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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
has begun with the largest downturn in economic activity
since the Great Depression almost a century ago, following

the onset of the COVID-19 coronavirus pandemic.

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

The textbook team (L-R) Tim Dixon, Diana Hu (previous
editions), Natalie Baker, Zain Ahmed, Joel Bank, Rohan
Garga, Nicholas Kamper and John O’Mahony. Not pictured:
Michael Pahos, Luke Goldman, Ben Robinson and Michelle
Mountford

that responds quickly to changing conditions, and good
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. As it was last year, updating for 2022
was a tougher challenge than for any of the previous twenty
editions, as the economic impacts of the COVID-19
pandemic are so far-reaching and fast-changing. 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
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How to use this book

Congratulations on choosing Australia in the Global Economy as your
text for Year 12 Economics. 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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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.
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This year’s edition also includes:

¢ analysis of the impact of COVID-19 on the
Australian and global economies in two
detailed summaries in chapters 3 and 7

¢ a detailed analysis of the 2021 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.

--------------- D R Y

Australia in the Global Economy Workbook Tenth Edition

The accompanying workbook Australia in the Global Economy Workbook
Tenth 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, B o
n the

including worked solutions for answers that require calculations and Global Economy
additional explanations for answers that require you to demonstrate a e
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 2022 Edition eBook
3. Click on the ‘Explore resources’ tab in your eBook.

D N

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.




Topic 1: The Global Economy
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 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 force, 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 2022.



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.

Introduction to the
Global Economy

1.1 The global economy
1.2  Gilobalisation

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 many countries buy and sell from overseas is greater than half
of the country’s economic 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, when many countries closed their borders to international
tourists and travellers, international supply chains were disrupted, and the global economy
plunged into its deepest recession in almost a century. 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.

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.
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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

e international financial flows

¢ 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.

“Globalisation is the most progressive force in the history of humankind.
It has heralded more rapid improvements to more people than any other
human intervention. While COVID-19 has temporarily disrupted some cogs
in the chains of moving goods, services, people and - to a lesser extent
ideas — that constitutes globalisation, it has accelerated others.

COVID-19 has not derailed globalisation. On the contrary: it has accelerated
its transformation. Some features of globalisation, such as scientific
collaboration and digital connectivity, have increased dramatically since the
pandemic began. Our drastically changing political and economic landscape
has led to a transitional period in which there is no effective global, much
less multilateral, leadership. International institutions are being starved of
the resources, legitimacy and mandates for reform that they urgently require.

COVID-19 has taught us that we need to redouble our efforts to create a
more inclusive, more sustainable and healthier world in which globalisation
serves to overcome risks and social divides, and is a tool for achieving
shared and sustainable prosperity for all of humanity.”

— Professor lan Goldin, University of Oxford,

and Dr. Robert Muggah, Igarapé Institute.

"Why the world needs better — not less — globalization"
14 December 2020, World Economic Forum

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

Gross World Product
(GWP) refers to the
sum of total output of

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 goods and services by all
over US$22.6 trillion (26 per cent of global output) in 2020. The size of the Gross World economies in the world
Product (GWP) — the aggregate value of all goods and services produced worldwide each over a period of time.
year in the global economy — is now over 50 times its nominal level in 1960, but the
volume of world trade has grown to over 125 times its 1960 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, but between the 1980s and 2000s it
grew at around double the global rate of growth, as shown in figure 1.1. During economic
downturns, such as in the mid-1970s, early 1980s, early 2000s and again in the late 2000s,
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 8.3 per cent in 2020.

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
World Trade and regional trade groups such as the World Trade Organisation (WTO), European Union

Organisation (WTO) is (EU), and the Association of South-East Asian Nations (ASEAN). These developments have
an organisation of 164

, been a major force behind increasing global trade.
member countries that

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 only 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.

Latin America & Sub-Saharan North Africa 1%
the Caribbean 4%\ Africa 1% Latin America &
Europe & 40 the Caribbean 5%
Central Asia4% — South Asia 1% Europe & \‘
East Asia & Central Asia 6%
Pacific 7%

] East Asia &

Pacific 20% —*

High income 82%

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%

High income

65%

South Asia 2%

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, with the Chinese economy playing an increasingly important role in global
trade, other economies have placed an increased priority on their trade relationships with
China. China’s economy has grown rapidly in recent decades, and while it has recently
been growing at a more moderate pace, it is still one of the world’s fastest-growing
economies. Countries such as Australia have responded by preparing for a larger trading
relationship with China by encouraging students to learn Mandarin at school, negotiating
trade agreements with China, and increasing investment in domestic industries whose
goods and services are in greatest demand from China.

- I |
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
almost US$6.6 trillion by 2019, up from US$4.0 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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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’
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.

GLOBAL INVESTMENT

US$999 BILLION

FOREIGN DIRECT INVESTMENT

GLOBAL COMPANIES

TRANSNATIONAL CORPORATIONS

S):;W% §$83

GLOBAL ILLION
FINANCE !
GROSS WORL
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GLOBAL
TRADE
GLOBAL LABOUR GLOBAL COMMUNICATIONS
165 MILLION 4.1 BILLION

MIGRANTWORKERS* INTERNET USERS

104 THOUSAND

SOURCES: World Bank, Bank for al International ications Union, United Nations Conference on Trade and Development
*Figure reflects pre-pandemic flows. Excludes migrants who have taken citizenship in their new country.

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.
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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.

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 2018 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 US$999 billion in 2020, half their level of 2015.

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$663 billion inflows to developing countries in
2020, US$535 billion went to Asia (§270 billion to China and Hong Kong, $91 billion
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to Singapore and $64 billion to India). The slower increase in FDI inflows to developing
countries in 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 and transitional economies have also become a major source of investment
funds in the global economy. In 2020 these economies contributed 50 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, Transnational
they will have production facilities in countries around the world, sourcing inputs from corporations (TNCs) are

global companies that
dominate global product
and factor markets. TNCs

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, Shell and Tesla establish or expand production facilities in a have production facilities
in at least two countries

and are owned by

. . . LT 1. > ; residents of at least two
up in their country through supportive policies like subsidies or tax concessions. Since the CEUTTTHES,

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 79 million people globally. As TNCs continue to increase in both volume
and significance, there has been an associated increase in cross-border cartels between

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

large corporations, which reduces competition in economies and disadvantages local
consumers. According to the Organisation for Economic Co-operation and Development
(OECD), regulators took action against over 240 cross-border cartels between 1990 and
the mid-2010s, with a financial impact of US$7.5 trillion. Many cartel arrangements are
never even uncovered by regulators.

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 fast
food chains Burger King and Tim Hortons, pharmaceutical companies Bristol-Myers
Squibb and Celgene, technology and communications giants AT&T and Time Warner,
media companies Walt Disney and 21st Century Fox, mining companies Glencore and
Xstrata and between other major companies in the resources, healthcare, and financial
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services industries. 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 USS1 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 2020, M&As stood at US$474 billion, a 40 per
cent decline from 2016. This decline was driven by the economic uncertainty from the
COVID-19 pandemic.
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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.

: 0

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 standardised shipping containers
(containerisation), cargo tracking and more efficient logistics systems 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 54 per cent in 2019.

¢ In finance and investment, technology plays a key role in facilitating globalisation
through the powerful computer and communications networks that allow money
to move around the world in a fraction of a second.
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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 almost 8 billion, which is roughly
equal to the number of people in the world.

e Advances in transportation such as aircraft and high-speed rail networks allow
greater labour mobility between economies, as well as 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 physical lockdowns
necessary to prevent the spread of the virus by continuing normal activities through
digitial marketplaces, virtual meetings and home schooling.

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. An analysis of the income flows
from technology transfers between countries shows that the United States receives
half of the royalties and licence fees from the world’s technology transfers and that
most of the remaining gains are shared amongst a small group of developed economies.
Other countries rely on importing technology from these leading countries 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

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, around three-quarters
are active on social media. Facebook, for example, claims 2.6 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. Google earned over US$150
billion in 2019, mostly from advertising revenue. LinkedIn was bought by Microsoft
in 2016 for US$28.1 billion, six times its value after it was floated in 2011. Facebook
acquired WhatsApp for US$19 billion in 2014, and Microsoft paid US$8.5 billion for Skype
Communications to expand its new media operations. 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 two billion downloads by 2020), but they are reshaping
the economics of many industry sectors beyond media and telecommunications.
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Migration is the
movement of people
between countries on a

permanent or long-term
basis, usually for 12
months or longer.

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
substantially in the new countries that they enter, particularly in education and training.
In this way technology drives increased foreign investment.

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 four
billion users highlights the rapid spread of technologies across countries in recent years
and the increasingly interconnected nature of the global economy. 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 estimates that around 164 million people (around 2 per cent of the
world’s population) have migrated to work in different countries in the world, and that
rising labour supply pressures and income inequalities could increase this level. Labour
migration into OECD member countries fell because of reduced job opportunities following
the global financial crisis, gradually recovering during the 2010s. 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.
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Countries with net
emigration

Countries with net
immigration

Venezuela -3.3 million United States 4.8 million
India -2.7 million
Syria -2.2 million
Bangladesh -1.9 million
China -1.7 million

Germany 2.7 million
Turkey 1.4 million
United Kingdom 1.3 million
Canada 1.2 million

Source: World Development Indicators 2020
Figure 1.8 - Net migration by region and country (over past five years)

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 International Labour
Organisation 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 by migrants from Latin
America; in European countries by migrants from Eastern Europe and Africa; in richer
Asian countries by migrants from lower-income economies in the region.

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
82 million people were forcibly displaced at the end of 2020, 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 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

International division
of labour is how the
tasks in the production
process are allocated to

different people in different
countries around the
world.
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,_ BRAIN DRAIN OR BRAIN GAIN? |

Around 164 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 ~

reduce costs. This contributes 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 IT support, data management and accounting move to
more competitive locations to reduce costs. A 2019 paper by the International Monetary
Fund found that global supply chains have gone furthest in the electric and machinery
manufacturing sector. It also found that higher-income countries gain the most from
participating in them.

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.

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

2 Outline 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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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).

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.

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

Output

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 extent to which the downturn in the United States in 2008 spread
to other advanced industrialised economies and resulted in one of the

largest falls in world trade in more than six decades. Similarly, the global
recession resulting from the COVID-19 pandemic demonstrated the

Time

interconnectedness of economies. Even countries where the pandemic was
less severe still suffered immense economic damage, in part because of the
flow-on effects of the recession in other countries.

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.

United States
Japan

Australia
% Increase
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Source: IMF World Economic Outlook (July 2021) *forecast Year

Figure 1.10 - Economic growth performance of major economies

Figure 1.9 - The business cycle

International business
cycle refers to fluctuations
in the level of economic

activity in the global
economy over time.
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The world economy shrunk by 3.2 per cent in calendar year 2020, with advanced economies
shrinking by 4.6 per cent, more than double the contraction of 2.1 per cent experienced by
developing and emerging market economies. The Australian economy contracted by 2.4 per
cent, considerably less than most developed economies.

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 seven occasions since 2012,
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 2019,
German investment bank Deutsche Bank announced 18,000 job losses across its
offices globally, including selling off some divisions, in response to a deterioration
in its performance in the decade since the global financial crisis.

¢ Financial flows: Short-term financial flows also play an important role in transmitting
the international business cycle. A 2016 paper by leading economists in Europe titled
“International business cycle synchronisation: The role of financial linkages” found
that countries that are more financially integrated are more affected by external shocks
than other economies.

¢ 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.

¢ 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. Furthermore, higher interest rates in a major economy will make
borrowing more expensive for emerging and developing economies. When the US
Federal Reserve raised interest rates in 2018, the World Bank predicted that this
increase would reduce investment into emerging economies by up to 1.1 per cent
of GDP, slowing their growth.

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 global growth (with lower prices boosting growth overall). However,
oil prices have become less important to global growth due to the increasing
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diversification of energy sources, as a World Bank study concluded after evaluating
the fall in oil prices between 2014 and 2016.

¢ 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:

e 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.

e 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.

e 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 Bank for International Settlements 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. For example, geopolitical instability
in countries like Egypt, Turkey and Yemen held back economic growth in other
Middle Eastern economies throughout the 2010s. Other economies may be less
influenced by changing growth in a specific region.

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.

FACTORS THAT
STRENGTHEN THE

INTERNATIONAL
BUSINESS CYCLE

Trade flows
Investment flows and
investor sentiment
Transnational
corporations
Financial flows
Technology

Global interest rates
Commodity prices
International
organisations

FACTORS THAT
WEAKEN THE

INTERNATIONAL
BUSINESS CYCLE

Domestic interest
rates
Government fiscal
policies

Other domestic
economic policies
Exchange rates
Structural factors
Regional factors
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Regional business
cycles are the fluctuations
in the level of economic

activity in a geographical
region of the global
economy over time.

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.
Military conflict between Russia and Ukraine in the mid-2010s 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 examples from specific countries or regions, describe recent trends in
the international business cycle and regional business cycles.

3 Outline the factors that strengthen and weaken the relationship between the
economic cycles of individual economies.
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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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1 Explain what is meant by globalisation, using recent trends to illustrate your answer.

2  “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.

E

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.

© 0 N o O

Discuss the impact of globalisation on the international division of labour.

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

11 Examine the performance of an individual economy over the past decade. Discuss
the extent to which this economy’s performance has reflected world economic
growth trends and the extent to which it has differed. Identify factors that might
explain these similarities and differences.



Trade in the
Global Economy

2.1 Advantages and disadvantages of free trade

2.2 Reasons for protection
2.3 Methods of protection
2.4 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.

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.
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Frhee trtz;de is a situation ADVANTAGES OF FREE TRADE

artificial barriers to trade
imposed by governments

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

competitors. * 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 or might not dispose of waste products safely.

Appendix B:

For more information on = =
comparative advantage

and gains from trade,
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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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.

Protection refers to
government policies that
give domestic producers

Despite the economic benefits of free trade and the costs associated with protecting an artificial advantage
domestic industries, historically, most countries have tended to impose at least some over foreign competitors,

f f . <t local d i the £ f forei . A b such as tariffs on
orms of protection to assist local producers in the face of foreign competition. A number imported goods.

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 than their selling price in

Dumping is the practice
of exporting goods to a
country at a price lower

but can harm domestic producers. Local firms that could normally compete with such foreign their country of origin.
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 Organisation 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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Top five economies

initiating anti-dumping
measures

India 1071

United States 817

European Union* 533

Brazil 427
Argentina 394
economies affected

China 1478
South Korea 471
Taiwan 326
United States 312
India 252

Source: WTO statistics on anti-
dumping, www.wto.org, Dec
2020

Figure 2.1 - Anti-dumping
actions in force under WTO
system

More than 6300 anti-dumping complaints have been lodged by WTO members since the
WTO was formed in 1995, with India and the United States responsible for the highest
number. By 2021, there were around 4000 anti-dumping measures (such as duties) legally
in force. The sectors where anti-dumping measures are most common are base metals,
chemicals, plastics, resin and rubber. Australia has lodged a relatively high number of
complaints — sixth in the world (with over 369 complaints initiated). Figure 2.1 identifies
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.

Protection of domestic employment

One of the most popular arguments in favour of protection is that it saves local jobs. If local
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
tends to gain more public support during times of recession when unemployment is rising,
even though trade technology and automation often play a more significant role in job
losses than trade.

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
lead to higher levels of unemployment and lower growth rates. On the other hand, by
phasing out protection it is hoped that better and more lasting jobs will be created in
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 country would maintain
employment in less efficient protected industries but lose employment in more efficient
export industries.

Self-sufficiency for national security and other essentials

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 them cheaper because this could make it reliant on other countries for its
national security. A recent example of this was the decision of the Australian, British and
US governments to restrict Chinese telecommunications giant Huawei from participation
in the construction of 5G mobile telecommunications networks, because of concerns about
those networks being monitored by the Chinese government, even though Huawei’s
technology was cheaper and more advanced than competitors.

A similar argument for self-sufficiency of medical supplies as well as food and essential
manufactured goods has been made in the wake of the COVID-19 pandemic. Many
countries confronted shortages of emergency medical supplies such as ventilators and
personal protective equipment during the pandemic. An analysis by the Peterson Institute
of International Economics found that almost half of the world’s medical supplies are
manufactured in China. In the midst of the pandemic, China gave priority to domestic
needs. As a result, other countries were unable to obtain supplies quickly enough, and
these shortages in medical supplies compounded the spread of the pandemic.

As a result of the COVID-19 experience, governments began making the case for
ensuring medical needs can be met by local producers in the event of future pandemics or
emergencies. 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). Australia’s rollout of vaccines was slower
than most other countries due to difficulties in obtaining vaccines
during a global pandemic. This prompted the Australian Government
to announce funding for a domestic manufacturing facility for local
production of mRNA vaccines. In addition to the concerns around
essential medical supplies, the disruptions caused by the pandemic
highlighted the way in which global supply chains create vulnerabilities
for countries with limited manufacturing capacity such as Australia.
For example, at one point in mid-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. The debate between the efficiency of
“just-in-time” global supply chains versus “just-in-case” self-sufficiency
has emerged as a significant issue in discussions of how nations respond
to globalisation. When a country implements protectionist policies it
must also accept that higher costs may be involved in producing those
goods locally, compared to sourcing them from countries that have a
comparative advantage in producing them.

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).

* 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.

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.
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Countries normally impose trade restrictions
on imports to prevent goods from overseas
being sold in their country. However,
sometimes countries restrict their own
producers from selling to other countries.
This is normally done for non-economic
reasons — for example, Australia restricts
the export of uranium to reduce the risk
of Australian uranium being used in the
production of nuclear weapons.

Australian export restrictions became a
front-page news story in 2018, after an
episode of the television current affairs
program 60 Minutes. The program showed
footage of cruel treatment and the deaths
of hundreds of sheep and lambs that had
been exported from Australia to the Middle
East, in clear breach of live export regulation.
A public outcry followed, with thousands
of Australian signing petitions to ban live
animal exports and a series of public rallies
and protests across the country.

Responding to public pressure, the
Australian Government launched a series of
reviews into the live export trade. Its initial
recommendations included a reduction in
live sheep export during the hotter months
of the year, as well as consideration of a
gradual phasing out of live animal exports
completely.

Agricultural groups immediately criticised
the recommendations from the report, saying
that these recommendations would cause
long-term damage to agricultural exports.
Around 7 per cent of Australian cattle and
6 per cent of sheep are sent overseas alive
rather than being slaughtered in Australia.

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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Tariffs are taxes on

imported goods imposed for

the purpose of protecting
Australian industries.

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.
P1

Figure 2.2 reveals the following:

e The curves SS and DD represent
domestic supply and demand.

® OP is the price of imported goods if 0 Q@ @ G QG quantity

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.

e 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.

ECONOMIC EFFECTS OF A TARIFF

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).

Consumers pay a higher price and receive fewer goods. This redistributes income away
from consumers to domestic producers. A 2019 study by the IMF 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.

The tariff raises revenue for the government but that is not the primary objective. In fact,
the more successful the tariff as a protectionist device (that is, the more imports it restricts),
the less revenue it will raise. In 2020-21, the Australian Government expected to collect
$1.7 billion in tariff revenue, which is roughly 0.4 per cent of its total revenue.

A retaliation effect can sometimes occur. In response to tariffs on imports, other countries
may impose tariffs on the goods that are exported to them. Increased production and
employment gains for import-competing industries would be offset by the losses suffered
by that economy’s export industries. This has been witnessed as relations between Australia
and China have deteriorated over the last decade. Australia's 2014 decision to place 144
per cent tariffs on Chinese steel prompted China to launch an anti-dumping action at the
WTO against Australia for the first time. As other factors contributed to a deterioration in
relations, China placed a 74 per cent tariff on Australian barley in 2018 and a 200 per cent
tariff on wine in 2020, prompting Australian actions against China at the WTO.
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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. The quota guarantees domestic producers a share of the market.
The effects of a quota are shown in figure 2.3.

Quotas refer to restrictions
on the amounts or values

of various kinds of goods
Figure 2.3 reveals the following: that may be imported.

e The curves SS and DD represent
domestic supply and demand. Price

e 0P is the price at which the imported
goods would sell if there was no quota
imposed. At this price, consumers

demand 0Q;, domestic producers 7
supply 0Q and the quantity imported P
would be QQ);.
e If the government imposed a quota 0 Q@ Q@ @ O quantity
restricting imports to Q,Qs, this would Impom quota
have the effect of raising the price of “imports befors quota.

imported goods to OP,. This price
would allow domestic supply to expand
to 0Q,.

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
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

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

Figure 2.3 - The effect of an import quota

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). 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 as 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 are cash
payments from the
government to businesses
to encourage production
of a good or service and
influence the allocation of

resources in an economy.
Subsidies are often
granted to businesses

to help them compete
with goods and services
produced overseas.

Subsidies

Subsidies involve financial assistance to Price
domestic producers, which enables them to
reduce their selling price and compete more

easily with imported goods. In figure 2.4 this
is shown by a rightward shift of the domestic
industry’s supply curve from SS to S1S1, which P1l-
results in a lower market price. Businesses will
be able to sell a higher quantity of their

product on both domestic and global markets. D

|
|
| I
| |
| |
| |
\ |
. . L |
The quantity produced increases from Q to a o

Q.. The size of the subsidy in per unit terms

is the vertical distance between the S and S1.  Figure 2.4 - The effect of a subsidy

ECONOMIC EFFECTS OF A SUBSIDY

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

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.

e 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. One of the reasons why French defence
contractor DCNS won the Australian Government’s $50 billion submarine building contract
in 2016 was their commitment to undertake some parts of the manufacturing and service
in Australia, despite costing more than the alternative Japanese submarines. Although this
was a protectionist measure relating to government procurement, not avoidance of a tariff,
it is one illustration of how domestic industry may be protected through content rules. For
a number of years, Australia has also had strict requirements relating to the use of steel
in buildings and infrastructure. This advantages Australian producers because of the cost
associated with importing high quality steel (mostly from other advanced economies).

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 reimburses companies
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up to 50 per cent of their export promotion costs, and provides general assistance to local
manufacturers looking to break into international markets. Technically, export incentives
do not protect businesses from foreign competition in the domestic market, but they
are nevertheless an artificial barrier to free trade. The World Trade Organisation (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. Research cited by the WTO during the failed Doha Round
negotiations estimated that a far-reaching agreement would have expanded exports and
increased the size of the global economy by between US$180 billion and US$520 billion
every year.

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. For example, a report released by KPMG
in 2019 estimated that the cost to Australia’s GDP of tariff increases imposed under the
Trump Administration in the United States in 2018 would, by 2022, amount to 0.3 per cent
of Australia’s GDP or $36 billion.

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.
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Trade bloc occurs when

a number of countries

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

Global agreement

World Trade Organisation

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.

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
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
Organisation (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.

Australia’s
bilateral agreements
CERTA (New Zealand-Australia)

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

Trade agreements

Multilateral or
regional agreements
EU
USMCA (previously NAFTA)
APEC forum
ASEAN
AANZFTA (ASEAN-Australia-New Zealand)

MAFTA (Malaysia-Australia)
KAFTA (Korea-Australia)
JAEPA (Japan-Australia)

ChAFTA (China-Australia)

CPTPP
RCEP
PACER Plus

A-HKFTA (Australia-Hong Kong)
PAFTA (Peru-Australia)
IACEPA (Indonesia-Australia)

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 561 in 2021. 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 often involves trade diversion, 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.

The extent to which countries trade with other economies within their regional trade
blocs varies between regions. Around two-thirds of European trade occurs within the
EU, demonstrating both its vast size and its tendency to be a more closed trade bloc due
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to protectionist policies. On the other hand, the ASEAN economies primarily trade with
countries outside their region, reflecting that they are smaller emerging economies and
their economic growth strategies have centred around 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). This points towards the risk that regional trade blocs could result in global trade
fragmenting into self-contained regions, hindering the spread of global free trade.

A GLOBAL TRADE WAR?

“The Biden Administration will pursue strengthened enforcement to ensure that China
lives up to its existing trade obligations. Where gaps exist in international trade rules, the
United States will work to address them ... At the same time, the Biden Administration
will make transformative investments at home in American workers, infrastructure,
education, and innovation necessary to enhance US competitiveness ...”

— United States 2021 Trade Policy Agenda and 2020 Annual Report, March 2021

President Joe Biden’s election in 2020 was expected to mark a return to the United
States’ commitment to trade liberalisation, and a departure from the protectionist policies
pursued under President Trump for the previous four years. The protectionist tariffs that
the US imposed - including on $250 billion of Chinese imports and steel from the EU —
prompted retaliatory tariffs that, according to IMF warnings in 2019, risked sparking a
global economic downturn. The US and China resolved their dispute in January 2020 after
the US agreed to lower many of the new tariffs to 7.5 per cent, in exchange for China
purchasing $200 billion dollars of American agricultural and manufacturing products.
However, tensions continued under the Biden Administration, with the US questioning
China's compliance with WTO rules.

No. of agreements
600

500 —

400 —

300 —

200

100 =

Source: WTO Secretariat

Figure 2.6 - The growth of bilateral and multilateral trade agreements
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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 Organisation,

“The future belongs to trade agreements
of varying geometries” 11 August 2020

Complex, costly and time consuming?

“Preferential trade agreements are not as effective in
improving national welfare as unilateral action to reduce
or eliminate trade barriers (primarily through greater
domestic competition) or multilateral trade and investment
liberalisation ... Preferential agreements also add to the
complexity of international trade and investment, are
costly and time consuming to negotiate and add to the
compliance costs of firms (in the evaluation and utilisation
of preferences) and administrative costs of governments ...

Proponents of preferential bilateral and regional trade
agreements argue that such arrangements are a pragmatic
way of improving market access opportunities for Australian
exporters in the absence of multilateral reform ...

[But] current processes fail to adequately assess the impacts
of prospective agreements. They do not systematically
quantify the costs and benefits of agreement provisions fail
to consider the opportunity costs of pursuing preferential
arrangements compared to unilateral reform ignore the extent
to which agreements actually liberalise existing markets and
are silent on the need for post-agreement evaluations of
actual impacts.”

— Productivity Commission (2015)
“Issues and concerns with preferential trade agreements”
Trade & Assistance Review 2013-14

Or a stepping stone towards freer trade?

“Australia is a trading nation. We have long history of
supporting trade liberalisation and a rules-based global
trading system — and bodies like APEC and the World Trade
Organisation are essential to support that system.

APEC is the pre-eminent forum for regional economic
cooperation: it has encouraged regional prosperity and is
an important stepping stone to global economic reform
... APEC is essential to the continued liberalisation and
development of our region ...

[Tlhe WTO, foremost among our global economic
institutions, has ossified, making continued liberalisation
extraordinarily difficult to achieve ... [but] the WTO remains
the only institution that develops, monitors, and enforces
global trade rules.

APEC, another of our most important institutions, serves
a very different, though no less important function. Its
informality and emphasis on voluntary action ... is a
strength. Its non-binding agreements have given members
confidence that, as they reduced their trade barriers,
regional neighbours would do the same ... APEC also
provides a forum to consider a great range of economic
issues ... APEC is also an incubator for regional ideas like
the CP-TPPR.”

— Dan Tehan, Minister for Trade, Tourism and Investment,
APEC Lecture, 4 June 2021
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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), 61 per cent of world GDP and 47 per cent of world trade.

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) estimated in 2018 that average tariff rates of APEC
member states had been reduced from 10.2 per cent in 1999 to 4.8 per cent. Although
APEC meetings have never resulted in a regional trade agreement, they have created a
forum for 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.
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 over 13 per cent of global economic output and around 15 per
cent of global trade, with a market of just under 500 million people. Even though the 11
TPP-11 economies only make up 6.8 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.

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.

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 E
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account for one quarter of global trade and 30 per cent of both the world’s population
and GWP. Nine out of Australia’s top 15 trading partners are members of the trade
agreement, and together with the other six participating countries, they account for 58
per cent of Australia’s two-way trade, 17 per cent of two-way investment and 67 per cent
of Australia’s goods and services exports.

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 662 million across
12 countries and a combined GDP of $3.4 trillion, equivalent to almost 4 per cent of the
global economy.

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 450 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 over 15 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.

This increase in protection has had major implications for non-European countries — some
of them large players in international trade such as the United States and some of them
relatively small such as Australia. The high rates of protection applied to agricultural
products in the EU (direct subsidies and rural support provided under the EU’s Common
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Agricultural Policy absorb just under 40 per cent of the annual EU budget, estimated
at €167 billion in 2020) and the oversupply of agricultural commodities that this
generated has contributed to the continuation of farm subsidies in the United States and
the imposition of tariffs on a variety of EU exports in 2017. Smaller agricultural trading
countries around the world, including Australia, have been squeezed in the ongoing
conflict between the EU and the United States.

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 trade and
economic integration among member countries, since the global financial crisis in 2008 the
eurozone has struggled to coordinate fiscal policies and had difficulty in accommodating
for different economic conditions across the region. The COVID-19 pandemic saw the
EU adopt a more coordinated economic recovery strategy, NextGenerationEU, with the
EU investing $1.3 trillion in the largest-ever stimulus package in Europe, focusing on
modernising economies with digital technology and new green industries.
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US-Mexico-Canada Agreement (USMCA)

The US-Mexico-Canada Agreement 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.
Access to the United States market has resulted in significant increases in exports for Canada
and Mexico. The NAFTA agreement was renegotiated and re-branded as the USMCA during
the Trump Administration at the request of the US, to address concerns that American
manufacturing jobs had shifted to Mexico to take advantage of lower wages. The USMCA
addresses some of these concerns by tightening requirements around “rules of origin”
or local content rules for car manufacturers, improving US access to the Canadian dairy
market and strengthening labour protections.
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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 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 Organisation’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 seven more bilateral agreements with Malaysia
(2013), South Korea (2014), Japan and China (2015), and Peru, Hong Kong and Indonesia
(2020).

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, with a focus in 2021
on finalising negotiations with the EU and the UK following Brexit in 2020. 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 ten years of negotiations preceding the China-
Australia FTA shows this is not always the case). Australia’s experience with China has
also highlighted that having a bilateral agreement may not prevent a breakdown in a
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 — resulting in the loss of billions of dollars in trade,
and in May 2021, China suspended the trade agreement altogether.

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.
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2.5 International organisations

The major institutions of the global economy are the World Trade Organisation, 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 II 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.

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 Organisation

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 Organisation, 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 Organisation 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, around 600 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 24 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

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



Australia in the Global Economy 2022

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.

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 have 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 WTQO’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. The
United States’ refusal to approve any replacement judges on the WTO’s appeals body means
its enforcement capacity is not operating, forcing nations to resolve their disputes through
informal arbitration. Although some observers predicted the collapse of the WTO, with
the election of the Biden Administration it is expected that a more cooperative approach
from the US will allow the WTO to resume its leadership role in global trade, even if its
authority has been diminished.

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.

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
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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 in more
recent years, reflecting its estimate in its 2020 Financial Stability Report that the global
economy is facing an annual $1.3 trillion cost from climate disasters.

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 $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 when, despite the
scale of the crisis, by mid-2021 it had lent only $285 billion of its $1 trillion lending
capacity.

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:

¢ 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

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

* The International Centre for Settlement of Investment Disputes, which provides
conciliation and arbitration of investment disputes between states, and between
states and corporations.
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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
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. In 2020, the
value of the World Bank’s active portfolio of investments exceeded US$300 billion, with
record lending commitments in 2020 and 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 2021, 37 countries had received debt
relief estimated to have saved them over US$100 billion.

United Nations

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.

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.
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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 2020 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, development economists warned that
without sustained international efforts as part of recovery strategies, the pandemic could
undo many years of 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
many economies has become a constraint on economic growth. The OECD also played a
key role in an international agreement in 2021 to re-design company taxation policy, 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, to avoid paying tax.

i : ‘

1 Outline recent developments in global trade negotiations.

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.



Australia in the Global Economy 2022

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 the active fiscal and monetary policy responses to the
COVID-19 pandemic, alignment of climate change policies, and overhauling the taxation
of multinational firms.

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 (nations like 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 38 per cent in 2020, 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. By 2021 it had strengthened its role, but was only able to secure modest
commitments from member countries towards its goal of meeting the developing world’s
vaccination needs. Recent years have seen attempts to expand the group to include five
developing countries referred to as the Outreach Five (O5): Brazil, China, India, Mexico
and South Africa. Meetings in 2020 and 2021 advanced the idea of expansion, including
India, South Korea and Australia as “observer nations” — a proposal noticeable by its
exclusion of China, whose economy is 10 times the size of Australia’s.
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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 80
per cent of world GDP and two-thirds 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, in the absence of leadership
from the US or other major economies. The economic policy responses to the COVID-19
pandemic were mostly determined at a national level, although the G20 was successful
in coordinating large-scale debt relief for developing countries in conjunction with the
World Bank and IME.

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 advance shared goals, but efforts towards international
cooperation have been weaker in recent years.

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.




Australia in the Global Economy 2022

chapterTiiiETRY SR

10

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 that it can help “infant
industries” to establish themselves, protect local jobs being lost because of
cheaper imports, allow a country to remain self-sufficient in important areas such
as national security and can help to prevent 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 Organisation 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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Define free trade.

Explain what is meant by comparative advantage.

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

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.”
Discuss the economic arguments against the following justifications for protection:

* “It’'s time we made Australia great again, and stopped sending jobs offshore to
China with all this free trade nonsense.”

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

Discuss the impact of protectionist policies on globalisation.

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

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

Compare and contrast the role of the following institutions in the global economy:
¢ World Trade Organisation

¢ |nternational Monetary Fund

e World Bank

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

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

3.2 Differences in income and economic growth

3.3 Differences in economic development

3.4 Categories of development in the global economy
3.5  Causes of inequality in the global economy

3.6  The impact of globalisation

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 around 9 per cent of the population living below US$1.90 per day in 2018,
compared to 40 per cent in 1981.

® The under-five mortality rate has been reduced by close to 60 per cent between
1990 and 2019.

® 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 49.6 to 61.4 years between 1990 and 2019.

Sources: World Bank data 2021, Human Development Report 2020



Chapter 3: Globalisation and Economic Development

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 689 million people live in “extreme poverty”, subsisting on less
than US$1.90 per day in 2018. Half 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).

¢ Two billion people live without access to basic sanitation, and around 770 million
have no access to electricity.

e Itis estimated that 5.2 million children under the age of five died in 2019. Most
of these occurred in Sub-Saharan Africa or Southern Asia.

e Across the world are an estimated 82.4 million refugees and forcibly displaced
people, who fled their homes because of violence or persecution.

e 80 per cent of the four billion COVID-19 vaccines given by August 2021 went
to high and middle income countries, while the COVAX initiative to vaccinated
people in low income countries remained underfunded.

Sources: World Health Organisation, UNHCR, World Bank data 2021

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

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.

GNI 2019

Country e Ranking Figure 3.1 shows that the United States

economy is by far the largest in the world. It

United States 21,690 1 is over one-and-a-half times the size of the next
China 14,246 2 largest economy, China, and over four times
Japan 5267 3 the size of the third largest, Japan.
Germany 3966 4 One of the limitations in comparing the size of
India 0838 5 economies is the exchange rate used. By using
the United States dollar, we can make inaccurate
Uil 26 [STgEiE 2 ¢ comparisons about the living standards of
France 2772 7 developing countries. For example, if the prices
Italy 2021 8 of goods and services in developing countries are
low relative to prices in the United States, then
Brazil 179 9 measuring GNI in terms of the United States .
; . . Purchasing power
Canada 1719 10 dollar will underestimate the true income of parity (PPP) is a
World total 87,693 people in these developing countries. For this theory that states that
reason, economists usually make an adjustment exchange rates should
Source: World Bank data 2021 using purchasing power parity (PPP) before adjust to equalise the
Figure 3.1 - The world’s 10 largest compar'ing GNI l.evels between. count'ries. Z:gesg:\ﬁir:liﬁatlji%g:::t
economies Measuring purchasing power parity adjusts

. economies throughout
measurements of the size of an economy to reflect e

the purchasing power of currencies within a national economy. PPP-adjusted figures provide
a standard comparison of real income levels between countries.
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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.

GNI measured at PPP

Grouping Population (million) GNI (USS$ billion) ($Int'l billion)

Low income 668 533 1638

Lower middle income 2913 6276 19,698

Upper middle income 2856 25,393 49,020

High income 1236 55,517 64,517

Global economy 7674 87,693 134,604
Source: World Bank data 2021

Figure 3.2 - Adjusted GNI for major country groups

Figure 3.2 shows that high-income economies (also known as advanced economies or
industrialised economies) receive around two-thirds of the world’s income as measured in
raw GNI figures. This is nearly half of the world’s income using PPP-adjusted GNI figures.
A high level of inequality clearly exists in the global economy, given that high-income
economies make up just over one billion of the world population of over seven billion. The
population of low-income economies makes up almost 10 per cent of the global population
but less than 1 per cent of the size of the global economy.

The population size of different countries must also be considered. The population size
and rate of population growth vary between countries. Allowances can be made for this
by dividing the real GNI of each country by its population, generating a GNI per capita
figure.

As figure 3.3 shows, people in high-income regions (around one in seven people in
the world) enjoy income levels that are nearly five times those in low- and middle-
income countries, even after adjusting for purchasing power parity. The table also
details information about the regions where income is the lowest. Living standards in
Sub-Saharan Africa and South Asia, where over one-third of the world’s population lives,
are exceptionally low.

Population GNI measured at PPP

GNI per capita

Region

(million) (US9) per capita ($Int’l)
High income 1236 45,348 52,198
Low and middle income 6438 5088 10,923
Latin America & Caribbean 614 8373 15,783
Europe & Central Asia 399 8037 21,971
East Asia & Pacific 2094 8285 14,960
Middle East & North Africa 389 7880 10,937
Sub-Saharan Africa 1106 1540 3772
South Asia 1836 1994 6448
Source: World Bank data 2021

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 like Japan, China and Australia. People in Latin America, India and Africa, by
contrast, hold only a small percentage of global wealth. Wealth is distributed even more
unevenly than income throughout the global economy.

Latin America 3%
+———————— Africa 1%

India 3%

Asia-Pacific North America

18% 33%
China
18%
Europe

25%

Source: Credit Suisse Global Wealth Report 2021

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

Figure 3.4 — Global distribution of wealth

2 |dentify 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
well-being or welfare, rather than simply how much extra money people have. Higher
incomes play a crucial role in improving well-being, 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.

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.
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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).

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:

¢ 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 well-being.

e 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 2020 Human Development Report gave Norway the highest
HDI at 0.957 and Niger the lowest at 0.394. Australia ranked eighth after Norway,
Ireland, Switzerland, Hong Kong, Iceland, Germany and Sweden with an HDI of 0.944.

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 jusc 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.

GNI per Human GNI per Human
capita (2017 Development

PPP, US$) Index value

HDI
ranking

capita (2017 Development

PPP, US$) Index value

HDI
ranking

Very high human development Medium human development

Norway 66,494 0.957 1 Morocco 7368 0.686 121
Ireland 68,371 0.955 India 6681 0.645 131
Australia 48,085 0.944 Kenya 4244 0.602 143
United Arab Emirates 67,462 0.89 30 Pakistan 5005 0.557 154
Malaysia 27,534 0.81 62 Papua New Guinea 4301 0.555 155
High human development Low human development

Cuba 8621 0.783 70 Nigeria 4910 0.539 161
Mexico 19,160 0.779 74 Afghanistan 2229 0.511 169
Brazil 14,263 0.765 84 Ethiopia 2207 0.485 173
China 16,057 0.764 85 Yemen 1594 0.47 179
Indonesia 11,459 0.718 110 Niger 1201 0.394 189

Source: UNDP Human Development Report 2020

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$48,085, while the United Arab Emirates has a GNI per capita of
US$67,462. Similarly, Cuba and Morocco have income levels around US$8,000, yet Cuba
has a HDI rank of 70, while Morocco is more than 50 places lower at 121.
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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 well-being 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).

- l ]
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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Developing economies
experience low living
standards, low education
levels and generally
have agriculture-based

economies with poor
infrastructure and
economic and political
institutions.

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 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$12,535 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 & Caribbean regions.

Developing economies: These countries generally have low income levels, human
resources with poorer education and health outcomes and have only experienced
industrialisation to a limited extent. The major consequence is that developing
nations have large numbers of people living in absolute poverty (defined as less
than $1.90 per day in 2011 US dollars), as shown in figure 3.6. Developing
countries are often divided into the two groups of low-income and middle-income
countries.

While there are significant differences between developing countries, some common

characteristics may include:

high levels of income inequality within their economies

%
80—

70—

East Asia
& Pacific

Source: World Bank data 2021 *No data for South Asia **Global figure is for 2017

Poverty headcount ratio at US$1.90 a day (2011 PPP) (% of population)

-1990 2013 .2015 -2018

Europe Latin Middle East  South Asia Sub-Saharan Total
& America & & Africa
Central Asia  Caribbean  North Africa

Figure 3.6 - Proportion of people in absolute poverty throughout the global economy
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¢ dependence on agricultural production for income, employment and trade
opportunities

¢ reliance on foreign aid and development assistance as a major source of income

¢ low levels of labour productivity, industrialisation, technological innovation and
infrastructure development

¢ 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 46 least developed countries (LDCs), with the lowest GNI per capita
levels in the world (less than US$1018 per year based on a three year average); 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 47 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.

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

Emerging economies
are in the process of
industrialisation and

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. They include experiencing sustained
the economies previously known as newly industrialised economies (such as Malaysia and high levels of economic
the Philippines), economies previously known as transition economies, which were making growth.

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$12,535 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
emerging economy. Despite these limitations, classifying economies is still an important
step towards understanding the reasons for economic inequalities between nations.

- l |
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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For further information

on global aid issues,

visit the website of
non-government aid

and advocacy organisation
Oxfam International
www.oxfam.org

Using this website, outline
some of the recent policy
proposals of Oxfam

to address global poverty.

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
inequalities:

e Wealthy countries protect their domestic agricultural sector because it is not
competitive with agricultural producers in many developing nations. Developing
countries that export commodities are severely affected by high levels of global
protectionism in the agricultural sector. While total agricultural support to
producers in OECD has fallen by almost half since the mid-1980s, it remained
high at US$256 billion in 2019, providing 20 per cent of income for farmers in
rich economies in the European Union and over double that in Japan and Korea.

¢ Regional trading blocs such as the European Union and North American Free
Trade Agreement can exclude poorer nations from gaining access to lucrative global
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 Organisation’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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Causes of global inequalities

Global factors Domestic factors
- .
Global trade system Economic resources
Global financial architecture * Natural resources
Global aid and assistance * Labour supply and quality

Global technology flows
* Entrepreneurial culture

Institutional factors

» Economic policies

» Access to capital and indebtedness

« Political and economic institutions

» Government responses to globalisation

have focused on a smaller package that only tries to expand tariff-free access for
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 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 1.2 per cent
of the global stock of Foreign Direct Investment inflows in 2019.

Short-term financial inflows heavily favour the more prosperous emerging
economies, which offer better financial returns for currency and stock market
speculators. However, these regions as a result 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 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
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can be an important corollary of trade liberalisation. A 2019 IMF research report
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.

e 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 around US$240
billion in corporate tax revenue each year, with developing countries suffering
disproportionately. In 2021, 139 countries agreed to a framework and actions to
address tax avoidance by transnational corporations.

® The role of the International Monetary Fund, 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 has 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.
Nevertheless, some have argued that the IMF still gives priority to protecting the
interests of rich countries’ financial institutions rather than the long-term economic
interests of developing countries.

* Many developing countries have large foreign debt burdens. Total external debt
for low- and middle-income economies was estimated at US$8 trillion in 2019, an
increase of 5 per cent since 2018, according to the 2021 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$157
billion or 0.3 per cent of Gross National Income in 2020. This is less than half the
level promised by high-income economies since the 1970s (0.7 per cent of GDP).
The OECD Official Developmenr Assistance 2021 indicated that only seven of its
member countries have reached the 0.7 per cent UN target.

e 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.
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Additionally, these figures do not reveal the proportion of aid that is “tied aid” —
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.

¢ 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
2019, the International Telecommunications Union estimated that almost half the world’s
population did not use the internet, and most 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 poorer people’s 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 rich countries — are 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 10 per cent of the global population
(approximately 770 million people) do not even have access to basic electricity, according
to the International Energy Agency.

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
Organisation (WTO) arguing that the intellectual property underpinning COVID 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.

