of social institutions and the government’s

View on globalisation

Globalisation - Where to from here?

“The post-1990s era of hyper-globalization is now
commonly acknowledged to have come to an
end. The [COVID-19] pandemic and Russia’s war
against Ukraine have relegated global markets
to a secondary and at best supporting role
behind national objectives — in particular, public
health and national security. But all the talk
about de-globalization should not blind us to
the possibility that the current crisis may in fact
produce a better globalization.

In truth, hyper-globalization had been in retreat
since the global financial crisis of 2007-08. The
share of trade in world GDP began to decline after
2007, as China’s export-to-GDP ratio plummeted
by a remarkable 16 percentage points. Global
value chains stopped spreading. International
capital flows never recovered to their pre-2007
heights. And populist politicians openly hostile
to globalization became much more influential in
many advanced economies.

With hyper-globalization now having collapsed,
scenarios for the world economy run the gamut.
The worst outcome, recalling the 1930s, would be
withdrawal by countries (or groups of countries)
into autarky. A less bad but still ugly possibility
is that the supremacy of geopolitics means that
trade wars and economic sanctions become
a permanent feature of international trade and
finance. The first scenario seems unlikely — as the
world economy is more interdependent than ever
and the economic costs would be huge - but we
certainly cannot rule out the second.

Yet, it is also possible to envisage a good
scenario whereby we achieve a better balance

between the prerogatives of the nation-state and
the requirements of an open economy. Such a
rebalancing might enable inclusive prosperity at
home and peace and security abroad.

The first step is for policymakers to mend the
damage done to economies and societies by
hyper-globalization, along with other market-first
policies. This will require reviving the spirit of the
Bretton Woods era, when the global economy
served domestic economic and social goals — full
employment, prosperity, and equity — rather than
the other way around. Under hyper-globalization,
policymakers inverted this logic, with the global
economy becoming the end and domestic society
the means. International integration then led to
domestic disintegration.

Some might worry that emphasizing domestic
economic and social objectives would undermine
economic openness. In reality, shared prosperity
makes societies more secure and more likely to
countenance openness to the world.

In short, our future world need not be one where
geopolitics trumps everything else and countries
(or regional blocs) minimize their economic
interactions with one another. If that dystopian
scenario does materialize, it will not be due to
systemic forces beyond our control. As with
hyper-globalization, it will be because we made
the wrong choices.”

— Dani Rodrik

Professor of International Political Economy
Harvard University, in Project Syndicate

9 May 2022
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domestic and external economic policies — can affect the ability of a nation to achieve
economic development.

¢ Political and economic institutions: Institutional factors in individual countries
can have a dramatic influence on the economic environment for businesses,
investors and consumers, and thus have implications for a nation’s level of economic
development. Countries with high levels of institutional fragility or violent conflict
will usually have lower levels of economic development. For example, it is forecast
that by 2030, 85 per cent of those in extreme poverty

. . . . i« . . Corruption
will live in countries with“fragile and conflict-affected Country Perception
situations”. Today, there are 1.2 billion people living in Index (0-100)
conflict-affected areas. Political instability, corruption 1 Denmark, Finland, New Zealand 88
and a lack of law enforcement by government agencies 4 Norway, Singapore, Sweden 85
can also undermine the confidence of investors, who 7 Switzerland 84
will be reluctant to take risks if their business interests 18 Austalia, Belgium, Japan 73
are threatened by an inadequate structure for resolving o7 United States of America, Chile 67
legal disputes, corruption or other institutional problems. 66 China 45
The impacts of We?lk. political institurions on economic 85 India 40
development are difficult to quantify. One attempt to = E— =
do so is the Corruption Perception Index, compiled each :

. . 136 Russia 29

year by Transparency International. The Corruption
Perception Index is a score between O for countries with 174 North Korea 16
180 South Sudan 11

a relatively high level of corruption and 100 for countries
with a relatively low level of corruption. Figure 3.7 shows | Source: Transparency International, 2021
that developed economies have, in general, lower levels ) .

) b . g A . Figure 3.7 - Corruption Perception Index,
of corruption than developing and emerging economies.  gglected countries 2021

DISTRIBUTION OF THE WORLD’S WEALTH

Over 90 per cent of the world’s US$418 trillion in wealth is held by individuals in Europe,
North America and in Asia-Pacific countries like China, Japan and Australia. By contrast,
people in Latin America, India and Africa hold only small shares of global wealth. Wealth is
distributed more unevenly than income throughout the global economy.