¢ Natural resources: Natural resources are important inputs for production, such as
Natural resources

; non-renewable or renewable energy supplies, a fertile agricultural land, water supplies
include all the resources d mi Is. E es that h bund d reliabl Iv of ch |
o) by e e and minerals. Economies that have an abundant and reliable supply of cheap natura
are used in the production resources clearly have better opportunities for economic development than those that
process. These are often do not, even if some have been spectacularly unsuccessful in using these opportunities.

simply referred to as Oil-rich countries in the Middle East, Africa and Latin America have achieved higher
“land”. The reward (return)
to the owners of natural

resources is called “rent”.

growth rates than their neighbours largely as a result of their exploitation of natural
resources. But an abundance of natural resources can also 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.

e 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 almost
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 makes it difficult for
businesses to gain easy access to loans for investment purposes. To improve access
to finance, microfinance organisations have been established in many developing
economies to 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.

¢ 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 70 per cent of the world’s poorest billion people live not



View on globalisation

Globalisation - Where to from here?

“The thought that trade and globalization might
make a comeback in the 2020s, picking up
renewed vigor after the pandemic, may seem
far-fetched. After all, COVID-19 is fragmenting the
world, destroying multilateralism, and disrupting
complex cross-border supply chains. The virus
looks like it is completing the work of the 2008
financial crisis: the Great Recession produced
more trade protectionism, forced governments
to question globalization, increased hostility
to migration, and, for the first time in over four
decades, ushered in a sustained period in
which global trade grew more slowly than global
production...

Over the past two centuries, the course of trade
and globalization has been shaped by how
governments and people have responded to such
crises. Globalization comes in cycles: periods of
increasing integration are followed by shocks,
crises, and destructive backlashes. After the
Great Depression, the world slid into autarky,
nationalism, authoritarianism, zero-sum thinking,
and, ultimately, war — a series of events often
presented as a grim parable of the consequences
of globalization’s reversal. Yet history shows
that many crises produce more, rather than
less, globalization. Challenges can generate
new creative energy, better communication,
and a greater willingness to learn from effective
solutions adopted elsewhere. Governments often
realize that their ability to competently deliver
the services their populations demand requires
answers found abroad...

Modern globalization, for instance, began as a
response to social and financial catastrophes in
the 1840s. The most recent wave of globalization
followed scarring economic disruptions in the
1970s. In both cases, shocks laid the foundation
for new international connections and solutions,
and the volume of world trade surged dramatically.

Familiar historical forces will drive post-pandemic
reglobalization. In a world facing enormous
challenges, not just the pandemic but also
climate change, solutions are global public goods

Technology is also transforming a globalizing
planet, as it did in the 1840s and the 1970s. In
the mid-nineteenth century, the drivers were the
steamship, the undersea cable, and the railroad.
In the last quarter of the twentieth century, it
was computing power: the first widely available
personal computers appeared in the early 1980s.
Today, data occupies the same position —
linking the world and offering solutions to major
problems, including government incompetence.
New types of information might help leaders
attack some of the inequalities and injustices
highlighted by the COVID-19 pandemic. More
automation might mean that machines can
take on some of the repetitive and dangerous
tasks performed by low-paid essential workers.
Telemedicine and data-driven public health
can trigger faster and more precisely targeted
pharmaceutical or medical interventions.

The truth is that historic ruptures often generate
and accelerate new global links. COVID-19 is no
exception. After the pandemic, globalization will
come roaring back.”

— Globalization’s Coming Golden Age

Harold James, Foreign Affairs
May/June 2021
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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

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 will live in countries with“fragile and conflict-affected
situations”. Political instability, corruption and a lack of law enforcement by government
agencies can also undermine the confidence of investors, who will be reluctant to take
risks if their business interests are threatened by an inadequate structure for resolving
legal disputes, corruption or other institutional problems. The impacts of weak political
institutions on economic development are difficult to quantify. One attempt to do so is
the Corruption Perception Index, compiled each year by Transparency International.
The Corruption Perception Index is a score between O for countries with a relatively

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.

SOURCE Credit Suisse Global Wealth Report 2021
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high level of corruption and 100 for countries with a relatively low level of corruption.
Figure 3.7 shows that developed economies have, in general, lower levels of corruption
than developing and emerging economies.

Corruption Perception |

Country rank Country Index (0-100)
1 Denmark, New Zealand 88
Finland, Switzerland, Singapore, Sweden 85
Norway 84
11 Australia, Canada, United Kingdom, Hong Kong 77
67 United States of America, Chile 67
78 China 42
86 India 40
94 Brazil 38
129 Russia 30
170 Korea (North) 18
179 Somalia, South Sudan 12
Source: Corruption Perception Index 2020

Figure 3.7 - Corruption Perception Index, selected countries 2020

¢ 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 Norway 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 therefore
cannot provide the same level of public services and social welfare.

¢ 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.

¢ 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. East-Asia and the Pacific contracted by 1 per cent
in 2020, though many economies in the region suffered much worse contractions
(Fiji’s economy contracted by more than 20 per cent). The region was forecast to
grow by 7 per cent in 2021.

e Economies in South Asia also experienced successful growth since 2000
(6.7 per cent), particularly India after its steps towards greater integration with
the global economy (7.0 per cent), as well as Bangladesh (6.3 per cent). South Asia
contracted by 7 per cent in 2020 and was forecast to rebound to a growth rate of
11 per cent in 2021.

e 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
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contracted by 3 per cent in 2020 and were forecast to rebound to growth above
4 per cent in 2021.

e The Middle East experienced strong economic growth (5.1 per cent) throughout
the 1990s and 2000s, including in Egypt (4.5 per cent) and Saudi Arabia (4.6 per
cent). Higher growth in the Middle East compared with the 1980s (3.1 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 3.2 per cent since 2011. The IMF forecast that a 4 per cent
contraction in 2020 would be followed by 3 per cent growth in 2021.

e 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 and were expected to grow
by 3 per cent in 2021.

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 7 per cent, followed by forecast growth of 6 per cent in 2021.

¢ 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 projected the group of high-income economies would grow by 5 per cent
in 2021 after a contraction of 5 per cent in 2020.

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.

While globalisation also has impacts on economic development or the well-being
of individuals and societies, this influence occurs mainly because of the link between
globalisation and economic growth. If globalisation lifts economic growth rates in
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.
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The slowness of the global response to the threat of 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, since China has the world’s largest
population. 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 in turn accelerating the
process of globalisation, by deepening trade and financial links among economies. The
speed and scale of China’s economic expansion dwartfs any other emerging economy and
so in examining the impact of globalisation it is important to focus specifically on the
role of China.

Trends in the Human Development Index (which measures a combination of material
living standards, education and health outcomes) shows that over long periods of time
(between 1980 and 2018) 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 to market economies
(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.

HDI

Source: Human Development Report 2020
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Income inequality

In addition to the impact of globalisation on the growth rates of developing and developed
economies, it 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.

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 a result of globalisation.
A major part of this increasing inequality is
the impact of technological change which
shifts production processes
low-skilled labour towards higher-skilled jobs.
This benefits people with higher levels of
education but increases unemployment for less
skilled workers.
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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.

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 two-thirds 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 over 60 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
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Figure 3.10 - The global supply chain for Apple iPhones
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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.

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, foreign direct investment
is now playing a greater role in generating economic activity in every region around
the world. In 2019, foreign direct investment was seven times higher than it was in
1990 (but only half 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 O
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For a critical view of the
practices of transnational

. . . . corporations in developing
The removal of restrictions on foreign ownership and the development of global capital o ntries visit the website of

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 on many economies.

markets have spurred the growth of transnational corporations, of which there are now more ~ CorpWatch

than 104,000. In 2017, the foreign affiliates of these TNCs accounted for one-third of total ~ WWWw-corpwatch.org
world exports and employed over 73 million people. The combined value-added by the  Explain concerns regarding
world’s TNCs accounted for over one-quarter of gross world product in 2017, with foreign ~ the conduct of transnational
corporations held by this
organisation. Outline

one proposal to improve

to concentrate the number of these companies, as TNCs prepare for a world where many  TNC practices.

affiliates contributing around 10 per cent. They dominate the world’s major industries such
as motor vehicles, telecommunications and pharmaceuticals, and merger activity continues

global industries will feature just a handful of global 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.

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 increased carbon dioxide emissions from power plants,
contributing to global warming. Additionally, the growth in global trade itself is increasing
consumption of non-renewable fuels for transport by air, road, rail and sea.
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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. This means that nations need to work together to address climate change.

Efforts to reach agreements between economies on reducing carbon emissions are coordinated
by the United Nations Framework Convention on Climate Change (UNFCCC). In 1997,
the UNFCCC summit of world leaders produced the Kyoto Protocol on Climate Change,
which set carbon emission reduction targets for industrialised countries. After the Kyoto
Protocol expired in 2012, the United Nations Climate Change Conference was unable to
forge a new deal so it extended the Kyoto Protocol to 2020.

The 2015 UNFCCC Conference in Paris produced an agreement among representatives
from 197 countries 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 agreement, to become
effective in 2020, 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. The

Paris Agreement came into force in November 2016, with 195 countries having ratified it
by 2020, ahead of the “COP-26" Climate Conference in Glasgow in 2021.

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.

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.
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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 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 GFC. 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 in the early 2020s as the world emerges from the COVID-19 recession with vastly
increased debt levels from the pandemic.

The international business cycle

The deepening 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 go down in history as an era of slower growth. The economic outlook for
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the 2020s has also been weakened by the prospect of intensifying trade conflicts between
the US and Chinese economies — bringing damage to both — alongside the longer-term
threat of climate change, where global action has not matched the extent of the economic
risks.

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 around 7.8 billion, just over 1.2 billion live in high-income countries
with high standards of living, while around 689 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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Explain the difference between the concepts of economic growth and
economic development.

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

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

Identify what categories are used to group economies. Discuss the key features of
these groupings.

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

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

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

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

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

Critically analyse the argument that the negative impacts of globalisation have
been greater than its positive impacts.



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. The International Monetary Fund’s assessment
of the impact of COVID-19 (released in mid-2021)
estimated:

e A 3 per cent fall in global GDP, though this
was unevenly distributed across countries. In the
hardest hit economies (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.
The figure on page 76 highlights the reach of the
economic consequences of COVID-19 across the
world, with the vast majority of economies in
recession in 2020.

e Unprecedented increases in unemployment, putting
some 200 million people worldwide out of work.

Unemployment rates rose by approximately 1.5
per cent in both advanced and emerging economies
across the world.

e Inflation down to record low levels — with almost
no price movement in OECD economies and just 4
per cent on average in developing countries. This
reflects a combination of price increases due to
supply chain disruptions, offset by deflation from
lower demand and falling fuel prices.

Beyond these COVID-19
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
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

initial impacts, also

foods. While international financial markets recovered
quickly from their initial slump in March 2020,
foreign investment fell 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 their capacity
since 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. Government 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 stabilizers, 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
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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 International
Monetary Fund (IMF) more than doubled its capacity to
lend to debt-distressed countries, while the World Bank
provided over US$160 billion to developing countries.

While COVID-19’s impact was most immediately
felt in advanced economies, it grew more slowly — but
more devastatingly — in poorer and less globalised
developing economies. With poorly resourced health
systems and less capacity to enforce social distancing,
disease control measures and working from home,
their plight highlighted the consequences of global
economic inequalities. The IMF forecast that 95 million
people were pushed into extreme poverty in 2020
due to COVID-19. Almost half of the new poor will
be in South Asia and more than a third in Sub-Saharan
Africa. While a small decline in poverty is expected in
2021, projected impacts of COVID-19 are likely to be
long-lasting.

COVID-19 has impacted almost all dimensions of
globalisation and the world economy. McKinsey &
Company estimated its total economic cost could be
around US$16 trillion. It has reshaped the trajectory
of globalisation for the 2020s in ways that will not be
fully clear for many years.

“Covid-19 will not kill globalisation. Rather, it will accelerate underlying trends...Trade was already declining for reasons that

preceded and are unrelated to the pandemic.

The previous model of globalisation was not sustainable and escalated systemic risks, including financial crises, climate
change, rising inequality, and pandemics. Deglobalisation may be an attractive political slogan but it would make matters
worse. The world, especially the countries devastated by Covid-19, need cross-border flows of vaccines, clean technologies
and investments and trade that create decent jobs. Business as usual is not an option. We need to redouble our efforts to
create a healthier, greener, better regulated and more inclusive globalisation.”

— Professor of Globalisation and Development, lan Goldin, Oxford University

Financial Times, 26 August 2020
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Case Study:

Brazil|

Brazil serves as a case study in the variations between different countries’
economic performance, despite the increased integration of the global
economy. Since 2015, it has been one of the worst-performing economies
in the G20 group of the world’s 20 largest economies. But in the 2000s
decade, Brazil was one of the fastest-growing economies, and widely
seen as a global success story. Like other Latin American economies, it
had been slower to embrace globalisation than the East Asian region. A
global commodity boom, combined with major new resource discoveries,
resulted in years of rapid growth and rising incomes. Suddenly, however,
this collapsed. Brazil went into recession in 2014 as commodity prices
slumped and a corruption crisis engulfed the government. Years of weak
growth were followed by catastrophic mismanagement of the COVID-19
pandemic, which left Brazil among the worst-affected countries in the
world.

LA

Brazil is the world’s ninth-largest economy, and is the third-largest of the “BRIC” emerging economies
(behind China and India but ahead of Russia). In the past decade its population topped 200 million —
making it the world’s fifth-largest country by population — and it is the world’s fifth-largest country in
land area. Brazil also increased its international profile in the past decade, hosting the 2016 Olympic

Games and the 2014 FIFA World Cup.

FIGURE 1 - DEVELOPMENT INDICATORS: SELECTED COUNTRIES

| Brazil Indonesia ‘ Poland China
Population (millions, 2020) 213 274 38 1402 102 329
Gross Domestic Product
(current USS$ billion, 2020) 1445 1058 594 14,773 363 20,937
GNI per capita
(current international dollar, PPP, 2020) 2130 11,750 33,220 17,200 12,210 66,060
Population below US$1.90 per day (%) . oo A o
(2019, *2018, 72017, *2016) 4.6 2.7 0.2 0.5 3.8 1.0
Gini index (2019, *2018, 2017, **2016) 53.4 38.2 30.2* 38.5** 31.57 41.4*
Mean years of schooling (2019) 8.0 8.2 12.5 8.1 7.4 134
Life expectancy at birth (1990, 2019) 65.3 | 75.9 | 63.3 ‘ 71.7 | 70.9 ’ 78.7 | 69.3 { 76.9 | 64.6 \ 72.0 | 75.2 [ 78.9 ‘
Human Development Index (rank) (2019) | 0.765 (84) | 0.718 (107) | 0.880 (35) | 0.761 (85) | 0.707 (116) | 0.926 (17)

Sources: World Bank 2021; Human Development Report 2020
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1. Economic performance

In the 2000s decade, Brazil emerged as a rising power in the global economy. It made significant progress
in economic development, with reductions in poverty and improvements in health. Its reputation as one
of the world’s most unequal societies changed as innovative policies saw 40 million Brazilians climb
out of poverty. It also became more open to the global economy, although trade remained a relatively
small part of its economy.

However, Brazil experienced a major reversal in fortunes during the 2010s. It experienced its worst
recession on record, a series of corruption crises, political instability and the mismanagement of the
COVID-19 pandemic that left more than half a million people dead by mid-2021. This case study
will examine these developments as well as the reasons for Brazil’s past successes, which have been
only partially undone in recent years. One of the challenges in understanding Brazil as a case study of
globalisation is that it comprises both major successes and major failures —and it is not yet clear whether
its future is leadership of the Latin American region and an increasing role in the global economy, or
a return to the economic stagnation of the last decades of the 20th century.

Brazil is a large economy with many billionaires and a growing middle class. Its gross national income
per capita (US$14,550 in 2020) puts Brazil in the category of upper-middle-income economies.
However, as one of the world’s most unequal societies, it has always ranked poorly for its levels of
economic development. Brazil has made major progress in recent decades, but from a low starting point.
The 2020 Human Development Report ranked Brazil well down the global league table at 84th in the
world for its Human Development Index of 0.765 (up from 0.68 in 2000). This put it slightly ahead
of the average levels of development for the Latin American region, reflecting improvements in health,
education and income during recent years:

® Brazil now ranks 84th in the world for life expectancy, which has increased from 63 years in
1980 to 76 years.

* 92 per cent of Brazil’s adult population has basic literacy skills, up from 82 per cent in 1990
(even though the average period of formal education in the workforce is relatively low).

® Brazil’s infant mortality rate has fallen significantly, from 53 per thousand live births in 1990
to 12.4 in 2019 — an outcome that places it alongside Mexico, El Salvador and Colombia but
with slower progress more recently than in many other emerging economies.

One of the most significant achievements is Brazil’'s progress in poverty reduction. Historically,
Brazilian society has been characterised by very high levels of inequality. Income inequality remains
high —according to World Bank statistics, 28 per cent of income goes to Brazil’s top 1 per cent of income
earners, a more unequal outcome than any other economy except Qatar. Nevertheless, Brazil has made
progress: the Gini index (a measure of income inequality) fell from around 60 in 2000 to 53 in 2019.
Research published by the OECD in 2014, just prior to Brazil’s recession, estimated that around half
of the reduction in inequality in previous years had been the result of economic growth, and the other
half came from government policies to redistribute income. The success of these policies made former
President Luiz Indcio Lula da Silva (President da Silva, often known simply as “Lula”) the most popular
Brazilian president in living memory at the time when he finished his term in 2010 — with an approval
rating of 80 per cent. During his first term in office, President da Silva prioritised policies that aimed
to redistribute wealth in Brazil, including raising the minimum wage and pensions.

The flagship policy introduced during the Lula administration was the Bolsa Fam{lia (Family Fund)
program. Introduced in 2004, it aims to assist poor households by providing small cash transfers in
return for them keeping their children in school and attending preventive health care visits. These
programs, known as conditional cash transfer policies (CCTs), have been adopted in other countries
and are regarded as one of the most effective economic strategies to combat poverty. Between 2002 and
2018, the percentage of Brazilians living on less than US$2 per day fell from 23.2 per cent to 4.4 per
cent. An International Monetary Fund working paper in 2020 also found that the Bolsa Familia program
was successful in helping more people gain employment in the formal economic sector over time.
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1.2 Economic recessions

The first decade of the 21st century appeared to offer Brazil a new era of sustained growth, rising living
standards and economic development. In the 2000s decade, Brazil’'s economy grew by an average of
3.7 per cent annually. But the 2010s decade was dismal. The average rate of growth in the 2010s was
only fractionally above zero. The recession of 2015 and 2016 was so severe that it came close to the
technical definition of a depression (a recession that lasts eight or more straight quarters in which there
is a decline in real GDP of 10 per cent or more). Per capita incomes in 2020 had still not recovered
to pre-recession levels in 2014. The result was that millions more Brazilians were living in poverty by
the end of the 2010s: some 55 million, or more than one in four Brazilians.

The recession was so severe that Brazil experienced inflation and unemployment surging at the same
time (the textbook definition of “stagflation”, which has rarely been seen in the world economy since
the 1970s). Unemployment reached a record high of 13.7 per cent in 2017, leaving close to 14 million
Brazilians out of work (compared to 2013, when unemployment had fallen to 6 per cent). Inflation
rose to 9 per cent during the recession, before stabilising at around 4 per cent as the economy went
into recovery.

FIGURE 2 - ECONOMIC INDICATORS

2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021* 2022*

Real GDP growth 1.8 3.0 0.1 -3.8 -3.6 1.0 1.3 1.4 -4.1 5.3 1.9

Inflation (CPI) 5.8 6.2 6.3 9.0 8.7 3.5 3.7 3.7 3.2 4.6 4.0

Current account

(% of GDP) -2.2 -3.0 -4.3 -3.2 -1.3 -0.7 -2.2 -2.7 -0.8 -0.6 -0.8

Unemployment rate 55 71 6.8 8.5 11.3 12.8 12.3 11.9 13.2 14.5 13.2

Fiscal balance -2.3 -3.0 -6.0 -9.7 -7.4 -6.4 -5.6 -6.3 | -11.9 -7.7 -7.1

Source: IMF World Economic Outlook, July 2021, April 2021 *Forecasts

In response to rising inflation, Brazil’s main interest rate was raised to 14.25 per cent, giving Brazil the
highest interest rates of any comparable economy. Sharp falls in tax revenues also created a vicious cycle
of further cuts in spending by state and local governments — even to the point that many of Brazil’s
famous annual Carnival parade celebrations were cancelled in 2016.

Between 2017 and the onset of the COVID-19 recession in 2020, Brazil experienced a sluggish
economic recovery, with average annual growth of only 1 per cent, while there were improvements in
economic indicators such as inflation (down to 4 per cent) and the current account deficit (down to
1-2 per cent of GDP). Investors remained concerned about the slow pace of economic reform, such
as the restructuring of the pension system and simplification of business taxation. While economies
across Latin America fell into recession in 2020 due to the COVID-19 pandemic, Brazil’s recession was
worsened by mismanagement of the national response, which saw the health system overwhelmed by
multiple waves of infections. The economy contracted 4.1 per cent in 2020, raising unemployment to
record levels and pushing some 18 million into poverty.

Although Brazil has now experienced two severe recessions in less than a decade, one of the positive
features of its performance is that Brazil’s financial system has remained stable and financial markets have
operated relatively smoothly. This was surprising to some observers, given Brazil’s history of financial
crises. The mechanism of the floating exchange rate (which fell by 50 per cent in the four years to 2016
and which in 2021 was down one-third on its pre-pandemic value) helped improve competitiveness,
while stronger regulatory and capital controls helped maintain stability in the financial sector. Brazil’s
large store of international reserves also provided a defence against financial market volatility, as did
the fact that its public sector debt was mostly denominated in Brazilian currency rather than foreign
currencies. In addition, despite the recession of the 2010s, longer-term foreign investment inflows
continued. Brazil’s share market also performed strongly during this period, with over a 100 per cent
increase in its index between 2016 and 2019. Likewise, after a sharp slump at the onset of COVID-19 in
March 2020, the stockmarket index recovered and by June 2021 had reached a record high, off the back
of a 61 per cent increase since the beginning of 2020 in Brazil’s international commodity price index.



Australia in the Global Economy 2022

How did a country that had been held up as a Latin
American tiger economy just a few years before, and which
had become the first South American country to host
the Olympic Games, suddenly become the G20’s worst-
performing economy?

Seven key factors that explain the deep recession that
Brazil experienced between 2014 and 2016:

1. Brazil is a major commodity exporter, so the sharp fall
in the prices for oil, iron ore and agricultural output after
2011 resulted in lower export revenues and a fall in
national income. Eight of Brazil’s top ten exports in
2015 were commodities, accounting for the 25 per
cent fall in the value of exports. However, the fact that
Brazil is a major commodity exporter does not explain
the depth of its recession. Other major commodity
exporters also experienced an economic slowdown,
but Brazil’s recession was much worse.

2. Brazil was unprepared for a fall in commodity
prices: for different reasons, other sectors in the
economy could not fill the gap left by the collapse in
revenues for oil, iron ore and other commodities. The
government’s budget was already in deficit, households
already held high levels of debt, businesses were
reluctant to invest given Brazil’s high interest rates, and
the strong commodity prices had masked a long period
of very weak productivity growth.

3. After 2014 a major corruption scandal enguifed
Brazil’'s business and political elites, halting the
progress of economic reforms and shelving investment
plans. The investigation revealed massive bribery and
corruption involving Petrobras, Brazil’s large state-
controlled oil company, and some of the country’s
leading political and business figures. The scandal was
at such a scale that Petrobras suspended its plans for
energy exploration. Meanwhile, the judicial investigation
into the scandal engulfed so many major businesses
and politicians that it crowded out almost all other
issues, meaning that Congress did not advance the
government’s proposals for economic reform. The scale

In recent years, Brazil’s environmental record and climate change policies have become a major focus
of international criticism, as Western governments have urged Brazil to act on the deforestation of the
vast Amazon rainforest. Brazil has faced significant challenges in managing its natural environment,
which remains central to the Brazilian economy. Like many developing economies, Brazil suffers from a
high level of water and environmental pollution. Only 30 per cent of waste water is treated, and almost
half of the country’s garbage and other solid waste is not collected. Only 47 per cent of the population
lives in housing that benefits from sewage collection, and poor sanitation is a major contributor to

public health problems.

Brazil’s management of the Amazon is a major concern internationally because it is the world’s largest
tropical rainforest, sometimes described as the “lungs of the planet” because it produces 20 per cent of
the world’s oxygen supply and soaks up vast amounts of carbon dioxide (while destruction of the forest
releases large quantities of carbon dioxide). The Amazon Basin has over 400 billion individual trees

m and more than 16,000 species.

of the political crisis and corruption in government have
continued to hinder economic recovery and undermine
confidence.

Investors were losing confidence in Brazil’s ability to
address its budget problems with a fiscal deficit that
reached 11 per cent of GDP by 2016. Public spending
had grown at an annual average of 6 per cent per year
for two decades, well above the rate of economic
growth. But expenditure restraint had weakened even
further since President Dilma Rousseff had come to
power in 2011, with primary expenditures rising from
around 30 to 36 per cent of GDP, and the budget
moving from a “primary surplus” (that is, excluding
interest payments on government debt) of 3.1 per cent
of GDP to a “primary deficit” of 2.7 per cent of GDP.
When added to interest payments of almost 8 per cent
of GDP, Brazil was running a massive budget deficit of
11 per cent of GDP by 2016.

. That loss of confidence was reflected in the

downgrading of Brazil’s sovereign debt by ratings
agencies to below “investment class”, making it more
difficult (and more expensive) for the government to
obtain loans. Public debt rose from 52 to 68 per cent
of GDP between 2013 and 2016, and was on course to
rise to an unsustainable level of 130 per cent of GDP
by 2023.

. Many of the policies implemented by the Brazilian

government had failed to overcome economic
problems, including price controls that failed to rein in
inflation, aggressive lending by state banks that failed
to stimulate new investment and infrastructure project
plans that failed to attract private investors.

. Brazil had made little progress on a series of

deep-seated structural problems affecting its labour
productivity, transport infrastructure, education levels
and reputation as a difficult place to do business. This
left Brazil exposed when the favourable environment of
high commodity prices disappeared.
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Brazil’s economic development has resulted in large-scale forestry “clearing” or “deforestation” (80 per
cent of the destruction of the Amazon forest is for cattle farming, with other uses including soybean
farming, mining and infrastructure projects). Brazil’s forest coverage declined from 72 per cent to 59 per
cent between 1990 and 2015, and its destruction accelerated under President Bolsonaro, so much so that
stories about forest fires and land-clearing in the Amazon have regularly been in the global headlines
since he came to office in 2019. After the Brazilian government’s own data showed that deforestation
had surged to the fastest rate on record, President Bolsonaro sacked the head of the government agency
that releases this data and announced he would change the way the data is recorded because he does “not
want negative propaganda for Brazil”. In June 2020, 29 global financial institutions wrote a letter to
the government warning that its failure to protect the Amazon was undermining investor confidence,
as businesses threatened to boycott exports from Brazil. In response, the government announced an
“Adopt-a-Park” program in which investors could pay to preserve 132 forest areas, equivalent to 15
per cent of Brazil’s portion of the Amazon. In 2021 the Amazon was in the headlines again, when
scientists uncovered that for the first time in recorded history, the Amazon had begun emitting more
carbon dioxide than it was storing.

President Bolsonaro has also abandoned Brazil’s previously prominent role in international efforts to
address climate change, such as the formulation of the 2015 “COP 21” climate accord. He has rejected
the scientific evidence for climate change, threatened to quit the Paris Accord and announced plans
to expand the use of fossil fuels. Few countries trust the limited number of commitments that he has
made — for example, he made a commitment to US President Joe Biden and other leaders at the Earth
Day summit in April 2021 to double spending on environmental enforcement, but a day later he cut
the enforcement budget by 24 per cent.

In contrast to its record on deforestation, Brazil has been a world leader in the development of sustainable
biofuels (ethanol and biodiesel), which play a role in replacing fossil fuels and reducing carbon emissions.
Biofuels have contributed significantly to reduced carbon emissions from the road transport sector in
Brazil. Ethanol, which is mostly made from sugar cane, now accounts for around 45 per cent of fuel
usage domestically in Brazil. Overall, Brazil is the world’s second-largest ethanol producer (after the
United States).

2. Influence of globalisation

Trade has played an increasingly important role in the Brazilian economy during the globalisation era,
and it is key to economic recovery for Brazil in the 2020s. Brazil is a large supplier of mineral resources,
including iron ore, manganese and nickel. As prices for these commodities increased in the 2000s,
driven especially by demand from China and India, the value of Brazil’s exports increased and the trade
surplus rose. In the decade from 2000 to 2010, the value of goods exports soared from US$55 billion to
US$202 billion. In contrast, in the decade after 2010 there was barely any export growth, with $226
billion of exports in 2019 — some $30 billion lower than in 2011. Just as greater integration with the
global economy can be beneficial in times of global growth, the opposite can also occur. Slower growth
in China after 2008 resulted in weaker export growth for Brazil, and after five years of surpluses, the
balance of trade fell into deficit, reaching a record of US$65 billion in 2014 (with the current account
deficit at 4.2 per cent of GDP). The balance of trade only began improving after a sharp depreciation
and severe recession resulted in a dramatic fall in imports, leading to a return of trade surpluses in
2016. The COVID-19 recession saw an 8 per cent decline in the volume of imports, reflecting weaker
consumption and investment, while exports remained steady relative to 2019 volumes. Overall, the
balance of trade went from a US$9 billion deficit in 2019 to a US$11 billion surplus in 2020.

Primary industries remain the key drivers of Brazil’s trade performance. Commodity prices have
remained above historic averages during the past two decades and this has contributed to Brazil’s export
revenues. Brazil remains vulnerable to changes in commodity prices, with its three largest exports (iron
ore, soybeans and oil) accounting for one-third of total exports. Oil has become more important to the
Brazilian economy since the discovery of enormous oil reserves in the “pre-salt” fields three kilometres
below the ocean’s surface in the early 2000s. Exploration has resulted in further discoveries, with
estimates of oil reserves rising from 6 billion barrels in 2010 to 15 billion barrels by 2019. However,
Brazil has experienced a series of crises and major disruptions to its commodity exports in the past
decade. The Petrobras corruption scandal undermined investment in oil exploration after 2014. The m
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“Weak Flesh” scandal involving the use of red dye to mask putrefying meat undermined Brazil’s large
meat export industry in 2017. The collapse of a dam at mining company Vale’s Brumadinho site in
2019, and an order to close several of its mining sites because of a COVID-19 outbreak in 2020,
undermined Brazil’s iron ore exports.

2.2 Influence of external accounts

One of the few benefits of Brazil’s period of slow growth since the recession of 2014 is an improvement
in its external accounts. The IMF’s 2020 report on the Brazilian economy projected an ongoing current
account deficit over the medium term, rising from 2 per cent of GDP in 2022 to 3 per cent of GDP by
2025 (slightly above its average of 1.5 per cent of GDP in the five years to 2021). This is marginally
higher than the 1.2-2.0 per cent range that the IMF previously said was compatible with long-term
economic stability.

Historically, the most significant problem underlying Brazil’s external vulnerability has been its high
level of foreign debt, which was once amongst the highest in the developing world. Brazil’s high level
of debt fell during the 2000s as Brazil achieved trade surpluses and exercised greater fiscal discipline,
and stabilised in the 2010s. While a large debt problem may not necessarily cause economic instability
(Australia has also experienced similar growth in foreign debt), specific characteristics of the debt
problem have made Brazil’s debt a matter for concern:

¢ Prior to the global resources boom, the cost of servicing Brazil’s foreign debt reached 97 per cent
of the value of exports by 2000. After falling to 22 per cent in 2008, and rising again to 65 per
cent in 2015, the debt servicing ratio fell to 46 per cent in 2021.

e Around 70 per cent of Brazil’s total debt is owed to foreigners and is denominated in foreign
currency. As a result, any depreciation of the Brazilian currency, the real, immediately increases
debt servicing costs.

¢ Around 40 per cent of the total debt is owed by the public sector, and there is persistent concern
about the growth and sustainability of public spending in Brazil.

e Servicing the foreign debt cost approximately 7 per cent of GDP in 2020, a level that makes the
Brazilian economy vulnerable to increases in international interest rates, particularly in the US,
which is the source of a large proportion of Brazil’s foreign borrowings.

FIGURE 3 - BRAZIL'S EXTERNAL INDICATORS

Year | External debt (US$ millions) | External debt to GDP ratio (%) | Debt servicing ratio (% of exports)

1980 53,847 27.0 70.9
1990 96,545 26.3 65.1
2000 215,414 36.6 88.6
2010 256,909 12.0 23.3
2015 334,745 18.6 52.0
2016 326,297 18.2 65.3
2017 314,719 15.4 58.2
2018 320,612 17.2 50.9
2019 322,985 17.2 44.5
2020 308,248 19.9 46.1
2022 298,493 20.4 46.3

Source: Banco Central do Brasil 2021 (Time Series Management System v2.1 3684, 11404, 11407)

Nevertheles, Brazil has made significant progress in managing its external debt. Better current account
outcomes, contractionary fiscal policy and a build-up of international currency reserves helped Brazil to
stabilise the size of its foreign debt, and Brazil entered the 2020s with external debt levels that were below
levels before the resources boom. Overall, net public-sector debt declined from a peak of 63 per cent of
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GDP in 2002 to 33 per cent in 2014, before successive recessions and the COVID-19 pandemic saw it
rise again to 68 per cent in mid-2021. Public-sector debt has also been transitioned out of short-term
foreign borrowings, which in the past made Brazil far more exposed to exchange rate crises. Instead, most
public borrowings are now denominated in the Brazilian real currency. As already noted, Brazil has also
substantially increased its foreign currency reserves (to $353 billion in June 2021), which in the event
of a sudden depreciation in the exchange rate can be used to buy up Brazilian currency and stabilise its
value. This substantial stock of foreign currency proved useful during the first half of 2020, when Brazil
intervened in the foreign exchange market to the tune of US$40 billion to stabilise the currency after a
sharp depreciation.

Many Brazilians view the influence of globalisation through the lens of the financial shocks that have
been a regular feature of recent Brazilian economic history. Some of these crises had dramatic effects,
such as the early 1990s collapse of the exchange rate that saw inflation reach 1000 per cent. Similarly,
major financial shocks had occurred at different times in the 1980s and 1990s. The last time that a
financial crisis in the region spilled over to Brazil was in 2002, when Brazil’s GDP shrunk by 40 per
cent in US dollar terms (to US$459 billion), interest rates soared to an average of 23 per cent and both
unemployment and inflation rose sharply. The IMF stepped in and provided an emergency loan of US$30
billion to Brazil, one of its largest loans ever. In return for its IMF loan, the Brazilian government
agreed to adopt a range of economic reforms, as outlined in a Memorandum of Economic Polices. The
IMF intervention was successful in restoring investor confidence in the Brazilian economy, and by
2005 Brazil had repaid its entire borrowings from the IMF, eight months ahead of schedule. Financial
markets have been more stable since, with relatively more stability during the global financial crisis
and the severe recessions of 2014 and 2020. Although Brazil remains vulnerable to external shocks, its
decision to maintain a high level of foreign reserves had provided a buffer against short-term instability
in financial markets.

3. Brazil’s response to globalisation

Like most Latin American nations, Brazil has been more cautious in its response to globalisation than
many East Asian economies. For much of the 20th century, Brazil insulated itself from the global
economy. Successive governments sought to create a large industrial base and minimise Brazil’s
dependency on imported manufactured goods in the hope of developing greater self-sufficiency. Brazil
relied largely on foreign borrowing to fund its industrialisation, but rather than increasing its economic
integration, these financial inflows were used to reduce Brazil’s reliance on the global economy by
substituting imports with domestically produced goods and services.

The contrast in the growth rates of East Asia and Latin America in the 1980s and 1990s led many
observers to question the Latin American approach of a more closed economy. Latin American
governments were gradually persuaded to give greater priority to opening their economies, attracting
foreign investment and pursuing export markets. Brazil has been taking a more open approach since
the 1990s, becoming more integrated with regional and global markets. Brazil benefited from several
developments in the global economy, including the global commodities boom, China’s demand for
resources and growth in regional Latin American economies. The expanding middle class also developed
an appetite for consumer imports.

Brazil’s response to globalisation reflected the model of economic development that is less reliant on export
demand. Brazil gives a higher priority to retaining control over its natural resources, such as in the rapidly
expanding oil and gas industry, where until recently, there was a requirement that Brazil’s state business
Petrobras must own at least 30 per cent of new oil and gas projects. Brazil is also more cautious about the
adverse impacts of globalisation, such as unrestrained financial flows, and has enacted measures to restrict
short-term financial speculation by foreign investors. Brazil’s political environment has also resulted in a
different approach to economic reform. There has been slower progress on some of the changes demanded
by foreign investors, and a greater priority given to popular domestic policies.
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Since the mid-1980s, Brazil has sought increased foreign investment, rather than merely borrowing
funds from overseas to provide the capital for economic development. To increase its attractiveness to
foreign investors, Brazil has embarked on a far-reaching program of market reforms, including the
deregulation of most industries and the abolition of state monopolies. It also gave priority to low
inflation as a major goal of macroeconomic policy.

These measures dramatically increased the participation of foreign enterprises in the Brazilian economy.
Transnational corporations (TNCs) play an important role in the telecommunications, chemical,
pharmaceutical, automotive and mechanical industries. Foreign Direct Investment (FDI) flows have
played an important part in the economy during recent years, with Brazil receiving the highest level of
FDI inflows in the Latin American region, although weak investor confidence in economic management
under President Bolsonaro has contributed to a drop in FDI levels since he came to power in 2019.
The sectors that have attracted the most FDI inflows are resources as well as retail, financial services
and construction. Brazil has also sought to encourage more FDI through liberalising rules surrounding
foreign investment.

Another important aspect of Brazil’s response to globalisation is an increasing level of investment
by Brazilian companies into other countries. Brazil’s stock of foreign direct investment assets was
worth $392 billion in 2020, more than double its level of $173 billion in 2010. While some of this
investment involves establishment of new businesses and facilities, most of Brazil’s offshore FDI has
involved mergers and acquisitions of other businesses. The substantial focus of Brazilian FDI outflows
to other developing countries reflects an historic shift in FDI flows, which traditionally involved
flows from developed to developing countries — but now comprise a growing share of flows between
developing nations. Large Brazilian TNCs such as Petrobras (oil and gas), Vale (mining), and Embraer
(aircraft manufacturing) were all previously state-owned enterprises that went through partial or full
privatisation. Brazil also has TNCs that are making large offshore acquisitions in the steelmaking, beef
cattle, cement, banking and construction sectors.

Despite Brazil’s embrace of financial and investment flows, it has been relatively slow in liberalising
trade flows. For several decades, Brazil’'s economic development strategy was focused on developing
domestic industries that could substitute locally made goods for imports, rather than focusing on
overseas markets. This strategy was implemented through tariffs and subsidies. While this approach
helped to keep import levels down, it also made Brazilian industry less internationally competitive and
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less successful in developing export markets. While East Asian economies were pursuing growth through

exports, in Brazil exports barely grew as a share of the economy during the 1970s and 1980s.

“With exports and imports below 30% of GDP, the economy is significantly less integrated into
international trade than other emerging market economies of similar size ... External competition is
hampered by trade barriers of various forms. Average tariff levels weighted by imports are almost twice
as high as in neighbouring Colombia and more than 8 times higher than in Mexico or Chile. Brazil’s most
frequently applied tariff rate is 14%, while around 450 tariff lines are at the maximum of 35%, including
textiles, apparel and leather and motor vehicles. Brazil is the country with the highest number of tariff
lines above 10%. The high trade barriers preclude Brazil from many of the benefits of an increasingly
integrated global economy ... However, embracing international trade is likely to general transition costs,

for which policies should prepare.”

— OECD 2020 Economic Survey of Brazil,
Chapter 2, “Raising Productivity through Structural Reforms”

Although Brazil remains more closed than other economies in the region, it
has become more outward-oriented since the 1990s, implementing substantial
reductions in industry protection. Between 1990 and 2010, the average level
of tariffs fell from 32.2 to 7.6 per cent (remaining around the same level
throughout the 2010s), and all quantitative restrictions (such as import
quotas) were abolished. Following these reforms, Brazil’s economic integration
increased significantly, with foreign trade increasing from just 10 per cent
of GDP in 1995 to 30 per cent by 2019. This is nevertheless very low by
international standards, making Brazil one of the least open among the G20
group of the world’s most industrialised nations (and the lowest in the OECD).
The very strong export growth of the 2000s (an average of 16 per cent per
year) came to an abrupt end in 2011. By 2020, the total value of goods and
services exports was $239 billion, well below its peak of $292 billion in 2011.

Brazil still actively intervenes in the economy to support domestic industries,
through tariffs as well as taxes and restrictions on credit facilities that give
preference to companies who purchase locally produced equipment. While
Brazil is under pressure to further reduce protection, it has suspended additional
steps to dismantle trade barriers without reciprocal benefits from other
countries, arguing that this strategy allows Brazil to maximise its bargaining
power in trade negotiations. In some instances it is even increasing trade
barriers, such as its decision in December 2020 to impose a 20 per cent tariff
on all imports of US ethanol into Brazil.

Nevertheless, Brazil's gradual integration into the global economy has
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the importance of domestic manufacturing industries, as shown in figure 5.
The manufacturing sector has become smaller as a share of the economy, but more internationally
competitive (although there are concerns about deindustrialisation in some sectors, such as with the
closure of manufacturing operations in Brazil by Ford, Mercedes-Benz, Sony and Canon). Manufactures
still make up the largest share of merchandise exports, although since 2000, their share of exports fell
from 58 to 33 per cent, while there were increases in food (from 23 to 34 per cent), ores and metals
(from 10 to 12 per cent) and fuels (from 2 to 14 per cent). Brazil’s services sector makes up the largest
share of its economy, but its services contributed only 12 per cent of export earnings in 2020. In recent
years, Brazil has experienced significant growth in agricultural businesses (agribusinesses), which are
key export earners.

3.4 Brazil’s role in the global economy

Brazil’s role in the global economy has diminished in recent years. Its poor economic performance since
2014, combined with corruption crises, political instability and erratic leadership under President
Bolsonaro, has reduced its capacity for leadership among developing economies. This stands in sharp
contrast to the 2000s, when Brazil emerged with India as joint leaders of a bloc of developing economies
in the global trading negotiations that had been hoped to lead to a new World Trade Organisation
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agreement (the Doha Round) but which ultimately failed. Brazil achieved some successes on issues such

as challenging the interests of developed economies on intellectual property rules that made medicines
more expensive for poorer countries.

One aspect of Brazil’s role in the global economy that has been more consistent in recent decades is its
support for greater regional economic integration, especially through preferential trade agreements.
Within the South American continent, Brazil supported the formation of the Mercado Comin del
Sur (Mercosur), a customs union between Brazil and four other Latin American nations (Argentina,
Paraguay, Uruguay and Venezuela), which came into effect in 1995. Trade within the Mercosur bloc is
mostly tariff free, with common external tariffs ranging between 0 and 20 per cent and averaging 14
per cent. The Mercosur bloc concluded a trade agreement with the European Union in 2019 after nine
years’ negotiations, with the agreement expected to come into force in the early 2020s. The trade deal
will lead to the removal of tariffs on 92 per cent of goods trade between the two blocs, many of which
previously attracted tariffs of up to 35 per cent. It covers combined markets of 780 million people. Brazil
also wants to negotiate a trade agreement with the US, but this would not be possible without changing
the rules of Mercosur, which prevents member countries from signing bilateral trade agreements.

Financial instability is one of the most undesirable impacts of globalisation for developing economies.
As already noted, Brazil has experienced numerous exchange rate crises caused by sudden shifts of
sentiment on financial markets. Those crises often pointed to Brazil’s underlying problem of high foreign
debt and slow export growth, and its exposure to changing foreign investor sentiment.

Brazil responded to its history of financial instability by floating its exchange rate and building up
its currency reserves. Floating exchange rates are generally less vulnerable to excessive speculation on
foreign exchange markets than fixed exchange rates, and while Brazil has continued to experience
volatility in its currency during economic crises (such as a 25 per cent depreciation of one-third in the
year following the onset of the COVID-19 pandemic), these currency movements have assisted the
economy in adjusting to changed economic conditions. The large currency reserves have also been used
during periods such as in 2020 to curb excessive volatility in financial markets.
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Since the global financial crisis of 2008, Brazil has taken steps to cushion itself from financial speculation
and from the risk of further global financial volatility. Brazil has built large reserves of foreign currency —
from just US$54 billion in 2005, these reserves in 2021 were US$353 billion, the tenth-largest volume
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of foreign currency reserves in the world. The OECD has criticised the size of the international reserves
held by Brazil, noting the high cost in interest payments by the central bank, but for Brazil the reserves
have provided a safeguard against instability in global financial markets.