NORTH EUROPE
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SOURCE Credit Suisse Global Wealth Report 2021
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Cultural factors: are often reflected in legal structures and institutions, and can
influence a country’s economic development. For example, gender inequality can
contribute to lower employment levels, lower productivity and weaker social
development. Cultural factors can also lead to ‘horizontal inequalities’ that hinder
development within a nation. Gender inequality is one of the most widespread
horizontal inequalities, with discriminatory laws leading to lower employment,
economic productivity and social development. World Bank research published in
2022 found that the mortality ratio of women to men is 2.3 per cent lower in
countries with legislation outlawing domestic violence. The Women, Business and
the Law 2022 report concluded that, globally, women still have only three-quarters
of the economic rights that men have. This makes them more vulnerable to impacts
of crises like the COVID-19 pandemic, which increased the number of women in
extreme poverty by 47 million.

Economic policies: Government economic policies can have a substantial impact
on development, in particular how governments balance the roles of market forces
and government intervention in the economy. If all major decisions are left to
market forces, a country may achieve a high level of economic growth, but it may
not improve education, health care and quality of life. On the other hand, excessive
government control over economic decision making can constrain entrepreneurship
and innovation, reducing economic growth. Countries with the highest levels of
human development, such as Switzerland and Australia, typically have both a strong
market economy and significant government investment in human development.
By contrast, when they were under Communist rule between the Second World
War and 1989, with a command economy rather than a market economy, Latvia
and Poland experienced slower growth in development. A widely cited IMF paper,
Income Inequality and Fiscal Policy, found that a major reason for higher inequality
in Latin America compared with European economies was that developing economy
governments are less able to reduce inequality because they have less comprehensive
tax systems and public services. A 2022 paper from the Bank for International
Settlements found that inequality increases faster and more persistently following
recessions. A boom/bust cycle can impede long-term economic growth and increase
inequality. On average, inequality is still higher five years after a recession when
compared to pre-recession levels.

Government responses to globalisation: Government responses to globalisation
can have a substantial influence on a nation’s ability to achieve economic
development. Policies relating to trade, financial flows, investment flows,
transnational corporations and the country’s participation in regional and global
economic organisations will influence an economy’s ability to take advantage of the
benefits of integration, such as economic restructuring, efficiency, access to foreign
capital and technology and access to overseas goods markets. For example, East
Asian economies that have been most open to trade and foreign investment have
experienced the strongest rates of economic growth in recent decades. The role of
government policy via responses to globalisation in influencing economic
performance is discussed in both case studies after this chapter.

reviewquestions

1 Assess the extent to which global and domestic factors cause inequality in the

global economy.

2 Discuss the extent to which globalisation may increase or reduce the extent of

inequality in the global economy.
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3.6 The impact of globalisation

In this section, we address one of the most important questions of modern economics:
what is the impact of globalisation on individual economies and the world as a
whole? We look at how the forces of globalisation have affected economic growth and
development, changed production processes, influenced the gap between rich and poor,
and impacted on the natural environment. While the overall impact of globalisation is
to foster improved economic outcomes, we also note some of the downsides to greater
economic integration.

Economic growth and development

Globalisation has affected countries in different ways. Developing economies have greater
opportunities to grow by producing goods for global consumer markets and can also
benefit from greater access to new technologies and foreign investment. High-income
economies, especially through transnational corporations, have found growth opportunities
in global supply chains and new global service markets. Nevertheless many economies
have not gained as much as might be expected from globalisation, and greater economic
integration has caused disruptive structural changes in some regions. Moreover, the
relatively free movement of people, goods and data across national borders also increases
risks — from cybercrime and the hacking of computer networks to the spread of pandemics
such as COVID-19.

Overall, there is evidence that globalisation has produced an acceleration of economic
growth, though the effect has been distributed unevenly across geographical regions. As
the world economy has become more integrated over recent decades, global real GDP
growth has increased from 3.1 per cent per year during the 1980s and 1990s to 3.8 per
cent from 2000 until the onset of the COVID-19 pandemic in 2020.

In recent decades, the fastest-growing economies have been emerging economies such as
China and India, while the slowest-growing economies have been the advanced economies.
Since 1990, a group of emerging and developing economies have been “catching up” to
advanced economies, although this is not the case for many, especially when we assess per
capita incomes.

e The East-Asia and Pacific region (excluding high-income countries) has been
the fastest growing region in the world (9.0 per cent per year on average across
the 1990s and 2000s, though it fell to 6.7 per cent on average between 2011
and 2019). In particular, strong growth in China during this period (10.4 per
cent in the 2000s, falling to 7.3 per cent in the 2010s) demonstrates the role of
industrialisation and globalisation in economic growth. The region grew by 7.2
per cent overall in 2021, but this reflected strong growth of 8.1 per cent in China,
while the rest of the region averaged 2.6 percent growth. Growth was forecast to
be around 4.6 per cent in 2022.

e Economies in South Asia also experienced successful growth since 2000
(5.7 per cent), particularly India after its steps towards greater integration with
the global economy (5.8 per cent), as well as Bangladesh (6 per cent). South Asia
contracted by 7 per cent in 2020, rebounded by 7.7 per cent in 2021, and was
forecast to grow at a rate of 6.6 per cent in 2022.