In modern economies, governments play an important
role in responding to changing economic conditions and
establishing policy priorities. But it is rare for political
crises to have such economic impact as Brazil has seen
in recent years.

Brazil’s recent political crises have seen corruption charges
made against the last three presidents, with one (Lula da
Silva) going to prison, another (Dilma Rousseff) losing
office before her presidential term ended and the current
president (Jair Bolsonaro) also accused of interfering into
investigations into corrupt dealings by his family.

Brazil’'s recent political crises began in 2014 with a
scandal that engulfed the country after the exposure
of a massive corruption scandal involving billions of
dollars of contracts at the state-owned energy company
Petrobras. The scandal was far-reaching, implicating
both ministers in President Rousseff’'s government and
members of many other parties. Indeed, 352 of the 594
members of Congress in Brazil faced accusations of
criminal wrongdoing, alongside 27 of Brazil’s leading
construction companies. Inevitably, the blame rested to
some extent with President Rousseff, who had been the
chair of Petrobras at the time when the alleged corruption
took place, even though there was no evidence she was
directly involved.

The Petrobras scandal (and what became known as “Lava
Jato”, the extensive criminal investigation that followed)
brought the economy to a halt. At the same time, falling
commodity prices were undermining Brazil's export
revenues. President Rousseff lost popular support amidst
growing public anger over corruption, the weak economy,
poor government services, inadequate infrastructure and
rising prices. Across Brazil, large public rallies were calling
for her resignation, while politicians in Brazil’s congress
who were themselves facing corruption charges were
hoping that their own careers might be saved if they could
bring down President Rousseff’s administration and end
the Lava Jato investigation. In 2016, Brazil’s congress
voted President Rousseff out of office. The official reason

for her impeachment was that she had used accounting
tricks to make the fiscal deficit look smaller than it really
was, so that she could increase public spending before
the 2014 election.

Instead of restoring stability, President Rousseff’s removal
only worsened Brazil’s political crisis. Within months of
taking office, the new president, Michel Temer, was caught
up in corruption allegations as part of the “Weak Flesh”
scandal, in which meat packers had bribed politicians and
officials to turn a blind eye to breaches of food safety laws.
(This even included widespread use of red dye to disguise
out-of-date and putrefying meat for sale.) The scandal
resulted in a ban on Brazilian meat exports to the US and
European Union.

The popular former president, Luis da Silva (Lula), was
expected to win the 2018 presidential election, but was
prevented from standing because of a corruption charge
that was later nullified by the Supreme Court. With Lula
out of the race, the 2018 presidential election was won by
a populist anti-establishment candidate, Jair Bolsonaro.
He earned had the nickname “Trump of the Tropics” and
had a reputation for causing outrage through offensive
and extreme remarks, including his support for Brazil’s
past military dictatorship.

Brazil’s political crises continued under President
Bolsonaro, with a series of new scandals involving
members of his family and successive resignations by
senior officials and cabinet ministers. Bolsonaro also
abandoned the Lava Jato prosecutions of politicians
charged with corruption, after his sons became the
subject of investigations. Protest marches in more than
200 cities in May 2021 called for President Bolsonaro to
be impeached after more than 500,000 Brazilians died
during the COVID-19 pandemic, which the president
had described as “just a little flu”. Protestors also raised
concerns about him refusing to leave office if he is
defeated in the October 2022 presidential election, where
former President Lula is expected to challenge him.

The key themes concerning economic management emerging from Brazil’s recent economic history are:
* investor concerns about corruption and incompetence, following a series of crises that culminated

in the election of President Jair Bolsonaro

e poor management of fiscal policy due to structural problems in public finances

* Dbetter management of monetary policy to reduce inflation

* slow progress on microeconomic reform across many areas to increase productivity growth

e the recognition that despite political instability, Brazil has made progress on several fronts,
including the management of financial instability and the independence of judges from the

government.
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The immediate macroeconomic challenge for the early 2020s is to recover from the COVID-19
recession and move beyond the sluggish growth of the 2010s. Key to sustaining a higher growth rate
is implementing overdue structural reforms in many areas.

Fiscal policy is caught between the economy’s need for support and the need to address a blowout in
public debt levels in recent years, which has been driven by the rising cost of pensions. To stabilise
public debt at current levels, an overall public-sector surplus of 1.1 per cent is required. Prior to the
COVID-19 recession, the IMF forecasted in 2019 that the deficit should improve from -1.9 per cent
of GDP in 2019 at a rate of 0.5-0.6 per cent of GDP each year through to 2024, meaning that for the
foreseeable future, public debt was going to continue to rise even before the impact of the COVID-19
pandemic. The centrepiece of efforts to address Brazil’s fiscal problem is a constitutional amendment
passed in 2016 that imposes a spending cap, which effectively freezes the national budget in real terms
for 20 years. This was introduced in response to a structural deterioration in the budget after 2009 that
had led international ratings agencies in 2014 to downgrade Brazil’s sovereign rating to the bottom
rung of investment grade. The constitutional provision operates alongside the Fiscal Responsibility
Law, which imposes transparency requirements for fiscal policy and requires that fiscal policy focus on
reducing public debt and maintaining a medium-term target for the “primary fiscal surplus” (the fiscal
surplus before payments on government debt).

To mitigate the impacts of COVID-19 on the economy in 2020, Brazil's Congress announced an
economic support package as part of measures that have increased public debt by 15 percentage points
of GDP. The government invoked the “escape clause” of the constitutional expenditure ceiling to
accommodate this exceptional spending, effectively suspending the Fiscal Responsibility Law. These
temporary measures were accepted as appropriate in reviews of Brazil’s economic performance by the
OECD in 2021 and by the IMF in December 2020.

The fiscal measures include temporary income support measures to vulnerable households (bringing
forward pension payments, expanding the Familia program to another million households, providing
cash transfers to informal and unemployed workers and advance payments to low income workers),
employment support (partial compensation to workers and incentives for firms that preserve
employment) and lower import levies on essential medical supplies.

The one significant breakthrough on economic reform achieved in recent years in Brazil (and just prior
to the outbreak of COVID-19) was a major structural reform of the pension system to put fiscal policy
on a more sustainable path and address structural problems in national and state budgets. Less than 15
per cent of expenditure in Brazil is discretionary, with fixed spending commitments imposing significant
burdens on state and local governments, some of which have come close to insolvency in recent years.
Brazil’s age pension system is one of the world’s most generous. Almost 14 per cent of Brazil’'s GDP
(and 56 per cent of the national budget) is spent on pensions, and this spending actually makes income
distribution even more unequal: 53 per cent of spending on pensions goes to the country’s wealthiest 20
per cent of the population, while just 2.5 per cent goes to the poorest 20 per cent. Brazil also has low
levels of workforce participation because workers retire so early. Compared to an average retirement age
of 66 in the OECD, the average retirement age is 54 years. The pension reform plan aims to save over
US$230 billion over 10 years, although this will only stabilise spending at current levels. It raises the
retirement age for men to 65 years, and for women to 62 years, and requires 40 years of contributions
to qualify for a full pension. It also reduces entitlements for those under 70 and removes differences
between public- and private-sector employees.

The role of monetary policy in Brazil’s economic policy mix has changed significantly in recent years.
During the period of high inflation preceding the recession of 2014, monetary policy played the central
role in bringing inflation back into its target range. The inflation target for Brazil is 3.5 per cent in
2022, falling to 3.25 per cent from 2023 and 3.0 per cent from 2024. Inflation has continued to be a
concern in the past decade. A surge in inflation (which reached 9 per cent in 2015) prompted a sharp
rise in the official interest rate, or “Selic” rate, from 7.25 to 14.25 per cent in the two years to 2015.
This strategy was successful in bringing inflation back into the target range, but at the price of a
severe recession. After lowering the Selic rate to a historical low of 2.25 per cent in 2020, the central
bank began increasing rates in 2021, with the Selic rising to 4.25 per cent in June 2021 while annual
inflation jumped to 8 per cent.
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“Brazil’s growth performance has been disappointing. Since the early 1990s, GDP has grown on average
by about 2%z per cent per year, well below other major emerging markets. This relatively weak growth
performance is largely explained by a lack of productivity growth compound by low investment ... Brazil
is also one of the most closed major economies in the world.

Improving the competitiveness of the Brazilian economy requires decisive structural reforms. The main
priority is to reform the complicated and distortive tax system to improve the business environment.
The authorities should also move ahead with closing the large infrastructure gaps, trade liberalisation,
fostering greater competition in the financial sector ... and cutting red tape to reduce the cost of
doing business and promote private investment.

Pressing ahead with the structural reform agenda is even more urgent now to offset possible scarring
effects of the pandemic ... A renewed focus on education and measures to reduce inequality is
warranted post-COVID. Increasing enrolment rates for primary and secondary education and improving
PISA scores, both of which are well below OECD levels, will be to improving the human capital of Brazil’s
labour force ...

The pandemic has added to Brazil’s growth challenge. To create jobs and lift the poor above the poverty
line, structural reforms to make the Brazilian economy more competitive, open to business and trade,
and attractive to investment are essential.”

— International Monetary Fund, Brazil: Article IV Consultation report, December 2020

Comprehensive reviews of the Brazilian economy undertaken by the IMF and OECD in recent years have
set out a detailed agenda for microeconomic reform in Brazil. They highlight a set of policy challenges
that Brazil needs to address to ensure the economy is on a path towards long-term, sustainable growth:

® The pension reforms mentioned above are regarded as a microeconomic reform as well as an
important change in fiscal policy. Economists believe that the pension system has undermined
incentives for savings, and contributed to Brazil’s very low savings rate (13 per cent of GDP).

® Brazil remains, in the words of the IMF in 2020, “one of the most closed major economies in the
world”. Tariffs have not fallen since 2010 and Brazil has been the world’s third most active user
of anti-dumping actions in the WTO. By the measure of trade as a proportion of GDP, Brazil
is much less integrated with the global economy compared to other emerging economies such
as Chile, Colombia, Mexico, Thailand and Turkey. Although Brazil is the world’s ninth-largest
economy, it represents just 1.2 per cent of the value of global trade and it is not well integrated
into global value chains. As a proportion of GDP, trade is lower in only five other countries in
the world.

* Brazil needs to increase labour productivity, which is low by international standards, and around
one-third the level of regional competitor Argentina. Productivity growth will be the main
engine of growth in the longer term. Strengthening it will require more competition in many
sectors to allow labour and capital to move to activities with strong potential.

* Brazil has a young population but it is achieving relatively poor education outcomes for them.
Although Brazil has lifted high school completion rates to around average OECD levels, the
quality of education (measured by the international standard of PISA tests) is below that of other
Latin American countries. Vocational education is especially weak, with fewer students enrolled
in vocational programs than in all comparable countries other than South Africa, and less than
half the average for the OECD. The share of young adults who have completed tertiary education
is 20 percentage points below the OECD average (2019 data). A long-term effect of COVID-19
is a sharp increase in dropout rates among school students who went more than a year without
face-to-face teaching.

® More rapid progress is needed on infrastructure development. Transport infrastructure is
important in a country as large and heavily populated as Brazil. Its road, rail and port quality
ranks poorly according to international studies. The IMF’s 2019 report on the Brazilian economy
noted that over the past two decades, Brazil invested an average of just 2 per cent of GDP in
public infrastructure — around one-third the average level of other emerging economies.

* Reforms are needed in government itself. The political crises of recent years have revealed high
levels of corruption throughout government, implicating hundreds of politicians, including
Brazil’'s three most recent presidents. In 2020, Brazil was ranked 94th among 180 countries on
Transparency International’s annual corruption index, with a score of 34/100 (on a scale where
0=highly corrupt and 100=very clean). E
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® An overhaul of the tax system is needed to reduce the notorious cost of compliance with Brazil’s
tax system. The IMF’s 2019 review of the Brazilian economy recommended that Brazil replace its
complex indirect taxes with a single broad-based value-added tax and remove other distortions
to the tax system that make tax compliance expensive and complicated. The World Bank’s 2018
“Ease of Doing Business” report ranked Brazil 125th out of 190 countries, noting for example
that on average it takes almost 2000 hours for a business to prepare its returns in Brazil, more
than any other country (and compared to an average of around 200 hours for most economies).

e Regulation more generally needs to be simplified and enforced. The OECD’s Product Market
Regulation Indicators report measures the regulatory barriers to entrepreneurship for the world’s
leading advanced and emerging economies, and it has ranked Brazil third most restrictive of
those 46 countries. Excessive regulations have encouraged a culture of “jeitinho”, or finding
a way around a law or a rule, sometimes illegally. For example, Brazil’s complex system of
environmental licences for developments is often criticised by foreign investors, and often evaded
by local developers. In other areas, Brazil’s problem has been a failure to enforce regulations. In
2018 the European Union announced a ban on imports from seven of Brazil’s meat processing
factories because of food safety concerns.

Brazil has nevertheless created some successful and innovative social policies, such as the Bolsa Familia
(Family Fund) policy, introduced in 2004 to assist poor households. The success of the Bolsa Familia
policy has resulted in its expansion into a wider income support, education, elderly care, health and
micro-lending package called Brasil Sem Miséria (Brazil Without Misery). This program incorporated
one of the previous government’s cornerstone projects — the Fome Zero (Zero Hunger) program — and
by 2015 it was giving 14 million of Brazil’s poorest families up to 95 reals per month. By merging a
range of income distribution payments, the government aimed to target inequality more effectively,
and its cost — just 0.6 per cent of GDP — is very small compared to the 14 per cent of GDP spent on
pension benefits that mostly go to Brazil’s less needy middle class.

5. Conclusion

“The heady days of Brazil’'s commodities boom in the first decade of the millennium ended with a thud.
A bruising recession five years ago has left the state’s coffers empty. Long an economic motor, tourism,
too, has collapsed ... Brazil is reeling from overlapping crises. The economy has barely grown for almost
a decade, held back by the collapse of the commodities boom and persistent mismanagement. And that
was before the coronavirus pandemic created both the health emergency and a deep recession, to which
President Jair Bolsonaro’s government is struggling to find a coherent response ...”

— Bryan Harris, “Militias, corruption and Covid: Rio de Janeiro’s deepening crisis”,
Financial Times, March 7 2021

Brazil is dealing with the fallout of a once-in-100-years pandemic that struck in the midst of a weak
economy and ongoing political crises. The challenges of tackling the country’s economic, social and health
problems given the collapse in trust in the nation’s political leaders are daunting.

Although in the years before COVID-19 Brazil went through its worst recession in a century, it is worth
noting that things could still have been worse. The corruption scandals were very serious, but Brazil’s
political and judicial institutions have been fearless in exposing those crimes and sending powerful business
leaders and politicians to jail for crimes. For a country that only became a democracy in 1988, Brazil’s
institutions proved to be strong, stable and mostly independent (with some exceptions) — all important
elements of a positive environment for long-term investment and growth. A key concern is whether
President Bolsonaro, who has regularly attacked Congress and the Supreme Court and sacked officials
critical of his administration, conducts the October 2022 election fairly and accepts the results.

Brazil has the potential to play an important role in the future of the global economy both because of
the size of its population and economy, and because of its proven potential in a diverse range of export
markets including minerals, fuels, food and manufactures. If strong commodity prices are sustained in the
early 2020s, Brazil’s prospects for recovery will be strengthened. But it will take time for Brazil to rebuild
confidence in its economic future. The events of recent years underscore the importance of political stability,
anti-corruption measures and the rule of law in providing foundations for confidence and growth. Brazil
entered the COVID-19 recession of the 2020s in a much weaker condition than it entered the 2010s, and
m many challenges lie ahead.



Case Study:

The East Asian economic region has been strongly influenced by globalisation over recent decades,
through increased international trade, foreign investment and rapid industrialisation. East Asian
economies have become more closely integrated at a regional level, and with economies around the
world. With strong economic growth and development over recent decades, East Asia is fast becoming
an economic centre of gravity to rival North America or Europe. Although North Asia has the largest
regional economies — China and Japan — economies in the South-East Asian region are sustaining high
rates of growth. They demonstrate the growth opportunities that come from more open markets, but
also highlight the challenges of managing rapid economic change.

Indonesia is the largest economy of the South-East Asian economic region. With the world’s
fourth-largest population and sixteenth-largest economy, it is an emerging economy that has become
more integrated with the global economy in recent decades. As it has opened its economy to global
forces since the mid-1980s, Indonesia has experienced the growth of trade and investment and the
increased participation of TNCs in the economy. Across a range of quality-of-life indicators, economic
development has improved. However, Indonesia has also been exposed to major international economic
disturbances, including a regional financial crisis in the late 1990s and ongoing volatility in global
commodity markets. The severe impacts of the COVID-19 pandemic again highlighted the fragility
of the country’s economic and social progress. Beyond the immediate response to economic downturn,
Indonesia also faces major policy challenges to build more competitive industries, improve regulations
and make government revenue and services more sustainable.

Indonesia is an excellent case study of globalisation because of the mixed influences of globalisation on
its economy and the challenges it faces in sustaining economic development. Indonesia also has enormous
long-term importance to Australia’s economy and security. With trade and financial linkages between
the two countries growing stronger, understanding the Indonesian economy is especially valuable for
Australia’s economic future.

FIGURE 1 - DEVELOPMENT INDICATORS: SELECTED COUNTRIES

Indonesia ‘ Poland | Brazil
Population (millions, 2020) 274 38 1402 102 213 329
Gross Domestic Product
(current US$ billion, 2020) 1058 594 14,773 363 1445 20,937
GNI per capita
(current international dollar, PPP, 2020) 11,750 33,220 17,200 12,210 14,550 66,060
Population below US$1.90 per day (%) " - "
(201 9, *201 8, /\201 7, **201 6) 2.7 02 05 38/\ 4.6 1 .0
Gini index (2019, *2018, 2017, **2016) 38.2 30.2* 38.5* 31.51 53.4 41.4*
Mean years of schooling (2019) 8.2 125 8.1 7.4 8.0 13.4
Life expectancy at birth (1990, 2019) 633 | 71.7 | 70.9|78.7 693 | 76.9 64.6 720 65.3 | 759 | 75.2|78.9
Human Development Index (rank) (2019) 0.718 (107) | 0.880 (35) | 0.761 (85) ' 0.707 (116) | 0.765 (84) | 0.926 (17)

Sources: World Bank 2021; Human Development Report 2020
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1. Economic performance

With a Gross Domestic Product (GDP) of over US$1 trillion, Indonesia is the world’s sixteenth-largest
economy. Indonesia is much smaller than the world’s largest economies, such as China, which is 14 times
as big, or the United States, which is nearly 20 times bigger. However, Indonesia is larger than other
economies in its region, such as Thailand and Malaysia, whose economies are around half its size.

As well as a large economy, Indonesia has a very large population of over 270 million. Living standards
in Indonesia remain low despite significant improvements. In 2020 output per capita was US$3870
(without adjusting for purchasing power, as done in figure 1). This is more than five times larger than
the level recorded in 2000 (US$780). Living standards are similar to those of some nearby economies
such as the Philippines and Vietnam, but less than half those of other South-East Asian neighbours such
as Thailand and Malaysia. The World Bank classifies Indonesia as a lower-middle-income country.

Indonesia’s low income levels mean that it suffers from a relatively high incidence of poverty. Around
3 per cent of the population lives on less than US$1.90 per day. While this is lower than the world’s
poorest regions — Sub-Saharan Africa and South Asia — poverty rates in Indonesia are almost double the
average for the East Asian region.

Indonesia also suffers from a relatively low level of economic development. According to the United
Nations, Indonesia’s Human Development Index of 0.718 is below 106 other economies. Mostly this
reflects Indonesia’s low standard of living, as measured by its per capita income. Indonesia also has a
relatively poor performance for other key indicators like adult literacy and life expectancy at birth. Health
outcomes in Indonesia are especially low. Only half of the population have access to improved sanitation
facilities, and one in five Indonesians do not have access to an improved water source. Expenditure on
health, now US$112 per person each year, is barely above the average of the world’s least developed region,
Sub-Saharan Africa.

Despite these poor outcomes, Indonesia’s development indicators have improved substantially in recent
decades. Life expectancy has improved by eight years since 1990. Over the same period, the under-five
child mortality rate has decreased by around 70 per cent, from 86 deaths per 1000 births to 24 deaths.

Income inequality in Indonesia, as measured by its Gini index of 38, is similar to other economies in the
region such as Malaysia and Vietnam. The distribution of income is more equal than in many countries
beyond the region such as the United States and Brazil.

In previous decades, Indonesia was considered a developing economy, and later, a newly industrialised
economy. Indonesia is now considered an emerging economy because of its strong growth performance
and prospects. This classification recognises Indonesia’s success in transforming its industry structure to
lift economic performance and development. In the four decades to 2020, Indonesia grew at an average
annual rate of over 5 per cent. Although not as fast as some neighbouring economies in East Asia,
this growth rate puts Indonesia well ahead of most economies around the world, including advanced
economies in Europe and North America, and emerging and developing economies in Latin America,
Central and Eastern Europe, and Africa. In 2011, the Indonesian Government set goals of becoming a
middle-income country and becoming one of the world’s 10 largest economies by 2025. Doing so would
have put Indonesia alongside the world’s largest emerging economies, the so-called BRIC economies of
Brazil, Russia, India and China. This objective is now unlikely to be achieved, with economic growth
rates averaging closer to 5 per cent per year than the 7 per cent per year required.

The international business cycle and regional business cycle have also had significant impacts on
the economic performance of the Indonesian economy in the past half century. While most economies
experienced a downturn in growth during the 1970s because of rapid increases in global oil prices,
Indonesia, as a major oil exporter, experienced an acceleration of economic growth. During the 1980s,
the opposite occurred, as the glut of oil supply pushed prices down, and with them the growth rates
of the Indonesian economy. During the 1990s, Indonesia was part of an economic growth boom that
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spread across East Asia after the end of the Cold War. However, this growth came to an abrupt end in
1997 with the Asian financial crisis, which saw the Indonesian economy contract by 13 per cent in one
year, with devastating consequences. Since 2000, economic growth has averaged at a slightly slower
annual rate of around 5 per cent.

FIGURE 2 - ECONOMIC GROWTH IN INDONESIA
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In 2020, Indonesia contracted by 2.1 per cent — the first fall in annual GDP since the Asian Financial
Crisis. The unemployment rate rose by 1.8 percentage points to be 7.1 per cent in 2020. The Indonesian
economy was hit hard by the COVID-19 pandemic, with the Government continuing to struggle to
contain the spread of the virus in 2021. The pandemic impacted Indonesia’s economy due to reduced
consumer spending, business investment and exports. In mid-2021 there were signs the economy was
starting to recover, driven by an easing of containment measures and higher government spending and
exports. The IMF expected the Indonesian economy to grow by 4.3 per cent in 2021 and then grow by
more than 5.5 per cent in 2022 and 2023. Economists anticipate that higher unemployment will be a
medium-term legacy of the COVID-19 recession, with unemployment remaining elevated until 2024.

A key challenge in moving closer to Indonesia’s 7 per cent economic growth target is to increase
investment in physical infrastructure and human capital, which could lower business costs and increase
productivity.

One characteristic of Indonesia that is typical of an emerging economy is the transformation of its
industry structure in recent decades. Like many other economies in East Asia, Indonesia has seen
the economic importance of the agricultural sector fall, while manufacturing industries and services
have become more important. As shown in figure 3, the past four decades have witnessed substantial
structural change in the Indonesian economy.

FIGURE 3 - STRUCTURE OF ECONOMY
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The Asian financial crisis of 1997 and 1998 was an early
example of some of the possible negative impacts of
globalisation. As the economy most severely affected
by the crisis, Indonesia’s experience highlights how
volatile global financial markets, combined with economic
mismanagement, can have devastating consequences for
economic growth and development.

The rapid growth of South-East Asian economies for
much of the 1990s (as shown in figure 4) had led to a
flood of short-term financial inflows that was increasingly
flooding into stock markets, consumer finance and real
estate. Inadequate banking regulations saw finance flow
to customers that did not meet normal creditworthiness
standards.

In July 1997, sentiment changed as foreign investors
reassessed the value of their assets and loans and
suddenly withdrew their funds — known as “capital flight”.
Beginning with the Thai baht, the currencies of South-East
Asian economies depreciated rapidly as financial outflows
mounted. The financial “contagion” of the crisis also
spread to other economies including Indonesia, Korea
and Malaysia.

To obtain an emergency US$18 billion financial assistance
loan from the IMF, the Indonesian Government was
required to undertake policy measures including spending
cuts, budget surpluses, dramatically raising interest rates
(to 80 per cent), closing some banks, cutting fuel subsidies,
and undertaking long-term structural reforms. Although
designed to strengthen the Indonesian economy in the
long term, these policies had the immediate effect of
further undermining confidence and choking off economic
activity. By mid-1998, as panic spread to Indonesia’s
businesses, households and other deposit holders, the

rupiah had lost 85 per cent of its value against the US
dollar (to be worth as little as Rp 16,000 to the US dollar)
and the managed float was abandoned.

The Asian financial crisis had devastating economic
consequences for Indonesia. The economy shrank by over
13 per cent. Unemployment increased and the Indonesian
Government’s official estimate of the number of people in
poverty almost doubled from 11 per cent to 19 per cent as
a result. As the exchange rate depreciated and the price of
imported goods soared, inflation was recorded at over 75
per cent. Foreign debt increased to US$148 billion. In May
1998, Indonesian President Suharto was forced to step
down after over 30 years in office. It took six years before
living standards returned to pre-crisis levels.

Aside from the mishandling of the crisis by the IMF and
Indonesian Government, economists often cite two causes
of Indonesia’s problems during the crisis. The first was
the combination of open financial markets with a fixed
exchange rate. The rupiah became overvalued, and
because it was fixed, there was no mechanism for it to
adjust to its market value. A second cause of the crisis was
excessive financial speculation and the poor regulation of
the financial sector during a period of rapid globalisation.
The Asian financial crisis in Indonesia highlights how,
without an appropriate policy framework, global economic
forces can destabilise an economy and cause extensive
economic and social harm.

The Asian financial crisis saw new policies introduced

for the Indonesian economy, including the establishment

of an independent central bank (Bank Indonesia), a new

bankruptcy law, and measures to promote competition

and improve the social safety net. The Indonesian Bank

Restructuring Agency (IBRA) oversaw the reforms to the
financial sector.
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The Asian financial crisis also
forced a change in the way that
the IMF responds to financial
crises. In contrast to its policy
prescriptions for Indonesia in the
late 1990s, during the global
financial crisis and the COVID-19
recession in the following two
decades, the IMF recommended
that economies pursue massive
fiscal stimulus programs,
reduce interest rates to support
economic activity, and boost
liquidity for credit markets. As

®m © o0oOrA one of the first major crises of
— — — QAN . -
f & RKRRIK | the modern era of globalisation,

the Asian financial crisis helped
shape future economic policy.
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Indonesia’s primary industries nevertheless remain important. Outside the formal economy, the majority
of Indonesia’s rural population still survives on subsistence agriculture, with wages in the form of crop
shares. The main agricultural product is rice, and other crops include rubber, coffee, cocoa and spices.
Unlike other economies in the region, Indonesia also has a large oil and gas industry. Until 2016,
Indonesia was Asia’s only member of the Organisation of the Petroleum Exporting Countries (OPEC),
the international oil cartel. Petroleum and liquefied natural gas are Indonesia’s largest single exports,
making up a quarter of total exports.

Indonesia’s manufacturing sector includes a large textile and garment industry and some other
labour-intensive manufacturing. However, Indonesia’s manufacturing sector is less competitive than
other similar economies. Manufacturers confront poor infrastructure, limited access to finance, complex
regulations and increased barriers to imports (which raise the cost of capital goods). Nevertheless,
Indonesia has two key advantages that create the potential for growth in manufacturing: a large, low-cost
labour force and a huge domestic market.

Indonesia’s fastest-growing sector is its services sector. In 2020, the services sector contributed to
44 per cent of GDP, employing 49 per cent of the workforce. Indonesia’s main services are tourism
and retail. In the future, information and communications technology is expected to be the primary
driver of the services sector. Indonesia’s services sector is enjoying increasing foreign direct investment
(FDI) flows, with services accounting for over a third of Indonesia’s investment inflow. The growth
in information and communications services is evidence of the positive role of investment by foreign
technology companies in helping to lift the skills of the Indonesian workforce. Nevertheless, the services
sector is still held back by poor infrastructure and technology and by inadequate workforce skills.

Indonesia did not meet all of the Millennium Development Goals (MDGs) by the target year of 2015,
but made significant progress in many areas. The Indonesian Government is committed to delivering
progress in the Sustainable Development Goals (or SDGs, also known as Global Goals), building on the
progress achieved with the MDGs, such as reducing poverty (goal 1), promoting gender equality (goal 3),
and dealing with the long-term impacts of climate change (goal 7).

FIGURE 5 - INDONESIA’'S PERFORMANCE ON THE MILLENNIUM DEVELOPMENT GOALS

Goal ‘ Performance

Poverty headcount (proportion of people living below US$1.90 a day) has fallen from 67 per cent (1998)
1 to 2.9 per cent (2019). The proportion of underweight children under five decreased from 31 per cent
(1989) to 18 per cent (2018).

The net enrolment rate for primary children is almost 100 per cent, and primary school completion
2 improved from 62 per cent (1990) to 100 per cent by 2010. The literacy rate of the population is 96 per
cent (2018).

The proportion of males aged above 25 who have completed at least primary school is 82 per cent

3 (2015). For females, it is 74 per cent (2015).

4 The mortality rate of children under five years has decreased from 97 (1991) to 24 (2019) per 1000
live births.

5 The maternal mortality rate has fallen from 390 (1991) to 126 (2015) per 100,000 live births. Issues with
access to contraception remain.

6 The prevalence of tuberculosis decreased from 449 (2000) to 312 (2019) cases per 100,000 people,

and the proportion of people with HIV/AIDS has decreased.

Carbon emissions are high. Only 43 per cent of people have access to sustainable drinking water, and
7 only 73 per cent have access to basic sanitation. The proportion of the urban population living in a
slum has decreased from 51 per cent (1990) to 31 per cent (2018).

Foreign debt (as a per cent of gross national income) has been reduced from 69 per cent (1990) to 39 per
cent (2020). The debt servicing ratio has been reduced from 17 per cent (1999) to 8 per cent (2019).

Sources: Report on the achievement of the Millennium Development Goals Indonesia 2013, World Bank World
Development Indicators 2021; Indonesia Economic Quarterly (2016)
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Degradation of the natural environment has been a significant cost of the industrialisation and
globalisation of the Indonesian economy. Indonesia has one of the world’s highest rates of deforestation,
with more than 74 million hectares — an area twice the size of Japan — of rainforest cleared in the last half
century. This is the result of commercial logging, land clearing for agriculture, mining developments
and population expansion. The Indonesian Government has a moratorium on new clearing for around

66 million hectares of primary forest and peatland. Other key environmental concerns include loss of
species and water and air pollution:

¢ Economic activity has affected natural habitats and regeneration, with some 975 animal and
plant species in Indonesia now considered threatened.

Protection of the marine environment is a major challenge because of Indonesia’s vast coastline,
pollution from industry and over-exploitation of fishing stocks.

e Indonesia’s capital city, Jakarta, has worse air pollution than all but a handful of major global
cities such as Cairo, Chongqing and Delhi.
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Indonesia’s rapid economic and population growth is placing pressure on its ability to reduce emissions.
Although emissions of carbon dioxide are low in per capita terms (2.1 tonnes per year), Indonesia is the
world’s fifth-largest contributor to global carbon dioxide emissions (including emissions caused by
deforestation). This is concerning as Indonesia is more vulnerable to the future impact of climate change,
with the World Risk Index ranking Indonesia’s exposure to natural hazard-related risk at the highest level.
As a cluster of islands, it will be more affected by coastal inundation, and, like other countries, Indonesia
faces more extreme weather events, such as droughts and floods, which will affect its agricultural sector and
food security. Forest fires are deliberately lit every year by companies clearing land for palm oil and timber
plantations. In 2015 the Government introduced measures to stop forest fires, including moratoriums
and restoration targets. The impacts of climate-change-related weather events are already evident, with
the number of hydrometeorological disasters almost doubling between 2015 and 2020 (from 1,664 to
3,023). In recent years, Indonesia has experienced devastating weather events, such as the 2019 land and
forest fires where 600,000 hectares were burned and 900,000 contracted respiratory illnesses, and the
2021 cyclone Seroja which killed at least 160 people.

Reducing carbon dioxide emissions while maintaining economic growth will be a key environmental
management challenge in the future. Indonesia is unlikely to meet its Paris Agreement commitment
to reduce carbon emissions by 29 per cent by 2030 (compared to business-as-usual levels). Indonesia
E is currently on track to reduce its emissions by only 20 per cent. Indonesia’s high emissions are due
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to its reliance on fossil fuels and deforestation. Indonesia’s policy response to climate change has been
limited to smaller, specific steps such as issuing a moratorium on new licenses to clear primary forests.

One area where Indonesia is taking more action is to increase the supply of renewable energy. The
Indonesian Government has committed to a 23 per cent renewable energy target by 2025, as part of
its commitments to the Paris Agreement. However, despite large sources and investment in geothermal
and hydropower, it is unlikely to meet this target. Government efforts in renewable energy have
been focused on small-scale projects, such as installing solar panels in villages. In 2021, Indonesia’s
government utility company Perusahaan Listrik Negara (PLN) announced it would phase out building
new coal-fired power plants and begin decommissioning plants from 2030.

Indonesia has a number of other environmental issues that also need addressing, particularly in relation to
resource management. For example, Indonesia has the second-highest plastic waste amongst the world’s
146 coastal countries. The Government has a policy to slash marine litter by 70 per cent by 2025 (and
by 2020 had achieved a 15 per cent reduction). In 2016, the Government introduced a charge on plastic
bags. Within three months, this step had reduced plastic bag use by 25 per cent. In 2020, the policy was
extended in Jakarta, with a ban on single-use plastic bags in street markets and shopping malls.

2. Indonesia’s path to globalisation

Since it opened up to global forces in the 1980s, globalisation has reshaped the Indonesian economy.
Reforming the economy has been necessary so that Indonesia can keep pace with other economies in
the South-East Asian region and avoid relying too heavily on commodity exports, whose value on
global markets tends to be volatile. As the oil boom of the 1970s subsided, Indonesia needed to find
more sustainable foundations for long-term economic growth, and exporting manufacturing goods was
central to this strategy.

Since the mid-1980s, Indonesia has lowered protectionist barriers to trade, resulting in greater competitive
pressures and making businesses more export-focused. Indonesia has taken opportunities to participate in
multilateral efforts to reduce protectionism. Greater foreign investment has provided a source of capital,
while also creating financial market and economic volatility. Transnational corporations have played a
greater role in the economy for both traditional commodity sectors and other exports.

Trade liberalisation has been a crucial component of Indonesia’s integration with South-East Asia and
the global economy. In the mid-1980s, Indonesia shifted away from a policy of import substitution
towards export-led development. In 2019, the simple mean tariff rate applied to imported goods
was 7 per cent, down from 17 per cent in the early 2000s, and similar to the 5 per cent average for the
East Asia and Pacific region.

Prior to the mid-1980s, Indonesia was a highly protected economy. Indonesia’s oil boom in the 1970s saw
the imposition of strict trade barriers to protect government-sponsored and government-owned business
enterprises. The methods of protection included tariffs, licensing requirements, local content rules and
import monopolies. One area that historically has faced high non-tariff barriers has been agriculture. In
the mid-1980s, under the control of Indonesia’s sole approved rice importer, Bulog, the country was able
to achieve self-sufficiency in rice production and phase out all rice imports.

Indonesia’s shift towards trade liberalisation began in the mid-1980s. The average level of tariffs was
reduced by almost one-third. Between 1987 and 1995 the effective rate of tariff protection for the
manufacturing sector fell from 86 per cent to 24 per cent. For agriculture over the same period it halved,
from 24 per cent to 12 per cent. The Government has also relaxed the complicated network of import
licensing restrictions. Annual deregulation and liberalisation packages aimed to reduce barriers to foreign
trade and investment.

After the Asian financial crisis in 1998, Indonesia continued to pursue trade liberalisation under the
auspices of an IMF program. Tariff and non-tariff barriers were reduced, together with an easing of the
restrictions on foreign investment. However, in recent years Indonesia has gradually raised import tariff
rates. Between 2009 and 2019, Indonesia raised its average import tariff rate by almost 2 percentage
points.
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2.2 Indonesia has joined regional trade agreements

At the same time as it has been reducing protectionist barriers, Indonesia has become increasingly
integrated with the global economy through participation in global, regional and bilateral trade
agreements. Indonesia has also become more prominent on the global stage, in particular through its
membership in the Group of 20 (G20) major economies.

Indonesia has been an active member of the World Trade Organisation (WTO) since 1995. With almost
half the population employed in the rural sector, Indonesia supported the failed Doha Round of trade
negotiations, hoping for reductions in agricultural protection by advanced economies. However, Indonesia
also argued that “special and differential treatment” provisions must be at the heart of a negotiated
agreement. This refers to provisions in WTO agreements that give developing countries special rights,
such as a slower tariff reduction schedule.

The process of regional integration has seen the Association of South-East Asian Nations (ASEAN)
emerge as the most important regional organisation. Formed in 1967 by Indonesia, Malaysia, the
Philippines, Singapore and Thailand, ASEAN has since expanded membership to include Brunei, Burma,
Cambodia, Laos and Vietnam. The ASEAN Free Trade Area (AFTA) agreement, signed in 1992, aims
to reduce tariff and non-tariff barriers within the region. It uses a Common Effective Preferential Tariff
scheme, where tariffs are less than 5 per cent for goods originating among member economies. In 2007,
ASEAN leaders adopted a blueprint for the creation of the ASEAN Economic Community (AEC), intended
to create a single market of around 600 million people, allowing the free flow of goods, services, capital and
labour. The vision for the AEC is to enhance the attractiveness of South-East Asia as a foreign investment
destination and improve the level of regional integration. While the initial plan was to establish the AEC
by 2015, this was revised under the AEC Blueprint 2025, which gave members another decade to pursue
the reforms and initiatives needed to achieve the vision of a highly integrated, cohesive and competitive
economic region.

Indonesia is also a party to a number of other trade agreements through the ASEAN Plus Three
framework. ASEAN has concluded free trade agreements with China, South Korea, Japan, India, Australia
and New Zealand. Indonesia is also a member of the Asia-Pacific Economic Cooperation (APEC) forum,
which has aimed to advance regional and global trade and investment liberalisation. Indonesia is also a
member of the Regional Comprehensive Economic Partnership (RCEP), the world’s largest trade bloc,
which was signed in 2020 and expected to come into force in the early 2020s.

The Indonesia-Australia Comprehensive Economic Partnership Agreement was signed in March 2019,
reflecting the growing significance of economic relations between the two countries. Under this agreement,
almost all import tariffs in both countries are reduced or eliminated, effective from 2020. Australian
primary industry exports such as frozen beef and sheep meat will be processed quicker at the border,
reducing “red tape” barriers to free trade.

Indonesia also has a comprehensive bilateral trade agreement with Japan that took effect in 2008. Japan
accounts for 8 per cent of Indonesia’s exports and is its third largest export destination after China (20 per
cent) and the United States (11 per cent). Indonesia has agreements with Chile and Pakistan. Indonesia
has also signed, or is negotiating, agreements with Mozambique, the EU, India, Tunisia and Turkey, but
these are not yet in force. Figure 7 outlines Indonesia’s trade agreements.

FIGURE 7 - INDONESIA’'S TRADE AGREEMENTS
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2.3 Changes in trade in goods and services

Trade liberalisation has improved Indonesia’s access to overseas export markets and led to stronger
economic growth. Exports of goods and services have grown at an average annual rate of over 6 per cent
since 1985. Nevertheless, the contribution of trade to Indonesia’s economy (as measured by percentage of
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GDP) has fallen over the past two decades. Trade in goods and services was equal to around 40 per cent
of Indonesia’s GDP. Prior to the global financial crisis, this figure was above 50 per cent of GDP. A major
reason for the declining contribution of trade is that Indonesia still relies on a relatively narrow base
of commodity exports.

The contribution of trade to the Indonesian economy is lower than the regional average for East Asian
economies (58 per cent). This means there is further potential for Indonesia to access international
markets. It also means that, through trade linkages at least, Indonesia is less exposed to the international
business cycle than some other economies. Also, with around three-quarters of its trade being with
other Asian economies, Indonesia is most closely integrated at a regional level with economies such as
Japan, China, Singapore, Malaysia and Korea.
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Since the mid-1990s, Indonesia’s export base has shifted back towards food and fuels, with manufactured
exports falling as a share of trade. High-technology exports contribute less than 5 per cent of Indonesia’s
total export revenues. Unlike many other economies in the region, Indonesia has not emerged as a major
low-cost manufacturer for global markets, relying instead on its commodity exports. In part, this reflects
the fact that some commodity prices have remained strong. However, it also highlights Indonesia’s need to
do more in coming years to develop sustainable exporting industries. Service exports, particularly tourism,
represent an area of potential growth for Indonesia. Despite the economic reforms of recent decades,
Indonesia’s main exports are oil and gas, electrical appliances, plywood, textiles and rubber.

Indonesia has reduced barriers to financial and investment flows during the globalisation era to
encourage economic growth and development. From the mid-1980s, Indonesia pursued tax reforms,
deregulation of industry sectors, and the removal of restrictions on foreign ownership. While previous
decades saw FDI flow mainly to the oil and mining sectors, in the 1990s Indonesia saw an increased
flow of investment into manufacturing.

Insufficient domestic private investment means that FDI plays an important role in Indonesia’s economy.
FDI has been steadily increasing in Indonesia and was US$29 billion in 2020. However, FDI inflows
(as a share of GDP) are lower than in comparable economies. Instability in government policy settings
relating to foreign investment is blamed as one factor contributing to lower FDI flows.
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Encouraging FDI, along with continuing to reduce trade barriers, is important to ensure Indonesia can
secure export-led development. Figure 9 sets out some key features of foreign investment and integration
of Indonesia with the global economy.

In recent years, China has become an important source of FDI for Indonesia. This reflects China’s growth
and the importance of the Belt and Road Initiative (BRI). The BRI is a Chinese Government program
that loans money for infrastructure in developing economies. Around 70 countries, representing almost
two-thirds of the world’s population, have signed on to BRI initiatives. The BRI has made China the
largest source of FDI in Indonesia, with projects valued at almost US$17 billion according to one
estimate.

FIGURE 9 - FOREIGN DIRECT INVESTMENT IN INDONESIA

Trends FDI inflows were US$28.6 billion in 2020, having fallen in recent years because of
COVID-19 and other factors.

Investment source Singapore (34%); China (17%); Japan (9%); Hong Kong (12%); South Korea (6%);
country (2020) Others (22%)

Destination region West Java (17%); Special Territory of Jakarta (13%); North Maluku (8%), Banten (8%),
within Indonesia Central Sulawesi (6%); Others (49%)

Destination sector Metal and equipment (21%); electricity, gas and water supply (16%); transportation,
(2020) warehouse and telecommunication (13%); housing, industrial estates and office building
(8%); mining (7%); others (36%)

TNCs in Indonesia e About 170 pharmaceutical companies operate in Indonesia
 Commodity sector attracts TNCs like ExxonMobil
e ’Oréal and Toyota have manufacturing facilities in Indonesia

Benefits of FDI * More investment when domestic savings are low

¢ Employment in production and management

* New technologies and business processes

¢ Links to export markets and international supply chains

Risks of FDI e Exchange rate and financial market volatility
e Structure of FDI may limit technology and training benefits for local economy
e Environmental sustainability of FDI in natural resource sector

Drivers of FDI e Large endowment of natural resources
¢ Large consumer market
¢ Relatively low labour costs

Constraints on FDI ¢ Inadequate transport and energy infrastructure

¢ |nadequately trained staff

* Complicated regulations

e Exchange rate volatility undermines investor confidence
¢ Economically disconnected regions

Source: BKPM - Indonesia Investment Coordinating Board
Note: Numbers do not add to 100 due to rounding.