® The former socialist economies of eastern Europe and Central Asia, which grew
by 5.0 per cent in the 2000s, and 2.9 per cent between 2011 and 2019, made a
successful transition to becoming market economies after experiencing a severe
contraction in their economies during the 1990s (-0.9 per cent) because of the
difficult process of transition. The emerging economies of Europe and Central
Asia contracted by 3 per cent in 2020 and rebounded to growth above 6 per cent
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in 2021. Output in the region was forecast to contract 4.1 per cent in 2022, with
the war in Ukraine reducing the region’s economic output growth by 6.5 per cent.

¢ The Middle East and North Africa experienced strong economic growth (4.4
per cent) throughout the 1990s and 2000s, including in Egypt (4.7 per cent) and
Saudi Arabia (3.6 per cent). Higher growth in the Middle East and North Africa
compared with the 1980s (0.1 per cent) was underpinned by higher prices for energy
resources during the globalisation era, although it did not resolve the very high
levels of inequality in many economies in the region. However, political instability
and a decline in oil prices has seen growth averaging only 2 per cent since 2011.
The IMF reported a 3.3 per cent contraction in 2020, followed by recovery with
5.8 per cent growth in 2021. This was projected to continue with 5.0 per cent
growth in 2022.

® Sub-Saharan Africa recorded an average growth rate of 4.8 per cent from 2000 to
2019, with strong growth in Ethiopia (9.1 per cent), Mozambique (6.8 per cent) and
Nigeria (6.3 per cent). However, other African countries have been less successful,
including Sudan and the Central African Republic, having growth rates so low that
they are experiencing very little improvement in living standards. The economies
of Sub-Saharan Africa contracted by 2 per cent in 2020, but rebounded with 4.5
per cent growth in 2021 and were expected to grow by 3.8 per cent in 2022.

e Latin American economies experienced strong annual growth in the first decade
of the 2000s (3.1 per cent), improving from the 2.4 per cent average of the 1980s
and 1990s. However, growth fell back to 1.6 per cent annually in the 2010s,
reflecting weaker commodity prices and political instability in some countries in
the region. Latin American economies experienced the greatest COVID shock in
2020, contracting by 6.9 per cent, reversed an expansion of 6.9 per cent in 2021.
Growth was projected to fall to 3 per cent for 2022 following policy tightening in
response to inflationary pressures.

¢ High-income economies (or advanced economies) grew by just 2.2 per cent on
average in the 1991-2019 period, slower than the 3.3 per cent recorded during
the 1980s. Over this period, average annual growth rates were 2.5 per cent in the
United States, 1.8 per cent in the European Union and only 1.0 per cent in Japan.
The IMF estimated that the group of high-income economies grew by 5.2 per cent
in 2021 after a contraction of 5 per cent in 2020. For 2022, the IMF predicted
growth of 3.3 per cent.

The implications of these trends are mixed. On the one hand, the remarkable growth
experienced by emerging and developing economies that have embraced international
trade, foreign investment and the participation of transnational corporations may indicate
that globalisation facilitates higher rates of economic growth. For example, sustained
economic growth in China and India is linked to policies in both countries that have
encouraged increased trade and foreign investment.

On the other hand, the most globally integrated economies are the advanced economies,
and they have experienced comparatively weak growth over the past two decades,
especially since the global recession of the late 2000s. The 2010s saw a long period of
lacklustre growth, despite record low interest rates and very low inflation. High levels
of indebtedness constrained governments from using fiscal policy to stimulate growth.
Growth rates also weakened in African and Latin American economies. The global
economic contraction resulting from the COVID-19 pandemic further highlighted how
more integrated economies are more exposed to the transmission of economic shocks.

While globalisation also has impacts on economic development or the wellbeing
of individuals and societies, this influence occurs mainly because of the link between
globalisation and economic growth. If globalisation lifts economic growth rates in
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individual economies, it also raises income levels, and provides more resources for education
and health care, and for programs to clean up the natural environment. Globalisation can
also have negative consequences for development if, while contributing to growth in
individual countries, it also caused income inequality to increase, and accelerated climate
change and environmental damage.