Financial markets have also been liberalised in recent decades to encourage economic growth,
beginning with the shift in Indonesia from a fixed exchange rate to a managed float in 1978. The
currency, the Indonesian rupiah, was devalued during the 1980s as a deliberate strategy to improve
the competitiveness of exports. The managed float was abandoned during the Asian financial crisis in
August 1997, and currency was allowed to float freely because the central bank’s attempts to stabilise
the currency were unsuccessful. The rupiah suffered a massive depreciation, causing major turmoil in
financial markets and the economy.
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Currency volatility is a continuing problem in Indonesia, with major shifts in the rupiah caused more
by global factors than domestic factors. To reduce instability (and encourage longer-term foreign
investment), the Indonesian Central Bank has strengthened capital controls in financial markets — with
investors in government bonds required to hold them for a minimum of six months, slowing the pace of
any “capital flight”. IMF research has found currency volatility reduces private sector investment — for
every 1 per cent increase in volatility, there is reduction in investment of almost 0.2 per cent.

Economic development in Indonesia has been supported by foreign aid and assistance. In addition, the
World Bank funds many active projects in Indonesia with a cumulative lending value of US$8 billion.
These programs have targeted community empowerment, government administration, energy and
infrastructure development. Australia also provided Indonesia with $322 million in aid in 2019-20.
In addition, Australia offered Indonesia a $1 billion loan to assist with recovery from COVID-19.

3. Recent developments in economic policy
Indonesian economic policy has evolved gradually FUEL SUBSIDIES

in recent years, with governments aiming to
achieve macroeconomic stability, promote economic
development, attract foreign capital and increase
social expenditure.

A continuing drain on Indonesia’s public
resources for many years has been
the large government expenditure on
Presidentjoko Widodo was re-elected in 2019, after fuel subsidies, which have been larger
a five-year term focusing on reducing inefficient  than all central government social and capital

spending, lifting tax collections and investing in spending combined. At their peak, fuel subsidies
infrastructure development and social programs. accounted for 20 per cent of government
However, policy change has been constrained by spending. Petrol prices have previously caused
the fact that growth has fallen short of the 7 per  political turmoil, forcing a reversal of subsidy cuts
cent annual growth rates needed to achieve the in 2008, 2011 and 2018. In 2021, the Government
longer-term objectives of Indonesia being a top 10 again announced an intention to further lower
and middle-income economy by 2025. Indonesia’s subsidies to reduce spending in the budget. Fuel
economic aspirations were dealt a serious blow by subsidies mainly benefits the middle class, with

COVID-19, with GDP around 7 per cent lower than  the poorest 10 per cent of households receiving
it would have been because of disruptions to business just 2 per cent of fuel spending.
activity caused by the pandemic.

The conduct of monetary policy is led by Indonesia’s Central Bank, Bank Indonesia, which has been
independent from the Government since 1999, and has had a medium-term inflation target of 4 to 6 per
cent since 2005. During the 2010s, the main central bank interest rate moved within a band between
4 and 8 per cent. Monetary policy was loosened throughout 2016 and 2017, and after increasing rates
in 2018, Bank Indonesia began reducing rates again in 2019, to support economic growth in a period
of weak global growth.

Fiscal policy has focused on maintaining the confidence of international investors and in providing
macroeconomic stability. During the 1990s, the Government achieved budget surpluses, using those
surpluses to retire government debt. Spending was restrained while tax revenues increased (by around
15 per cent). In the two decades to 2019, government debt fell from 87 per cent to 30 per cent (before
climbing back to 39 per cent in 2020 owing to COVID-19 stimulus spending).

The Indonesian Government implemented a major fiscal policy response to COVID-19. The Government
relaxed its self-imposed budget deficit ceiling of 3 per cent. Direct COVID-19 recovery spending was
expected to be in excess of US$44 billion, causing the budget deficit to rise to 6.1 per cent of GDP.
Total spending due to COVID-19 was split mainly into the following areas:

* Healthcare spending (US$5 billion), including purchase of medical equipment, funds for mass
vaccination and incentives for medical workers.
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¢ Social Protection (US$16 billion), including food support programs for up to 20 million families,
extending the pre-employment card program for around 5.6 million impacted workers, free
electricity for around 30 million customers, supporting low-cost housing and providing other
support needs.

¢ Tax incentive and credit for business (US$5 billion), including income tax exemptions, deferring
import tax and debt payments, and reducing corporate tax from 25 per cent to 22 per cent.

e Economy recovery program (US§11 billion), focused on providing credit restructuring and
financing for small and medium businesses.

The Indonesian Government announced in 2021 its intention to begin the task of fiscal repair from
2023, in the meantime phasing down social assistance programmes rolled out during the pandemic
while continuing economic support through automatic stabilisers and infrastructure and human
development.

A key constraint on the sustainability of Indonesia’s fiscal policy is the narrowness of the tax base.
Indonesia’s ratio of tax revenues to GDP is low compared to similar economies and has been declining
since 2013. This is due to economic and governance factors. Indonesia’s tax revenues are heavily linked
to the cyclical commodities sector. There are many gaps in the tax collection system, and a large number
of exemptions in the tax system. Some improvements have nevertheless been experienced since President
Widodo came to power, with 2018 revenues showing growth of 23 per cent (in nominal terms), which
is the fastest rate in 10 years. This reflected tax reforms (particularly relating to tobacco) and increased
compliance, as well as higher commodity prices. Measures to improve tax compliance include a tax
amnesty (which allows the declaration of previously untaxed assets), the simplification of compliance
processes for taxpayers, and more effective use of banking data. However, over-reliance on commodity
prices to drive revenue remains a critical problem.

One of the weaknesses of current policy settings is that the tax and transfer payment system makes
no overall difference to the level of inequality. Fiscal policy’s failure to promote inclusive growth
reflects low-quality spending in infrastructure, education and health. The Indonesian Government has
identified the need to substantially increase spending across these areas. The 2018 Macroeconomic and
Fiscal Policy Framework committed to spending more funds more efficiently on a range of education,
welfare and child care initiatives. Key social spending policies include the Family Hope Program (PKH)
to alleviate poverty and economic inequality and the subsidised health insurance policy (PBI-JKN).

The Indonesian Government has also recognised the need to invest in infrastructure, evidenced through
the development of its National Long-Term Development Plan (RPJPN). Under the RPJPN, the
Government committed to spending billions on infrastructure over the two decades to 2025, focusing
on transport (including roads, rail and airports), electricity, water and sanitation. Between 2014 and
2018, infrastructure spending grew 22 per cent a year on average. However, Indonesia still has a large
infrastructure deficit and it is unlikely to be dealt with soon as projected growth in infrastructure
spending was just 1.1 per cent in 2019. Private investment will need to play a role too, but it has been
hampered by regulatory issues, inadequate planning and issues in securing finance. The Government has
established a Public Private Partnership Unit within the Ministry of Finance to facilitate faster project
approval and delivery, and has made steps to reduce regulatory burdens. International assistance can
also help address infrastructure needs, such as through a recent US$125 million loan from the World
Bank for the upgrade of more than 140 dams throughout the country.

Indonesia’s expenditure on education and health care is inadequate for population needs. Education
spending is around 3 per cent of GDP, despite a commitment that 20 per cent of government
expenditure should be spent on education. Inadequate investment in education contributes to Indonesia’s
high rate of youth unemployment, which is usually around four times higher than for other age groups.
Educational outcomes are also poor, with around 55 per cent of Indonesians completing education
functionally illiterate. The Government has expanded its Program Indonesia Pintar (PIP) policy, which
provides a cash subsidy for school-age children in poor households. However, the PIP does not rise
when education costs rise in secondary years (a time when many students drop out of schooling) and
it is poorly targeted, with around 36 per cent of students from middle and upper income backgrounds
also receiving the PIP.
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Public spending on health programs is below 1.5 per cent of GDP, lower than in most South-East Asian
economies, such as the Philippines or Cambodia. Improved health outcomes have been achieved since the
introduction of a universal health insurance program in 2014, the Jaminan Kesehatan Nasional (JKN).
The cost of JKN for individuals depends on their ability to contribute, with the poorest households
having no requirement to contribute. Around 218 million Indonesians participate in the scheme, with
the Government targeting all 268 million Indonesians to participate.

Indonesia has made several reforms to attract foreign investment and international trade to drive
growth. In 2018, the Government relaxed foreign investment restrictions for energy, technology, media
and telecommunications, health care, manufacturing and transport industries. In 2020, the Job Creation
law was designed to encourage foreign businesses to invest in Indonesia. In the technology industry,
overseas companies (such as Amazon) are now permitted to provide online retail services without
partnering with an Indonesian company. Yet at the same time, President Widodo has championed
“economic independence”, which could mean that Indonesia becomes less open to globalisation in the
years ahead. Indonesia has increased the use of non-tariff measures on goods and service imports, such
as onerous product-quality conformity requirements. For services, Indonesia has restrictions for many
industries such as legal services and retail distribution. These measures increase costs for consumers
and businesses and reduce Indonesia’s links with the global economy.

The Indonesian Government has implemented a number of non-fiscal measures to reform the economy
and support investment to drive recovery after COVID-19. This has included reducing and simplifying
import restrictions, a relaxation of credit scoring and loan restructuring requirements, and a ban on the
export of medical equipment. A contentious change implemented in late 2020 was the Job Creation
“Omnibus Law”, which simplifies a number of licensing processes and regulations to encourage business
investment. The Indonesian Government argued this law was necessary to encourage international
investment during the pandemic and allow more flexibility across the economy. However, many labour
groups and unions argue the laws are harmful to workers’ rights.

A consistent hurdle for reforming the Indonesian economy is the organised resistance from established
interest groups whose power and wealth have been threatened by the removal of regulations that
advantaged them. In previous decades, parts of the Indonesian economy suffered from “crony capitalism”,
where economic policies were set up for the benefit of corrupt officials and relatives of important political
leaders. Recent years have seen a shift in Indonesia towards a more decentralised state, with large areas of
public expenditure and services being transferred from the central government to the nation’s 440 local
governments. Significant reforms are still required for the legal system to improve corporate practices,
with the World Bank ranking Indonesia 73 out of 190 countries for ease of doing business in 2020.
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4. Conclusion: Is Indonesia a globalisation
success story?

Indonesia provides a complex picture of globalisation. Since the 1980s, Indonesia has progressively
liberalised trade, investment and financial flows. Global and regional integration have delivered Indonesia
substantial benefits and have allowed for progress towards reducing poverty. The severity of the Asian
financial crisis in the late 1990s resulted in lasting reforms and improved governance. While growth has
been strong, Indonesia has fallen short of its ambitious growth target, and reforms have been hindered
by difficulties in managing the economy, with its huge population, diverse range of cultures and a
population scattered across 6000 inhabited islands. Indonesia’s experience highlights that globalisation is
not an economic “silver bullet”. To sustain growth over the long term, countries need to establish strong
governance systems, build competitive industries, reform their economies and undertake major investment
in education, health and infrastructure to achieve economic development.

Despite sustaining growth rates above 5 per cent in recent decades, Indonesia is faced with a number of
challenges. In the short term, it faces the enormous challenge of managing the COVID-19 pandemic, while
also trying to engineer an economic recovery. It must also manage the volatility associated with greater
financial inflows. While the government cannot ensure the stability of the currency, it can contribute to
investor confidence. In the long term, a key economic challenge will be reorientating government spending
towards efficient spending on education and infrastructure, improving coordination between the national
and local governments and attracting more foreign investment that can diversify the Indonesian economic
base. Stronger economic growth is needed to reduce the incidence of poverty and improve quality of life.
Indonesia aims to mark its 100 year anniversary of independence in 2045 by achieving high income status
and reducing poverty to zero. This is an ambitious goal, and will require the Government to continue to
provide a strong policy framework and support the development of human capital.
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Issues ¢

— ¢ Focus

The focus of this topic is an examination
of Australia’s place in the global economy
and the effect of changes in the global
economy on Australia.

By the end of Topic 2, you will
be able to examine the following
economic issues:

m Assess the impact of recent changes in the
global economy on Australia’s trade and
financial flows

m Examine the effects of changes in trade
and financial flows on Australia’s economic
performance

m Analyse the effects of changes in the value
of the Australian dollar on the Australian
economy

m Discuss the impact of free trade and
protection policies on the quality of life in
Australia

m Propose likely changes to the structure
of industry within Australia as a result of
current trends in the global economy

— Skills

Topic 2 skills questions can ask
you to:

m Calculate the main components of Australia’s
balance of payments

m Analyse the relationship between the balance
of the capital and financial account and the
net income balance

m Explain the relationship between the current
account balance and the balance of the
capital and financial account

m Use supply and demand diagrams to explain
how the value of a currency is determined
under different exchange rate systems

m Analyse the impact of changes in the
components of the balance of payments on
the value of the Australian dollar

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.
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Introduction

Australia is a big country in terms of its physical size, yet its economy is relatively small compared
to the rest of the world. As economies throughout the world become more integrated, Australia’s
economy is increasingly affected by developments in the global economy. Global economic forces

have changed the Australian economy and the lives of Australians dramatically in recent years, and
these changes will accelerate as globalisation continues.

Chapters 1 to 3 covered Year 12 Topic 1 — The Global Economy and reviewed some of the main
features of the global economy. It was noted that economies have become far more integrated in
recent years because of flows of trade, finance, investment, technology and labour. International
institutions have become more important as economies have become more closely linked to each
other. There has been significant progress in recent years to remove trade barriers between nations.
Yet with the increasing integration of the global economy, there remains an extraordinary gap in
wealth between rich and poor nations.

This topic — Australia’s Place in the Global Economy — will focus on examining where Australia fits
into the global economy and the impact of changes in the global economy on Australia’s internal
and external stability.

Chapter 4  outlines Australia’s trade and financial flows. It looks at how Australia’s trade patterns
have changed over time, and how Australia’s trading partners have also changed.
Chapter 4 also examines the key topic of the balance of payments. The balance of
payments tracks Australia’s trade and financial relationships with the global economy.
Chapter 4 sets out the structure of the current account and the capital and financial
account, along with links between key balance of payments categories. This chapter
also analyses recent trends in the size and composition of Australia’s balance of
payments.

Chapter 5  explains the role that Australia’s exchange rate system plays in Australia’s relationship
with the global economy. It gives an overview of how exchange rates are determined,
and looks at the influences on the demand for and supply of Australian dollars. This
chapter also examines the role of government policy in influencing the exchange rate,
and the effects that exchange rates can have on other economic outcomes.

Chapter 6  examines free trade and protection with a particular focus on Australia’s trade and
protection policies, which have changed significantly in the past three decades. These
changes have had impacts for many participants in the economy. The chapter concludes
with a look at the implications for Australia of the free trade and protectionist policies
of other countries and international organisations and the future of Australian industry
in the global economy.
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AUSTRALIA’S PLACE
IN THE GLOBAL ECONOMY

EXPORTS
$457 BILLION

NN ! PROTECTIONIST
a BARRIERS
DISMANTLED
AVERAGE TARIFF 1.8% IN 2021
IAS 25% IN 1983)

NET FOREIGN DEBT
SERVICING $14 BILLION
NET RETURNS TO FOREIGN
INVESTORS $25 BILLION

FINANCIAL FLOWS

FOREIGN INVESTMENT IN AUSTRALIA $4.0 TRILLION
AUSTRALIAN INVESTMENT OVERSEAS $3.1 TRILLION
NET FOREIGN DEBT $1.2 TRILLION

SOURCE ABS Balance of Payments and International Investment Position, Australia (Cat. 5302.0, Table 10, 11, 16, 29, 30).




Australia’s Trade and
Financial Flows

4.1 Understanding Australia’s place in the global economy
4.2 Trends in Australia’s trade patterns

4.3 Trends in Australia’s financial flows

4.4 The balance of payments

4.5 Trends in Australia’s balance of payments

4.6 The consequences of a high CAD

4.1 Understanding Australia’s place in
the global economy

In the first section of this book we examined the key features of the global economy,
including the trends towards greater integration among countries, trade and financial
linkages, trade policies, important global institutions, and the income gap between
advanced and developing economies. In this section, the focus is on where the Australian
economy fits into the global economy and in particular the nature of Australia’s trade and
financial links with the rest of the world.

By global standards, Australia is large in some respects and small in others. On size alone,
the Australian economy ranks fourteenth in the world — placing it in the middle ranks
of advanced economies, around the same size as Spain. This means that the Australian
economy is larger than almost 200 other countries, but if it is compared to the giants of
the world economy, such as the United States, the EU, China or Japan, then it is relatively
small. Another way to compare Australia with other countries is to look at standards
of living. In 2020, Australia was ranked eighth in the world in terms of quality of life,
according to the United Nations’ Human Development Index. This demonstrates that
Australia has a very high level of economic development.

Measures of the size of the economy and living standards only provide a snapshot comparison
between economies. To really understand the impacts of changes in the global economy
on the Australian economy, we must understand the linkages between Australia and the
global economy. This requires an analysis of Australia’s trade patterns and trade policies,
Australia’s financial relationships with overseas countries, and the influence of the exchange
rate on the structure and performance of the Australian economy.

4.2 Trends in Australia’s trade
patterns

Despite Australia’s geographic isolation from the rest of the world, trade has always
represented a high proportion of Australia’s economic activity. In part, this is because there
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have always been overseas markets for Australia’s primary commodities, such as minerals
and agricultural products, and because Australia’s level of development has made it an
exporter of services such as tourism and education. It is also partly because Australia has
needed to trade in order to obtain new technology and goods that are not produced in
Australia because of its relatively small population.

In the context of the global economy, Australia is sometimes referred to as a small,
open economy. The Australian economy makes up only a small proportion of the global
economy, producing around 2 per cent of the Gross World Product. However, trade is
central to the Australian economy. We export almost one-quarter of what we produce, and
we import the equivalent of almost one-quarter of gross domestic product (GDP). As a
result, although the Australian economy does not have much influence on developments
in the global economy, world economic developments can have a very significant impact
on Australia.

The changing direction of trade

The direction of Australia’s trade has changed considerably over recent decades. China has
become Australia’s dominant trading partner in the past decade, while South Korea and
ASEAN countries have also become more important. Meanwhile, the key export markets
for Australia in previous decades — Japan, the United Kingdom and Europe — have declined
in importance. Figure 4.1 illustrates the importance of each of these regions to Australia’s
merchandise trade (which includes trade in physical goods but not trade in services).

There was a historic shift in the direction of Australian trade after the United Kingdom
joined the European Economic Community (EEC) trading bloc, now known as the European
Union (EU), in 1973. The United Kingdom had been Australia’s major trading partner
prior to this period, reflecting the historic ties going back to when Australia was a colony
of Britain. Once the United Kingdom joined the European trading bloc, it was required to
impose the same barriers to trade with Australia as with other countries, in effect giving
a preference to trade from European countries. Australia soon lost many of its traditional
export markets for agricultural products in the United Kingdom.

As Australian exporters found it increasingly difficult to gain access to European markets,
there was a shift in the focus of exporters to other areas, particularly the North-East Asian
and ASEAN countries, for trade opportunities. By the 1960s, the Japanese economy was
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Figure 4.1 - Australia’s major trading partners
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sustaining rapid economic growth and its demand for production inputs such as minerals
and energy products was increasing rapidly. Australia responded to this opportunity and
Japan became our largest export market. Japan’s share of Australia’s trade began declining
around 1990 and has continued to shrink since then, reflecting both Japan’s weak growth
and Australia’s increased focus on other markets in the region.

In the early 2000s exports to China began a sustained period of rapid growth which
since 2007 has made China Australia’s largest trading partner (calculated by adding
imports and exports together). This reflects both China’s increasing dominance in the
global economy and Australia’s position as a major world commodity supplier. China is
Australia’s dominant export market, overshadowing all other countries. China makes up a
larger share of exports than the sum of our second-, third-, fourth- and fifth-largest export
markets: Japan, the ASEAN, the EU and South Korea. In 2019-20, China accounted for
more than one-third of Australia’s export earnings from merchandise trade, and as figure
4.2 shows, the growth in exports to China since 2000 has been extraordinary, with annual
exports to China exceeding $100 billion since 2017.

The 2020s are likely to see ongoing shifts in the direction of Australian trade towards other
rapidly growing Asian economies. While the COVID-19 recession has sharply altered the
trajectory of global trade for the immediate future, Asian economies are expected to make
up a larger proportion of world trade in the 2020s. While trade with North Asia will
still account for Australia’s largest trading relationships, with China and Japan remaining
our top two trading partners, Australia is also likely to experience growth in markets
in South-East Asia and South Asia, most notably in India, which is now a larger export
market for Australia than the United States.

Figure 4.2 shows that the trends in the direction of Australia’s exports and imports
differ. Although Australia does not sell a high proportion of its output to other advanced
economies, it still buys a substantial amount from these economies, in particular Europe
and the United States. This reflects the importance of imports from these countries, both

for capital equipment and for many consumer items. China and ASEAN economies are
also large sources of imports, reflecting Australia’s demand for manufactured imports that
these economies specialise in producing. China’s share of Australian imports has grown
dramatically in the past three decades, and since 2016 China has been our largest source
of imports.

Annual exports (%)

Annual imports (%)

Country/region
1990 | 2000 | 2010 | 2015 | 2018 | 2019 | 2020 | 1990 | 2000 | 2010 | 2015 | 2018 | 2019 | 2020

China/Hong Kong 58 | 8.0 (243 [30.6 |37.4 [36.1 {385 | 44 | 8.1 |16.0 |18.6 [23.0 [24.5 |23.9
Japan 26.5 |175 |16.2 |13.4 (156 | 158 (10.7 (156 (112 | 74 | 64 | 74 | 7.0 | 5.5
ASEAN 12.6 |13.9 | 104 |122 |105 (111 |11.2 | 7.0 |14.0 [18.3 |16.3 [15.7 [16.0 | 14.5

European Union 169 |136 | 95| 74 | 58 | 55| 82 [26.1 |21.9 [19.2 |18.7 |17.9 |17.6 | 19.4

South Korea 53| 68| 79| 63| 68| 69| 58| 19| 33| 28| 45| 92| 39| 27
United States 131 (115 | 561 | 70| 39| 39| 6.3 [23.4 |19.8 |12.8 [13.6 |10.5 [10.6 | 12.6
New Zealand 65| 64| 39| 40| 30| 27| 32| 44| 40| 36| 32| 26| 25| 2.8

Other countries 13.4 | 223 | 22.7 |19.1 (169 |[18.0 [16.2 [17.2 |17.7 | 19.9 | 18.7 | 13.6 | 17.9 | 18.7

Source: Department of Foreign Affairs and Trade, Composition of Trade Australia 2019-20, goods and services
Note that DFAT data differs from ABS data due to a number of statistical adjustments

Figure 4.2 - Australia’s direction of merchandise trade by country and region
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The changing composition of Australia’s trade

Primary industries have always been the main focus of Australian exports, as Australia
has a comparative advantage in commodities due to its vast natural resources. Australia
has exported high volumes of agricultural products such as wheat, wool and beef, and
minerals such as coal, iron ore, gold and alumina. Together, agricultural and mineral
exports account for two-thirds of Australia’s export earnings. Australia has been less
competitive in manufacturing. While other advanced economies generally developed
substantial manufacturing industries in the second half of the twentieth century, Australia
has continued to rely on its primary exports while importing large quantities of capital
goods and manufactured consumer goods.

Australia has experienced significant changes in the composition of its export base. In
2020-21, Australia’s total exports were worth $457 billion (a decrease from $475 billion
in 2019-20). Australia’s largest exports are minerals and metals (which increased from
$283 billion in 2019-20 to $299 billion in 2020-21). The fall was driven by a decline in
services exports which fell by around a third (from $92 billion in 2019-20 to $62 billion
in 2020-21). While rural exports have not grown much in recent years, they continue to
be around 10 per cent of our export base.

Several factors have contributed to the decline of agricultural exports as a proportion of
Australia’s trade over recent decades. Large fluctuations in world prices as well as the
trade protection policies of other countries have influenced the export revenue from
agricultural commodities. In addition, most agricultural trade involves commodity
items to which little extra value is added in processing, unlike other areas of world trade,
such as elaborately transformed manufactures, which are high in added value. More
recently, weather patterns have become more extreme, thereby reducing the output and
productivity of the agricultural sector.

1989-90 Other 5% 2020-21 Other 3%

Services
13%

Services
20%

Source: ABS International Trade in Goods and Services, Australia (Cat. 5368.0)

Figure 4.3 - Australia’s composition of exports

Manufactured goods make up only a small share of exports but are at a low level compared
with most advanced economies, and their share fell during the era of the mining boom.
While Australia does not compete well in the manufacture of high-volume, low-cost
products, its sales of sophisticated, niche-market-manufactured goods picked up in the
1990s. But since the mining boom increased the value of the Australian dollar, Australian
manufacturing exporters have encountered more difficult conditions, alongside increased
competition from goods manufactured in China and other low-cost economies in Asia.

The global resources boom stirred debate about whether Australia can continue to rely
so heavily on exports of commodity items. Some economists argue that the prospects for
high commodity prices are positive in the medium to longer term because of the rapid
growth of China, India and other developing economies. However, others point to the
risks of Australia being too reliant on commodity exports and one major export market
(China), especially given the tensions between the Chinese and Australian governments.
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Australia’s resource exporters have experienced considerable volatility in the past two
decades, although commodity prices have since the early 2000s remained well above
historic averages. There are specific risks in Australia’s reliance on global demand for coal
and gas exports, which is likely to fall as demand continues to shift to energy sources
with lower carbon emissions. Over-reliance on these fossil fuel exports could also mean
that Australia is harder hit if carbon tariffs are adopted around the world as part of the
global response to climate change, as many economists anticipate.

Australia’s best long-term alternative to relying too heavily on mineral and energy exports
is to diversify exports towards goods and services demanded by the growing population of
middle-class consumers across Asia. Services exports hold the greatest potential for growth
over the medium to longer term. Australia has sophisticated service industries and a
highly skilled workforce, nearly three-quarters of which is employed in service industries.
In recent decades, Australia has grown substantial export markets for education services,
financial services, insurance and tourism, as well as smaller markets for transport, health
and communications services. However, the COVID-19 pandemic had a devastating
impact on service exports (in particular, tourism and education), with recovery dependent
on the widespread availability of effective vaccines and treatment. In the meantime,
economists expect that Australia will continue to rely heavily on its resource exports
(notably iron ore) whose prices proved resilient during the global downturn.

Year Capital Consumer Intermediate Services

| goods (%) goods (%) _ goods (%) (%)
1981-82 18.2 16.5 42.9 23.3
2000-01 16.7 23.2 36.4 22.6
2001-02 17.6 24.2 34.7 22.0
2011-12 21.0 22.2 33.5 21.2
2012-13 19.2 23.0 33.2 23.0
2013-14 17.9 23.7 34.0 23.1
2014-15 18.2 24.8 32.8 23.1
2015-16 18.0 27.0 29.6 24.0
2016-17 18.7 26.8 29.3 23.5
2017-18 18.7 25.7 30.4 23.6
2018-19 18.6 24.6 31.4 241
2019-20 18.4 25.9 31.5 21.9
2020-21 21.5 31.0 32.1 13.1

Source: ABS International Trade in Goods and Services, Australia (Cat. 5368.0, Table 2)

Figure 4.4 - Australia’s composition of imports

Figure 4.4 illustrates trends in the composition of Australia’s imports as a percentage of
total import expenditure. During this time, the composition of Australia’s imports has
changed moderately. The share of capital goods has remained largely unchanged at around
one-fifth of imports. Part-finished intermediate goods and services imports have both fallen
slightly. Consumer goods as a proportion of imports have increased. These changes can be
explained by the shift away from large-scale manufacturing in Australia, especially with the
gradual reduction of tariffs and local content rules. In 2020-21, Australia’s total imports
were valued at $368 billion. Intermediate goods accounted for $118 billion, followed by
consumption goods ($114 billion) and capital goods (379 billion).

- l -
1 Identify the key changes in the direction and composition of Australia’s trade
over recent decades.

2 Discuss whether Australia’s reliance on commodity exports is beneficial or
harmful for the Australian economy.
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4.3 Trends in Australia’s financial flows

While Australia’s trade flows have increased substantially over recent years, the rate of
growth in financial flows has been much greater, as international businesses have bought
Australian assets and invested in Australian businesses, and as Australian companies have
increased their overseas investments.

International financial flows were less important in the post-war economic boom of the
1950s to the early 1970s while exchange rates remained fixed and international capital
markets remained largely closed. However, during the early 1970s the international
system of fixed exchange rates (known as the Bretton Woods system) came to an end.
Exchange rates around the world were floated and restrictions on the movement of
capital across national borders were removed. Financial flows began growing rapidly as
international capital markets opened up, exchange rates were floated, and technological
changes made it easier to shift finance between countries. The level of foreign investment
in Australia and investment overseas by Australians has doubled in the past decade, and

has been rising rapidly since the 1980s.

Foreign investment in Australia ($m) Australian investment abroad ($m)

Direct Portfolio Total Direct Portfolio Total

1990-91 106,636 145,942 309,330 44,715 22,702 115,583
1995-96 156,172 256,288 482,952 84,786 49,964 204,281
2000-01 253,467 475,407 888,811 218,371 150,145 516,419
2005-06 386,425 831,380 1,456,020 352,019 314,393 918,882
2010-11 557,150 1,190,110 2,109,426 458,567 498,911 1,334,455
201112 597,306 1,224,653 2,212,528 455,263 520,871 1,402,969
2012-13 647,040 1,331,448 2,422,248 508,666 642,616 1,617,991
2013-14 696,504 1,458,184 2,642,329 552,638 714,290 1,790,274
2014-15 798,634 1,602,248 3,010,088 638,104 847,047 2,147,701
2015-16 877,170 1,637,365 3,262,763 624,395 880,446 2,252,006
2016-17 926,530 1,693,195 3,299,741 679,559 957,850 2,338,274
2017-18 1,019,745 1,871,152 3,595,180 762,078 1,104,258 2,593,008
2018-19 1,078,826 1,953,198 3,853,755 824,430 1,224,120 2,821,329
2019-20 1,095,629 1,902,926 3,987,991 854,008 1,201,189 3,022,670
2020-21 1,096,338 2,086,928 4,022,645 874,539 1,475,128 3,137,523

Source: ABS Balance of Payments and International Investment Position, Australia (Cat. 5302.0)

Note that direct and portfolio investment differ from calculations of foreign debt and equity

Figure 4.5 - The changing pattern of Australia’s financial flows

Figure 4.5 shows a change in the composition of financial flows between direct
investment and portfolio investment. Direct investment includes the establishment
of a new company, or the purchase of a substantial proportion of shares in an existing
company (10 per cent or more). When a business undertakes direct investment, it is
generally considered to be a longer term investment and the investor normally intends to
play a role in the management of the business. This is different from portfolio investment,
which includes loans, other forms of securities and smaller shareholdings in companies.
Businesses and individuals that undertake portfolio investment generally do not intend
to play a role in the running of the business.

Prior to the deregulation of the financial sector, most financial flows came into Australia
in the form of direct investment. Governments preferred direct investment, because it
brought the benefits of job creation and technology transfer. Portfolio investment was
not as important, as the level of overseas purchase of shares was relatively small and, in
an environment where financial markets were regulated, overseas loans were not common.
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Balance of payments
is the record of the
transactions between
Australia and the rest

of the world during a
given period, consisting of
the current account and
the capital and financial
account.

The removal of restrictions on financial flows changed this situation, as Australia saw the
benefit of attracting the growing flows of finance into the economy, injecting money into
Australian companies through loans and share purchases.

Following the deregulation of the financial sector and the floating of the Australian
dollar in the 1980s, foreign investment inflows began to grow rapidly, a trend that has
been sustained for the past four decades. The rate of growth of portfolio investment
into Australia — the shorter-term and more speculative inflow — has been significantly
faster than the growth in longer-term foreign direct investment. Similarly, Australian
investment overseas is six times what it was in 2000 and the level of portfolio investment
is significantly higher than the level of direct investment. Financial flows have grown at
a faster rate than the growth in trade.

Another significant feature of the financial flows between Australia and the global
economy is the imbalance between investment in Australia and Australian investment
overseas. Australia has always been a net capital importer, with the level of foreign
investment in Australia consistently remaining well above the level of Australian
investment abroad. In part, this reflects the historically low level of domestic savings
within Australia. For many years, Australia has relied on financial flows from overseas to
make up for the shortfall between savings and investment in Australia, and this remains
a feature of financial flows between Australia and the global economy today. However, it
is important to note that these flows are not all one-way — even though there is a much
higher level of foreign investment in Australia, with more than $4 trillion invested in
the Australian economy in 2020-21, Australia had also invested around three-quarters as
much overseas ($3.1 trillion). Australian businesses have substantial overseas assets, and
Australia also has significant shorter-term overseas investments such as overseas loans and
shares on overseas stock markets. One reason for this is that as overseas capital markets
have become more open to international investors, Australia’s large superannuation funds
have increasingly pursued investment opportunities overseas.

1 Explain the difference between direct and portfolio investment flows.

2 Identify TWO factors that have influenced financial flows into and out of
Australia in recent years.

3 Discuss the extent to which Australia’s financial flows have been influenced
by globalisation.

4.4 The balance of payments

The balance of payments is the single most important economic indicator of the
relationship between Australia and the global economy. The balance of payments
summarises all transactions that Australia has with the rest of the world over a given period
of time. It shows the trade and financial flows in and out of the Australian economy. All
money that flows in is referred to as a credit, and all money that flows out is referred to
as a debit. For example, if Australia exports goods to New Zealand, the money we receive
for these exports is an inflow, and thus a credit on the balance of payments. On the other
hand, if Australia imports goods from New Zealand, the money paid out for these imports
is a debit. In these accounts, credit entries are considered positive transactions, while debit
entries are negative (denoted with a minus sign).

The balance of payments figures are presented in two accounts — the current account
and the capital and financial account. These accounts are compiled according to a
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set of international accounting standards, which make it easier to compare Australia’s
balance of payments with other countries.

The current account

The current account shows the money flow from all exports and imports of goods and
services, income flows and non-market transfers for a period of one year. In effect, the
current account covers external transactions that are not reversible in the sense that once
commenced, these transactions cannot be undone. Figure 4.6 shows a simplified current
account for the Australian economy.

In order to analyse the information in this table, one must understand the meaning of the
items that appear on the current account:

Net goods

This refers to the difference between what Australia receives for its exports and pays out
for its imports of goods. There are three possible outcomes: Australia could be in balance
(where export receipts equal import payments), Australia could have a surplus (where
receipts exceed payments), or Australia could have a deficit (where payments exceed
receipts). Figure 4.6 shows that net goods recorded a surplus of $76.0 billion in 2020-21.

Net services

This refers to services that are bought and sold without people receiving a “good” — for
example, transport, travel, insurance charges, telephone calls or tourist accommodation.
Services that Australia sells are an inflow of money and are shown as credits. Services that
Australia buys are an outflow of money and are shown as debits. The net services surplus
of $13.1 billion in figure 4.6 shows that the value of Australia’s services exports is greater
than the value of its services imports.

Balance on goods and services SRR 2(:;3—)20 2(:;3-)21
) )
The balance on goods and services (BOGS)
. . . . Goods
is the amount that is derived by adding
. . Exports 383.1 395.9
net goods and net services together. Figure
. . Imports -310.8 -319.9
4.6 shows a surplus of $89.0 billion in Net aoods 793 76.0
2020-21. 9 ' '
Services
Net primary income Service credits 92.3 61.3
) ) ) Service debits -87.2 —-48.2
This refers to earnings on investments, Net services 51 134
that is, income that is earned as a return
) Balance on goods 77.4 89.0
from a factor of production. It covers | and services . .
interest payments on borrowings and | primary income
returns on other foreign investments, such | cregits 68.5 65.5
as foreign-owned companies in Australia or Debits ~109.2 _84.3
foreign land ownership. When foreigners | Net primary income _40.7 _18.8
invest in Australia, income in the form Secondary income
of rent, profits, interest and dividends | saqits 10.1 9.7
flows overseas. When Australians invest | pgpits 115 _12.0
overseas, there is a flow of income back Net secondary income 1.4 23
to Australia. Figure 4.6 shows a deficit in | Bajance on current
the net primary income account of $18.8 | account £ 28
billion in 2020-21. Source: ABS Balance of Payments and International
Investment Position, Australia (Cat. 5302.0)

Figure 4.6 - Structure of the current account

Current account is the
part of the balance of
payments that shows the
receipts and payments
for trade in goods

and services, transfer

payments and income
flows between Australia
and the rest of the world
in a given time period.
These are non-reversible
transactions.
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Capital and financial
account records the
borrowing, lending, sales

and purchases of assets
between Australia and the
rest of the world.

Net secondary income

This refers to non-market transfers, that is, income that is not earned through a factor
of production. These occur when products or financial resources are provided without a
specific good or service being provided in return. This is a small and relatively technical
account, which has little importance in the scope of the overall balance of payments.
Net secondary income includes payouts on insurance claims, workers’ remittances (for
example, foreigners working in Australia and sending money overseas) and funds taken
out of Australia in the form of unconditional aid to developing nations (such as funds
given as a gift to a foreign government without a specified purpose). Pensions received by
residents from foreign governments (which would be a credit on net secondary income)
are also included.

Balance on current account

This refers to the addition of the BOGS, net primary income and net secondary income.
Figure 4.6 shows that in 2020-21 the balance on the current account was a surplus of
$68.0 billion.

The capital and financial account

The other side of the balance of payments is the capital and financial account. This
is concerned with financial assets and liabilities — the money flows that result from
international borrowing, lending and purchases of assets such as shares and real estate
for a period of one year. The major feature of the capital and financial account is that
these transactions are reversible, in the sense that after the transactions occur, they can
be undone in the future. For example, borrowings can be paid back, and assets that are
bought can be sold again.

Figure 4.7 shows a simplified capital and financial account for the Australian economy.
The main features of the capital and financial account are as follows:

Capital account

2019-20 2020-21
The capital account consists of two Someonent ($bn) (Sbn)
main components. The first item is | C@pitalaccount
capital transfers, mainly in the form | C@Pital transfers =il 0
of ‘jconditiogal” foreign ?id gra.nts glfe:]gr?flgfgiirgg,isposal
(which are linked to specific capital | non-financial assets -0.4 0.0
projects) and debt forgiveness. This | Total capital account -1.1 -0.7
may be in the form of assistance Financial account
to other countries to build up their Direct investment 29.7 10.1
infrastructure or capital stock (such Abroad -11.3 -4.6
as an Australian donation to build a in Australia 41.0 14.6
bridge in the Solomon Islands). The | Portfolio investment -12.6 -57.1
second item is entries for the purchase Abroad -12.9 -173.8
and sale of non-produced, non-financial in Australia 0.3 116.7
assets — mainly intellectual property | Financial derivatives -8.2 -19.2
rights such as patents, copyrights, | Otherinvestment -63.4 13.2
trademarks and franchises (such as Reserve assets 18.5 -42
an Australian company buying the Total financial account -36.1 -57.1
rights from an American company to | Balance on capital and
operate a Subway outlet in Australia). [RlclaccoR ks ~57.8
Figure 4.7 shows a capital account Net errors and omissions 2.0 -10.2

deficit of $0.7 billion.

Source: ABS Balance of Payments and International
Investment Position, Australia (Cat. 5302.0)

Figure 4.7 - Structure of the capital and financial account
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The financial account shows Australia’s transactions in foreign financial assets and
liabilities. It is categorised by the type of investment, with five main categories: direct
investment, portfolio investment, financial derivatives, reserve assets and other investment.
The size of the financial account can change substantially from one time period to the next.
This is a result of the large money flows that underlie the balance on the financial account.

Credit entries in the financial account represent net inflows. These come about because
of either an increase in foreign investment in Australia or a reduction in Australian
investment overseas. Debit entries represent net outflows. Australia consistently records a
positive financial account balance, which shows that during each year the rise in Australia’s
liabilities to the rest of the world is higher than the increase in the liabilities of the rest
of the world to Australia. In effect, Australia draws on the savings of the rest of the world
to finance a deficit on its current account.

The five main financial account components are:

¢ Direct investment: Direct investment covers foreign financial transactions to
fund new investment in Australia or overseas or to buy more than 10 per cent
of shares in an existing company. This might include a South Korean company
bringing in funds to build a motorway in Sydney or BHP Billiton sending funds
to Indonesia to fund the construction of a copper mine. Figure 4.7 shows a direct
investment surplus of $10.1 billion.

¢ Portfolio investment: Portfolio investment refers to the buying of land, shares
and other marketable securities (that is, securities that can be easily sold) in
existing companies. This is also where most foreign debt is recorded. Portfolio
investment is often the largest item on the capital and financial account. Figure
4.7 shows a $57.1 billion deficit in portfolio investment in 2020-21 (in other
words, the value of Australian portfolio investment overseas exceeded the value
of overseas portfolio investment in Australia in 2020-21).

¢ Financial derivatives: Financial derivatives are a category of complex financial
assets that have become increasingly significant in recent years. The value of
these investments is normally derived from the performance of specific assets,
interest rates, exchange rates or indices. Financial derivatives are an important
part of global financial markets. Figure 4.7 shows an $19.2 billion deficit in
financial derivatives.

e Reserve assets: Reserve assets refer to those foreign financial assets that are
available to and controlled by the central authorities for financing or regulating
payment imbalances. Reserve assets include monetary gold (gold held by the
Reserve Bank), Special Drawing Rights, reserve positions in the International
Monetary Fund and foreign exchange held by the Reserve Bank of Australia.
Figure 4.7 shows a deficit of $4.2 billion.

¢ Other investment: Other investment is a residual category that captures
transactions not classified as direct investment, portfolio investment, financial
derivatives or reserve assets. Other investment covers trade credits, loans
including financial leases, currency and deposits, and other accounts payable and
receivable that do not meet the classification requirements of the above categories.
Figure 4.7 shows a $13.2 billion surplus for this category.
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Balance on capital and financial account

The overall balance of the capital and financial account is determined by adding the
categories together. The outcome should be approximately equal to the deficit on the
current account. Figure 4.7 shows a $57.8 billion deficit in 2020-21.

Australia’s balance of payments figures are derived in the following way:

The current account is calculated as:
net goods + net services
(the balance on goods and services)
+
net primary income + net secondary income

The capital and financial account is calculated as:

capital account + direct investment + portfolio investment
+
other investment + reserve assets + financial derivatives

The balance of payments is calculated as:

current account + capital and financial account
+
net errors and omissions = 0

The final part of the balance of payments is the category of net errors and omissions.
This refers to statistical discrepancies. It is included because under a floating exchange
rate system, the balance of payments would always balance to zero (that is, a deficit of
$12 billion on the current account would be offset by a surplus of $12 billion on the
capital and financial account). For convenience, the balancing item is often added on to
the capital and financial account figure to ensure the balance of payments sums to zero.
It is therefore often reported with the capital and financial account. In 202021 the net
errors and omissions item was negative $10.2 billion.

Links between key balance of payments categories

An important relationship exists between the current account and the capital and financial
account on the balance of payments. Firstly, the two accounts add up to zero — together,
they represent a “balance of payments”. The deficit on the current account is equal to the
surplus on the capital and financial account (allowing for the small category of net errors
and omissions). An increase in the current account deficit (CAD) will result in a rise in
the capital and financial account surplus.

In theory, the floating Australian dollar plays the key role of ensuring that there is a
balance in the balance of payments. Under a freely floating exchange rate, equilibrium
occurs where:

Supply of A$ Demand for A$
The supply of A$ is represented by: The demand for A$ is represented by:
Payments for imports of goods and — Receipts for exports of goods and
services (M) - services (X)
Primary & secondary income/transfers +  Primary & secondary income/transfers
overseas (Y debits) from overseas (Y credits)
+ Capital and financial outflow (K outflow) + Capital and financial inflow (K inflow)
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Therefore, for equilibrium in the foreign exchange market:

Supply of A3 = Demand for A$

Which in turn implies:

M + Y debits + K outflow X + Y credits + K inflow

Rearranging the equation:
M — X + Y debits - Y credits = Kinflow — K outflow
OR

Deficit on the current account = Surplus on the capital
and financial account

The strongest link between the current account and the capital and financial account can
be seen on the net primary income part of the current account. In the longer term, a capital
and financial account surplus will result in a larger deficit on the net primary income
account. This is because any foreign financial flow that comes to Australia must earn some
kind of return for its owner, and these earnings are a debit (or an outflow) recorded on
the primary income account. Financial inflows can create debits on the primary income
category of the current account in two ways:

e International borrowing (that is, foreign debt) will require regular interest
repayments. These interest payments, or servicing costs, are not recorded on the
capital and financial account; they are recorded as debits on the net primary income
part of the current account. Only the repayment of the principal (the original
amount borrowed) is recorded on the financial account. Australia’s high level of
borrowing from overseas has contributed significantly to the net primary income
deficit due to the servicing costs of foreign debt.

e Foreign investment (that is, foreign equity) will require returns on the equity
investment. Equity financial inflows are related to the foreign purchase of Australian
assets such as land, shares, or companies. Foreign owners of Australian land will
receive rent, owners of shares will receive dividends, and owners of companies will
receive profits. These returns on investment are also recorded as debits on the net
primary income part of the current account.

Over a period of time, a high level of capital and financial account surpluses will result in
a widening CAD because of the servicing costs associated with increased foreign liabilities
(that is, higher foreign debt and foreign equity). In extreme cases this may lead to a
“debt trap” scenario, where an economy borrows from overseas merely to pay the interest-
servicing costs on its existing foreign debt.

Another perspective on the links between the two sides of the balance of payments
can be seen by examining savings and investment. Australia’s historically low savings
level (relative to investment demand) makes it necessary to attract a large inflow on the
financial account. This perspective suggests that Australia’s CAD is not simply the result
of a trade imbalance. Between the mid-1980s and mid-1990s, economists generally
associated Australia’s balance of payments’ problems on Australia’s lack of international
competitiveness (that is, on the BOGS on the current account). This encouraged successive
governments to introduce a series of microeconomic reforms in trade, financial and labour
markets with the aim of achieving greater competition and growth in productivity. More
recently, there has been a focus on the gap between savings and investment as the cause of
Australia’s balance of payments problems, because low savings result in a need for foreign
capital inflow to fund investment within Australia (that is, making the CAD a capital
and financial account problem).
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reviewqguestions

1 Identify the main components of the balance of payments.

2 Explain the main components of the capital and financial account.
3 Explain the relationship between the TWO sides of the balance of payments.

4.5 Trends in Australia’s balance
of payments

The balance of payments is an important indicator of the health of the economy and
the ability for Australia to make good with its obligations to the rest of the world. It
reflects key features of the structure of the economy, and it highlights imbalances in the
relationship between Australia and the global economy. Balance of payments figures
are watched carefully by financial markets and have a significant influence on business
confidence and foreign investors.

The main focus of analysis of trends in the balance of payments is the current account
deficit, and in particular its main components, the BOGS and net primary income. Figures
4.8 and 4.9 highlight the trends in Australia’s balance of payments since the 1980s, when
the CAD first emerged as a significant economic concern. Calculated as a percentage of
GDP (which provides the most accurate comparison across time and between countries),
the CAD averaged 1.1 per cent in the 1970s and 4.0 per cent in the 1980s. This sudden
increase in the CAD alarmed economists and prompted a range of major structural reforms
to restore the competitiveness of the Australian economy. From the 1980s until 2015, the
CAD moved in a range of around 3 to 6 per cent of GDP, averaging 4.1 per cent in the
1990s, 4.9 per cent in the 2000s and 2.5 per cent during the 2010s. The improvement
in the current account since the 2010s has made it a lesser concern for policymakers than
in the past (an issue examined in further detail in chapter 10).

The current account data shown in figures 4.8 and 4.9 reveals a number of important
points. Australia’s CAD moves in cycles, reflecting a mix of short and longer-term
domestic and external influences. The size and movements on the BOGS and primary
income account are influenced, to varying degrees, by both cyclical and structural factors.
Cyclical factors are those which vary with the level of economic activity — such as changes
in global demand for commodities, Australia’s terms of trade and the value of the exchange
rate. On the other hand, structural factors are those which are underlying or persistent
influences on the balance of payments — such as the structure of Australia’s export base,
the international competitiveness of Australia’s exports, and the level of national savings.

During the 2010s, Australia’s current account balance improved markedly. After reaching
a record level in 200708 of 6.6 per cent of GDP, the current account balance showed a
sustained improvement. In 2020-21, the current account recorded its second consecutive
financial year surplus — after not having recorded a surplus since 1973. The improvement
in Australia’s current account was driven by strong commodity prices, low global interest
rates and a larger contraction in imports than exports during the COVID-19 recession.
However the short-term nature of some of these factors were reflected in the Treasury
forecast for a return to a small current account deficit of 2.25 per cent of GDP in 2022-23.
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Figure 4.8 - The current account balance

Balance Net Balance Capital and Current
on goods Net primary on current financial account as
& services income ($bn) . secondary account account %
o) income ($bn)  “g ) ($bn) of GDP
1990-91 -0.6 -16.8 0.6 -16.7 16.0 -4.0
1995-96 -2.4 -18.7 0.4 -20.7 19.1 -3.9
2000-01 0.6 -19.8 -0.4 -19.6 16.9 -2.8
2005-06 -18.1 -38.8 -0.8 -57.7 55.7 -5.8
2006-07 -17.9 -48.5 -0.2 -66.6 64.0 -6.1
2007-08 -30.0 -48.1 0.1 -78.0 77.2 -6.6
2008-09 2.7 -44.2 -0.9 —42.4 43.9 -3.4
2009-10 -13.4 -50.5 -1.3 -65.2 68.7 -5.0
2010-11 13.7 -56.9 -2.1 -45.3 451 -3.2
2011-12 -3.7 -45.6 -2.1 -51.4 49.7 -3.4
2012-13 -19.9 -38.2 -2.3 -60.4 58.5 -3.9
2013-14 -6.8 -41.8 -2.1 -50.8 47.3 -3.2
2014-15 -24.8 -33.2 -1.8 -50.8 60.9 -3.7
2015-16 -37.8 -39.3 -0.9 -78.0 82.7 -4.7
2016-17 10.4 -48.0 -1.7 -39.2 35.4 -2.2
2017-18 7.0 -57.9 -0.9 -51.7 55.9 -2.8
2018-19 49.0 -62.5 -0.9 -14.4 11.6 -0.7
2019-20 77.4 —-40.7 -1.4 35.3 -37.2 1.8
2020-21 89.0 -18.8 -2.3 68.0 -57.8 3.3
Sources: ABS Balance of Payments and International Investment Position, Australia (Cat. 5302.0), Australian National
Accounts: National Income, Expenditure and Product (Cat. 5206.0).

Figure 4.9 - Australia’s balance of payments performance
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The balance on goods and services

The balance on goods and services (BOGS), also sometimes referred to as the trade balance,
has recorded an improving trend in recent years, with a run of surpluses beginning in
2016-17. During the 2010s, on average Australia achieved a surplus on its trade in goods
and services. Exports averaged 21.0 per cent of GDP while imports averaged 21.2 per cent
of GDP across the decade, resulting in an average deficit on the BOGS of 0.1 per cent of
GDP (compared to an average deficit of 1.5 per cent of GDP in the previous decade). The
$89 billion BOGS surplus recorded in 2020-21 was the highest on record, as a result of
two main factors. The first was sustained higher prices for bulk commodities (iron ore,
metallurgical coal and thermal coal). The second factor was weaker spending on services
imports, reflecting the closure of the international border during the COVID-19 pandemic
and the fact that Australians were not permitted to travel overseas.

The BOGS is affected by a range of cyclical factors, including the exchange rate, the
terms of trade, and the rate of economic growth in the Australian economy and the global
economy.

Movements in the exchange rate affect the international competitiveness of Australia’s
exports and the relative price of the goods and services that Australia imports. A
depreciation decreases the foreign currency price of Australia’s exports, increasing the
international competitiveness of Australian exports on world markets. At the same time,
a depreciation increases the Australian dollar price of imports and discourages consumers
from purchasing imports, also improving the BOGS account.

The greatest influence on Australia’s balance of payments in recent years has been changes
in Australia’s terms of trade. The terms of trade shows the relationship between the prices
Australia receives for its exports and the prices it pays for its imports. If export prices are
increasing relative to import prices, Australia’s terms of trade will improve. On the other
hand, if import prices are increasing relative to export prices, then the terms of trade will
deteriorate.

The terms of trade index is shown in figure 4.10. An improvement in the terms of trade
means that the same volume of exports can buy more imports. Unless there is a significant
decrease in export volumes compared to import volumes, then this would lead to an
improvement on the BOGS (either a larger surplus or a smaller deficit), and a decrease
in the CAD.

In the 2000s, Australia experienced the largest sustained terms of trade boom in its history.
This reflected the impact of the global commodities boom, which was the strongest
influence behind changes in the CAD for over a decade. As commodities are Australia’s
largest export, this had significant impacts upon the terms of trade and the BOGS.
Australian exporters received higher prices for their exports, increasing export revenue
and thus increasing the value of Australian exports. This improved the BOGS, while the
rise of China and other low-cost emerging economies also flooded world markets with
low-cost manufactured goods, reducing import prices and further increasing Australia’s
terms of trade.
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Figure 4.10 - Terms of trade

After the beginning of the boom in global commodity prices in 2003, Australia experienced
a doubling of its terms of trade. Besides a temporary decline during the global recession
in 2009, the trend increase in the terms of trade continued until the second half of 2011,
where it peaked at a level 85 per cent above the average level of the entire twentieth
century. The terms of trade reached a low point in March 2016 but then recovered due to
rising prices for key commodity exports. During the initial onset of the global recession
in 2020, despite some volatility Australia’s terms of trade saw only a moderate fall. A
strong increase in the price for iron ore, Australia’s highest value export, resulted in the
terms of trade reaching their highest level on record in 2020-21, although the Treasury
forecast a decline for 2021-22 and 2022-23.

The terms of trade affects both the BOGS and the exchange rate. Ordinarily, a higher Terms of trade measures

terms of trade means that exports receive higher prices for the same output, which increases the relative movements

export revenue and improves the BOGS. However, because a higher terms of trade reflects in the prices of an

. . . . . I, H
an increase in demand for Australian exports, the demand for Australian dollars rises, economy’s imports and
exports over a period of
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index is calculated as
level of non-commodity exports partially offset the benefits of the rising terms of trade. export price index divided
by import price index
multiplied by 100.

international competitiveness of Australia’s non-commodity exports. As a result, a lower

The level of domestic economic growth also influences the BOGS balance by affecting

demand for imports. An upturn in the domestic business cycle results in increased business
investment and higher disposable income, which leads to higher consumption. Higher
levels of business investment and household consumption spill over into higher imports
(especially since imports constitute a large proportion of both capital and consumer
spending), worsening the BOGS. High growth in investment (especially in the resources
sector) and household disposable income levels during the commodities boom both
contributed to Australia’s poor BOGS performance in the mid- to late 2000s despite a
rising terms of trade. In recent years, expenditure on imports has been subdued due to
weaker household consumption and lower levels of investment in capital.
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TERMS OF TRADE

The terms of trade is expressed as a number known as the terms of trade index. It shows
the ratio of the export price index to the import price index. The export price index shows
the proportional change in the level of export prices, while the import price index shows
the proportional change in the level of import prices. It should be noted that, as with all
index numbers, the proportional change is relative to a base year, or starting point, which
is given an index number of 100. (Note: You are not required to make calculations of the
terms of trade index for the NSW Year 12 syllabus, but understanding the terms of trade
is important for analysis of recent trends in Australia’s balance of payments.)

The following example, based on the information in figure 4.11, will be used to demonstrate

Terms of trade index =

Export price index
Import price index

100

1

how to calculate the terms of trade.

Y Export price Import price Terms of trade
ear index index index

1 100 100 100

2 115 105 109.5

3 120 130 92.3

Figure 4.11 - Hypothetical terms of trade index figures

In this example, the terms of trade have improved in Year 2 and deteriorated in Year 3
(shown by the falling index number), with import prices rising faster than export prices.

. 120 100
Year 3 terms of trade index = 1—30 X T =92.3

Changes in the international business cycle impact on the BOGS by affecting the
demand for Australia’s exports. A slowdown in global economic growth and weaker
growth in Australia’s key regional trading partners both reduce growth in demand for
Australia’s exports, worsening the BOGS. A key feature of Australia’s economic successes
in recent decades is that our economy has been more closely integrated to faster-growing
economies than many other developed countries. A continuation of this success depends
on strengthening trade linkages with the economies that are most likely to drive global
economic growth in the 2020s, such as India and China.

Structural factors

The structure of Australia’s export base has an important influence on the long-term
behaviour of the BOGS. Australia has a narrow export base, in the sense that Australia’s
exports are heavily weighted towards bulk commodities. Australia’s comparative advantage
lies in products that do not involve a large value-added component, such as minerals and
agriculture, which together account for around two-thirds of Australia’s export earnings.
By contrast, Australia lacks international competitiveness in manufacturing and tends
to import more expensive high value-added products such as consumer goods and capital
goods. As a result, in the long run the BOGS has tended to be in deficit rather than surplus
because import payments very often outstrip export revenues. An additional difficulty
with Australia’s narrow export base is that global commodity prices are more volatile
than the prices for manufactures and services, which contributes to large fluctuations in
the BOGS from year to year.

Until the early 2000s, many economists thought that the long-term downward trend
in commodity prices over the second half of the 20th century would continue to worsen
Australia’s external position. However, the increased global demand for commodities
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has made commodity exports far more valuable since the beginning of the 21st century.
Although there has been volatility in the terms of trade during the past decade, the
index remained well above longer-term averages. This led to significant improvements in
Australia’s terms of trade and extraordinary growth in export revenues.

It took several years before the commodities boom of the 2000s led to a lasting change
in Australia’s trade accounts. This reflected Australia’s need to import a vast amount of
capital equipment to expand its mining capacity, resulting in a surge in imports. It also
reflected the significant time lags between increases in commodity prices and increased
export volumes. Increasing production capacity takes time because of the delays in
investment decisions and the time required to construct new mines, railways and shipping
facilities. For example, it took 15 years before a large LNG export contract signed in
2002 was reflected in the trade accounts, because of the long time lag associated with
building natural gas pipelines and processing facilities. Poor transport infrastructure, such
as low capacity at the nation’s ports and inefficient road and rail networks, physically
prevented Australian exporters from taking advantage of favourable cyclical conditions by
increasing export volumes. An influx of both government and private sector investment
in infrastructure gradually eased these infrastructure constraints during the 2010s, and by
the end of the decade Australia’s goods and services exports were worth more than three
times their total when the mining boom began in 2004. By the 2020s, however, a different
concern had emerged: the need to diversify Australia’s export base. As other economies
accelerate a shift away from carbon-intensive fossil fuels, Australia will need to address its
structural dependence on carbon-intensive exports such as coal and gas.

In recent years there has also been an upturn in the prices for many agricultural exports,
although the increase has been much smaller than the soaring prices for the mining sector.
For a long time, the agricultural sector had experienced a trend decline in prices as global
trade has shifted to sophisticated manufactured goods and services. Agricultural goods
were often oversupplied on world markets, due to farm subsidies and competition from
developing economies. However since 2006, the trend for the Reserve Bank’s index of rural
commodity prices has shifted upwards. Agricultural prices (in Australian dollars) have
been on average 28 per cent higher since 2010 than for the two previous decades of the
1990s and 2000s. The increase in agricultural prices reflects growing global food demand,
rising incomes in the developing world, rising prices for agricultural inputs such as oil
and fertilisers, and the impact of climate change in reducing agricultural productivity
such as through natural disasters. In early 2021 a bumper winter crop season, driven by
large rainfall, resulted in agricultural output reaching record highs. In the near term, this
is expected to result in higher agricultural exports.

Many economists argue that Australia would benefit by diversifying its export base towards
high-growth sectors of global trade, including high tech and elaborately transformed
manufactures (ETMs) — that is, technologically advanced goods, as opposed to simply
transformed manufactured goods or commodity exports. There is potentially an even
greater role for growth in services exports, given Australia’s close proximity to emerging
economies in Asia and the increasing importance of services within Australia’s export
mix. Continued growth in services exports is essential to diversifying Australia’s export
base since Australia is chiefly a service-based economy. Prior to the impact of COVID-19,
Australia’s services exports reached a peak of $97 billion in 2018-19, after a sustained
period of double-digit annual growth for most of the 2010s. With services exports down
to just $61 billion in 2020-21, Australia’s immediate priority in the 2020s is a recovery
in services exports as international borders reopen.

Australia also faces the difficult challenge of retaining an internationally competitive
manufacturing sector. The increased value of the Australian dollar since the rise in global
commodity prices in the 2000s has added to the pressure on Australian manufacturers from
low-cost Asian economies. The closure of major industry sectors such as car manufacturing
also puts Australian manufacturing at risk of losing the base level of skills and capacity
required to compete in global supply chains. E
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The primary income account

The primary income account is the ongoing structural cause of Australia’s CAD. It is
composed mainly of payments of interest and dividends on Australia’s net foreign debt
and equity. The net primary income account tends to record a deficit of between 2 and 3
per cent of GDP. In 2020-21, the net primary income deficit was 0.9 per cent of GDP.

The net primary income deficit is a reflection of Australia’s net servicing costs owed to
overseas. These can take the form of interest repayments on foreign debt or dividend
payments and profits on foreign equity.

The relative size of Australia’s interest repayments to overseas are affected by two main
cyclical factors. The first factor is changes in the value of the exchange rate. Movements
in the exchange rate will alter the Australian dollar value of debt denominated in foreign
currencies. This is known as the “valuation effect”. An appreciation will decrease the
Australian dollar value of debt denominated in foreign currencies, decreasing the value
of Australia’s debt service (in Australian dollar terms), reducing the value of net primary
income outflows and improving the net primary income deficit. On the other hand, a
depreciation will increase the Australian dollar value of debt denominated in foreign
currencies, increasing the value of Australia’s interest repayments and worsening the net
primary income deficit. However, many economists argue that in practice, the valuation
effect only has a small impact upon the net primary income account, at least in the short
term. This is because a large amount of Australia’s foreign debt will be “hedged” in some
way (meaning that the lender and borrower will agree to fix the exchange rate over the
course of the loan to reduce the risk of large exchange rate fluctuations). Also, a significant
part of Australia’s foreign debt is denominated in Australian dollars, making it immune
from exchange rate movements.

The second factor affecting the size of Australia’s interest repayments is changes in
domestic and global interest rates. The servicing costs on foreign debt are set by an
interest rate. Hence, changes to the interest rate will impact the cost of servicing debt.
Australian borrowers might borrow under an overseas interest rate or under an Australian
interest rate. The decline in Australian and global interest rates to record-low levels in
recent years reduced the cost of debt servicing (which in net terms was $14 billion in
2020-21). Additionally, over the same period, there was an increase in the share of foreign
liabilities owed by the government sector, which typically pays a lower rate of interest than
the private sector due to lower default risk. These factors contributed to the narrowing of
the net primary income deficit over this period.

While changes in the level of interest repayments on foreign debt have some impact, the
most significant cyclical factor affecting the net primary income deficit is the performance
of the domestic business cycle through its influence on equity servicing costs. Equity
— the ownership of assets — entitles the owner to a share of profits from that asset. When
the domestic economy experiences strong growth, domestic company profits rise, and
these profits are redistributed to shareholders as dividends. In Australia, approximately
40 per cent of the Australian public share market is foreign-owned. Hence, a large
proportion of dividends flow out of Australia as payments to overseas shareholders. In
this way, higher domestic profits will tend to result in higher equity servicing costs
in the form of dividend outflows, which will worsen the net primary income deficit.
Since Australia’s mining sector is mostly owned by foreign companies, a high level of
profits in the mining sector results in a significant dividend outflow from Australia.
This is a significant factor influencing the size of the net primary income deficit.
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The main reason for Australia’s ongoing net primary income deficit is an underlying
structural characteristic of the Australian economy: the savings and investment gap.
The problem is that Australia is a relatively small economy with a historically low level
of national savings. At the same time, it requires high levels of capital investment for its
economic growth: in particular, Australia’s major export industry, minerals and resources,
requires high levels of investment in exploration, excavation, machinery, transport
infrastructure and research.

In a closed economy, investment must be financed by domestic savings. However, since
Australia is an open economy, firms are able to look to foreign sources of finance to fund
their investment. This means that Australia tends to fund a large part of its investment
through international borrowing (which increases foreign debt) or selling ownership in
Australian assets (which increases foreign equity). This increases Australia’s foreign liabilities
and creates future servicing obligations in the form of interest repayments (on debt) and
dividends (on equity). These servicing costs are recorded as outflows on the net primary
income account, and are the major reason why the current account remained in deficit until
recent years even as Australia sustained trade surpluses.

On the other hand, the growth in Australian investment overseas (which has been led by
Australia’s large volume of superannuation funds) results in inflows of earnings on those
investments, which improve the net primary income balance. Two factors that contributed
to the trend towards a lower primary income deficit in the 2010s are increased returns on
overseas equity held by Australian investors and a lower exchange rate.
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Figure 4.12 - Household savings ratio

Between the 1970s and the 2000s Australia experienced a decline in household savings
and in public savings (because governments tended to run fiscal deficits, which meant
that the government was borrowing money to fund government spending). A sustained
upward trend in household borrowings has also given Australia one of the highest levels
of household debt in the industrialised world. While there was a recovery in household
savings after the global financial crisis, this began to reverse after 2015. Australian
households are highly leveraged, with twice as much debt (as a proportion of their
household income) as two decades ago. Falling house prices in some regions during
recent years have left some borrowers with “negative equity”, where their mortgage is
higher than the value of their property. With the onset of the COVID-19 recession in
2019-20, household savings increased dramatically as households had fewer opportunities
to spend and many also benefited from COVID-19 economic support payments from the
Government. Higher household savings contribute to a lower net primary income deficit.
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Governments can address the savings problem by implementing policies to increase the
level of personal savings (such as compulsory superannuation, removing incentives in the
tax system that encourage increased debt and encouraging increased savings through tax
incentives). Governments can also increase public savings by reducing the budget deficit
and moving the public sector into surplus through fiscal consolidation. A budget deficit
can be regarded as negative public savings, while a budget surplus makes a positive
contribution to the level of national savings. While the COVID-19 pandemic required
historically unprecedented levels of government spending to prevent a major economic
downturn, a key issue for economic debate in the 2020s will be the speed of deficit
reduction, given the long-term relationship between national savings and external

- l -
1 Discuss THREE trends in Australia’s balance of payments performance in
recent years.

imbalance.

2 Explain how changes in commodity prices have influenced Australia’s terms of
trade and the current account in recent years.

3 Analyse the relationship between the level of national savings and imbalances
on the current account.

4 Evaluate recent influences on the current account.

4.6 The consequences of a high CAD

Economists differ over their level of concern about Australia’s historic pattern of high
deficits on the current account and foreign liabilities, with some arguing that if the
government is not contributing to the CAD and foreign liabilities problems, any external
imbalances are simply the result of normal market transactions in a global economy.
Some also argue that the CAD and foreign debt can be beneficial because borrowing from
overseas can increase investment and help the economy to grow faster. The International
Monetary Fund generally considers a CAD to be too high if it averages over 4 per cent in
the medium to long term or if it is above 6 per cent in the short term.

There are several risks associated with a sustained high CAD. These include:

e The growth of foreign liabilities — over a period of time, a high CAD will
contribute to an increased level of foreign liabilities. A deficit on the current account
presupposes financial inflow on the capital and financial account, either in the form
of borrowings from overseas (foreign debt) or through selling equity in items such as
property and companies (foreign equity). This will mean that lenders may become
more reluctant to lend to Australia or to invest in Australia.

e Increased servicing costs associated with high levels of foreign liabilities lead to
larger outflows on the net primary income account, worsening the CAD. Foreign
debt must be serviced through interest payments that vary according to the level
of interest rates in Australia and overseas, and profits must be returned on foreign
equity investment. Higher levels of foreign debt can result in foreign lenders
demanding a “risk premium” on loans, forcing up interest rates.

e Increased volatility for exchange rates — high CADs may undermine the confidence
of overseas investors in the Australian economy and, by reducing demand for
Australia’s currency, may result in a depreciation of the Australian dollar.
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WHY HAS THE CURRENT ACCOUNT DEFICIT

NARROWED?

In 2020, Australia achieved its first current account surplus in almost 50 years. After
1972-73, Australia had slid into deficit and in the decades of the 1980s and 2000s
Australia’s CAD was often among the highest in the industrialised world.

However, during the 2010s Australia’s CAD showed a sustained improvement. The reasons
for the improvement in the CAD were studied in a report released by the International
Monetary Fund in February 2018, which highlighted four key contributing factors in addition
to Australia’s improved export revenues:

1. Import expenditure has decreased as domestic demand in Australia has contracted
more sharply than in Australia’s major trading partners.

2. There has been an increase in saving by households and businesses since the
financial crisis, reducing the need to borrow from overseas to meet Australia’s
domestic investment needs.

3. Tighter regulatory requirements and a change in international lending conditions have
meant that Australian banks have held more funds in reserves.

4. The servicing costs of Australia’s overseas debt have been lower, due to sustained
low global interest rates.

While some of these factors may change (for example, global interest rates are influenced
by cyclical factors), the report concluded that for the foreseeable future, Australia’s CAD is
likely to remain below its pre-2008 levels. It calculated that if Australia can keep the CAD
in an average range of 2.5 to 3 per cent of GDP, net foreign liabilities can be sustained at
around 55 per cent of GDP, giving an external position that the IMF judged to be “broadly
consistent with medium-term fundamentals and desirable policies”.

e Constraint on future economic growth — in the longer term, a high CAD may
become a speed limit on economic growth. Higher levels of economic growth
generally involve an increase in imports and a deterioration in the CAD. Economies
with a CAD problem are therefore forced to limit growth to the level at which
the CAD is sustainable. This is known as the balance of payments constraint.

¢ More contractionary economic policy — if they find it necessary to reduce a high
CAD in the short term, governments may use tighter macroeconomic policies and
accelerate the implementation of microeconomic reform. In the short run, tighter
fiscal and monetary policies will reduce economic growth and contribute to a
lower CAD.

* A sudden loss of international investor confidence — economic crises can
sometimes be triggered by a sudden shift in the attitude of global markets towards a
country whose external imbalance appears unsustainable. Argentina has experienced
recurrent economic crises since 2018, reflecting a loss of investor confidence in
response to its unsustainable debt levels. Investor confidence can change suddenly
and countries with high CADs and foreign debt are more vulnerable to shifts in
investor sentiment.

Although Australia’s CAD has been high by comparison with other countries for several
decades, concerns about its potential to disrupt the Australian economy have decreased in
recent years. This is especially the case since the trend improvement in the past decade.
In part, it is because in the era of globalisation, financial markets have become more
willing to accept external imbalances, since over the past three decades those imbalances
have not stopped countries such as Australia from sustaining strong economic growth.
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Financial markets have also been confident that Australia’s natural resource wealth will
underpin continued strong export growth in the future, allowing Australia to service its
foreign liabilities.

Some economists warn, nevertheless, that the high CAD may still re-emerge as a long-term
risk for Australia. Changes in economic conditions such as a loss of Chinese export markets
or a rise in global interest rates could see a return of much higher current account deficits.
Sustained CADs make Australia dependent on continuing financial inflows in order to
fund the servicing costs of its high foreign liabilities. They argue that while Australia’s
high CAD has not affected its growth in recent years, this is due to favourable external
conditions that could change in the future — after all, until the sudden onset of the global
financial crisis in 2008, investors were willing to lend freely to many economies that
then experienced very deep economic crises. These concerns were most recently raised in
the 2017 book Credit Code Red by Australian economists Peter Brain and Ian Manning.
The argument of economists such as Brain and Manning is that a country may be able
to sustain external imbalance for many years before it suddenly finds that the external
imbalance is a major economic problem. Potential vulnerabilities for Australia include
adverse developments in the Chinese economy, a fall in commodity prices, rising global
interest rates or other changes in global credit conditions.

: 0

1 Describe THREE consequences of a persistently high CAD.

2 Explain how a high CAD might affect the exchange rate.

3 Discuss why Australia’s high CAD has not caused significant problems for
Australia in recent years. Explain whether you think this might change in the
future.
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The direction of Australia’s exports has shifted considerably in recent years from
the United States, Japan and Europe towards China, Hong Kong, South Korea,
India and the ASEAN countries.

Historically, agricultural products such as wheat, wool and beef comprised a large
share of the composition of Australia’s exports. These have declined in relative
importance while mineral and energy exports, and to a much lesser degree
services, have increased in relative importance.

The balance of payments summarises all transactions between Australia
and the rest of the world over a given period of time. The balance of payments
consists of the current account and the capital and financial account.

The current account shows the money flowing from all of Australia’s exports
and imports of goods and services, income and transfer payments for a period
of one year. The main feature of current account transactions is that they are not
reversible.

The capital account consists of Australia’s capital transfers, such as those from
conditional foreign aid and the purchase and sale of intellectual property rights.
The financial account shows Australia’s transactions in financial assets and
liabilities. The main feature of capital and financial account transactions is that
they are reversible.

The current account and the capital and financial account are closely linked.
A deficit on the current account corresponds to a surplus on the capital and
financial account. These surpluses, which cause rising foreign debt or the
sale of Australian assets, result in longer term outflows on the primary income
component of the current account.

The long-term effect of running a current account deficit (CAD) is the growth of
foreign liabilities. This may occur in the form of foreign debt or foreign equity
(the sale of Australians’ assets such as land, companies and shares).

The terms of trade is an index showing changes in the prices of Australian
exports relative to changes in the price of imports. Australia experienced the
largest surge in its terms of trade in history between 2003 and 2011, with
far-reaching consequences for the balance of payments and the economy.

The CAD is influenced by a combination of cyclical and structural factors.
The BOGS is the major cyclical component and is influenced by the exchange
rate, terms of trade and the international and domestic business cycles. The net
primary income deficit is the main structural cause of Australia’s CAD and is the
result of a savings-investment gap.

A persistently high current account deficit may lead to a higher level of foreign
liabilities, increased debt servicing costs, greater exchange rate volatility, higher
interest rates and slower economic growth. However, financial markets have
tolerated Australia’s persistently high CAD, and while Australia’s current account
remains in deficit, it has fallen during the past decade.
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1 Outline recent changes in the direction and composition of Australia’s trade flows.
2 Explain why foreign direct investment might be preferable to portfolio investment.

3  Biriefly explain what is meant by the balance of payments. Outline the structure
of the two main accounts of the balance of payments.

4  Explain the relationship between the current account and the capital and
financial account.

5  Examine Australia’s recent balance of payments performance, distinguishing
between short-term and long-term factors influencing the current account deficit
(CAD).

6 Discuss the impact of movements in the exchange rate on the current account.

7  Discuss the role of cyclical and structural factors in influencing the net primary
income account.

8 Explain how movements in the terms of trade impact on the current account,
with reference to recent Australian experience.

9  Examine the role of savings in Australia’s balance of payments problems.

10 Discuss the possible problems associated with a high current account deficit.
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5.1 Introduction

5.2 Australia’s floating exchange rate system

5.3 Reserve Bank intervention in the foreign exchange market
5.4 Fixed exchange rate systems

5.5 Exchange rates and the balance of payments

5.1 Introduction

Exchange rates play a central role in the relationships between individual economies and
the global economy. All trade and financial relationships between countries are mediated
through the exchange of currencies. For this reason, exchange rate movements have a
significant impact on international competitiveness, trade flows, investment decisions,
inflation and many other factors in the economy. Chapter 2 examined how global foreign
exchange markets operate. This chapter will examine more closely where Australia fits into
global foreign exchange markets, and the influences on the value of the Australian dollar.

The exchange rate is the price of Australia’s currency in terms of another country’s
currency. It is the price at which traders and investors can swap Australia’s currency for
another currency. Exchange rates are necessary because exporting firms want to be paid in
their own currency, which means importers need a mechanism to convert their domestic
currency into a foreign currency so they can make payments. For example, a South Korean
firm exporting to Australia wants to be paid in South Korean won (the local currency).
The Australian importer must convert Australian dollars into won in order to make
the payment. To do so, they must know how many won they can buy with their dollars.

This currency conversion occurs in the foreign exchange market (also referred to as the
forex market) where the forces of supply and demand, or in the case of a fixed exchange
rate, the government or its representatives, determine the price of one country’s currency
in terms of another (that is, the exchange rate).

THE AUSTRALIAN DOLLAR IN THE GLOBAL ECONOMY

e The Australian dollar is the world’s fifth-most traded currency after the US dollar,
European euro, Japanese yen and British pound.

e The Australian dollar is used in 6.8 per cent of all daily currency trades in foreign
exchange markets.

¢ 89 per cent of all Australian dollars sold in the Australian foreign exchange market are
used to buy US dollars.

e Activity in Australia’s forex market has softened since 2013 but the value of the
currency can still go through large upswings and downswings in any given year.

¢ Turnover from foreign exchange transactions averaged US$139 billion per day in
Australia in October 2020.

Sources: Triennial Survey of Foreign Exchange and Derivative Markets, Bank for International Settlements,
2019 and the Reserve Bank of Australia, 2020
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Countries can use different systems for determining the exchange rate of their currency.
These include a floating system (clean or dirty float), a fixed rate system, and a flexible peg.
Another option for countries with similar regional interests is a currency union with major
trading partners, such as the euro, which is the currency of 19 European Union members,
known as the eurozone, as well as 4 non-EU countries.

5.2 Australia’s floating exchange
rate system

Floating exchange rate In December 1983 Australia switched from a managed flexible peg to a floating exchange
is when the value of an rate system. This is regarded as one of the most important structural changes in Australia’s
economy’s currency is C o . .

economic history because it opened up the economy to global financial flows. Under a
floating system, the exchange rate is determined by free market forces and not government

determined by the forces

of demand and supply in ) ’ . e . .
foreign exchange markets. intervention. Supply and demand establish an equilibrium price for the Australian dollar

(AS) in terms of another country’s currency. This is demonstrated in figure 5.1, which shows
how the exchange rate for A$ in terms of USS is determined.

Just as market forces establish the equilibrium price for a good, they
Exchange rate: . e . .
Price of A$ in terms of US$ can also determine the equilibrium price of the A$ in terms of another
country’s currency. Figure 5.1 reveals that market forces have determined
the value of the A$ in terms of US$ at US$0.80 (that is, A$1 will buy
US80 cents or alternatively US$1 buys A$1.25). This equilibrium will
change regularly (hour by hour, or even minute by minute) as supply and
demand in the foreign exchange market change.

D S

080 fF-------
) Demand for AS is represented by all those people who wish to buy AS.
: Demand for A$ will be affected by:
S : D e The size of financial flows into Australia from foreign investors who
0 Qo Quantity of A$ wish to invest in Australia and need to convert their currency into AS.

+ The level of Australian interest rates relative to overseas interest

Figure 5.1 - Exchange rate determination under a rates has a critical influence on the demand for AS. Relatively higher
floating exchange rate system

Australian interest rates make Australia a more attractive location for
foreign savings and thus increase the demand for AS.

%

¢ The availability of investment opportunities in Australia will also strongly
influence the demand for AS$. If there are more opportunities for investors
overseas to start new businesses or buy into existing businesses via the share
market, the demand for AS$ will increase.

¢ Expectations of future movements of the A$. For instance, expectations of a future
appreciation of the A$ will increase current demand for AS$ by speculators, thus
contributing to the expected appreciation.

e The demand for Australian exports, since the foreigners who buy Australia’s
exports need to convert their currency into A$ to pay Australian exporters.

o

+ Changes in commodity prices and in the terms of trade have tended to have an
immediate effect on the dollar. A rise in commodity prices and an improvement
in the terms of trade are generally associated with an increase in the value of
Australian exports. Financial markets will often respond to these changes by

International increasing the value of the dollar with an expectation that the value of exports

competitiveness is a will increase over the short to medium term.

f th ility of . . .
EESRE S ¢ abilty o + The demand for Australian exports will be influenced by the degree of
Australian producers to

compete with overseas international competitiveness of domestic exporters and Australia’s
producers in both local inflation rate relative to overseas countries. If domestic firms are competitive
and world markets. in world markets and Australia’s inflation rate is relatively low, Australia’s
exports will generally be relatively cheaper and more attractive to foreign
buyers.
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+ Changes in global economic conditions will also influence the overseas demand
for exports. The demand for Australia’s commodity exports is highly dependent
on the growth rates of Australia’s trading partners — when the world economy is
on an upturn, demand and prices for Australia’s exports rise and vice versa.

+ Tastes and preferences of overseas consumers will also affect the demand for
Australia’s exports.

Supply of AS is represented by all those people who wish to sell A$. The supply of A$
will be determined by a number of factors:

e The level of financial flows out of Australia by Australian investors who wish to
invest overseas and who will need to sell A$ and purchase foreign currency.

o

¢ The level of Australian interest rates relative to overseas interest rates will
also be a critical factor influencing financial flows out of Australia and the supply
of AS. Relatively lower Australian interest rates will make investing savings
overseas more attractive and hence increase the supply of AS.

+ The availability of investment opportunities overseas will also influence
financial flow out of Australia. Greater opportunities to start businesses overseas
or to purchase shares in overseas companies will increase financial flows out of
Australia and increase the supply of AS.

* Speculators in the foreign exchange market who expect the value of the A$ to
go down will sell A$, increasing the supply of A$ and thus contributing to the
anticipated depreciation.

¢ The exchange rate will be affected by the domestic demand for imports since
Australian importers who buy from overseas need to sell AS$ in order to obtain
foreign currencies to make import payments.

o

¢ Demand for imports will be determined by a range of factors within Australia.
One of the most important is the level of domestic income. Strong economic
growth and rising incomes and employment will result in the demand for
imports also rising, increasing the supply of AS.

%

¢ The domestic inflation rate and the competitiveness of domestic firms
that compete with imports will also influence import levels. If Australia’s
domestic inflation rate is higher and its import-competing firms are relatively
uncompetitive, imports will be relatively cheaper than domestic products and
demand for imports will be higher.

+ Tastes and preferences of domestic consumers change over time, and an
increasing preference for goods and services from overseas will raise the supply
of Australian dollars on the foreign exchange market.

In section 5.3, we discuss how governments may intervene in foreign exchange markets
to affect demand and supply and the value of the AS. In addition, government policy
measures may also indirectly affect the value of the currency. For example, in 2020
when the Reserve Bank purchased bonds in the bond market (to increase liquidity and
put downward pressure on interest rates), it also had the effect of increasing the supply of
AS, which the RBA estimated resulted in a 1 to 2 per cent depreciation of the exchange
rate in November 2020.

Figures 5.2 and 5.3 show how the exchange rate of the A$ against the US$ can
appreciate (increase) or depreciate (decrease) due to changes in supply and demand.

Figure 5.2 reveals that any increase in the demand for A$ (shift in the demand curve to
the right, from D, to D,) will increase the price of AS in terms of US$ (that is, cause an
appreciation of the AS).
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Exchange rate: Exchange rate:
Price of A$ in terms of US$ Price of A$ in terms of US$
D1 D2

0.80 0.80 |

0.70 0.70

S D+
Quantity A$

Quantity A$

Figure 5.2 — An appreciation of the A$

Likewise, any decrease in supply of A$ (a shift in the supply curve to the left, from S, to
S,) would also cause an appreciation. The appreciation shown in both cases is an increase
in the value of the A$ from US70 cents to US80 cents.

Exchange rate: Exchange rate:
Price of A$ in terms of US$ Price of A$ in terms of US$
D1 D

0.70 |- 0.70 |

0.60 0.60

Quantity A$ Quantity A$

Figure 5.3 - A depreciation of the A$

Figure 5.3 reveals that any decrease in the demand for A$ (shift in the demand curve
to the left, from D, to D,) will decrease the price of A$ in terms of USS$ (that is, cause a
depreciation of the AS$).

Likewise, any increase in supply of A$ (shift in the supply curve to the right, from S,
to S,) would also cause a depreciation. The depreciation shown in both cases is a decrease
in the value of the A$ from US70 cents to US60 cents.

A floating exchange rate doesn’t just let market forces determine the value of a currency.
It also acts as an “automatic stabiliser” to help protect the economy from external booms
or busts. A prime example of this took place during the mining boom in Australia from
the early 2000s to the early 2010s The increase in demand for Australian resources pushed
commodity prices up, which subsequently caused the A$ to appreciate. As a result,
industries that did not directly benefit from the mining boom saw their costs increase
and demand for output fall. The appreciation of the A$ helped the economy to re-allocate
labour and capital to the booming mining sector, therefore reducing inflationary pressures
and maintaining a stable employment level within the economy.

Australia has many exchange rates — one for each of the currencies of the countries
for which foreign exchange transactions are required. Thus, it is possible that at any
given time, Australia’s exchange rate may be appreciating against some currencies, and
depreciating against others. For example, in June 2021, the Australian dollar depreciated
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APPRECIATION A DEPRECIATION Vv

® an increase in Australian interest rates or decrease in * adecrease in Australian interest rates or increase in
overseas interest rates overseas interest rates

e improved investment opportunities in Australia or e deterioration in investment opportunities in Australia
deterioration in foreign investment opportunities or improvement in foreign investment opportunities

e arise in commodity prices and an improvement in ¢ a fall in commodity prices and a deterioration in
Australia’s terms of trade Australia’s terms of trade

e an improvement in Australia’s international * a deterioration in Australia’s international
competitiveness competitiveness

¢ |ower inflation in Australia ¢ higher inflation in Australia

¢ increased demand for Australia’s exported goods and ¢ increased demand for imported goods and services
services e expectations of a currency depreciation based on

e expectations of a currency appreciation based on forecasts of one of the above factors

forecasts of one of the above factors

Figure 5.4 - Main factors causing an appreciation or depreciation of the Australian dollar

against the US dollar and Japanese yen but appreciated against other currencies, including
the European euro and British pound.

A comparison of the value of the dollar against a single currency, such as the United States
dollar, can create a misleading impression of trends in the Australian dollat’s value. This
is because just as there are unique factors influencing the Australian dollar, there are also
unique factors influencing the value of the US dollar. For example, the US$ depreciated
significantly against most currencies during the 2000s. If we only examined the exchange
rate between the US$ and A$, and did not make other comparisons, we would think that
the Australian dollar had appreciated on its own by over 100 per cent of its value during Trade Weighted Index
the decade to 2011. In fact, the Australian dollar was rising while the USS$ itself was (TWI) is a measure of the
falling, creating an exaggerated impression of the rise in the AS$. The Australian dollar (IO CTE
rose by a smaller amount against other currencies.

dollar against a basket of
foreign currencies of major

The Trade Weighted Index (TWI) gives an indication of how the value of the A$ is trading partners. These

. . . . . currencies are weighted
moving against all currencies in general. The TWI is calculated by measuring the value according to their
of the AS$ against the currencies of Australia’s major trading partners compared with a significance to Australia’s
base year. The currencies of the countries that are more prominent in Australia’s trade are trade flows.

given a higher weighting so that they have a greater influence on the TWI.

Trade weights (%) Trade weights (%)
Currency 2019-20 | 2020-21 Ranlisied 2019-20 | 2020-21

Chinese renminbi 30.0 32.8 United Kingdom pound sterling 3.9 4.8
United States dollar 9.6 10.4 Singapore dollar 4.2 4.0
Japanese yen 11.2 10.2 New Zealand dollar 3.9 3.7
European euro 9.4 9.0 Indian rupee 3.9 3.4
South Korean won 5.2 5.0 Thai baht 3.2 2.8
Source: Reserve Bank of Australia, November 2020

Figure 5.5 - Trade Weighted Index: the currency weightings of Australia’s top 10 trading partners
Figure 5.5 indicates how the TWT is calculated. Each year, the Reserve Bank amends the

measurement of the TWI based on the volumes of trade for the previous financial year.

The total number of countries included in the TWI must cover at least 90 per cent of  For the latest statistics

Australian trade (in 2021, 18 countries were included in the TWI calculations). During ar:[d analysis of[ exgh.??ge
L . rate movements, visit the

the last two decades, the reliatlve 51gr.11ﬁcance of the exchange rates w1th the Japar}eSfe. yen . psite of the Reserve Bank

and the US dollar have declined, while the exchange rate with the Chinese renminbi has ¢ Australia: www.rba.gov.au

become more important.
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AUSTRALIAN DOLLAR: RECENT MOVEMENTS

AND OUTLOOK

The Australian dollar experienced a sustained appreciation during the first decade of the
twenty-first century, and then a trend depreciation in the second decade. After hitting
a low in 2001 (of US47 cents), from 2003 it began appreciating strongly as commodity
prices increased. The dollar fell sharply in 2009 as the global financial crisis destabilised
international currency markets, losing one-third of its value against the US dollar. But it
swiftly recovered, peaking at US$1.10 and 79 on the TWI in 2011. The dollar then began
to depreciate, falling during the mid-2010s into a range between US70-80 cents. The
COVID-19 pandemic saw the dollar briefly depreciate even further to just US55 cents in
March 2020, although by February 2021 it had recovered to just under US80 cents.