The slow global response to climate change is likely to widen the gap between growth and
development indicators in coming decades, as countries will need to allocate more resources
to addressing accelerating climate change impacts, such as extreme weather events.

Any statistical analysis of the impacts of globalisation during recent decades is inevitably
dominated by the rising economic power of China. The rise of China is a major structural
change in the global economy that is occurring in parallel to the process of globalisation.
There is no question that globalisation has also contributed to the extraordinary speed of
China’s economic development. Trade has been central to China’s rapid industrialisation
since China’s growth has been led by export-oriented manufacturing industries. China’s
growth is also accelerating the process of globalisation, by deepening trade and financial
links among economies. The speed and scale of China’s economic expansion dwarfs any
other emerging economy.

Trends in the Human Development Index (which measures a combination of material
living standards, education and health outcomes) show that, since the 1980s, almost
all countries have experienced major improvements in economic development. There
is little evidence that globalisation, on balance, contributed negatively to economic
development. Declines in economic development are restricted to a handful of countries
that have experienced upheaval in transition from planned systems (Russia, Moldova and
Tajikistan) or serious political turmoil (Zimbabwe, Democratic Republic of Congo and
Afghanistan). Figure 3.8 shows the changes in HDI levels for selected countries over the
past three decades.
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Figure 3.8 - HDI performance of various countries
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Income inequality

Globalisation also has impacts on income inequalities within countries because, as trade and
financial flows grow, it changes the structure of economies:

Increased openness to trade provides more export opportunities, which can raise the
incomes of “trade-exposed” or agricultural workers in developing countries. Lower
tariffs on imports improve standards of living for the poor by reducing the prices
of goods. In advanced economies, higher levels of trade may shift employment
towards higher-paid services industries, but it may also depress the incomes of
workers in import-competing sectors (for example, employees in the American
motor vehicle industry have seen their incomes decline as US car producers have
sought to compete against cheaper imports from Asia).

Increased financial flows provide greater employment opportunities and fuel
economic growth, but FDI flows also tend to be concentrated in higher skill and
higher technology sectors, favouring those who are already better off. IMF research
has found that financial globalisation increases income inequality within countries.

Income inequality has increased in many emerging economies because the global
mobility of skilled labour means that highly skilled workers may emigrate to more
advanced economies with higher-paying jobs unless they receive higher pay. This
contributes to large increases in pay for highly skilled workers, while incomes for
other workers grow at a much slower rate.
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Figure 3.9 - Income inequality in selected countries

According to the IMF, income inequality rose by
almost 0.45 per cent per year during the three
decades up until the mid-2000s, as measured by
the Gini index (a common measure of inequality
where a higher number indicates a higher level
of inequality). IMF studies have also found that
increased inequality reduces economic development.
Increases in the share of income for the top 20
per cent of households are associated with a
corresponding 8 per cent fall in average growth
rates over the following five years. In contrast, an
increase in incomes for the lowest 20 per cent of
household income leads to a 38 per cent increase in
average growth rates over the same medium-term
period.

The general trend of rising inequality is evident in
figure 3.9. According to the IMF, about one-fifth
of the increase in income inequality globally is
as a result of globalisation. A major part of this
increasing inequality is the impact of technological
change which shifts production processes away from
low-skilled labour towards higher-skilled jobs. This
benefits people with higher levels of education but
increases unemployment for less skilled workers.

Trade investment and transnational corporations

Globalisation has resulted in substantial increases in the size of trade flows and foreign

investment. Because of the key role played by transnational corporations (TNCs) in both

trade and investment flows, TNCs are increasingly dominating business activity around

the world.
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We saw in chapter 1 that international trade in goods and services continues to grow at
least at the same rate as the global economy’s growth in most years, and is now equal
to around half of global output. All regions in the world have experienced this trend, as
changes in technology and government policy have fostered trade growth. An important
feature of trade growth during the globalisation era is that goods are produced through
multiple stages in different economies through global value chains (or supply chains)
where countries engage in “vertical specialisation”, focusing on just one or two parts of
the production process.

The different stages of production for consumer goods such as iPhones might see the
manufacturing of computer chips, logic boards, camera parts, screen casings and the final
assembly occurring in different countries. Figure 3.10 demonstrates how the globalisation
of production processes means there could be many international trade transactions rather
than just the export of a finished iPhone from one country to another. For the first time
in history, intellectual property and commercial know-how are constantly being traded
across economies, while investment is expanding beyond physical capital into productivity
training for labour and long-term business relationships. Since the early 1990s, trade
through global value chains (as opposed to traditional trade of finished goods from one
country to another) has increased from less than half to about 70 per cent of total trade.