Commodity prices have played a critical role in the volatility of the exchange rate. As
a significant commodity exporter, with mineral and metal resources comprising half of
all exports, Australia’s terms of trade and long-term export performance are strongly
influenced by the prices of those commodities. During the resources boom, commodity
prices soared to over three times their pre-2003 value, fuelling demand from trade as well
as speculative investment in the Australian dollar.

A Reserve Bank Research Paper by Daniel Rees and Mariano Kulish in 2015 estimated that
the legacy of the 2000s resources boom would be a 40 per cent increase in commodity
prices in the long run and a corresponding 31 per cent appreciation in the Australian
dollar. This suggests that the Australian dollar will remain above its pre-2003 levels for
the foreseeable future.

The Reserve Bank has identified other causes for the dollar’s recent volatility. When
Australia’s cash rate is greater than that of other advanced economies, foreign investors
(particularly from high-savings nations such as Japan) become more likely to invest their
savings in Australia. This is known as “carry trade”, and has provided strong support for
the Australian dollar for the last two decades. Equally, when interest rates have been low,
as since 2016, this reduces demand for the currency.

Long-term economic factors such as economic growth, commodity prices and returns
on investment have significant impacts on the value of the exchange rate. But the past
decade has shown that the main way those long-term factors have an effect is through
their impact on global financial markets, in which speculators are generally more influenced
by short-term factors rather than long-term economic trends.

Trade Weighted Index

(May 1970 = 100) A$/US$
100 — — 1.30
United States dollar (RHS)
0= —1.15
Trade Weighted Index (LHS)
80 1.00
70 0.85
60 0.70
50 0.55
40 [ 1 T T N e I v | 0.40
A S © ® O N T ©W MO N T © © O N I © ©O Or
3293933239321 1rra0%
- M 0NN OO - O W N T MW N T MW N 0O
W ¥ ® W OV DY H D O O © © O r r = - A
o O O O O O 6 O O O © O © O © O O O O 0O
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Source: Reserve Bank of Australia Year

Figure 5.6 - Recent movements in the Australian dollar
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An important limitation of the TW1I exchange rate measurement is that the weighting is
only based on volumes of trade regardless of the currency in which exports and imports
are invoiced. In fact, Australia often sells its commodities in US dollars even when trading
with another country such as Japan or South Korea. In fact, around two-thirds of Australia’s
exports and around half of imports are priced in US dollars. As a result, the A$/US$ exchange
rate is far more important than the weight it receives in the TWI calculation. This is
important when analysing the impact of movements in the A$ against the US$ and TWI
on Australia’s trade and financial flows.

Figure 5.7 shows exchange rate movements since 1990-91 for the currencies of some of
Australia’s major trading partners as well as the TW1I. It shows that while there are often
sustained trends (such as appreciation after 2002—03 and depreciation after 2011-12),
there are also some years where there is a break in a sustained trend. For example, the
dollar depreciated in 2008—09 and appreciated in 2016-17, in both instances breaking
a longer term trend.

Year US dollar Euro Japanese yen Pound Sterling = Chinese yuan TWI . .
1990-91 0.79 - 107.6 0.42 3.99 58.9 TR ETEE0 SLE (5o
1991-92 0.77 - 101.0 0.44 4.18 58.2 basic unit of the Chinese
1992-93 0.70 - 84.2 0.44 3.94 52.3 currency, the renminbi.
1993-94 0.69 - 73.5 0.46 5.04 51.5 Its usage is similar to the
1994-95 0.74 - 70.4 0.47 6.34 52.8 way that economists refer
1995-96 0.76 - 7.7 0.49 6.30 54.8 to the British currency as
1996-97 0.78 - 90.5 0.49 6.52 58.7 Ster”ng and its unit as the
1997-98 0.68 - 86.0 0.41 5.61 58.3 British pound.

1998-99 0.63 - 77.8 0.38 5.17 56.0
1999-00 0.63 0.63 67.9 0.39 5.17 55.2
2000-01 0.54 0.60 61.5 0.37 4.40 50.3
2001-02 0.52 0.59 66.1 0.36 4.27 50.7
2002-03 0.58 0.56 70.0 0.37 4.87 53.5
2003-04 0.71 0.60 78.9 0.41 5.91 61.5
2004-05 0.75 0.59 80.5 0.41 6.24 62.7
2005-06 0.75 0.61 85.9 0.42 6.01 63.3
2006-07 0.79 0.60 93.2 0.41 6.16 64.8
2007-08 0.90 0.61 98.6 0.45 6.54 69.7
2008-09 0.75 0.54 74.0 0.46 5.13 60.2
2009-10 0.88 0.64 80.8 0.56 6.05 68.9
2010-11 1.03 0.72 82.1 0.62 6.60 74.0
2011-12 1.01 0.80 81.9 0.65 6.58 76.0
2012-13 0.92 0.68 95.0 0.55 6.39 73.5
2013-14 0.91 0.69 94.2 0.56 5.62 70.7
2014-15 0.79 0.68 93.7 0.51 5.13 64.7
2015-16 0.74 0.67 82.2 0.54 4.70 62.4
2016-17 0.77 0.68 84.8 0.59 5.14 65.5
2017-18 0.76 0.64 84.0 0.57 5.03 63.5
2018-19 0.71 0.62 78.5 0.55 4.80 60.9
2019-20 0.67 0.61 73.5 0.53 4.73 58.0
2020-21 0.77 0.63 84.7 0.54 4.92 63.5
Source: ABS Australian Economic Indicators (Cat. 1350), Balance of Payments and International Investment Position
(Cat. 5302), and Reserve Bank of Australia.

Figure 5.7 - Exchange rate movements 1990-2021

- l ]
1 Define the term exchange rate.

2 Describe how the Trade Weighted Index (TWI) is calculated and explain why
it is a better measure of the value of the Australian dollar than the US$/A$
exchange rate.
3 Account for recent movements in the Australian dollar.
4 Outline the possible impact of the following scenarios on the Australian dollar:
a) an increase in commodity prices and Australia’s terms of trade
b) overseas consumers switching to Australian exports
c) speculators believing that the Australian dollar will soon appreciate
d) an increase in Australia’s economic growth rate
€) an increase in interest rates overseas.
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5.3 Reserve Bank intervention in the
foreign exchange market

Although Australia relies primarily on market forces to determine the exchange rate, the
Reserve Bank of Australia (RBA) sometimes plays a role in influencing the value of the
currency. While the RBA cannot change the value of the Australian dollar in the long
term, it is able to smooth out swings in the dollar relating to short-term factors. It can
do so by dirtying the float and through monetary policy intervention.

Dirtying the float

When the Reserve Bank feels that a large short-term change in the exchange rate (possibly
due to excessive speculation) will be harmful to the domestic economy, it may decide to step
into the foreign exchange market, either as a buyer or a seller, in order to stabilise the AS.

In order to curb a rapid depreciation of the currency, the RBA will buy AS$, putting
upward pressure on the exchange rate. On the other hand, by selling A$ the RBA may
prevent a rapid appreciation. For example, in the second half of 2008 when the A$ lost
one-third of its value against the USS, the RBA purchased $3.3 billion of A$ to moderate
its depreciation and provide support in the forex market. The RBA was able to sell $3.4
billion of A$ in 2009 as the currency recovered in value. In addition to stabilising the
currency, the forex interventions also generated profits that contributed to the RBA’s
dividend payment to the government.

Nevertheless, the RBA’s ability to intervene through buying A$ is limited by the size of its
foreign currency holdings (that is, its reserves of foreign currency and gold that can be used
to fund such purchases). In reality, the sum total of the RBA’s foreign currency reserves
is relatively small — it is not even equal to one day’s total transactions in the currency.

Monetary policy decisions

Monetary policy initiatives are an indirect way of influencing the exchange rate and are
rarely used for this purpose. If the RBA wants to curb a rapid depreciation, it may increase
the demand for A$ by raising interest rates. Higher interest rates will attract more foreign
savings, which must be converted into AS$. This will increase the demand for A$ and put
upward pressure on the exchange rate. However, this policy will generally only be effective
for a limited time.

It is unusual for the RBA to change interest rates in response to currency movements as
the primary focus of monetary policy is to influence the domestic economy — particularly
the inflation rate. However, exchange rate movements can at times be so large that they
may affect the stability of the economy or the level of inflation. A 2014 RBA research
publication estimated that a 10 per cent depreciation leads to a %4—Y2 per cent increase
in inflation for two years, and a 10 per cent appreciation corresponds with a 0.3 per cent
annual decline in inflation. Large currency movements are therefore a concern for the RBA.

reviewquestions

1 Explain how the Reserve Bank of Australia could directly intervene in the
foreign exchange market to prevent a rapid depreciation of the Australian
dollar. Discuss the limitations of this method of intervention.

2 Explain the impact of a decrease in Australian interest rates on the
Australian dollar.

3 Explain what is meant by a dirty float of a currency.
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GOVERNMENT PARTICIPANTS IN GLOBAL FOREIGN

EXCHANGE MARKETS

In recent decades, governments and their central banks have played a much smaller role
in global foreign exchange markets. The power of governments to influence the exchange
rates of currencies has been reduced as private sector participants in forex markets,
especially currency speculators with very large funds under management, have become
more dominant. Governments, through countries’ central banks, rarely play more than a
residual role as a buyer or seller of a country’s currency, mainly to stabilise its value.

Instead, exchange rate values are mostly determined by market forces - that is, the
bargaining process between private sector buyers and sellers of different currencies. The
values of currencies such as the Australian dollar, Japanese yen and British pound are
all determined this way. Some countries, however, attempt to influence the value of their
currency against another currency, and therefore play a much larger role in that foreign
exchange market.

The value of the Chinese yuan, also known as the renminbi, is largely set by the People’s
Bank of China (PBC). Between 1994 and 2005, the PBC fixed the exchange rate at 8.27
RMB to the US dollar. After 2005, it adopted a crawling peg exchange rate system,
intervening to prevent the value of the yuan from deviating more than 0.5 per cent (in either
direction) against the US dollar on any given day. This daily trading band was gradually
widened, reaching its current rate of 2 per cent in 2014. By mid-2021, the yuan was valued
at around 6.5 to the US dollar. To maintain the exchange rate around this level, Chinese
authorities must be willing to purchase a US dollar for 6.5 RMB, and be willing to purchase
6.5 RMB for a US dollar. If there is too much demand for renminbi at this “price” in US dollar
terms, the Chinese central bank will accumulate increasingly more US dollar “reserves” as
it sells more renminbi. In fact, the past decade has seen China’s foreign exchange reserves
soar from US$150 billion to over US$3 trillion — a twenty-fold increase.

While this makes China’s central bank the world’s most active public sector forex market
participant, the Chinese Government is gradually moving towards the internationalisation of
the renminbi. This gradual relaxation of government influence over the day-to-day currency
value can be seen in the moderate fall of China’s foreign reserves since 2014 (see figure
5.8). This move towards a more flexible exchange rate will contribute to the diminishing
role of central banks in global foreign exchange markets.

Foreign reserves minus
gold (US$ billion)
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Source: State Administration of Foreign Exchange of the People’s Republic of China *April Figure Year

Figure 5.8 - China’s foreign exchange reserves since 1980
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5.4 Fixed exchange rate systems

Since December 1983, Australia has had a floating exchange rate system. In previous
decades, however, it operated on a range of fixed exchange rate systems. Prior to November
1976, Australia had a fixed exchange rate system in which the A$ was pegged, at different
times, to the UK pound sterling, US dollar and the Trade Weighted Index. From
November 1976 to December 1983, Australia had a variation of the fixed exchange rate
known as the managed flexible peg.

Fixed exchange rates

Under a fixed exchange rate system, the government, or the RBA, officially sets the
exchange rate (that is, it would not be left up to the forces of supply and demand). A
fixed exchange rate regime is depicted in figure 5.9. In this case, the official rate has been
set at A$1=US80 cents (above the US70 cents rate that would apply if it was left up to
market forces).

The government can attempt to maintain a fixed exchange rate by

Exchange rate: either buying or selling foreign currency in exchange for AS. In this
Price of A$ in terms of US$ . . .
case it would be buying the excess supply of A$ (that is, Q,Q,) at a
price of US80 cents.
D S
\ / Thus, in order to intervene in the foreign exchange market under a fixed
0.80 «—fixed rate exchange rate system, the government would need foreign reserves of

foreign currency and/or gold.

0.70 | <« market rate

When Australia operated under a fixed exchange rate system, the
RBA obtained the necessary foreign reserves by insisting that all
foreign exchange holdings be lodged with them. Even so, the risk
with this system is that in order to prop up the value of the AS, the

0 .
@ @ Guantity A RBA could exhaust its foreign reserves by continually exchanging

them for the excess supply of A$, which could lead to a complete
Figure 5.9 - A fixed exchange rate system collapse of trade in the currency.

The other avenue open to the government would be to change the exchange rate “officially”,
so that it was closer to the real market value. It would devalue the A$ when it officially
lowered the exchange rate and revalue the A$ when it increased the exchange rate. Another
problem of fixed exchange rates is it limits the ability of the central bank to influence interest
rates, which are used for monetary policy, and discussed further in chapter 15.

The managed flexible peg

A variation of the fixed exchange rate is the managed flexible peg. This system operated
in Australia from November 1976 to December 1983. Under this system, the Reserve
Bank would “peg” the value of the A$ at 9am each day and that price would operate
throughout that day. A flexible peg system provides more flexibility than the fully fixed
rate, but it can still allow the official rate to drift away from that which would exist
under pure market forces. For example, many economists have argued that Australia had
an overvalued exchange rate under the managed flexible peg system in the early 1980s.

] l |
1 Explain, using graphs, how the Reserve Bank of Australia can influence the
exchange rate by buying and selling Australian dollars.

2 Ouitline the risks of operating a fixed exchange rate system.
3 Distinguish between a fixed exchange rate and a managed flexible peg.
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5.5 Exchange rates and the balance
of payments

In an open economy such as Australia’s, the value of the exchange rate can change
substantially in response to economic developments. One of the most important influences
on the exchange rate is the performance of the balance of payments. But just as the balance
of payments influences the value of the dollar, the value of the dollar can also influence
the balance of payments — as well as several other areas of the economy.

How the balance of payments influences the exchange rate

Under a floating exchange rate, the quantity of A$ supplied must always equal the
quantity of A demanded. In other words, the net outflow of funds on the current account
(supply of AS) equals the net inflow of funds on the capital and financial account (demand
for AS). (Note, however, that in reality, allowance has to be made for statistical mistakes
through the net errors and omissions item on the balance of payments). If there is any
disequilibrium on the balance of payments, it is only temporary and is automatically
corrected by a movement in the exchange rate.

The following example demonstrates how a change in the current account can influence the
exchange rate and the capital and financial account. If the value of imports increased, while
exports remained unchanged, this would result in a deterioration in the current account
deficit (CAD). It would also cause an increase in the supply of A$ (importers will be selling
more A$ in order to buy foreign currency), resulting in a depreciation of the currency. Also,
because of the depreciation, a given level of financial inflows would be able to buy more
AS. Therefore, the positive balance on the capital and financial account would increase in
AS$ terms to match the bigger deficit on the current account.

Likewise, any other increased outflow of funds on the current account (for example,
payment of services, income payments or current transfers) would most likely lead to a
depreciation of the A$ and an increase in the surplus on the capital and financial account.
On the other hand, an improvement in the CAD would result in an appreciation of the
A$ and a decrease in the surplus on the capital and financial account.

The effect of the balance of payments on the exchange rate also depends on the perceptions
of financial markets. If financial markets are concerned that an increase in the CAD is
not sustainable, they may be less willing to buy Australian assets, and so the value of
the dollar is likely to fall further as capital inflow is reduced. On the other hand, the
dollar may appreciate despite increases in the CAD if financial markets believe the CAD
is sustainable and they have confidence in Australia’s future economic prospects. For
example, the Australian dollar appreciated to over US95 cents in mid-2008, a time when
the CAD was large, but investors believed that Australia’s current account problems did
not pose a short-term risk to the economy, and they expected that high commodity prices
would eventually reduce the CAD. The COVID-19 recession likewise showed that an
improvement in the balance of payments may not be the largest influence on the exchange
rate in any one year. During 2019-20, while the current account moved into surplus for the
first time in almost half a century, the exchange rate depreciated (because of other factors).

Recent years indicate the most significant influence on exchange rate movements is how
financial markets choose to react to developments in economic indicators (such as the
balance of payments), and sometimes those reactions are difficult to predict. This results
in greater instability in foreign exchange markets because market sentiment can change
quickly.
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The effects of a change in the exchange rate

Changes in the exchange rate can also bring about changes in the balance of payments.
The effects of appreciations and depreciations can be both good and bad for the economy.

An appreciation

NEGATIVE EFFECTS POSITIVE EFFECTS

e By increasing the value of the A$ in ¢ Australian consumers enjoy increased

Valuation effect is
where an appreciation
(or depreciation) of the
currency causes an
immediate change in the

Australian dollar value
of foreign debt that is
borrowed in foreign
currencies or foreign

assets held by Australians.

terms of other currencies, Australia’s
exports become more expensive on
world markets and therefore more
difficult to sell, leading to a decrease
in export income and a deterioration in
Australia’s CAD in the medium term.

Imports  will be less expensive,
encouraging import spending and
worsening Australia’s CAD. Domestic
production of import substitutes is likely
to fall.

Higher import spending and reduced
export revenue will reduce Australia’s
economic growth rate.

Foreign investors will find it more
expensive to invest in Australia, generally
leading to lower financial inflows.
However, financial inflows may continue
if foreign investors expect the currency
to continue rising.

An appreciation reduces the A$ value
of foreign income earned on Australia’s
investments abroad and would cause a
deterioration in the net primary income
component of the CAD.

An appreciation will also reduce the
value of foreign assets in Australian
dollar terms — a phenomenon known as
the valuation effect.

purchasing power — they can buy more
overseas produced goods with the same
quantity of A$.

An appreciation decreases the interest
servicing cost on foreign debt because
Australians can buy more foreign
currency with Australian dollars. This
would reduce outflow on the net primary
income component of the current
account in future years and help reduce
Australia’s CAD.

An appreciation will also reduce the
A$ value of foreign debt that has
been borrowed in foreign currency — a
phenomenon known as the valuation
effect.

For Australian investors looking
to purchase overseas assets, an
appreciation will reduce the price of
those assets.

Inflationary pressures in Australia will be
reduced as imports become cheaper.
This is likely to reduce pressure on the
RBA to raise interest rates to defend its
inflation target.



A depreciation

Australian consumers suffer reduced purchasing
power — they can buy fewer overseas produced goods
with the same quantity of A$.

A depreciation increases the interest servicing cost
on Australia’s foreign debt because Australia can buy
less foreign currency with its domestic currency with
which to pay interest. This increases income outflow
on the net income component on the current account
and thus increases Australia’s CAD.

A depreciation will also raise the A$ level of foreign
debt that has been borrowed in foreign currency as
expressed in Australian dollar terms — a phenomenon
known as the valuation effect.

Chapter 5: Exchange Rates

By decreasing the value of the A$ in terms of other
currencies, Australia’s exports become cheaper on
world markets and therefore easier to sell, leading to
an increase in export income and an improvement
in Australia’s CAD in the medium term. A weaker A$
following the end of the commodities boom is largely
credited with helping the Australian economy adjust
to reduced income from mining by increasing the
international competitiveness of other sectors.

Imports will be more expensive, discouraging import
spending and potentially improving Australia’s CAD.
Domestic production of import substitutes should
also rise.

e Lower import spending and greater export revenue
will increase Australia’s growth rate, but this may not
happen if Australia is unable to replace its imports with
domestically produced goods.

e A depreciation will raise the price of overseas assets
that are being purchased by Australian investors.

e Inflationary pressures in Australia will increase as
imports would now be more expensive. This may
increase pressure on the RBA to raise interest rates to
defend its inflation target.

e A depreciation increases the A$ value of foreign
income earned on Australia’s investments abroad
and would cause an improvement in the net primary
income component of the CAD.

¢ A depreciation will also increase the value of foreign
assets in Australian dollar terms — a phenomenon
known as the valuation effect.

¢ Foreign investors will find it less expensive to invest in
Australia, generally leading to greater financial inflows.
However, financial inflows may dry up if foreign
investors expect the currency to continue falling.

Given the positive and negative effects of both depreciations and appreciations, we might
ask the question: do economists and policy makers favour a higher or lower exchange rate?
The answer is that economists mostly favour an exchange rate values that reflects the true
forces of supply and demand. These “true” supply and demand forces would result from
the exchanges of goods, services and finance between Australia and the rest of the world,
but would not include exchange rate changes due to speculation. Speculators who buy or
sell AS in anticipation of a change in the currency distort exchange rate movements, and
they increase exchange rate volatility by exaggerating upwards and downwards cycles.

One of Australia’s problems is that it is a small economy that relies on substantial financial
inflows to deal with its large external imbalances. This has traditionally made the A$ a
“hot money” currency, which makes it more vulnerable to speculators than many other
advanced economies. Excessive speculation and volatile currencies have become major
global economic issues during the globalisation era, with many countries experiencing

1 Critically evaluate whether the value of the A$ is likely to be higher or lower

against the US$ by the end of this year. Justify your forecast. (Hint: check the
currency forecasts on the websites of any of the major Australian banks.)

large swings in their currencies.
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1 The exchange rate is the price of Australia’s currency in terms of another country’s
currency.

2  Under Australia’s floating exchange rate system, the value of the currency
is determined by the interaction of the forces of demand and supply in the
marketplace, which determine an equilibrium value for the currency. This
equilibrium changes regularly (the levels of minute by minute) as supply and
demand change.

3 Demand for the Australian dollar is determined by the perceptions of speculators
about future movements in the dollar, changes in interest rates and the demand for
Australian exports, which are in turn influenced by the level of economic growth in
Australia’s trading partners and commodity prices.

4  Supply of the Australian dollar is determined by the perceptions of speculators
about future movements in the dollar, changes in interest rates and the demand for
imports, which are in turn influenced by the level of economic growth and consumer
spending within Australia.

5  The two main exchange rates are the Australian dollar against the United States
dollar, the world’s leading currency, and the Trade Weighted Index, which is
a basket of currencies weighted according to their significance to Australia’s trade
patterns.

6 The Reserve Bank of Australia (RBA) can influence the value of the dollar by
intervening directly in foreign exchange markets through buying or selling the dollar
with the aim of influencing its value, which is known as dirtying the float.

7  The RBA can also influence the currency’s value through monetary policy
decisions. For example, an increase in the level of interest rates will tend to attract
financial flows into Australia and raise the value of the currency.

8 Under a fixed exchange rate system the value of the currency is normally
determined by the central bank, either for the longer term or on a day-to-day basis
through a flexible peg system.

9 Changes in the balance of payments can influence the currency’s value,
although the extent to which the balance of payments impacts on the currency
depends on the response of foreign investors. In general, a deterioration in the CAD
is likely to result in a depreciation, and an improvement in the CAD is likely to result
in an appreciation.

10 Movements in the value of the exchange rate can have an impact on the level of
inflation, international competitiveness, the level of exports and imports, foreign debt
servicing costs, the current account and the rate of economic growth.
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1 Describe what is meant by the exchange rate.

2  Qutline the factors that affect the demand for Australian dollars.

3  Outline the factors that affect the supply of Australian dollars.

4  With the aid of a diagram, explain what is meant by a fixed exchange rate system.

Outline the problems that the RBA could experience when maintaining a fixed
exchange rate.

5  Explain what is meant by a depreciation of the dollar. With the aid of a diagram,
describe how a depreciation may occur.

6  Outline what is meant by the Trade Weighted Index. |dentify why it is useful for
analysing movements in the value of the Australian dollar.

7  Explain how, under our present floating exchange rate system, the Reserve Bank can
influence the exchange rate:

a) by dirtying the float
b) through changes in monetary policy.

8 Examine how the exchange rate will be influenced by a deterioration of the current
account deficit.

9  Discuss the positive and negative impacts of an appreciation of the Australian dollar.

10 Discuss how speculation can influence the value of the Australian dollar.



For further information on
Australian protection and
trade agreements, visit
the Department of Foreign
Affairs and Trade (DFAT)
website www.dfat.gov.au,
the Productivity Commission
www.pc.gov.au

and the Bureau of
Agricultural and Resource
Economics and Sciences:
www.agriculture.gov.au/
abares

Using the DFAT website,
identify current negotiations
being undertaken by the
Australian Government

for future bilateral and
regional trade agreements.

Protection
In Australia

6.1 Introduction

6.2 Government initiatives to reduce protection

6.3  Australia’s free trade agreements

6.4 Implications of a reduction in protection levels for the Australian economy
6.5 The impact of international protection levels on Australia

6.6 The future of Australian industry in the global economy

6.1 Introduction

Trading relationships have long been important to the Australian economy. Australia’s
distance from the rest of the world, and the relatively high proportion of output that is
traded, mean that barriers to trade have a significant effect on the economy, whether these
barriers are within Australia or in overseas markets. Over the past 50 years, the Australian
economy has benefited from the gradual removal of trade barriers. Although the momentum
towards free trade has faltered in recent years, Australia remains a vocal advocate for free
trade. Protectionist sentiments around the world have gathered strength over the past
decade, and the COVID-19 crisis has added to this trend. In addition to its immediate
impacts on trade in goods and services, the pandemic sparked a broader debate about
whether globalisation has left economies overly dependent on vulnerable global supply
chains that might fail in a time of crisis.

Historically, Australia was one of the most highly protectionist countries in the world.
Governments felt it was necessary to protect Australian manufacturers, who for many
years found it difficult to compete because of the relatively small population and low
production levels in Australia. However, in the early 1970s, Australia began to shift away
from protectionism, and throughout the 1990s and 2000s Australia phased out almost all
tariffs. Australian leaders often describe our economy as one of the most open economies
in the world.

THE GOVERNMENT’S MAIN AIMS IN REDUCING PROTECTION

e Make domestic industries more internationally competitive by exposing them to competition from
imported goods.

¢ Encourage resources to move away from industries and firms that cannot improve their competitiveness
to those that can become more competitive — in other words, to focus on areas of the economy where
Australia has a comparative advantage.

¢ Allow Australia to benefit from greater integration with the global economy, by giving consumers and
businesses access to goods and services available on global markets at the lowest possible prices.

* Promote structural change in the economy, with the long-term aim of encouraging efficient firms to
produce what the global economy demands.
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6.2 Government initiatives to reduce

protection

Australia’s transition from a highly protected economy to an economy with relatively

low trade barriers has occurred over a period of decades. As shown in figure 6.1, this is

demonstrated by the gradual decline in the average tariff level in Australia since the
late 1960s. Over the same time period, Australia has also seen the gradual phasing out of

other “non-tariff barriers” to trade, such as quotas and subsidies.

1968-9 1977-8 1982-3 1986-7 1994-5 2002 2019 2021

36% 23% 25% 19% 9% 3.7% | 0.8% | 0.8%

Sources: Productivity Commission, World Development Indicators, Budget 2021-22

Figure 6.1 - Average tariff rates in Australia

Protectionist policies came under sustained attack from the early
1970s. Organisations such as the Productivity Commission (then
called the Industries Assistance Commission), the Commonwealth
Treasury and the National Farmers’ Federation argued that
protection fostered inefficiency, increased prices, misallocated
resources, made Australia less internationally competitive,
damaged our trading performance and reduced living standards
in the long run.

The first significant initiative to reduce protection was made by
the Whitlam Government, which in 1973 announced a 25 per
cent across-the-board tariff cut. However, it was not until 1988
that Australia commenced a comprehensive program of trade
liberalisation. Over the subsequent decade, Australia reduced its
tariffs faster than any other advanced economy (other than New
Zealand).

Today, around half of all imported goods are tariff free, with
the remainder, mostly manufactured goods, subject to a
general tariff rate of 5 per cent or less. Historically, some
manufacturing industries such as motor vehicles and the clothing
and textiles industry were protected by higher tariff levels.
However, these arrangements were phased out in 2015. Most
remaining tariffs do not apply to imports from countries with
which Australia has a free trade agreement (FTA), such as Korea,
Japan and China.

Australia’s average tariff level (weighted according to what goods
and services are traded the most) was most recently calculated as
just 0.8 per cent. The Productivity Commission estimates that
the dollar value of tariff assistance to domestic production was
$1.8 billion in 2019-20. Australia’s average tariff level is lower
than many other advanced economies such as the United States
(13.8 per cent). Moreover, less than 0.5 per cent of the few tariffs
Australia does apply are considered to be large by the World
Trade Organisation (tariffs rates are considered to be large when
they exceed 15 per cent). For comparison, around 10 per cent
of all tariffs applied in the world are large based on the WTO’s
definition.

When other protectionist methods, such as subsidies to
domestic producers, are taken into account, Australia is one of
the least protectionist economies in the world. Australia

provides far fewer subsidies for domestic producers compared with

WHAT DO 5G
TELECOMMUNICATION

NETWORKS AND SUBMARINES
HAVE IN COMMON?

In 2016, after a 15-month “competitive evaluation
process”, the Turnbull Government announced
French naval ship building company DCNS Group
(now known as Naval Group) had won a 25-year,
$50 billion contract to build 12 submarines for the
Australian fleet. The key reason for DCNS winning
the contract was its promise to do the “bulk of the
[manufacturing] work” in South Australia.

Many economists criticised the decision as a
blatant form of trade protection. Manufacturing
the fleet in South Australia instead of overseas
added somewhere between 30 and 40 per cent
to the total cost of the project. As a result, the
implied trade assistance given to the companies
involved in the build (including the Australian
companies providing domestic labour resources)
is, according to the Productivity Commission,
“higher than the peak historical levels recorded for
the automotive and textiles clothing and footwear
industries”.

Proponents of the policy argue, however, that
there are important strategic advantages in local
construction including deepening the domestic
skill base for using and maintaining the vessels.
This touches on the larger question of the extent
to which national security concerns justify the
protection of local industries. This argument is
more widely accepted than other justifications
for protectionism, and Australia has relied on
it in recent times for more than just building
submarines.

In 2018, the Australian Government announced a
telecommunications industry policy that had the
effect of banning Chinese telecom giants Huawei
and ZTE from involvement in the rollout of the new
5G mobile telecommunications network, because
of national security concerns arising from their
close ties to the Chinese government. The decision
attracted widespread debate, because alternative
5G providers had less advanced technology and
higher costs.
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North America, Western Europe and East Asia, where they play a significant role in boosting
the competitiveness of these countries” agricultural sectors. In 2020, Australia had among the

lowest level of agricultural protection in the OECD, with subsidies accounting for less than 2

per cent of farm income. By comparison, subsidies accounted for 12 per cent of farm income
in the US, 19 per cent in the EU and 41 per cent in Japan.

In 2020, the Chinese government imposed tariffs of
80 to 200 per cent on Australian exports of wine, and
on exports of barley, a type of grain used to make
beer and to feed livestock. Officially, the Chinese
government described the tariffs as “anti-dumping”
and “anti-subsidy” penalties. However, no evidence
of dumping was provided. China also restricted other
Australian exports — such as cotton, coal, lobsters and
timber — through unofficial channels, by instructing
importers not to buy from Australia, or by imposing
overly strict customs and regulatory barriers targeted
at Australian products.

Most economists saw the tariffs as retaliation against
Australia for policy decisions that were perceived
as anti-Chinese. These included restricting some
major Chinese investments in Australia (such as the
construction of Australia’s 5G mobile network) and
advocating an international inquiry into the origins
of COVID-19, which was seen by Chinese officials
as an effort to blame China for the pandemic. The
measures could also have been partly motivated by
Australia’s own anti-dumping measures on Chinese
steel and aluminium products. Overall, the tariffs have
almost completely priced out Australian exporters
from a market that previously took more than half of
Australia’s barley exports and around a third of its
wine exports. Australia has subsequently sought new
markets, such as Saudi Arabia (now a major barley
export destination). Meanwhile, beer manufacturers
in China worried that without Australian barley as an
input, they faced higher costs, making Chinese beer
less competitive on world markets.

While protection and direct assistance for producers has been
substantially reduced during recent years, some export assistance
programs still exist. These programs are administered through
Austrade (the Australian Trade and Investment Commission).
Austrade’s assistance for exporters includes financial assistance,
information on potential export markets and marketing advice. The
main program that Austrade administers is the Export Market
Development Grants (EMDG) scheme, which reimburses small
and medium-sized exporters for some of their costs in promoting
their exports in new markets. Each year the EMDG scheme
aims to provide around $140 million in grants to around 4000
Australian businesses to help them find export markets and
enhance export promotion. A 2015 review found that the EMDG
scheme was effective and that each dollar spent generates net
economic benefits valued from $1.55 to $7.03. Consistent with
this, the Australian Government provided additional funding to
the scheme in 2019-20 so that more Australian businesses could
benefit. In 2021, the scheme was changed from a reimbursement
model to a grant-based model where businesses receive funds
before they incur any costs. The aim is to give more funding
certainty to small businesses looking to export, and to simplify
the application process.

Australia’s reductions in protection levels have typically gone well
beyond those required by international trade agreements such
as the World Trade Organisation Organisation (WTO) agreement.
While some other countries have only reduced protection levels to
the extent required by their trade agreements, Australia has
pursued a general strategy of phasing out protection. A Trade Policy
Review of Australia by the WTO in 2020 commended Australia’s
trade policies and highlighted only a few examples where policy
changes could further liberalise trade. These included Australia’s
tax on luxury cars (which hurts exports from particular countries),
certain foreign investment restrictions, and Australia’s prolific use
of anti-dumping measures (the WTO report implied that Australia
may have been overzealous with these measures, implementing
some when they may not have been justified). Australia’s use of

anti-dumping measures has also been criticised within Australia, with the Productivity

Commission arguing in a 2016 report that often there is insufficient economic justification

for these measures, and they generally have negative overall impacts. Nevertheless, changes

to Australian laws in 2017 made it even easier for governments to keep enforcing anti-dumping
measures after the related dumping activity has stopped. In addition, despite the shutdown
of Australia’s car manufacturing industry, the Australian Government still imposes tariffs on

new cars and complete bans on the importation of second-hand cars.

reviewguestions

1 Outline trends in Australia’s protection levels over recent decades.

2 Explain the government’s main objectives in reducing protection levels.
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6.3 Australia’s free trade agreements

In addition to reducing their own levels of protection, governments pursue free
trade by accessing overseas markets through trade agreements. Over the past Trade agreements

decade, Australia has actively secured free trade agreements with China, Japan and

South Korea, adding to existing agreements with the US, Chile and other regional fBiIateraI agreements )
economies (see figure 6.2). Australia’s involvement in trade negotiations includes ANZCERTA (New Zealand-Australia)
both multilateral agreements and bilateral agreements. SAFTA (Singapore-Australia)
TAFTA (Thailand-Australia)
Bilateral trade agreements AUSFTA (Australia-United States)
. . . . . ACI-FTA (Australia—Chile)
Bilateral agreements involve just two nations. They are the easiest trade agreements ) .
. b h | dto f i the i £ th . IA-CEPA (Indonesia-Australia)
’tl?hnegouate ecat}llse t’ ey boil y nje to factor fm 2 e 1ntﬁre§ts }? the tvs;i) part;apants. A-HKFTA (Australia-Hong Kong)
€ most compre ens1v.e 1 ater'a agreement for Australia is the 1983 u.stra 1a—New MAFTA (Malaysia-Australia)
Zealand Closer Economic Relations Trade AgreemenF (ANZCERTA). Thls. agreement KAFTA (Korea-Australia)
has led to free trade between the two countries, and increased standardisation of laws, JAEPA (Japan-Australia)
business practices and commercial structures. ChAFTA (China-Australia)
. . .. . . PAFTA (Peru-Australia;
Bilateral trade deals are an important focus of trade policy in Australia. Since 2000, \_ { ) J
Australia has entered bilateral agreements with Peru, Chile, China, Japan, Korea, e Multilat | " ™
Malaysia, Singapore, Thailand, the United States and, most recently, Hong Kong ultifateral agreements
. . . . APEC forum
and Indonesia. The Australian Government has also entered into negotiations for AANZFTA
separate agreements with the European Union (EU), Gulf Cooperation Council
. . . . . . (ASEAN-Australia-New Zealand)
(covering the economies of Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the CPTPP (Australia and 10 oth
ustralia an other
United Arab Emirates) and India. The framework of a bilateral deal with the United regional countries)
Kingdom was also agreed in 2021, following its exit from the EU. RCEP (Australia and 14 other
Indo-Pacific countries)
While bilateral trade agreements reduce protection for Australian industries, j
they only do so on a country-by-country basis. As a result, they generate fewer Figure 6.2 - Trade agreements that

economy-wide benefits than broad trade liberalisation involving multiple countries. affect the Australian economy

______________________________________________________________________________________________

=|”Z  The Australia-United States Free Trade Agreement (AUSFTA), in operation since 2005, provides
significant tariff reductions on a number of goods, especially in agriculture and manufacturing. In  seseecoam=
particular, automotive tariffs were eliminated immediately, and tariffs on all goods were eliminated from
2015. Since 2004, bilateral trade in goods and services with the United States has increased and the
US is Australia’s third-largest trading partner, with around 11 per cent of Australia’s two-way trade.

______________________________________________________________________________________________

The Korea-Australia Free Trade Agreement (KAFTA), in operation since late 2014, improves SNjk=
access for Australian exporters to the US$1.5 trillion Korean economy, with tariff-free exports rising ~
from 84 per cent to 99 per cent of exports over the next 20 years. The agreement also facilitates .
more services trade in legal, accounting, financial, engineering, telecommunications and education i
services. The agreement seeks to improve opportunities for Australian investors and investments in 1

Korea, and will help attract direct investment from Korea into Australia. Two-way trade between the
countries increased by over 40 per cent between 2015 and 2019.

______________________________________________________________________________________________

The Japan-Australia Economic Partnership Agreement (JAEPA), in operation since 2015, aims to
further boost trade between Australia and its second-largest two-way trading partner (after China). Once
cent of Australia’s merchandise exports to Japan will either not attract tariffs or will receive preferential :

all of the trade liberalising measures in the agreement are fully implemented in 2034, around 98 per
treatment. This is significant because Japan has historically provided a lot of trade protection to its
agricultural sector. Since JAEPA started, Australia’s two-way trade with Japan has grown by over 30
per cent. Like other trade agreements enacted over the past decade, JAEPA eases trade in services as
well as goods, and encourages more voluminous and diversified investments from Japanese investors
in Australia.
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Increasingly, bilateral deals operate less as a means of unlocking new trading opportunities
and more as a means of shoring up existing rules around free trade in a time of rising
protection. Nevertheless, they are widely used, with a 2018 study of Free Trade Agreement
Utilisation by PwC finding that 62 per cent of Australian businesses used at least one FTA
in exporting products, and 78 per cent use them in importing.

One of the challenges of having so many bilateral trade agreements around the world is
that they create a complex web of overlapping and inconsistent trade rules for exporters and
importers. For instance, an exporter may have to comply with very different rules in order
to sell the same product in different foreign markets. This is not efficient. Because of this,
the Productivity Commission has concluded that bilateral preferential trade agreements add
to the complexity and cost of international trade. Indeed, the Productivity Commission has
found that some businesses find it easier just to pay the general tariff rate on imports than
to use the tariff-free import provisions in Australia’s bilateral agreements, which require
efforts to prove compliance with rules of origin.

Multilateral trade agreements

Multilateral trade agreements are agreements that provide for free or preferential trade
between many countries, usually on a regional basis. This category of agreements
sometimes refers to agreements administered by the WTO, by which we mean global
agreements. At other times this category can refer to regional trade agreements, such as
the European Union and North American Free Trade Agreement (NAFTA).

Australia has several key multilateral trade agreements. The first one they enacted was
the ASEAN-Australia-New Zealand Free Trade Agreement (AANZFTA) with New
Zealand and the Association of South-East Asian Nations (ASEAN), which came into
effect in 2010. This agreement covers around 20 per cent of Australia’s trade in goods and
services and effectively creates a free trade area of over 650 million people with a combined
gross domestic product (GDP) of around US$4.5 trillion. ASEAN economies are also
growing rapidly; by 2050 the entire group is projected to be the fourth-largest economy
in the world. Australia and the ASEAN economies are complementary economies. This
means that the type of goods that Australia can export — namely commodities, particularly
in resource-based industries — are in heavy demand in the industrialising nations of
South-East Asia. Conversely, South-East Asia can export to Australia those goods that
we cannot produce competitively, such as simply transformed manufactures produced in
labour-intensive industries. Since 2010, Australia’s exports to ASEAN nations has more
than doubled, and ASEAN has become Australia’s second largest two-way trading partner
when grouped together.

Australia and New Zealand are just two of the six countries that have multilateral trade
agreements with ASEAN (the others being China, India, South Korea and Japan). In late
2020, after eight years of negotiations, ASEAN and all of these countries (except India) signed
the Regional Comprehensive Economic Partnership (RCEP), a China-led trade grouping
which brings all of these countries together with a single multilateral trade agreement (but
excludes the United States). RCEP covers around 30 per cent of the global economy and
the world’s population, making it the world’s largest free trade agreement. Once enacted,
exporters and importers will only need to use a single set of rules and regulations to access
preferential trade treatment in any of the 15 RCEP countries. The agreement also provides
greater investment certainty and a common set of rules on intellectual property.

The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP), is
a multilateral agreement between 11 countries that came into force for Australia, Canada,
Japan, Mexico, New Zealand, Singapore and Vietnam in 2018-19, and will come into
force in the future for Brunei Darussalam, Chile, Malaysia and Peru. The agreement
increases market access across borders for businesses by lowering tariff barriers, simplifying
compliance requirements in order for businesses to access preferential trade treatment,
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reducing foreign investment restrictions and imposing rules around the conduct of state-
owned enterprises. While a significant free trade area, the CPTPP is far more modest
than the original plan for a Trans-Pacific Partnership Agreement (TPPA), which had also
included the United States (before its withdrawal under the Trump Administration in
2017). However, some countries, including the UK, have recently enquired about joining
the agreement.

During the 1990s, Australia’s regional trade negotiations focused on the Asia-Pacific
Economic Cooperation (APEC) forum. In 1994, the APEC forum set a target of free
trade by 2020 (by 2010 for developed countries). This goal was never formalised in a trade
agreement, and for most of its history the annual meeting of APEC forum leaders each
November has focused on other priorities such as terrorism and climate change. A 2020
analysis by the APEC Policy Support Unit argued that even without binding commitments,
the forum has indirectly supported trade liberalisation among members. Since 1994,
average tariff levels have fallen from 17 per cent to around 5 per cent, the proportion of
goods without tariffs has increased to over 60 per cent, and over 150 free trade agreements
(including regional agreements) have been implemented involving APEC members.

reviewquestions

1 Distinguish between a bilateral trade agreement and a multilateral
trade agreement.

2 Explain the key features of TWO of Australia’s bilateral trade agreements.

3 Compare Australia’s multilateral trade agreement with the Association of
South-East Asian Nations and New Zealand and its membership in the
Asia-Pacific Economic Cooperation forum.

6.4 Implications of a reduction
in protection levels for the
Australian economy

Australia’s decision to phase out protectionism has been one of the most significant
structural changes in the country’s economic history. It has significantly increased Australia’s
integration with the global economy. It has also had far-reaching effects in its impact on
the structure of the economy and the nature of Australia’s trading relationships.

—
« Import-competing industries go out + Structural unemployment increases as « Cutting tariffs will reduce government revenue
Short of business inefficient firms close « Reducing protection may have adverse political
« Lower tariffs provide lower input - Consumers gain access to wider consequences
run costs for firms variety of goods at lower prices + Government spending on structural adjustment

programs may increase

- 1 M —
1

1
Long [ Efficient firms restructure operations ] [ Job opportunities increase in ] [ Sustainable economic growth should ]

\
-

ru n to compete on global stage internationally competitive sectors raise revenue

Figure 6.3 - The impact of reduced protection on the Australian economy
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Effects on firms

While the long-run effect of reduced protection on businesses may be beneficial, as
shown in figure 6.3, there is no doubt that reducing protection creates winners and
losers, particularly in the short run. Individual firms that operate in marginal, import-
competing industries will shrink unless they are able to improve their competitiveness.
In some cases, production in some sectors of the economy cease altogether — for example,
the manufacturing of consumer electronics products such as televisions, sound systems and
microwave ovens in advanced economies such as Australia has almost entirely ceased (with
car manufacturing in Australia ceasing in 2017). This is because manufacturing of these
products generally requires high production volumes and a large workforce, and advanced
economies cannot compete with the lower-wage costs of industrialising economies such
as China and Vietnam.