The COVID-19 pandemic caused the most significant disruption to international supply
chains of the globalisation era. Prior to March 2020, there was an assumption that supply
chains would continue to become ever more interconnected. But the COVID-19 pandemic
highlighted the vulnerability of countries to global chains — when every country needed
respirators and personal protective equipment, they could not obtain enough supplies
from China, and many economies did not have the capacity to manufacture those goods
themselves. In addition, the pandemic resulted in huge disruptions to air travel and major
delays in a range of agricultural, mining and pharmaceutical supply chains. Finding
alternative options for sourcing materials (or at least improving the reliability of supply
chains) became a key focus for both TNCs and governments after the onset of COVID-19.
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Figure 3.10 - The global supply chain for Apple iPhones
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The globalisation of financial markets has seen an increased reliance on foreign sources
of finance for investment. From another perspective, more countries now have greater
access to overseas funds for investment than ever before. Either way, FDI is now playing
a greater role in generating economic activity in every region around the world. In 2020,
FDI was over five times higher than it was in 1990 (but only 40 per cent its peak level
recorded in 2007). Very large increases were recorded for high-growth emerging economies
that have relaxed barriers to foreign investment. However, as discussed in Section 3.5,
the benefits of increased FDI flows have mostly been enjoyed by economies with already
favourable economic prospects, and there has only been a trickle of FDI flowing to the
LDCs. In addition, the growth of short-term financial flows has had a destabilising impact

For a critical view of the
practices of transnational
corporations (TNCs) in
developing countries visit the
website of CorpWatch
www.corpwatch.org

on many economies.

The removal of restrictions on foreign ownership and the development of global capital
markets have spurred the growth of transnational corporations (TNCs), of which
there are now more than 104,000. Foreign affiliates of TNCs employ over 83 million
people globally. They dominate the world’s major industries such as motor vehicles,
telecommunications and pharmaceuticals, and merger activity continues to concentrate
Explain concerns regarding
the conduct of transnational
corporations held by this
organisation. Outline

one proposal to improve
TNC practices.

the number of these companies.

TNCs generally perform better than domestic firms on a range of indicators including
productivity, quantity sold, production size and export market share. However, World
Bank research has found that, on average, benefits to the local community were lower as
foreign firms tend to use less domestic capital and labour. The full advantages of FDI inflow
can only be realised if TNCs are connected to local suppliers. Another concern relating
to TNC:s is that they do not operate under the laws of any one country and so can move
their production facilities to countries with the weakest laws, and artificially structure their
financial flows to avoid paying taxes. According to the OECD, developing economies are
disproportionately affected by tactics TNCs use to avoid US$240 billion in corporate taxes
each year. Lower labour standards and environmental protection laws in developing nations
can also lead to the exploitation of workers and environmental degradation.

FOUR WAYS GLOBALISATION HAS IMPACTED COMMODITY MARKETS

IN THE LAST 100 YEARS

“Commodity demand (and production) has increased
enormously over the past century. The largest increases
have been for energy and metals as population and per
capita income have grown and technological change has
encouraged the use of industrial commodities ... There
has also been significant substitution across groups
of commodities. For example: in ocean shipping, oil
replaced coal; in the package and container industry,
aluminum and plastics replaced tin; more recently,
biofuels (an agricultural product) have been used as a
substitute for fossil fuel in gasoline ...

Secondly, technological advances have encouraged
consumption by creating new products and new uses
for commodities. They have also reduced the use of
raw materials by improving efficiency in consumption
and production. In addition, they have facilitated the

discovery and development of new reserves and new
commodities ...

Third, innovation in commodity markets has often occurred
in response to periods of high prices. For example, in the
case of metals, technological improvements in aluminum
and policy interventions in the tin market made aluminum
the dominant commodity in packaging ...

Fourth, a variety of interventions have been used to
mitigate commodity market volatility. Interventions have
taken different forms, including subsidies, production
quotas, trade measures, and internationally coordinated
supply management schemes.”

— “Commodity Markets: Evolution, Challenges and
Policies.” World Bank, 2022
Edited by John Baffes and Peter Nagle
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Environmental sustainability

The relationship between globalisation and environmental factors is complex. Globalisation
can have negative environmental consequences for several reasons. Low-income countries
that are desperate to attract foreign investment and earn higher export revenue may engage
in economic behaviour that harms the environment. Examples of how this may occur
include deforestation for paper or woodchip industries; depletion of marine life through
unsustainable fishing practices or poisoning of water supplies by mining operations;
pollution caused by manufacturing industries; and carbon dioxide emissions from power
plants, contributing to climate change. Additionally, the growth in global trade itself
is increasing consumption of non-renewable fuels for transport by air, road, rail and sea.

The most significant environmental threat in the early twenty-first century is climate
change because the warming of the atmosphere has potentially irreversible and catastrophic
impacts on all aspects of the natural environment including oceans, marine life, the weather,
wildlife, air quality and water supplies. While the carbon emissions that contribute to
climate change come from individual countries, the impacts of climate change affect the
whole world (with more severe impacts most often falling on people in the lowest income
economies). This means that nations need to work together to address climate change.

Global efforts to reach agreements between economies on reducing carbon emissions
are coordinated by the United Nations Framework Convention on Climate Change
(UNFCCCQ). In 1997, the UNFCCC summit of world leaders produced the Kyoto Protocol
on Climate Change, which set carbon emission reduction targets for industrialised
countries. The Kyoto Protocol entered into force in 2005 and expired in 2020. The Kyoto
Protocol was followed by the Paris Agreement, to keep “the increase in global average
temperature to well below 2 degrees Celsius above pre-industrial levels” — the benchmark
scientists believe is necessary to prevent the most dangerous impacts of climate change.

The Paris Agreement was significant because, for the first time, it included developing
nations, such as China and India, alongside the United States, which had refused to ratify
the Kyoto Protocol. In contrast to the Kyoto Protocol, the Paris Agreement included
several inbuilt mechanisms for transparency and review process, with the intention
of increased global scrutiny to further encourage countries to meet their respective
contribution to global emissions reduction. Nevertheless, countries set their own targets
to reduce emissions, which has meant that the world is still not on target to achieve the
extent of reductions in carbon emissions required to achieve the agreed target. The 2021
Climate Conference in Glasgow produced the Glasgow Climate Pact, ratified by 197
countries, which made progress in several areas and was the first climate deal to commit
to reducing the use of coal.

Globalisation also offers opportunities to protect the world’s environment from harm
by forcing individual nations to address their global responsibility for environmental
preservation. It makes it possible for the costs of preservation to be shared and to increase
scrutiny of the environmental practices of transnational corporations. Globalisation has
also facilitated the transfer of new technologies to improve energy efficiency and reduce
environmental pollution. Over time, globalisation may create international mechanisms
to enforce agreements on preventing environmental damage. In recent years, however,
problems that have involved global environmental resources, such as fish stocks or climate,
have proved difficult to tackle and progress in making agreements to combat global
environmental problems has been slow.
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The role of financial markets

The influence of global financial markets on economies has increased substantially during
the globalisation era. Driven by global information and communications networks,
global financial markets dominate financial flows around the world. Governments have
encouraged the development of global financial markets by removing “capital controls”
on the flow of finance, floating their exchange rates and deregulating their domestic
banking sectors.

Global financial markets can have positive impacts on economies. Countries would be
unable to conduct international transactions without foreign exchange markets. Businesses
would find it more difficult to access loans or attract investors if they were confined to
domestic financial markets. Efficient international financial markets should encourage
greater transparency of the actions of businesses and governments and should foster
economic development.

However, global financial markets have also produced negative results during the
globalisation era. Financial markets shift massive volumes of money around the world
every day. If investor sentiment turns against a particular economy, it can result in a
collapse in exchange rates, a shock to the economy and a recession accompanied by rising
unemployment.

In the late 2000s global financial markets played a part in producing the worst economic
crisis since the Great Depression of the 1930s. With its origins in the United States
housing market, the global financial crisis of 2008 saw a collapse in worldwide investor
confidence and the seizure of the global financial system. Central banks subsequently
flooded financial markets with liquidity, governments guaranteed banking deposits to
improve confidence and many governments provided “bail-outs” to prevent troubled banks
and financial institutions from collapsing. Although these emergency measures helped
avoid global economic depression, the world economy still contracted by 2 per cent.

The experience during the onset of the COVID-19 pandemic in 2020 and the invasion
of Ukraine in 2022, showed how global financial markets can exacerbate volatility in
economies. During the height of the pandemic, a loss of investor confidence saw US$100
billion in investment outflows from emerging economies, twice as big as outflows during
the global financial crisis. As many economies cut interest rates to record lows, some
economists raised concerns that government and corporate borrowers might take on more
risk and create over-indebtedness problems in the future. Managing financial market
volatility is expected to be a major concern for the IMF as the world emerges from the
COVID-19 recession with vastly increased debt levels from the pandemic.
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The international business cycle

The linkages between economies hold benefits and risks for countries in the global
economy. The benefit of integration is that it allows countries to achieve faster rates of
economic growth by specialising in certain types of production and by engaging in trade.
Countries that have a higher level of trade also experience faster economic growth. In
particular, during times when world economic growth is higher, individual economies
are likely to benefit from the upturn in growth.