Some businesses will respond to a phasing out of protection by restructuring

1989-90 . . . . . . . .
Total exports = $61 billion their operations with the aim of staying in business or perhaps putting
Exports % of GDP = 14% their focus on specialising in one aspect of production. This restructuring

may involve measures such as consolidating their manufacturing processes
Other

e down to a single plant, eliminating less profitable product lines, finding

Rural 23% opportunities for exporting in response to the decline in their share of the
domestic market, adopting new production technologies in order to reduce
production costs, or reducing staffing levels.

Serflers The aim of removing protection for local industries is to force them to
Minerals and 20%

S develop the innovation and efficiency that is necessary to compete on the
33% world stage. By operating in a competitive domestic market, Australian
firms should be better able to compete in global markets. This should
also result in higher levels of investment for those firms that survive, as

2020-21 Australian businesses invest in improving their technology or expanding

Total exports = $440 billion their business. Productivity Commission research shows that reducing tariffs

Bxporis %alof GDE = 22% spurs innovation and productivity growth through increased competitive
pressure.

Lower tariffs for one industry can generate benefits for firms in other

- industries. Lower tariffs mean lower input costs for many firms that import
ervices

14% capital goods for their production processes — for example, machinery used

by mining companies in the extraction of commodities such as coal and gas.
_ The Productivity Commission in 2020 estimated that abolishing tariffs
Minerals and . . . . .
S on intermediate production inputs would reduce input costs by around
58% $2 billion per year. Reducing these input costs also makes exporting firms
more internationally competitive. For example, the removal of tariffs on
inputs such as farm machinery has improved the competitiveness of Australia’s

Source:ABS International Trade in Goods and Services, agricultural industries. For this reason, the agricultural industry’s lobby
Australia (Cat. 5368.0) h . 1 , d . h d duci 1 1 £
Numbers may not add to 100 per cent due to rounding, group, the National Farmers’ Federation, has supported reducing levels o

industry protection for many years.
Figure 6.4 - Changes in Australia’s export ) ) . )
profile in the past decades By creating winner firms and loser firms, changes to trade protection has

affected the overall composition of Australia’s exports. During the 1990s,
the reduction in protection, along with other microeconomic policies, contributed to
changes in Australia’s export base, including a significant growth in manufacturing
exports. However, the global resources boom of the 2000s saw Australia shift back to a
heavily commodity-focused export base, as shown in figure 6.4. This pattern is expected
to remain for at least the medium term, with gold and natural gas expected to be strong
drivers of export growth in the coming years.

In addition to the changing composition of exports during this period, there has also been

substantial overall growth in export volumes, suggesting that Australia is becoming

more integrated with the world economy. A higher proportion of Australia’s production is

being exported, and equally, a higher proportion of the goods and services that Australians
m consume are imported.



Effects on individuals

Individuals can experience substantial dislocation as a result of reduced
protection levels, in particular through the increase in unemployment
associated with the restructuring of industries and cuts in local production.
The impact of these job losses can be particularly harsh on individuals who
have worked in these industries for a long time and have limited alternative
job opportunities.

® The import-competing industries that were most affected by reductions
in protection have been concentrated in particular regions, such as the
manufacturing areas of Victoria and South Australia, where there are
fewer alternative sources of employment. With reductions in protection,
unemployment rates in these areas climbed dramatically and it was
difficult for people who lost jobs in these areas to find alternative
employment.

e Many of the jobs lost in the manufacturing sector because of lower
protection are relatively low-skilled, production-line jobs. The limited
skills that workers develop in these jobs are not easily transferred to
other workplaces, especially at a time when the overall number of people
employed in many of the manufacturing industries has been declining.

People who lose jobs as a result
of tariff cuts often join the ranks

The reductions in tariffs on clothing
goods from 17.5 per cent to 10
per cent in 2010 were strongly
opposed by manufacturing industry
employees. In the lead up to the
cuts, some workers took their
campaign to the Parliament House,
arguing that the decision would
create unemployment. A report
by the Productivity Commission
estimated that the lower clothing
tariffs would indeed reduce industry
employment by over 5 per cent
— the equivalent of over 1500
jobs. However, the government
decided to proceed with the cuts
because there would be overall
economic  benefits, including
lower prices for consumers, a
view strongly supported by the
Productivity = Commission. A
further reduction to 5 per cent was
implemented in 2015.

of the structurally unemployed,
because they often find that their
skills do not match the job vacancies
in the economy. It may then become
necessary for these workers to retrain
to develop work skills that are relevant
to the current needs of the economy.
The
funded many retraining programs

Australian Government has

with the aim of helping workers made
redundant through tariff cuts to
adapt their skills to other industries
and find work elsewhere. For example,
the Government established a $155
million Growth Fund to support the
transition away from the automotive
industry after it was announced that
domestic car production would end
in 2017.

the effects of reduced
protection on employment patterns

However,

are not entirely negative. While

unemployment is likely to increase in the short term due to cuts in protection,
in the longer term employment levels may increase. Provided the process of
structural change promotes internationally competitive firms in the future,
the lost employment opportunities should be more than recouped by the
growth experienced by those sectors in the economy that are efficient and
internationally competitive. For example, while manufacturing industries
declined in recent decades, new export industries such as liquefied natural
gas (LNG) have grown. Before 1989, Australia did not export any LNG at all.
In 2021, Australia was the largest LNG exporter in the world. The problem
with reducing protection in overall terms may not be that it raises the total
level of unemployment, but that the gains and losses from protection cuts
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Australia grappled with supply shortages
for arange of goods during the COVID-19
pandemic, including vaccines, face
masks, cars and smart televisions. The
shortages stoked debate about whether
Australia’s phasing out of protection has
left us vulnerable to global supply chains
that fail us in times of greatest need.
Economists debated whether Australia
should change its policy settings to
protect local production and make more
essential goods at home instead of
importing them (an argument considered
in Chapter 2 when we examined the
national interest and self-sufficiency
justifications for protectionism).

Shortages emerged because of how
these goods are produced. Many goods
consumed in Australia are produced
overseas via global supply chains,
in which raw materials go through
several stages of production before
becoming final goods. Some supply
chains struggled to meet demand
during the pandemic when suppliers
were disrupted or could not expand
production to meet surges in demand.

The Productivity Commission’s 2021
report ‘Vulnerable Supply Chains’
concluded that free trade policies
actually make supply chains more
resilient. With fewer barriers to trade,
there are more suppliers around the
world who contribute to global supply
chains. This gives global supply chains
a surge capacity to meet demand and
withstand disruptions when individual
suppliers fail (since other suppliers
could take their place more easily). In
other words, diversification of overseas
suppliers, not ‘onshoring’ production,
is the best way to make supply chains
more resilient.

Overall the PC estimated that only
around 5 per cent of goods imported
by Australia come from vulnerable
supply chains. Roughly two-thirds of
these imports come from China. The PC
rejected the case for increased industry
protection to strengthen supply chain

resilience.
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are distributed unevenly throughout the population, with some communities
and individuals winning while others lose out.

Price

D (domestic)

S (domestic)

One way in which all individuals should benefit from lower levels of protection
is in their role as consumers. Lower trade barriers have resulted in consumers
being able to buy many goods at lower prices. Additionally, a wider variety
of goods and services are available. For example, according to the Australian
Government’s 2011 Trade Policy Statement, lower protection and other factors
had resulted in real price falls of up to 54 per cent between 1985 and 2011 for
a range of manufactures including footwear, electronics, furniture and motor
vehicles. The increased level of competition has also contributed to improved
customer service from firms in some sectors. Figure 6.5 shows how the removal
of tariff protection lowers the domestic price of products (from Pr to Py), and
increases the amount of foreign products available (from Q,Q; to QQ)).

D

Quantity

Figure 6.5 - The effect of tariff reductions

The phasing out of trade barriers and the opening up of the Australian economy to global
markets is intended to improve living standards for individuals. The quality of goods
and services is higher because globally competitive businesses enter Australian domestic
markets, forcing domestic firms to lift their game. Highly competitive markets also tend
to encourage greater innovation as firms seek to differentiate themselves from competitors.
The domestic presence of many firms that operate in global markets also ensures that
innovations in other markets are brought into Australia more quickly.

Effects on governments

Cutting tariffs will lead to a reduction in government revenue, since tariffs provide
indirect tax revenue to the government. In the early years of Australia’s nationhood
at the beginning of the 20th century, tariffs provided the largest source of revenue
to the Commonwealth Government. Indeed, the two largest political parties were the
Protectionist and Free Trade parties. The importance of tariff revenue has declined
over the past century, to the point where it is now only a minor source of revenue. The

approximately $1.5 billion in tariff revenue collected by the government
in 2019-20 accounted for less than 1 per cent of its total revenue.

Australia’s trade liberalisation policy A program of reducing protection levels may also have effects on the

between 1986 and 2016 increased GDP
by 5.4 per cent and increased average
family income by up to $2670, according
to modelling by the Centre for International
Economics. Overall benefits included:

Gross Domestic Product + 5.4 per cent
National Income + 5.1 per cent

levels of government spending. Governments may be required to assist
the structural adjustment process through increased expenditure on
unemployment benefits and retraining programs to aid individuals who
lose their job. In some instances, governments also provide financial support
to certain industries to assist with the adjustment process. For example, for
workers who lose their jobs because of restructuring, motor vehicle industry
policy includes specialised assistance such as job search assistance, relocation

Exports + 28.5 per cent assistance and industry-specific training.

Import 28. r cent .. .

PriEZSS - g 2 p:r g:nt Governments can also be affected by the political consequences of tariff
5 reductions. Despite the general consensus among economists that cutting

Real wages + 7.4 per cent

protection will benefit the economy, this policy is generally unpopular
with the wider community. The costs of lower protection are highly
visible: structural unemployment, the closure of factories and well-known
businesses and the damage to the economy of regional Australia. The
benefits are less visible, because they are spread out across the economy, and they may take
a long time to arrive. In the meantime, governments can lose votes by pursuing policies
to reduce protection. This explains why governments in many countries are reluctant
to reduce protection levels, and why some have moved recently to increase them. The
Productivity Commission has called for the Australian Government to better engage with
the community and explain why increasing protectionism would be bad for Australia.

Source: Centre for International Economics
(2017), “Australian Trade Liberalisation”, prepared
for the Department of Foreign Affairs

Other economic effects

Phasing out protection also has an impact on Australia’s economic growth and standards of
living. In the short term, lower levels of protection may lead to increased levels of imports.
E Because imports are produced overseas and do not create jobs or income in Australia,
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reducing protection can be negative for living standards in the short term. In the long
term, however, as resources such as labour and capital move to more productive areas of
the economy — with higher rates of return — economic growth and living standards should
improve. While many other factors have also been important, lower protection levels in
recent decades have generally been seen by economists as being one of the critical factors
causing Australia’s stronger economic performance.

In the short term, the phasing out of protection can have significant effects on Australia’s
trade performance and current account deficit (CAD). The current account balance is
likely to worsen as imports rise, because some imports will be cheaper due to lower tariffs
and quotas, or of a higher quality than local products. However, lower protection should
improve international competitiveness and improve the current account over the longer
term as exports grow. In fact, government reports have argued that Australia’s failure to
reduce tariffs until the late 1980s contributed to a less competitive export sector and higher
current account deficits.

The fact that the benefits of reduced protection grow over time influenced Australia’s
decision to adopt a process of phasing tariffs out over a 30-year period rather than with
a small number of large cuts. Many trade liberalising measures implemented through
free trade agreements are also phased in gradually over a period of time instead of being
activated immediately. Implementing these changes gradually can help industries adjust
better to changing business conditions. Most economists would agree that the short-to-
medium-term problems of reducing protection are far outweighed by the long-term
benefits, but a gradual phasing out makes it easier to manage the structural changes that

occur as a result.
reviewquestions

1 Outline the impacts of reduced protection on economic growth, unemployment,
and external stability in the Australian economy.

2 Explain the effects of a reduction in protection on domestic firms and individuals.
Outline how reducing protection creates winners and losers in the Australian economy.

3 Examine the short-term effect of reducing tariffs on government revenue and
expenditure.

6.5 The impact of international
protection levels on Australia

Just as domestic policies to protect Australian industries have -
. . L OECD average agricultural
an impact on the Australian economy, so do the policies of subsidies as a % of
. Lo . . farming income
other nations to protect their industries. When other countries a0
put tariffs on Australian goods and services, Australian exports 35 =N
become less competitive in those overseas markets. When other 30 PN N N
a4 B

countries subsidise their exports, they raise the supply and reduce 25 - N
the price of those goods on global markets. The result is that 20~ e s
countries like Australia that compete to sell similar products on 15[~
global markets experience a reduction in their income. Overall, 10
international protectionism reduces the output of the Australian 5r

. . . 0 50 1 T YR T U8 B o B O e K % O b XN R R VR Y e B Y B A B
economy. Equally, a reduction in global protection levels should A EEE EEEEEEEEEEEE
, A 2282 88SRRERR8RRRRERK
increase Australia’s national income. A 2018 report by the Centre T T T T N

Source: OECD 2021 Year

for International Economics estimated that a global reduction in
tariffs that reduces import prices by 10 per cent would increase  Figure 6.6 - Subsidies as a percentage of farm incomes for

Australia’s real GDP by 0.6 per cent a year. OECD countries

As a small economy with a high level of agricultural trade, Australia suffers particular
disadvantages as a result of the protectionist policies of other nations and trading blocs.
The EU has, for several decades, heavily subsidised agricultural production through the
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As governments step up their efforts to reduce
carbon emissions, a key challenge is to prevent
‘carbon leakage’, where domestic producers
who are paying higher costs to reduce emissions
are undercut by overseas producers who are
not taking action. The European Union (EU)
has pushed for the introduction of an import tax
on emission-intensive goods that come to EU
from countries that do not make their producers
pay for carbon emissions (via a domestic
carbon tax or emissions trading scheme, for
instance). These taxes are called carbon border
adjustments (CBAs) or carbon border taxes
and they have similar impacts to regular tariffs.
Because the EU imposes a carbon price on
domestic production, its businesses may be
at a competitive disadvantage compared with
firms in other countries that do not have to
pay for their emissions. CBAs can help to
create incentives for firms in countries without
carbon prices (such as Australia) to reduce their
emissions. While they would be complex in
terms of both administration and compliance,
the editorial board of one of the world’s most
prestigious business publications, the Financial
Times, argued in July 2021 that a carbon border
tax is “a necessity” to create a level playing field
between producers. Applying CBAs requires
working out which countries in supply chains
do and do not price carbon and how much
carbon they emit during the production process
to make a good. Meanwhile the prospect of
carbon border taxes on Australian exports will
add to pressure on Australian policymakers to
do more to reduce greenhouse gas emissions.

Common Agricultural Policy, which absorbs over one-third of the
European Union’s budget, and supplies around a fifth of European
farmers’ incomes. Farmers also receive significant subsidies in the
United States, Japan, Korea and Switzerland. Australian farmers are
therefore competing in global markets at a significant disadvantage to
their counterparts in the rest of the industrialised world. Figure 6.6
shows that agricultural protection still makes a significant contribution
to farm income in the countries of the OECD.

While Australia’s agricultural sector is mostly affected by protection
levels in developed countries, the policies of other major export
markets such as China also have a significant domestic impact in
Australia. For example, Australia’s free trade agreement with China
helped lift Australia’s wine exports to China to $1.1 billion by
2019-20. However, in 2020 China imposed punitive tariffs on wine
, causing major damage to the Australian wine industry, which was
suddenly forced to divert products to other markets.

Global progress towards reducing agricultural protection has been
slow in recent years. Partly this reflects a trend towards increased
tariffs and other protectionist measures around the world. However,
agricultural trade has remained more protected than other industries
throughout several decades of trade liberalisation. Many of the most
protectionist agricultural trading nations have taken advantage
of complex loopholes in the WTO regulations to avoid genuinely
freeing up agricultural trade. If global trade liberalisation had been
achieved by the WTO’s Doha Round, it would have added US$9
billion to Australia’s annual agricultural exports by 2020, according

to the Australian Bureau of Agricultural and Resource Economics and
Sciences (ABAREYS).

Australian firms exporting non-agricultural goods generally face
fewer barriers to trade compared with the agricultural sector. The
mining and resources sector, whose exports contribute the largest
share of Australia’s exports, faces very few barriers to trade. The
products from this sector, such as coal, natural gas, oil and iron ore,
are in high demand worldwide. As a result, mining companies may be
more likely to face export restrictions from an Australian Government

trying to secure energy supplies for the domestic economy than from a foreign government
trying to protect their minerals and resources industries. From another perspective, the
countries importing Australian energy and mineral resources often simply do not have their
own resources to produce domestic alternatives. If a foreign government was to impose
tariffs on Australian resource exports, it would simply raise costs for its own consumers
and businesses but would not encourage the discovery or exploration of energy resources
that the foreign country does not have. In other words, many countries simply do not
have a domestic resource sector to protect from trade.

Likewise, Australia’s manufacturing industries generally face few barriers to trade because
of the substantial reduction in industrial tariffs in recent decades that have been negotiated
through multilateral and bilateral trade agreements. Like Australia, most industrialised
economies in the world have low manufacturing tariffs. Within the Asia-Pacific region,
which includes many industrialising and developing countries, average manufacturing
tariffs are also low although there are exceptions, such as for motor vehicles, which incur
tariffs of around 15 per cent in China. Additionally, some Australian exporters argue that
non-tariff barriers to trade, such as technical restrictions and licensing rules, play a greater
role in creating barriers to trade. For example, inconsistent or varying health regulations for
processed food products in different areas of a country can make it difficult for Australian



exporters to penetrate foreign markets (at times, other countries
have made the same claims about Australia’s strict quarantine rules).
For this reason, technical barriers to trade are now formally part of
trade negotiations at the WTO and in bilateral trade agreements.

Australia’s service industries, which account for around 70 per
cent of the Australian economy but less than a quarter of our
exports, arguably face the most prohibitive barriers to international
trade. In many situations, trade in services is simply not feasible.
This is because of natural barriers caused by geography and
transport costs, language and cultural differences, and local tastes
and preferences, rather than the result of protectionist trade
policies in other countries. For example, Australian restaurants
might be producing some of the best food in the world, but the
market for restaurant customers is limited to people either living
in or visiting Australia. This makes it difficult for Australian
restaurateurs to export their services (other than to tourists, who
make up a very small proportion of the global consumer market for
food). The restrictions on travel and physical movement brought
about by COVID-19 have also had a severe impact on services
trade.

However, protectionism also plays a role in reducing services trade
in the global economy. Unlike goods, the main barriers to services
trade are not tariffs, but a range of government regulations and
practices that have the effect of restricting services trade. Many
countries’ banking sectors are protected from foreign competition
by restrictions on granting licences for overseas-owned banks. This
restricts the growth of Australia’s financial services industry in
overseas markets. Similarly, competitive Australian firms in the
electricity, recycling and communications industries face many
overseas markets that are dominated by monopoly government
providers or procurement arrangements that favour local providers.
Figure 6.7 lists some common barriers that Australian service
businesses face in overseas markets. The impact of restrictions to
trade in services is significant for service-based economies such as
Australia. A Productivity Commission report in 2015 noted that
international barriers to Australian services trade remain costly —
particularly restrictions on establishing commercial operations in
key Asian markets (especially for Australian financial services).
One of the main goals of trade agreements with Japan and Korea
is to reduce some of these trade barriers.

Service industry Potential trade barriers

Restrictions on foreign ownership of banks and other financial institutions

Financial services

Transport services

Professional services o
qualifications

Construction services
Utility services
Environmental services

Media and entertainment

Restrictions on the number of flight routes in another country

Licensing laws that only recognise own country's educational

Government procurement rules that mandate use of local suppliers
Government monopoly provision of electricity, gas and water
Government preferences for local suppliers of waste or recycling services

Minimum local content requirements to preserve country's culture
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EXPORT QUOTAS FOR AUSSIE GAS?

Whereas most trade restrictions are imposed
on imports, occasionally governments impose
restrictions on exports where markets are deemed
to not operate in the national interest. Natural gas
is one such market. Most gas exporting countries
apply some form of gas reservation policy, or
other policy mechanism, to protect their national
interest in supplying their domestic energy market.
Although Australia is the world’s largest supplier
of LNG, until recently it had no national policy
for gas reservation - only a state-based law in
Western Australia, requiring that 15 per cent of the
state’s natural gas production be made available
for domestic use.

In 2017, the Turnbull Government answered the
concerns of energy retailers and manufacturers,
who claimed that Australia’s liquefied natural
gas (LNG) industry had tied themselves up with
long-term deals to sell all of their output to
overseas buyers and failed to sell to the domestic
energy market at a fair price. The Government
introduced a law to restrict exports of LNG in
situations of gas supply shortages on the east
coast of Australia. The measures aimed to reduce
wholesale and retail prices for domestic industrial
users and households, which had increased sharply
in previous years. While the LNG industry claimed
that the policy would jeopardise the commercial
viability of future projects and harm investor
confidence, the Government responded that the
restrictions would only be used if it assesses that
Australia has a gas shortage in a given year.

To date, the mechanism has not been activated.
The Australian Energy Market Operator forecast in
2021 that even in the worse case scenario, it did
not expect there to be a domestic shortage until
at least winter 2023.

Government
procurement refers to the
policies and procedures
for purchasing goods and

services for the use
of the government
and public trading
enterprises.

Figure 6.7 - Trade barriers that often affect Australian services exporters
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- l |
1 Discuss the impact of subsidies in overseas economies on Australia’s trade
performance.

2 Compare and contrast recent trends in global protection levels across different
industries in the global economy.

6.6 The future of Australian industry
in the global economy

The outlook for the global trading environment in the 2020s is more uncertain than it
has been for several decades. Increasing tension between the United States and China over
trade has destabilised the global trading system, with knock-on effects for small, open
economies like Australia. The WTO’s role in the global trading system has been weakened.
The COVID-19 pandemic has sharply reduced trade in many sectors, and strengthened

Trends affecting the Australian economy protectionist sentiment overseas and in Australia. The
A pandemic has also likely triggered structural changes
Populati hi . . . . .
£ oy in the economy, which are still playing out. Finally, the
increased focus on climate mitigation overseas and in

New agricultural
production techniques

Policies to reduce emissions
| and address climate change

Falling prices of %
manufactured goods /

o Pr— Australia is also important given the current structure
population of Australia’s economy and trade. All of these factors are

likely to significantly affect Australia’s trade patterns in

S rg:ii:;? the coming years.
and India Predicting future trade patterns and their effects on the
structure of industry is always difficult. During the 1980s
COVID-19 pandemic and 1990s, there was an assumption that globalisation
; would result in a shift towards value-added manufacturing

:|‘ and services industries, and away from primary industries
Automation and
digital economy

and basic manufacturing. With the rapid industrialisation

' \
substantially higher prices for commodities, something very different happened.
Globalisation has made resources even more central to the Australian economy. Likewise,

the unprecedented imposition of international border restrictions following the COVID-19
pandemic in 2020 had a smaller than expected effect on many of Australia’s goods exports

of China and other emerging economies generating

(mainly agriculture and mining) and imports (mainly manufactured goods) despite some
delays in processing by customs at the border.

Mining will likely remain Australia’s most important export industry for the foreseeable
future. Since the early 2000s, the share of Australia’s total export revenue earned by
minerals and metals industries has risen from under one-third of exports to over 50 per
cent. In 2020-21, earnings from mining and resources exports exceeded $200 billion.
These industries, which two decades ago had been ridiculed as “old economy” industries
during the “dotcom” boom in electronic commerce, experienced a dramatic resurgence
during the resources boom of the 2000s, underpinned by the rapid industrialisation of
East Asian economies. Australia’s mining output and exports will continue to be our major
export industry for the foreseeable future. Rising trade tensions with China pose some risk
to mining exports, but there are few alternative reliable sources elsewhere in the world.
Production capacity has continued to increase as large-scale mining construction projects
have been completed in recent years. A pipeline of LNG projects is also expanding supply
and has very quickly made this one of Australia’s major export industries. LNG exports
earned $36 billion in 2020, compared to less than $10 billion a decade before (although
down from a pre-pandemic record of $49 billion in 2019). Climate change mitigation policies
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are likely to negatively affect some Australian industries in the coming years, particularly
coal. However, others, most notably iron ore, will still remain strong because there are no
substitute products available.

Australian agricultural industries face a more mixed outlook. Global food prices have
increased significantly in recent years. This has lifted farm incomes. The return of the
Australian dollar closer to historic averages has also made farming exports more competitive.
However, Australian agriculture faces major long-term challenges: more extreme weather
patterns resulting from climate change, including increased drought, bushfires, floods and
threats to livestock. Access to overseas markets may also be affected by trade barriers and
increasing levels of agricultural efficiency among competitors. Processed food industries that
add value to traditional agriculture (such as wine and dairy industries) are playing a larger
role in exports, particularly as they have been afforded greater market access under Australia’s
more recent trade agreements than traditional areas of agriculture. The global market for
high-quality processed foods is expected to continue growing strongly in coming years,
fuelled by the growth of the middle class in China and India, and Australia’s high-quality
food industries are well positioned for export growth.

Although Australia has seen a gradual reduction in its older, import-competing manufacturing
sector, at the same time, smaller, export-oriented manufacturing has continued to grow.
Opverall, manufactured exports grew from less than $10 billion to around $40 billion in the
three decades to 2021. This growth is expected to continue at a slower pace, as specialised
manufacturers expand their markets by producing high-quality goods aimed at specific
market niches. Future trends in the exchange rate will also be important for the future
competitiveness of Australian manufacturers. A stronger Australian dollar would make
domestic manufacturers less competitive in global markets while a weaker dollar would help
them perform in global markets.

Services exports are expected to recover from their COVID-19 slump as restrictions on travel
are eased in 2022. Prior to the COVID-19 pandemic, tourism had been Australia’s largest
service export, driven by increased travel across the world and the attractiveness of Australia
as a safe location with excellent weather and exceptional flora and fauna. As tourism export
earnings fell in 2020, the industry repositioned itself to serve Australian domestic tourists,
who were largely prevented from travelling overseas. Australia’s other major services export
(worth $30 billion a year before the pandemic) is international education, with Australian
schools and universities benefiting from a large intake of overseas students, especially from
China. Future export earnings are also contingent on the normalisation of travel, given that
overseas students are unlikely to pay large fees for purely online courses. Other growing
areas of services exports include:
¢ Digital services: information and communications technology (or digital goods and
services) have become Australia’s fourth-largest export at around $5 billion according
to a 2018 report from the Export Council of Australia.
¢ Environmental services: these have longer-term growth potential, such as in
the renewable energy sector, where historically Australia has been an innovator.
According to the Global Trends in Renewable Energy Investment Report 2020, annual
global investment in clean energy is now over US$280 billion, taking total
investment since 2004 over $3 trillion.

Other services sector exports for Australia that may grow in the future include professional
services, financial services and services related to infrastructure.

reviewquestions

1 List THREE industries that you think will play a greater role in Australia’s export
mix in the future. Justify your answer.

2 Outline the likely future trends in the direction of Australia’s exports.
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The aim of reductions in protection over recent decades has been to make
Australian industry more internationally competitive and to reallocate resources to
the most efficient sectors of the economy.

In the past, the Australian economy had relatively high levels of protection.
However, tariff reductions began in 1973, and during the 1990s and 2000s
Australia phased out most of its tariffs barriers. Tariff levels in Australia are low
with an average tariff rate of 1.8 per cent. Half of all imported goods and services
are tariff free and the general tariff rate is 5 per cent or less. Non-tariff barriers in
Australia are low compared with other industrialised countries.

Australia’s free trade agreements include bilateral agreements with Chile,
China, Japan, Malaysia, New Zealand, Singapore, Indonesia, Peru, South Korea,
Thailand and the United States and multilateral agreements with ASEAN and
New Zealand and the Asia-Pacific Economic Cooperation forum and the CP-TPP.

The effects of reducing protection levels on firms vary across different industries,
with traditional import-competing manufacturers losing out due to cheaper
imports, while export-oriented industries benefit from lower input costs.

The impact of lower protection levels on individuals varies. Most individuals
benefit as consumers from goods and services becoming cheaper, and from a
wider product choice and a higher quality of service. However, with the decline
of older import-competing industries, employees with less flexible skills may
experience long-term unemployment.

While lower levels of protection may benefit the economy generally, in the short
to medium term governments may lose out from reduced revenue, increased
expenditure (such as for higher unemployment benefits and structural adjustment
packages), and a loss of public support. The economy may also experience a
higher current account deficit (CAD) in the short to medium term.

The use of protectionist policies in other countries has resulted in
significant costs for the Australian economy, in particular the loss of potential
export revenue as a result of lower export prices and reduced access to overseas
markets.

One of the greatest threats to Australia’s trade outlook in the 2020s is growing
trade tensions with China. Other risks include rising trade barriers, and the
impacts of climate change on exports, both through extreme weather events and
potential carbon border taxes.

Australia’s approach of phasing out protection is likely to lead to an economy that
is more integrated with the global economy, with a higher proportion of
production and consumption going to exports and imports.

The resources boom of the 2000s resulted in a large expansion in Australia’s
mining and energy exports, underpinned also by higher commodity prices.
Although resources are expected to remain Australia’s largest source of exports,
future export growth is also expected to come from services and a more
diversified export base.
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Describe the factors that have influenced government policies to reduce
protection in Australia during recent decades.

Explain how the short-term problems associated with a reduction in protection
might be outweighed by the long-term benefits.

Discuss recent changes in Australia’s protection levels and the outlook for
protection levels in the future.

Describe the main features of TWO of Australia’s bilateral and TWO of Australia’s
multilateral free trade agreements.

Account for the varying impacts of lower levels of protection on different
industry sectors.

Examine how changes to protection levels in Australia have impacted Australia’s
trade performance and economic growth.

Discuss the impact of reduced protection levels on individuals.
Outline the impacts of lower tariffs on the Australian Government.
Discuss the impacts of global protectionist policies on the Australian economy.

Outline possible future changes in the structure of industry within Australia as a
result of current trends in the global economy.
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Issues ¢

By the end of Topic 3, you will be
able to examine the following
economic issues:

Examine the arguments for and against
increasing economic growth rates

Investigate the economic and social
problems created by unemployment

Analyse the effects of inflation on an
economy

Discuss the effect of a continued current
account deficit on an economy

Investigate recent trends in the distribution
of income in Australia and identify the
impact of specific economic policies on this
distribution

Analyse the economic and social costs of
inequality in the distribution of income

Examine the economic issues associated
with the goal of ecologically sustainable
development

—e Focus

This topic focuses on the nature,
causes and consequences of the
economic issues and problems that
can confront contemporary economies.

— Skills

Topic 3 skills questions can ask
you to:

Identify and analyse problems facing
contemporary and hypothetical economies

Calculate an equilibrium position for an
economy using leakages and injections

Determine the impact of the (simple)
multiplier effect on national income

Explain the implications of the multiplier for
fluctuations in the level of economic activity
in an economy

Calculate the unemployment rate and the
participation rate using labour force statistics

Interpret a Lorenz curve and a Gini
coefficient for the distribution of income in an
economy

Use economic concepts to analyse a
contemporary environmental issue

Assess the key problems and issues facing
the Australian 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.
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Topic 3

Introduction

This section (chapters 7—12) covers Year 12 Topic 3, Economic Issues, and focuses on the nature, causes
and consequences of the economic issues and problems that confront contemporary economies such
as Australia.

Chapter 7 examines the issue of economic growth in the Australian economy. It provides a
foundation of economic theory with which to examine Australia’s recent growth
performance. Concepts examined include aggregate demand and supply, injections and
withdrawals, the simple multiplier and the measurement of growth through changes
in real Gross Domestic Product (GDP). The chapter looks at the sources and effects of
economic growth in Australia, recent trends in the business cycle and the impacts of
economic growth.

Chapter 8  examines the issue of unemployment in the Australian economy. The chapter
covers measurement of unemployment, trends in unemployment, types and causes of
unemployment, the concept of a non-accelerating inflation rate of unemployment and
examines which groups in the community are most affected by high unemployment
levels. The chapter finishes with a review of the economic and social consequences of
unemployment.

Chapter 9 examines the issue of inflation in the Australian economy. Australia has been successful
in achieving low inflation outcomes since the early 1990s. The chapter looks at the
measurement of inflation and its trends in recent years. It then examines the main causes
of inflation and the effects of inflation on the Australian economy.

Chapter 10 examines the issue of external stability in the Australian economy. Many dimensions of
Australia’s relationship with the global economy are reflected in our external accounts.
The chapter addresses how we measure external stability in terms of the relative size of
the current account deficit, net foreign debt and net foreign liabilities. The trends in
Australia’s external accounts are briefly reviewed, with reference to Topic 2. Chapter
10 also examines the causes and effects of external imbalance in Australia.

Chapter 11 examines the issue of distribution of income and wealth in the Australian economy.
The chapter looks at how we measure inequality, and we examine some of the factors
that influence inequality by looking at the sources of income and wealth. It examines
the relationship between inequality and a range of social dimensions, such as gender,
age, occupation, ethnic background and family structure. It also examines the economic
and social costs and benefits of inequality in the context of the Australian economy.

Chapter 12 examines the issue of environmental sustainability in the Australian economy. This
is a priority because of the long-term economic impacts of climate change and water
shortages. The chapter covers the issues of ecologically sustainable development, private
and social costs and benefits of growth, and public and private goods. A number of
issues, such as preservation of natural environments, pollution control, climate change
and depletion of renewable and non-renewable resources, are also examined in the
context of the Australian economy.



Economic Growth

7.1 Introduction

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

7.4  Changing levels of growth: The multiplier process
7.5  The role of aggregate supply

7.6 The effects of economic growth

7.7 Recent economic growth trends

7.8 Policies to sustain economic growth

7.1 Introduction

Economic growth creates jobs, allows individuals to increase their consumption, and raises
living standards. Accordingly, economic growth is generally considered to be the most
important single measure of an economy’s performance. For this reason, the pursuit of
economic growth has long been a major objective of government policy.

Economic growth can be defined as an increase in the volume of goods and services that
an economy produces over a period of time. It is measured by the annual rate of change
in real Gross Domestic Product (GDP), that is, the percentage increase in the value
of goods and services produced in an economy over a period of time, usually one year,
adjusted for the rate of inflation.

real GDP (current year) — real GDP (previous year) 100
X
real GDP (previous year 1

Economic growth (%) =

The Australian Bureau of Statistics (ABS) estimates the level of GDP in Australia every
three months (that is, for every quarter of the year) in the publication called Australian
National Accounts: National Income, Expenditure and Product. To measure GDP, the ABS uses
information about household and business incomes, expenditure on goods and services, and
production by firms. You might recall from the Preliminary Economics Course, when we
looked at the Circular Flow model, that income, expenditure and production are all the
same in an economy because all production generates an income, and all expenditure is in
return for produced goods and services. To add to the confusion of three separate sources of
data to calculate GDP (income, expenditure and production), there are also three different
time periods used to measure Australia’s rate of economic growth:

® Quarterly economic growth: calculated every three months by the ABS. For
example, quarterly growth in the “March quarter” of 2022 is the percentage increase
in GDP since the previous December quarter (that is, the final three months of 2021).
So if quarterly GDP was $508 billion in the December quarter of 2021 and $514
billion in the subsequent March quarter of 2022, the quarterly rate of economic
growth would be around 1 per cent.
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* Year-on-year growth: a less volatile measure of economic growth, which measures
the percentage change in GDP between one quarter and the corresponding quarter
of the previous year. For example, if quarterly GDP was $510 billion in the March
quarter of 2021 and was $527 billion in the March quarter of 2022, the year-on-year
rate of growth would be 3.3 per cent.

* Annual economic growth: calculated using GDP statistics for the whole
financial year, which runs from 1 July to 30 June. When the June quarter national
accounts are released, usually in early September, annual growth is calculated as
the percentage increase in GDP since the last financial year. For example, if GDP
grew from $1970 billion in 2020-21 to $2039 billion in 2021-22, the annual rate
of economic growth would be 3.5 per cent.

There are a variety of measures of economic growth because economic policymakers use
growth statistics for a wide range of purposes, and each measure of economic growth is
useful for different purposes. The Reserve Bank, for example, needs to know what the level
of economic activity will be in the coming 12-18 months in order to forecast inflation
trends and determine appropriate changes in the cash rate, and therefore must look at
the most up-to-date indicators of economic growth. The Productivity Commission, by
contrast, is more interested in how structural policies affect economic growth in the long
term, perhaps over periods of decades. It is more interested in long-term growth trends,
and has little interest in volatile quarterly growth statistics that are heavily influenced
by short-term factors.

7.2 Economic growth and aggregate
demand and supply

To understand more about economic growth we must first look at the factors that
influence the level of economic activity. An understanding of how growth occurs can guide
governments in deciding how to achieve higher rates of economic growth. This has been
an issue of long-running debate among economists.

Traditionally, most economists believed that the most important factor determining
economic growth was the ability of firms to produce goods and services — that is, the
level of total output or supply. According to this theory, market economies would
naturally achieve their best levels of economic growth if they were left to operate without
any intervention by the government. The classical and neoclassical economists of the
eighteenth and nineteenth centuries argued this view as they laid the foundations for
economic theory. However, opinions changed after the Great Depression of the 1930s.
Many economists then concluded that sometimes an economy could grow at very slow
rates for very long time periods, leaving large numbers of people out of work. As a result,
economists began looking for alternative ways of achieving faster economic growth.

At this time, a British economist, John Maynard Keynes, developed a theory stating
that the most important influence on economic growth was the total level of expenditure
in the economy — that is, the level of aggregate demand. Keynes’ ideas were to become
the most important of any economist in the second half of the twentieth century, under
the title of Keynesian economics (or Keynesianism), which shaped the economic policies
of the industrialised world after World War II until the 1970s.

Keynesian economic theory suggested that people would not necessarily spend their
income just because goods were produced and businesses paid their workers for production.
If households and businesses were generally pessimistic about the future economic outlook,

O
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To access articles and
statistics about Australia’s
GDP growth rate, visit the
website of the Australian
Bureau of Statistics:
www.abs.gov.au.
Australian National

Accounts: National Income,

Expenditure and Product.
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Aggregate demand
refers to the total demand
for goods and services
within the economy.
Components of aggregate

demand are: consumption
(C); investment (1);
government spending (G);
and net exports (X — M).

Aggregate supply refers
to the total productive
capacity of an economy,

that is, the potential
output when all factors of
production are fully utilised.

Equilibrium occurs when:
Aggregate supply = Aggregate demand
Y = AD
Substituting for aggregate demand gives:
Y =C+1+G+X-M)
Substituting for aggregate supply gives:
C+S+T =C+1+G+X-=-M)

By rearranging the equation:

S+T+M =1+G+X
Leakages = Injections

households would tend to spend less on consumer goods and save more, and firms would
be reluctant to invest in capital goods. This would result in an overall decline in aggregate
demand, with falling production and rising unemployment.

Aggregate demand — represented by the symbol AD — is the total level of expenditure in
an economy over a given period of time. It includes consumption; investment; government
spending; and net export spending (export spending minus import spending).

Aggregate supply — represented by the symbol Y — is the total level of income in an
economy over a given period of time. Part of national income is collected by the
government through taxation, and the rest is either spent on consumption or is saved.

AD=C+1+G+(X-M) Y=C+S+T

WHERE: WHERE:

AD = aggregate demand Y = aggregate supply or national
C = consumer spending by households income

I = investment spending by businesses C = consumer spending by

G = government spending households

X = export revenue S = saving by households

M = spending on imports T = taxation by the government

The economy is in equilibrium, that is, it will tend to be stable,
when the level of aggregate demand and aggregate supply (national
income) are equal. By substituting the components of aggregate
demand and supply into the equilibrium equation, we find an
alternative condition for equilibrium in the economy — that the
leakages of savings, taxation and imports will be equal to the
injections of investment, government spending and exports. (This is
the way we looked at economic growth in the Preliminary Course,
with the Circular Flow of Income model). Changes in leakages
and injections are what influence the level of economic activity. If
injections are greater than leakages, the economy will grow — but if
leakages are greater than injections, economic growth will decrease
and the economy may contract.

reviewquestions

1 Identify the main way in which Keynesian economics changed governments’
approaches to economic management in the 20th century.

2 Explain the concept of economic equilibrium.

3 Assume an economy is in equilibrium and government spending increases by
$10 billion, and savings increase by $2 billion. Describe what happens to the
economy in terms of leakages, injections and economic growth.

7.3 The components of aggregate
demand

Changes in the level of economic growth in the short to medium term are driven largely
by changes in the level of aggregate demand. To better understand what drives economic
growth, we need to examine the individual components of aggregate demand. By analysing
the factors that influence these individual components, we can see what factors will cause
the economy to expand and contract over time — and therefore better understand what
policies may be used to increase the level of economic growth.
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Influences on consumption

Examining the influences on leakages and injections allows us to see what factors influence
the level of economic growth.

Influences on consumption and saving

Consumption is an important determinant of the level of economic Public investment 5%
growth because consumption by households typically makes up Household / Government spending
consumption (total general government)

around 55-60 per cent of expenditure (or aggregate demand) in the 56%
economy (see figure 7.1). Anything that boosts consumption is also
likely to boost expenditure (demand) and hence economic activity
(that is, income or supply).

/ 22%

Business
——— investment
11%

Obviously, the most important factor influencing the level of
consumption is income itself. People with higher incomes tend to
consume more. Economies with higher incomes tend to consume

Housing
more. If a person’s income rises over time, their consumption tends (dwelling construction)
to rise too. However, because we want to kl’lOW hOW COl’lSllmpthl’l can Source: ABS Australian National Accounts (Cat. 5206.0, Table 3)
. . D . . . Note that aggregate demand is calculated by adding
influence economic activity (including income), we must look at the net exports (exports minus imports)

factors that influence consumption for @ given level of income — that is,
all the factors other than income. Put another way, our concern is
with the proportion of total income that is spent on consumption, called the average
propensity to consume (APC), and the proportion of total income that is saved, called
the average propensity to save (APS). The three greatest influences on the APC are
consumer expectations, the level of interest rates and the distribution of income.

Figure 7.1 - The components of domestic demand

Consumer expectations Average propensity
. . . o L to consume (APC) is
Expectations about future price rises and the general availability of goods will influence the proportion of total

consumers’ decisions to spend or save their income. If consumers expect a rise in their income that is spent
incomes or in inflation, or if they anticipate future shortages of goods, then they tend to on consumption.

spend more and save less in the short term. On the other hand, if consumers expect that
their incomes might fall, that prices might fall or that goods and services might become

more available in the future, then they are inclined to spend less and save more. Average propensity
to save (APS) is the
The level of interest rates proportion of total
. . . . Cy. . income that is not spent,
An increase in the general level of interest rates would discourage individuals from but is saved for future

spending their money (as the cost of borrowing money is now higher) and therefore consumption.

encourage them to save, while a decrease in interest rates would encourage spending and
discourage saving.

The distribution of income

Generally speaking, the more equitable (even) the distribution of income, the higher the
rate of overall spending, and vice versa for a more inequitable (uneven) distribution of
income. This is because people on lower incomes tend to spend proportionately more of
their income than those on higher incomes. This reflects a key insight of the Keynesian
consumption function: the more income that an individual receives, the higher proportion
they save and the lower proportion they spend. For example, a person with a net income
of $500 per week might have to spend it all on basic costs of living, whereas someone
receiving a net income of $5000 per week might comfortably save half of that level of
income. As a result, policy changes which redistribute income from higher to lower income
earners (such as increasing the base rate of JobSeeker payments), are more likely to increase
consumer spending than policy changes which increase the income of high income earners
(such as a reduction in the top marginal tax rate).
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Influences on investment

Business investment is one of the most volatile components of demand or aggregate
expenditure, usually contributing between 10 and 15 per cent. The main factors influencing

business investment are the cost of capital equipment and business expectations.

The cost, or relative cost, of capital equipment is influenced by the following factors:

Changes in interest rates. A fall in interest rates would make it cheaper to borrow
funds for the purchase of capital equipment, and a rise in interest rates would raise
borrowing costs. Interest rates also represent an opportunity cost for firms who own
their capital. Firms with available cash reserves will compare the returns from either
saving money (for example, lending it to others, such as by buying bonds) or using it
to fund the acquisition of capital or other businesses (alternatively, they may simply
return cash to investors through increased dividends or a share “buy-back”). Higher
interest rates make it more attractive for a business to save, and less attractive to
borrow for investment. Global credit conditions can also impact domestic interest
rates and therefore the level of business investment in Australia.