However, closer economic integration also makes economies more exposed to downturns in
the international business cycle and to developments in their regions. One of the reasons for
the strength of global economic growth in the mid-2000s was the simultaneous upswings
in the United States and China that propelled the global economy to its fastest growth
rates in 30 years. Equally, the closer links between economies resulted in the downturn in
the US economy in the late 2000s and the economic fallout from COVID-19, spreading
more quickly to other developed and developing economies. As the extent of trade and
financial integration continues to increase, there is likely to be greater synchronisation
of the international business cycle, intensifying both the downturns and the upswings in
the global economy.

Greater synchronisation of business cycles between different countries has also increased
the need for macroeconomic policies to be coordinated. Following the late 2000s recession,
for example, the IMF recommended that countries use their combined budgets to stimulate
the world economy by 2 per cent of global GDP in response to the global economic
recession. However, economies generally do not coordinate their macroeconomic policies
unless they are in a global crisis, as seen during the COVID-19 pandemic. A series of
macroeconomic policies were announced by governments around the world to combat
stalling economic activity as a result of the measures to curb the spread of COVID-19,
with many governments copying each other’s policy approaches. The COVID-19 pandemic
struck at a time when global growth was already weak, making it even more likely that
the early 2020s will be a period of slower growth. Russia’s invasion of Ukraine in 2022,
which destabilised commodity markets and contributed to a global inflation shock, added
further to the uncertainty around the economic outlook for the 2020s.

reviewquestions

1 Analyse the impact of globalisation on economic growth and development in
the global economy.

2 Explain the impact of globalisation on environmental sustainability in the
global economy.

3 Describe the role of financial markets and the international business cycle
in globalisation.
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The global economy is characterised by stark inequalities. Out of a world
population of almost 8 billion, just over 1.2 billion live in high-income countries
with high standards of living, while around 682 million people live on less than
US$1.90 per day. While inequality between economies globally has fallen,
inequality within economies has increased.

Standards of living are most commonly measured by Gross National Income
(GNI) per capita adjusted for exchange rate impacts or purchasing power parity
(PPP). However, economists recognise that this measure has limitations.

Economic growth is an increase in the real Gross Domestic Product over
a specific time period. Per capita GDP growth is the most common traditional
measure used to compare the performance of economies.

Economic development is concerned with economic growth alongside other
quality-of-life factors such as income distribution in a population, education
levels, health standards and quality of environment. The most common measure
of economic development is the United Nations Human Development Index
(HDI), which is based on a combination of GNI per capita, life expectancy at birth
and levels of educational attainment.

The main two categories of economies are developing economies and
advanced economies. Advanced economies are also sometimes known as
high-income, industrialised, western and first-world economies.

Emerging economies are in the process of industrialisation or modernisation
and experiencing sustained high levels of economic growth. This classification
includes a range of economies that are neither high income nor share the
traditional characteristics of developing economies.

While many features of individual economies can contribute to a lack of economic
development, such as a lack of quality inputs to production and the nature of
economic and political institutions, the globalisation era has highlighted how certain
features of the global economy - trade, finance, foreign aid and technology —
may work to entrench rather than alleviate inequalities between nations.

Opinion about the impacts of globalisation is divided. While globalisation does not
appear to have accelerated economic growth overall, many emerging economies
have experienced rapid economic growth and development through global trade
and investment.

Globalisation has contributed to a greater synchronisation of economic growth
rates through the international business cycle, reflecting the increased
integration of economies through trade and financial flows.

Globalisation has increased the need for national governments to coordinate their
economic policy with other nations, but recent years have seen significant failures
in policy coordination, both on shorter-term issues such as tariff disputes and the
longer-term threats from climate change.
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1 Explain the difference between the concepts of economic growth and
economic development.

2  List examples of indicators that measure economic growth and economic
development and outline what factors they include.

3  Discuss the distribution of income and wealth in the global economy. Assess
whether inequality is increasing or decreasing.

4  |dentify what categories are used to group economies. Discuss the key features of
these groupings.

5  Analyse the reasons for differences in levels of development between
economies.

6 Explain how globalisation has changed the role of trade investment and
transnational corporations in economies.

7  Discuss how globalisation has impacted on the distribution of income and wealth
within countries.

8 Analyse the positive and negative impacts that globalisation might have on the
natural environment.

9  Explain how globalisation has increased the need for national governments to
coordinate economic policy with other nations.

10 Critically analyse the argument that the negative impacts of globalisation have
been greater than its positive impacts.
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COVID-19 The economic dimensions
of a global pandemic

Within months of the first identified case in the
Chinese city of Wuhan in late 2019, the coronavirus
had spread to every inhabited continent in the world
and caused the greatest economic disruption since
World War II. Governments scrambled to contain the
spread of COVID-19, shutting international borders,
implementing new health measures and imposing
unprecedented restrictions on social life in major
cities, as case numbers soared into the tens of millions.
Along with the significant health consequences, the
COVID-19 pandemic is a case study of the power of
external shocks in the era of globalisation.

While the world has experienced international
pandemics in previous centuries, the COVID-19
virus became a global pandemic faster because of
globalisation and the integration of economies. By
January 2020, at the precipice of the crisis, annual
international travel movements had soared to 1.5
billion, the biggest on record following several years
of strong growth. Unsurprisingly, COVID-19 began
spreading from major nodes for global production and
trade (first in Wuhan, a hub city for central China, and
then from northern Italy, a key manufacturing and trade
hub for Europe).

By April, border controls had reduced air travel to
levels not seen since the early 1970s. Border controls
disrupted supply chains, while government-imposed
lockdown reduced production and consumption in
many sectors of economies. Businesses were forced to
dramatically change their operations or cease trading
altogether.

The global economic consequences of COVID-19
and the government policy responses were severe and
sudden. COVID-19 disrupted:

¢ Economic growth: Global GDP fell by 3.1 per
cent in 2020, with over 80 per cent of countries in
recession, as shown in the following graph. In the
worst hit countries, such as the Maldives, Fiji and
Macao, economic activity contracted by over 20 per
cent, while countries that adapted swiftly (China,
Korea) experienced small positive growth.

e Unemployment: An unprecedented 200 million
people worldwide were out of work due to
global lockdowns. Unemployment rates rose by
approximately 1.5 per cent in both advanced and
emerging economies across the world. In 2022,
the World Bank projected that COVID-19 would

contribute to 198 million additional people living
in extreme poverty.

¢ Inflation: Record low levels of inflation occurred
during the pandemic. OECD countries experienced
almost no price movement and developing countries
averaged just 4 per cent inflation. This reflected a
combination of price increases due to supply chain
disruptions, offset by deflation from lower demand
and falling fuel prices

COVID-19 also
temporarily stalled momentum for globalisation. World
trade volumes had fallen by 20 per cent by mid-2020.

The decline was concentrated in services, with travel

Beyond these initial impacts,

services down 63 per cent in 2020. However, goods
demand recovered quickly from the downturn, with
the WTO forecasting that, overall, trade growth would
lift to 8 per cent in 2021. Trade policies were reshaped
too, with the WTO cataloguing some 325 adjustments
to policies such as removing tariffs on certain items
like hand sanitizers and banning exports of key goods
like personal protective equipment and some staple
foods. While international financial markets recovered
quickly from their initial slump in March 2020, foreign
investment fell by 40 per cent, and some countries
tightened their rules on foreign investment. Travel, the
arts, entertainment, sports, hospitality and brick-and-
mortar retail operated at a fraction of the capacity they
had at the beginning of the pandemic and were forecast
to not see a substantial rebound before the pandemic
was brought under control.

The crisis prompted an unprecedented economic policy
response by national governments. In the short term,
many governments stepped in to pay the wages of
millions of private sector employees in order to prevent
permanent job losses. Governments injected spending
of around US$8 trillion to support economic growth
roughly one-tenth the size of global income. Central
banks dropped interest rates to below zero while also
engaging in “unconventional” monetary policy such
as the direct purchase of public and private sector
debt. IMF staff estimates suggest that policy actions —
including automatic stabilisers, discretionary measures
and financial sector measures — contributed about 6
percentage points to global growth in 2020. While
difficult to pin down precisely, absent these actions,
the global growth contraction last year could have been
three times worse than it was.



In the longer term, the changes to policymaking
could be even more profound. Governments were
expected to face a significant challenge to balance
the short-term needs of stimulating economies and
supporting employment while repairing the enormous
fiscal damage done to government budgets by the crisis.

»

“Buy local” and “self-sufficiency” rhetoric grew, as some
governments and some business groups argued that
local production of medical supplies and other essential
goods should be “on-shored” to mitigate against the

risk of supply shortages during the crisis.

COVID-19 highlighted the role of international
institutions in responding to global economic
challenges. The World Health Organisation (WHO) led
the initial response, calling for swift closure of borders,
social distancing and improved hygiene practices. It also
jointly established the COVAX Facility, a mechanism
designed to guarantee fair and equitable access to
COVID-19 vaccines worldwide. The IMF more than
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