A change in government policies relating to investment allowances and tax
concessions on capital goods. For example, if the government allowed businesses to
claim the full cost of capital equipment immediately, instead of claiming depreciation
over several years, this would reduce their tax liability and make capital cheaper than
it otherwise would have been. In April 2021, the Australian Government extended
incentives designed to encourage business investment. This included enabling firms
with turnover of up to $5 billion to deduct the full cost of assets that they buy until
July 2023, instead of only being able to claim the depreciation value of those assets
from year to year.

Any change in the price or productivity of labour (labour being a substitute
for capital in the production process) or technological innovations will affect the
relative cost of capital compared with labour. For example, if either the cost of labour
increased or more advanced labour-saving technologies became available at the same
cost, then the relative cost of capital compared with labour would have decreased,
making its use more attractive.

Business expectations about future prospects, a factor sometimes described as entrepreneurial

or as “animal spirits”, influence the level of investment. The factors that affect expectations are:

Any change in expected demand for their products. If entrepreneurs expected
a future increase in demand, they would be more inclined to purchase new capital
equipment to boost production and satisty that demand.

Any change in the general economic outlook. If economic growth is expected to
increase, entrepreneurs will be more inclined to invest in capital equipment because
a higher level of economic activity should improve the returns on investment.

Inflation leads to uncertainty about future prices and future costs of production,
and this is likely to lead to reduced investment in productive capital equipment.

Influences on government spending and taxation

Levels of government spending and taxation can also have a significant influence on
the level of economic activity. Federal government spending usually makes up around
20-25 per cent of aggregate demand or expenditure, while taxation is around 20-25 per
cent of aggregate supply or income.
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As we will discuss in chapter 14, when we look at fiscal policy, one of the main goals
of government spending and taxation policies is to maintain a sustainable rate of
economic growth, and help achieve the goals of low unemployment and inflation. This
means that governments may increase their level of spending and/or reduce the level of
taxation to increase aggregate demand and boost growth. Alternatively, governments may
reduce their level of spending and/or increase the level of taxation to reduce aggregate
demand and growth. These decisions on spending and taxation will also be influenced by
policy objectives for external stability and the sustainability of government debt.

Influences on exports and imports

Changes in export sales and demand for imports can have an impact on the level of aggregate
demand and economic activity. Exports and imports are each equal to between one fifth and
one quarter of aggregate demand. If export revenue is equal to import spending, net exports
(export revenue minus import spending, that is, the trade balance) neither adds nor subtracts
from aggregate demand. Australia’s recent sustained trade surpluses have made a positive
contribution to aggregate demand.

Australia’s volumes of exports and imports are influenced by the levels of overseas and
domestic income. When overseas income levels rise, Australia’s exports tend to rise as well.
When Australian income levels rise, Australia’s imports tend to rise as well. Apart from
income levels, Australia’s net exports are also influenced by exchange rate inflation, levels
of international competitiveness, protectionist policies of other countries, and consumer
tastes and preferences:
® When Australia has a weaker exchange rate, domestic industries are more competitive
as the relative cost to foreign purchasers decreases, often resulting in increased sales.
This means that net exports will be higher, adding to aggregate demand and boosting
economic activity.

e When Australia has a stronger exchange rate, domestic industries are less competitive
and their products become more expensive for foreign consumers. As a result, net exports
will be lower, detracting from aggregate demand and reducing economic growth.

As discussed in more detail in chapter 6, improving Australia’s trade performance is
important to government policy because of its impact on Australia’s level of aggregate

demand and economic growth.
reviewquestions

1 Explain how expectations can affect both consumption and investment.

2 Describe the impact of increased government spending and lower taxation on
demand.

3 Discuss the influence of net exports on the level of aggregate demand.

7.4 Changing levels of growth: the
multiplier process

We now turn to the question of how changes in the level of aggregate demand influence the
level of economic activity. In the analysis that follows, we simplify the economy to the three-
sector Circular Flow model — that is, including individuals, firms and financial institutions,
but not including the government or international sectors.

As we saw in the previous section, income (Y) that is not spent on consumption (C) must
be saved (S). Likewise, expenditure in the economy (AD) is made up of consumption (C)
and investment (I).
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The multiplier is the
greater-than-proportional
increase in national income

resulting from an increase
in aggregate demand.

_ A'in consumption

Ll A in income

_ Ain savings
" Ainincome

MPS

The consumption that comes from income is obviously equal to the consumption part of
expenditure. However, there is no reason why savings (S) and investment (I) have to be equal
all the time (see the factors influencing savings versus the factors that influence investment
in the previous section as evidence of this).

Whenever S is not equal to I, the economy will be disrupted from its state of equilibrium.
The Circular Flow model suggests that the economy will move towards a state of
equilibrium — at a higher level of economic activity when the injection of I is greater
than the leakage of S, and at a lower level of economic activity when the injection of I is
less than the leakage of S.

How does this adjustment take place? By the multiplier process, an economic concept
developed by John Maynard Keynes.

When there is a shock to the economy, such as a change in consumer or business
expectations, a change in interest rates, or a change in government policies, there will be a
change in injections or leakages. For example, improved business expectations for economic
recovery will increase business investment and expenditure (demand). This expenditure
will provide increased income for individuals, who then consume more, which will further
increase expenditure and income and so on. Therefore, the initial increase in investment
will have a multiplied impact on national income.

However, the increase in investment will not continue to increase income forever. Each
time the injection moves around the economy, its impact on expenditure gets smaller
because some of the income is not consumed but saved. This savings component is a
leakage that reduces the effect of the higher investment on national income. The number
of times the final increase in national income exceeds the initial increase in expenditure
that caused it is the multiplier. The mechanism by which changes in aggregate demand
result in changes in GDP is known as the multiplier effect.

To calculate how a change in injections or leakages has a multiplied impact on income
we need to consider two more concepts:
e the marginal propensity to consume (MPC), that is, the proportion of each extra
dollar of income that is spent on consumer products

¢ the marginal propensity to save (MPS), that is, the proportion of each extra dollar
of income that is saved.

In any economy, the sum MPC + MPS = 1 always holds, since each extra dollar of income
must be either consumed (spent) or saved.

This can be explained using the following example: Assume that for each extra dollar of
income, consumers spend 70 per cent (70 cents) and save 30 per cent (30 cents).

In thiscase MPC = 0.7 and MPS = 0.3

Assume also that investment in the economy has increased by $10,000. This represents
an injection into the circular flow of $10,000, or put another way, an initial increase in
aggregate demand of $10,000. If the economy was previously at equilibrium, this means
that aggregate demand will now exceed output in the economy. This excess in aggregate
demand will manifest itself in an unplanned rundown of stocks. Producers will respond
by increasing output and national income will initially increase by $10,000 (since the
initial increase in aggregate demand was $10,000).

However, the multiplier process ensures that national income will ultimately rise by much
more than $10,000. It works like this:
e National income will increase by the initial $10,000.
e Of that $10,000, $7000 will be spent (since the MPC = 0.7) while $3000 will be
saved (MPS = 0.3).
e The $7000 that is spent will be income to those who receive it as payment for goods
and services.
e Of that $7000, $4900 will be spent (0.7 x $7000), while $2100 will be saved.
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e The $4900 that is spent will be income to those who receive it. They in turn spend
70 per cent of it and save 30 per cent — and so on.

This process will continue, but the amount of additional consumption spending each time
will decline until it eventually becomes insignificant.

The following points should be noted before the total increase in income generated by
this multiplier process is calculated. First, it is the MPS that causes the amount of income
generated by each successive wave of spending to decrease. Second, the sum of each
successive wave of income generated will add up to the total amount by which national
income increases. The final increase in national income is equal to the initial increase in
aggregate demand multiplied by “the multiplier”.

The size of the multiplier is k = (k being the symbol for the multiplier)

determined by the MPS and or MPS
can be expressed as: « 1 .
=1 _MPC (since MPC + MPS = 1)
Under the assumptions in our 1
example (that is, MPS = 0.3): k = MPS - 03 3.3333

The total increase in income

generated by the $10,000 AY = kx/A AD = 3.3333 x $10,000 = $33,333
increase in aggregate demand is:

In other words, three and a third times the initial increase in aggregate demand.

Clearly, the larger the MPS, the smaller will be the value of the multiplier. If individuals
save proportionately more of their extra income, they will spend less and therefore
generate less additional income. It follows that the factor by which we must multiply our
initial increase in aggregate demand must also be less. The reverse will also be true — the
smaller the MPS, the larger the value of the multiplier. The multiplier process occurs
because an initial injection causes new waves of spending, as all sectors of the economy
are interconnected. If the government increases spending to build new roads, firms receive
payments to purchase factors of production, and workers receive wages which they can
either consume or save.

The multiplier process also works for decreases in aggregate demand. For example, if we
had a decrease in investment spending of $10,000, the multiplier effect would work in
reverse, leading to a decrease in national income of $33,333.

Thus, we can see that any change in the level of planned expenditure (whether due to changes
in investment, government spending, consumer spending or net export spending) will have
a multiplied effect on the level of national income. Governments use the multiplier process
because an initial increase in government spending can result in a much larger increase in
economic activity as money circulates through the circular flow of income.

Note that in the analysis above we have only used what is called the “simple multiplier”,
as required by the Year 12 Economics Syllabus. The simple multiplier is calculated by
only considering savings as a leakage from the circular flow. If we were to also include the
government and international sectors of the circular flow, we would also need to know
what proportion of income is “leaked” into taxation and import spending. For example,
if in addition to 30 per cent of income being saved, a further 10 per cent of income
was paid in tax and a further 10 per cent was spent on imports, total leakages would be
50 per cent of income, and the value of the multiplier would fall to 1 divided by 0.5, that
is, 2. However, the Year 12 Economics Syllabus only requires you to calculate the
multiplied impacts of changes in leakages and injections on national income using the
simple multiplier.

Appendix B: Advanced
Economic Analysis at
the back of this textbook
looks at the income-
expenditure diagram —
an extension of the
economic growth theory
covered in this chapter.
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reviewquestions

1 The following numbers apply to a hypothetical economy:
($m) C=10,1=5,G =17, X =20, M =12, MPC = 0.7
(a) Calculate the level of aggregate demand in the above economy.
(b) Calculate the value of the MPS.
(c) If the government wanted to increase national income by $100m, by how
much would it have to increase its own spending levels?

2 Suppose that in an economy, a $25m increase in consumption leads to a
$80m increase in national income. Calculate the value of this economy’s
marginal propensity to save.

7.5 The role of aggregate supply

While shifts in aggregate demand play the main role in determining the level of economic
growth in the shorter term, aggregate supply also plays an important long-term role in
influencing levels of economic growth. An economy’s aggregate supply is determined by
the quantity and quality of the factors of production — natural resources, labour, capital,
and the ability of entrepreneurs to combine them efficiently to produce

General price level

goods and services. Economies with more or better-quality factors of
production will be able to produce more goods and services.

Economists sometimes refer to aggregate supply as an economy’s
“potential”. This means that when aggregate supply increases, an economy
can grow faster. As figure 7.2 shows, an increase in aggregate supply can
lead to an increase in total output (economic growth) and a reduction in
the general price level (inflation). An economy can grow faster and more
sustainably when aggregate supply is increased. An increase in aggregate
supply will result in GDP growth and price stability through lower
inflation.

0 vV %

Total output Aggregate supply can be increased when a higher level of output can be

Figure 7.2 - The impact of increased aggregate

supply on economic growth

produced for the same cost, that is, when there is an increase in quantity
or improvement in the quality of the factors of production. This can be
achieved through changes such as:

¢ Population growth — labour is the main input into the production process, so if
there is an increase in the population (either through increased immigration or birth
rates) and there are more workers available, the economy will be able to produce
more goods and services. For several decades, Australia’s relatively high population
growth (through immigration) has been a major contributor to growth rates that
are ahead of most advanced economies.

¢ Discovery of new resources —for example, new mineral and metal deposits discovered
in Australia can be exploited to increase exports and increase economic growth.

e Workers acquiring new skills — for example, more highly trained doctors and
health professionals may be able to diagnose illnesses more quickly and treat them
more effectively.

¢ Increased capital — for example, investment in capital equipment that efficiently
replaces labour will in the long term increase the capacity of the business to produce
goods.

¢ The adoption of new technology — for example, businesses providing their customers
with a mobile phone app to place orders and receive customer service online, saving
the cost of sales agents needing to visit customers or speak to them on the phone, thus
reducing labour costs.
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® Measures to improve efficiency — for example, by establishing automated
fulfilment centres in metropolitan Sydney, Amazon has enabled same-day delivery
of items purchased online.

* Government policies — for example, in the 2021-22 Budget, the federal
Government announced investment in “regtech” solutions, which make it cheaper
and easier for businesses operating in highly regulated sectors such as energy, fishing
and medical supplies. Lower costs and faster approvals from government agencies
can make it easier to produce goods and services.

If macroeconomic management is successful in managing aggregate demand, over time an
economy will begin to run out of spare capacity and reach capacity constraints. If aggregate
demand continues to rise without a corresponding increase in aggregate supply, the only
result is higher inflation — this is why microeconomic policy is important, as it focuses on
the supply side of the economy, bolstering long-term growth. This occurred in Australia
during the mining boom in the mid-2000s, with widespread shortages of skilled workers,
and bottlenecks in transport infrastructure, especially at ports. Policymakers responded
with measures to increase aggregate supply. To address skill shortages, Australia brought
in more skilled workers from overseas and expanded apprenticeships.

The focus of microeconomic policy is to increase aggregate supply. Microeconomic
policies can increase aggregate supply through improving human capital, since a more
skilled workforce should have greater labour productivity and higher levels of workforce
participation. Likewise, microeconomic policies that enhance economic infrastructure
can increase aggregate supply, such as through faster broadband networks and increasing
investment in road, rail and port infrastructure. An increase in aggregate supply will shift
the economy’s production possibility curve to the right.

reviewquestions

1 Outline the impact of an increase in aggregate supply on total output and the
price level. Use a diagram to support your answer.

2 Discuss TWO changes in production which may result in increases of
aggregate supply.

3 Outline TWO examples of policies that might increase aggregate supply in an
economy.

7.6 The effects of economic growth

Traditionally, economic growth has been regarded as the most important objective for
economic management. This is because economic growth makes it possible to achieve other
aims. However, while economic growth is essential to achieve many economic and social
objectives, economic growth can also sometimes create problems.

Faster economic growth results in an increase in real GDP per capita. Real wages can
rise and households can enjoy a higher disposable income and therefore higher material
living standards. This is the main reason that countries pursue higher levels of economic
growth. Australia’s record of sustaining economic growth for almost three decades (until
the COVID-19 recession in 2020) saw an average annual growth in living standards
(measured by real GDP per capita) of 1.6 per cent over three decades (falling from 2.1 per
cent in the 1990s to 1.8 per cent in the 2000s and 1.0 per cent in the 2010s). Australia’s
slower rate of economic growth and wages growth in the 2010s meant that living standards
improved at a slower rate than in past decades.

A key factor in the slower growth in Australian living standards in recent years (with real
disposable income falling in some years) is the long period of below-average wages growth.
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Economic growth creates jobs, and in an economy that sustains strong economic growth,
everyone who is willing and able to work should be able to find employment. Over the longer
term, higher rates of economic growth are usually associated with the development of new
and more advanced industries. Countries with higher levels of economic growth therefore
tend to create more highly paid and highly skilled jobs.

Higher levels of economic growth can result in price increases and larger wage claims,
contributing to a rise in the level of inflation. This is particularly the case if spending is
growing at times when the economy is close to its full capacity and the growth in aggregate
supply cannot keep pace with the growth in aggregate demand. Inflation is therefore often
a side effect of economic growth. A major aim of macroeconomic policy is to keep growth
at a level that is not so high that it prompts a surge in inflation — this is known as the
“sustainable rate of economic growth”.

Economic growth is often accompanied by higher disposable incomes, leading to increased
consumer and business spending, resulting in a higher level of imports. When an economy
is growing faster than its trading partners, unless exports keep pace with growth in
imports, the balance of goods and services can worsen and the current account deficit can
increase. An excessive current account deficit, in turn, can undermine confidence in an
economy. For that reason, the balance of payments can sometimes become a “speed limit”
on growth, reflected in the concept of a “balance of payments constraint”. When a country
faces a balance of payments constraint, policymakers may deliberately reduce the level of
economic growth in order to improve external stability.

Economists generally assume that economic growth contributes to higher living standards
and therefore to better outcomes for everyone. However, this is not necessarily so.
Sometimes, the benefits of economic growth flow disproportionately to higher-income
earners or owners of capital, rather than flowing more broadly throughout the economy
through wage increases or lower prices. In this respect, rapid economic growth can lead to
increased inequality in income distribution, if the benefits of growth are not widely shared.
Absolute poverty should fall as the economy grows, but relative poverty is likely to rise
as income distribution tends to be more unequal during periods of strong growth. The
benefits of strong growth are often skewed towards skilled workers rather than unskilled
workers, so the gap between the rich and poor widens.

Economic growth can potentially have a negative impact on the environment. If growth
is pursued with little regard to the environment, it can result in pollution, depletion of
non-renewable energy sources and damage to the local environment. The consequences of
climate change require economies to break the link between higher rates of economic growth
and increased greenhouse gas emissions if the world is going to avoid catastrophic climate
changes. Ecologically sustainable development takes into account the impact of economic
growth on the environment. In the long term, economic growth must become ecologically
sustainable, avoiding the negative outcomes of resource depletion and climate change. The
shift to environmentally sustainable economic growth strategies can also create new industries
and jobs, such as through renewable energies and new low-carbon technologies.
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reviewquestions

1 Contrast TWO positive and TWO negative impacts of economic growth for an
economy.

2 Explain how higher rates of economic growth can affect living standards and
income distribution in an economy.

7.7 Recent economic growth trends

The level of economic activity is never entirely stable. A market economy
such as Australia’s is subject to the ups and downs of the business cycle
(that is, the general level of economic activity) caused by changes in the level
of aggregate supply and demand. Figure 7.3 represents a typical pattern of
growth in real GDP for a market economy. Although the overall pattern
shows an upward trend in real GDP, the pattern of growth is uneven and
there are periods where stronger economic growth is often followed by
recession (decreased levels of economic activity, generally associated with

Output

rising unemployment).

The pattern of economic growth in Australia during recent decades has

been relatively stable — both compared with previous cycles and compared
with other economies. Australia enjoyed a record-breaking period of 28

Time

years of economic growth from 1991-92 to 2018-19, averaging 2.9 per
cent growth in GDP during that period. Australia went into recession in

Figure 7.3 -

The business cycle

2019-20 due to the impact of the COVID-19 pandemic. A recession is when the economy
contracts, that is, has a negative rate of economic growth, for two consecutive quarters.
This happened in the March and June quarters of 2020, when the economy shrunk by

0.3 per cent and 7.0 per cent respectively.

Below are eight factors that influenced Australia’s growth cycle in recent years, including
global and domestic influences and policy decisions. Australia has mostly benefited
from global economic trends, but has also gained from its successful management of the

economic cycle:

* Global economic conditions have been mostly favourable for Australia in recent

decades. Strong demand for Australia’s resource exports underpinned a boom in
mining and construction investment, as well as a surge in export revenues that
helped Australia avoid the prolonged downturn that Europe and the United States
experienced following the global financial crisis in 2008. Weaker global economic
conditions as a result of the COVID-19 pandemic, and a trade dispute with China,
may impact Australia’s economic growth in coming years.

Australia experienced a terms of trade boom from 2005-2011, driven by very large
increases in the prices of Australia’s commodity exports (specifically iron ore, coal and
natural gas). The terms of trade remained well above historic averages throughout the
2010s, and rose strongly in the late 2010s and again as the global economy recovered
from the COVID-19 pandemic in 2021.

Macroeconomic management in Australia was reasonably successful in maintaining a
sustainable rate of economic growth (prior to the COVID-19 recession) — a level
that does not push inflation above its target range of an average 2—3 per cent, generates
employment growth and maintains external balance. The Australian Treasury estimates
that Australia’s long-term sustainable rate of economic growth is around 2.75 per cent
of GDP. In the three decades to 2020, growth was within the range of 2—4 per cent for
22 out of 30 years (on three occasions it was more than 4 per cent, and on five occasions
it was below 2 per cent).
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The Reserve Bank of Australia’s pre-emptive use of monetary policy and its focus on
maintaining low inflation was important in sustaining economic activity. The RBA has
taken quick action to ward off inflationary pressures when the economy is experiencing
high levels of growth. Conversely, during times when the economy has weakened, the
RBA has responded quickly by reducing interest rates to support aggregate demand
before the actual downturn sets in. For example, in response to weakening economic
growth in 2019 (before the COVID-19 pandemic), the RBA made three reductions
in the cash rate, bringing it down to 0.75 per cent in October 2019. Immediately in
response to the pandemic in March 2020, the RBA made two reductions in the cash rate
to 0.25 per cent, reducing it further in November 2020 to a record low 0.10 per cent.

During periods of economic downturn, the Government has successfully used active
fiscal policy to increase economic growth. The Australian Treasury has concluded
that Australia avoided a recession after the global financial crisis in 2009 because
the Government responded quickly with a large-scale fiscal stimulus that had an
immediate impact on household consumption and government spending. Similarly,
in response to COVID-19 in 2020, the Government initiated the largest fiscal policy
intervention in Australian economic history, to prevent an even deeper and more
prolonged recession.
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Figure 7.4 - Australia’s economic growth performance

Australia has a higher level of population growth than most other advanced
economies, mainly due to its immigration intake. For example, net migration in
2020 was 194,400 or less than 1 per cent of the population, and contributed 60.5
per cent to Australia’s annual population growth. International border closures
following the onset of COVID-19 sharply reduced migration inflows, and for the
first time since World War II, net overseas migration was negative in 2020-21. BIS
Oxford Economics estimated that Australia’s population will be 1.1 million lower
than was projected over the next decade, due to the reduction in migration during
the pandemic. Their calculations suggested that by 2025 the economy could be 4
per cent smaller and have 822,000 fewer people as a result.



The most significant economic development during
Australia’s recent long growth cycle was the mining
boom. At the time, the Reserve Bank Governor, Glenn
Stevens, described it as the greatest expansionary
shock to the Australian economy in more than 50
years. Strong growth in China and other emerging
economies resulted in soaring demand for natural
resources such as coal, gas, oil and iron ore, leading
to a sharp increase in prices and the largest increase
in Australia’s terms of trade for 150 years. The spike in
global resource prices in the 2000s was especially large
because of a long period of low investment in mining
operations around the world, meaning that global
supply was price inelastic: mining companies were
unable to increase output quickly in response to the
increased demand, and so prices soared. This meant
that average prices for Australia’s commodity exports
tripled between 2003 and the peak of the cycle — as
shown in figure 7.5.

This increase in commaodity prices sparked the largest
sustained improvement in Australia’s terms of trade
on record. Although the terms of trade slipped back
briefly during the downturn that followed the global
financial crisis in 2009, the terms of trade soon
recovered and by 2011 were the highest in 140 years —
and 65 per cent above their average level during the
20th century. This provided a very large stimulus to
the economy. The Reserve Bank noted in 2011 that
the terms of trade boom had added 15 per cent to
Australia’s nominal GDP, equivalent to over $190 billion
per year. This meant that the resources boom had a
larger positive impact on national income in Australia
than all of Australia’s economic reforms of the 1980s
and 1990s and the revolution in information and
communication technologies. Although foreign-owned
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mining companies sent a share of their increased
profits overseas, the boom did not only benefit those
working in the construction, mining and transport
sectors. Australian taxpayers also benefited as higher
company tax receipts allowed the Government to
reduce personal income taxes.

A decade and a half after the beginning of the terms of
trade boom, income per person in Australia was around
20 per cent higher than it was in the mid-2000s, and
average real wealth per person had risen by 40 per
cent. The prices for Australia’s commodity exports
also remained resilient throughout the 2010s, as figure
7.5 shows.

Global recessions usually result in a downturn in
commodity prices, but the fall in prices for Australian
commodity exports during the global COVID-19
recession was relatively mild. By mid-2021, rising
prices for iron ore, copper and nickel resulted in a surge
that saw commodity prices return near to their peak in
2011. In some respects, the mining boom that began in
2008 is still underway in the early 2020s. Nevertheless,
in the long run, fossil fuel exports such as coal and gas
will decline, as economies around the world transition
to lower carbon energy sources. Future growth will be
driven by investments in clean energy infrastructure as
countries seek to meet their climate goals.

Australia’s future economic growth is likely to be
underpinned by terms of trade that remain above their
historic averages and growth in some commodity
exports. But to recover from the economic impacts
of COVID-19 and sustain economic growth in the
decade ahead, Australia needs to diversify its
sources of growth. A key challenge will be recovery
of Australia’s tourism and education exports, which

were severely affected by COVID-19 border

closures. Restoring Australia’s relationship with
China will also be important to future economic
developments, given Australia’s reliance on
exports to China.
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Figure 7.5 - Reserve Bank of Australia Index of Commodity Prices
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Year

1989-90 |

1990-91
1991-92
1992-93
1993-94
1995-96
1996-97
1997-98
1998-99
1999-00
2000-01
2001-02
2002-03
2003-04
2004-05
2005-06
2006-07
2007-08
2008-09
2009-10
2010-11
2011-12
2012-13
2013-14
2014-15
2015-16
2016-17
2017-18
2018-19
2019-20
2020-21
2021-22

Growth GDP
(%)  ($bn)
3.6 798
—0.4 795
0.4 798
4.0 830
4.0 863
3.8 896
3.9 931
4.0 968
46 | 1012
5.1 1064
39 | 1106
19 | 1127
40 | 1172
30 | 1207
4.1 1256
32 | 1206
28 | 1333
38 | 1384
37 | 1434
19 | 1462
2.1 1492
25 | 1529
39 | 1589
26 | 1630
25 | 1672
22 | 1708
28 | 1755
24 | 1797
29 | 1850
20 | 1887
02 | 1882
14 | 1908

Source: ABS Australian National
Accounts (Cat. 5206.0), Table 34,
GDP chain value (real)

Figure 7.6 - Australia’s GDP

e Large increases in asset prices such as real estate and shares since the early 2000s have
increased the wealth of households, encouraging greater borrowing and consumption.
This is known as the “wealth effect”. Of course, higher housing prices also constrain
the spending power of homebuyers but overall, the wealth effect of higher asset prices
tends to increase economic growth.

¢ A slowdown in productivity growth has contributed to the lower rates of growth
in recent years, following a period of record growth in the 1990s. Analysis for the
Treasury’s 2021 Intergenerational Report noted that labour productivity growth
had averaged 1.5 per cent over the 30 years to 2018—19, but that this was because
of high productivity growth between 1988-89 and 2003-04. In the most recent
productivity cycle in the 2010s, labour productivity averaged 1.2 per cent annually,
which was half the rate that was being achieved in the mid-1990s. Other advanced
economies have also experienced slower productivity growth in recent years.

Australia has been been relatively successful in navigating changing economic conditions
and external developments — from the Asian financial crisis of 1997-98, to the worldwide
downturn that followed the collapse of the “dotcom” boom of 2001, to the deeper global
recession that followed the global financial crisis in 2008, and the global COVID-19
recession in 2020. In part, this reflected good luck — the specific impacts of each of
those events on Australia was milder than for most advanced economies, and the global
resources boom was a once-in-a-century event. Yet with less skilful macroeconomic policy,
and without the economic flexibility created by a succession of microeconomic reforms,
Australia would have had much less success in responding to those events.

Australia’s longer-term economic challenges are described by the Australian Treasury
as “the three Ps” — productivity, participation and population. Sustaining long-term
productivity growth, high levels of workforce participation and continued population
growth from natural growth and immigration will help Australia to achieve the highest
possible rate of economic growth. Australia’s 2021 Intergenerational Report projected an
average annual growth rate of 2.6 per cent in real GDP for the next four decades, slightly
below the average of 3.0 per cent in the past four decades.

The participation rate in NSW is expected to fall from 65.3 per cent in 2018-19 to
61.6 per cent in 2060—61 because of the ageing population. NSW Treasury’s 2021
Intergenerational Report estimated that this decline will occur despite an increase in
participation among working age women and older workers. This outlook underscores the
significance of policy measures to lift productivity growth and participation in the longer
term. The NSW Treasury calculated in 2021 that for every additional 0.1 percentage
point increase in average annual productivity growth over the next 40 years, Australians
will enjoy an average increase in living standards of $11,000 per year.

reviewquestions

1 Outline the recent economic growth performance of the Australian economy.

2 Discuss the effect of productivity, participation and population on Australia’s
economic growth.

3 Compare the growth performance of the Australian economy to other
high-income economies during the recent growth cycle.
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7.8 Policies to sustain economic
growth

A major aim of economic management is to sustain a high rate of economic growth to
allow national wealth to grow and individuals to experience a higher standard of living. The
government is able to use macroeconomic policies to influence the rate of economic
growth. The main role of macroeconomic policy is to influence economic growth in the
short term with the primary aim of smoothing volatile fluctuations in the business cycle.
These policies will have only a limited impact on the level of long-run growth rate.

Fiscal policy involves the use of the Commonwealth Government’s Budget in order to
achieve economic objectives. Government expenditure in the Budget represents an injection
into the economy, whereas government revenue (taxation) is a leakage from the economy.
By adjusting its expenditure and revenue, the Government is able to influence the level of
aggregate demand and therefore the level of economic growth. If the Government wants
to increase the level of economic growth, it can reduce taxation, increase expenditure or
do both. This would increase the level of injections relative to leakages and therefore cause
an upturn in the level of economic growth. Alternatively, economic growth would be
constrained if taxation receipts were increased or government expenditure was reduced.
Fiscal policy is more effective in stimulating growth during a downturn than slowing
down an economy that is growing fast, and it played the central role in the Australian
Government’s policy response to the COVID-19 recession in 2020.

The Government is also able to use monetary policy to influence economic growth.
Monetary policy involves the Reserve Bank of Australia influencing the level of interest
rates in the economy, which in turn influences the level of aggregate demand and the
rate of economic growth. If the Government and the Reserve Bank want to stimulate
growth, interest rates can be reduced, which would encourage consumer and business
spending. Conversely, to decrease growth, interest rates can be raised. Monetary policy
has been the main macroeconomic policy tool for influencing the level of economic
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For further information

on the recent economic
growth performance of
the Australian economy,
visit the recent speeches
and publications sections
of: www.treasury.gov.
au and www.rba.gov.au,
the Australian Bureau of
Statistics site: www.abs.
gov.au, or the economics
section of any of the major
Australian banks such as
www.anz.com.

Australia’s growth and economic outcomes since 1983

14.0
12.0
10.0
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Sources: ABS Australian National Accounts (Cat. 5206.0) Consumer Price Index (Cat. 6401.0),
Labour Force (Cat. 6202.0), Balance of Payments and International Investment (Cat. 5302.0)

Australia experienced the longest
unbroken run of growth in the world
from 1991-2019. Economic growth
averaged 2.9 per cent a year, boosting
employment and living standards. But
the rate of economic growth slowed in
the 2010s prior to the COVID-19
recession

Inflation averaged around the
mid-point of the 2-3 per cent inflation
target since its introduction in the early
1990s. Monetary policy has been
focused on containing price pressures
because of the economic instability
that can result during periods of high
inflation. The low level of wages
growth in the past decade has
contributed to sustained low inflation.

After unemployment spiked in the early
1980s and early 1990s, Australia achieved a
sustained reduction in unemployment over
time. Unemployment edged up after the
global financial crisis in 2008 and gradually
fell during the 2010s, but underemployment
rose, with around one in four part-time
workers wanting more work. Australia
experienced an increase in unemployment
during the COVID-19 recession (peaking at
7.5 per cent in July 2020).

Australia has experienced a trend
improvement in its current account after
several decades of persistently high
deficits. While the balance on goods
and services has varied with the
economic cycle, increased mining
export volumes have resulted in trade
surpluses, while low global interest
rates have constrained growth in debt
servicing costs.
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growth in recent years, although the effectiveness of further easing in monetary policy
has declined in recent years as interest rates have reached record lows. In November
2020, the Reserve Bank reduced the cash rate to 0.1 per cent, which it indicated was
as low as it could go.

The main role that macroeconomic policies play in influencing economic growth is to
affect the growth rate in the short term through influencing aggregate demand, with
the aim of smoothing fluctuations in the business cycle and achieving the highest level
of growth that the economy can sustain in the short to medium term. Macroeconomic
policies will only have a limited impact on the level of long-run growth that an economy
can achieve. Macroeconomic policies are discussed in detail in chapters 14 and 15.

Microeconomic policies aim to increase the economy’s sustainable growth rate by
increasing aggregate supply, and reducing the extent to which higher growth causes
inflationary and current account problems, the factors that may constrain higher growth.
In effect, microeconomic policies increase aggregate supply in order to keep pace with
rising aggregate demand. The Productivity Commission has argued that Australia’s strong
rates of growth in the 1990s came about because of the far-reaching microeconomic policies
that were undertaken during that period. Increased investment in workforce skills and
physical infrastructure in recent budgets have aimed to increase the economy’s aggregate
supply, alongside reforms to increase competitive pressures and reduce unnecessary
regulation. Microeconomic policy is discussed in detail in chapter 16.

- l -
1 Discuss the use of macroeconomic and microeconomic policies to support
economic growth.

2 Discuss the policies a government might use to accelerate economic growth.
3 Analyse the role of government policies in increasing aggregate supply.
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el - ET Eldsummary

Economic growth is measured as the percentage increase in the value of goods
and services produced in an economy over a period of time, usually one year.

The economy is in equilibrium when the level of aggregate demand (total
demand for goods and services within the economy) is equal to the level of
aggregate supply (total productive capacity of the economy).

The Circular Flow of Income model shows that certain economic factors

can be identified as either injections or leakages in the overall level of economic
activity. Investment, government spending and exports are injections because
they add to the circular flow of income. Savings, taxation and spending on
imports are leakages because they take money out of the circular flow of income.

Consumption is influenced by consumer expectations of future economic
developments, the level of interest rates, income distribution and consumer
preferences between consumption and savings.

Investment is influenced by the level of interest rates, government policies,
labour costs, productivity levels and business expectations.

Net exports are influenced by income levels in Australia and overseas,
movements in the exchange rate and the international competitiveness of
Australia’s industries.

The multiplier process explains how an increase in aggregate demand
will increase the overall level of national income by much more than the initial
increase. This amount is known as the multiplier. The size of the multiplier is
determined by the marginal propensity to save and can be expressed as:

1 1 A in savings

k= —— OR K= —— where MPS = —
MPS 1 - MPC A in income

Aggregate supply resulting from improvements in efficiency and technology
can lift productivity and can accelerate economic growth.

Economic growth results in higher living standards and increased employment,
but can also contribute to increased inflation, external instability, greater income
inequality and damage to the natural environment.

Australia’s most recent economic growth cycle was the longest on record,
beginning in the September 1991 quarter and ending in the March 2020 quarter
with the onset of the COVID-19 pandemic and the first recession in three
decades. Although economic growth slowed in the 2010s, Australia still achieved
stronger growth than most advanced economies. The long sustained growth
cycle reflected several factors, including the benefit of a major term-of-trade
boom, demand for Australian resource exports from China, the success of
macroeconomic policies in sustaining low inflation, and the legacy of substantial
microeconomic reform in past decades.
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1 Explain why economic growth is important to an economy.

2 Consider an economy where: S =40, T=20, M =10, G=35, X =5, C = 25,
MPC = 0.6.

a) Determine the level of investment; and
b) Calculate the level of aggregate demand.

3  Outline the main factors that influence the levels of consumption and investment
in an economy.

4  State the leakages and injections equation for an economy to be in equilibrium
and explain the effect on the level of economic activity when:

a) total leakages exceed total injections; and
b) total injections exceed total leakages.

5 Define the multiplier. Explain how the concept of the multiplier is related to an
understanding of economic growth.

6 Consider why economist John Maynard Keynes advocated an active role for
the government in influencing the level of economic activity. Discuss how the
government might influence the level of aggregate demand.

7  Contrast the positive and negative impacts of a higher level of economic growth
for an economy.

8  Explain the importance of aggregate supply and how a government may be able
to achieve sustainable economic growth in the long term.

9 Examine the factors that have contributed to the recent growth performance of
the Australian economy.

10 Evaluate the policies available to governments to achieve economic recovery after
a recession.



COVID-19 The impacts on the
Australian economy

COVID-19 represents one of the most powerful
external shocks in Australian economic history. It
ended Australia’s record-breaking 28-year economic
growth cycle in ways that nobody could have imagined:
a shutdown of state and national borders, enforced
lockdowns across Australia that confined people to
their houses, and a temporary prohibition on whole
sectors of economic activity. The economic impact was
far-reaching. Consumer spending shifted dramatically,
with travel, leisure and entertainment spending
curtailed, while spending increased in other areas
as households stockpiled emergency supplies from
supermarkets and spent more on home entertainment.
Within a month the share market had fallen by 37 per
cent, and the dollar was down to US55 cents, its lowest
level in almost two decades — although both the dollar
and the equity markets recovered in the months that
followed.

COVID-19 prompted the largest-scale macroeconomic
policy intervention in Australian economic history,
costing the Budget $291 billion in economic support
by mid-2021, and leading to the largest-ever Budget
deficit of $161 billion in 2020-21. Its centrepiece
was JobKeeper, a $90 billion program that initially
subsidised wages to the tune of $1500 per fortnight per
employee for businesses whose turnover had fallen by 30
per cent or more due to COVID-19, with the subsidy
gradually reduced and phased out by March 2021. As
states imposed further lockdowns throughout 2021, the
federal Government introduced a COVID-19 Disaster
Payment to provide financial support for people who
lost work because of a lockdown, with the value of the
payment depending on the duration of the lockdown
and the number of hours of lost work.

Other fiscal policy measures introduced during the
pandemic included increased unemployment benefits,
with fortnightly payments temporarily doubled, as well
as providing free child care, tax-free cash payments of
between $20,000 and $100,000 to eligible small and
medium businesses, and one-off COVID-19 business
grants. These measures are discussed in chapter 14.

The Government’s fiscal policy measures were
complemented by immediate monetary policy action
from the Reserve Bank. The RBA cut its cash rate three

times in 2020, down to a record low of 0.1 per cent in
November 2020. The RBA also supported the supply of
credit to keep the economy afloat, and undertook asset
purchases, involving the outright purchase of assets
by the Reserve Bank from the private sector. These
measures are discussed in chapter 15.

The effects of the COVID-19 recession were fast and
far-reaching:

¢ Economic growth — GDP fell in two successive
quarters of 2020, by 0.3 per cent in March and a
record 7 per cent fall in June. By the September
quarter, the economy had begun to recover,
recording an increase in GDP of 3.4 per cent,
followed by another 3.1 per cent increase in
December 2020. Prior to the extended period
of lockdowns in 2021, Treasury estimated that
GDP growth of 3.75 per cent in 2020-21 would
be followed by 3.5 per cent in 2021-22. The
economic growth impacts of COVID-19 are
discussed in chapter 7.

e Labour market — Unemployment peaked at
7.5 per cent in July 2020, the highest rate in
over 20 years, while youth underemployment
reached a peak of 23.6 per cent in April 2020.
Retail and hospitality managers, hospitality
workers, and sports and personal services workers
were the three hardest hit occupations in terms
of job losses in 2020. Economic recovery in
early 2021 brought many jobseekers back into
the labour market, with the participation rate
reaching a historic high of 66.3 per cent in
April early 2021. The impacts of COVID-19 on
unemployment are discussed in chapter 8.

¢ Businesses — COVID-19 had vastly different
impacts across different industries. Business
relying on international tourism suffered severe
impacts. Businesses in accommodation and food
services, transport, postal and warehousing, and
arts and recreation services were hard hit by
lockdowns and most likely to report difficulty
in meeting financial commitments. Some other
businesses such as delivery and online retail
benefited from expanded opportunities.
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Inflation — Some unusually large but temporary
price movements (in particular because of the
Government’s decision to make child care free
for several months) resulted in the first decline
in year-ended CPI inflation since the early 1960s
and the largest quarterly decline since 1931.
Underlying inflation is expected to remain below
the inflation target range for some time. The
impacts of COVID-19 on inflation are discussed
in chapter 9.

Distribution of income and wealth — While
the lasting effects of the pandemic on the
distribution of wealth will take many years to
emerge, cross-country IMF research into the five
major pandemics of this century (SARS, swine
flu, MERS, Ebola and Zika virus) found that
income inequality worsened steadily after each
pandemic, with disproportionate negative effects
on lower-skilled workers.
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Figure 7.8 - Real GDP - Australia

While there was a huge cost to Australia’s policy response
to COVID-19, economists agreed that the longer-term
economic costs would have been even greater without
intervention. The economic damage would have been
larger and more permanent, as bankruptcies and
unemployment would have risen more sharply, and
household consumption and business investment would
have fallen much further. The following figure shows
Treasury’s estimate of the trajectory of the economic
recovery, prior to the extended period of lockdowns
in late 2021. The success of the vaccination rollout in
Australia and globally is a key factor in reducing the
need for lockdowns and in achieving this recovery.

“The economic recovery in Australia has been stronger than
was earlier expected ... The experience to date has been that
once virus outbreaks are contained, the economy bounces
back quickly ...

The economy is benefiting from significant additional policy
support and the vaccination program will also assist with the
recovery ... the Bank’s central scenario is for the economy to
grow by a little over 4 per cent over 2022 and by around 272
per cent over 2023. This scenario is based on a significant
share of the population being vaccinated by the end of this
year and a gradual opening up of the international border from
the middle of 2022.”

Statement by Philip Lowe, Reserve Bank Governor,
3 August 2021
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8.1 Introduction

One of the most important measures of an economy’s health is the state of the labour market,
and in particular the proportion of people engaged in productive work. High levels of
unemployment are a major problem, because the opportunity cost of higher unemployment
includes less production, slower economic growth, lower taxation revenue and higher
social welfare payments. In addition, unemployment leads to major long-term social costs,
including increased inequality, poverty, family problems, crime and social division.

In recent decades, the labour market has changed in many significant ways. Some of the
most significant changes have been in the age and gender profile of the workforce; the
expansion of highly skilled and decline of unskilled jobs; and the move away from secure,
full-time employment. The level of unemployment is regarded as our key indicator of
the state of the labour market, but economists also pay attention to other measures as
well, such as underemployment and the underutilisation of labour. In assessing Australia’s
progress on reducing unemployment after the COVID-19 recession, these other indicators
will also provide valuable insights into labour market conditions.

8.2 Measuring the level of unemployment

While economists generally agree on what unemployment is, there are differences in views
about how to calculate the level of unemployment. A considerable amount of economic
debate about labour market conditions is related to the different ways in which we measure
unemployment.

The labour force

The labour force (or workforce) can be defined as that section of the population 15 years
of age and above who are either working or actively seeking work. Therefore, the labour
force consists of:

e persons aged 15 and over who are currently employed for at least one hour per week
of paid work, and also includes those on paid leave, as well as those on leave or stood
down without pay for less than four weeks, on strike, on workers’ compensation, or
receiving payment whilst undertaking full-time study

Labour force consists
of all the employed and
unemployed persons in

the country at any given
time.
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Labour force

participation rate refers
to the percentage of the
population, aged 15 and

over, in the labour force,
that is either employed
or unemployed.

Unemployment refers
to a situation where
individuals want to
work but are unable

to find a job, and as a
result labour resources
in an economy are not
utilised.

¢ self-employed persons working for at least one hour per week in their own business
or a family business

¢ unemployed persons aged 15 and over, who are currently available for work and are
actively seeking work.

Those persons not included in the labour force are:
e children under 15 years of age
e full-time, non-working students above 15 years of age
e people who perform full-time domestic duties

¢ unemployed persons who are not willing to actively apply for jobs and attend job
interviews or who are not available to start work

® people who have retired from the labour force.

The size of the labour force in Australia was 13.8 million in mid-2021.

The labour force participation rate

In Australia, anyone over the age of 15 can participate in the labour force and is therefore
considered to be a member of the working-age population. Determining the actual size
of the labour force requires taking into account people’s willingness and preparedness to
participate in the labour force, either by working, or for those without a job, by looking
for work. People may decide not to participate in the labour force for many reasons, such
as studying, undertaking carer’s responsibilities, volunteering full-time, or because they
have other income sources or feel they are unlikely to find work.

The labour force participation rate can be defined as the percentage of the working-age
population — those aged 15 years and over — who are in the labour force, that is, either
working or actively seeking work.

Labour force 100
X
Working-age population (15+) 1

Labour force participation rate (%) =

The participation rate in Australia was 66 per cent in mid-2021, a recovery of 4 percentage
points over the year, as employment recovered following the onset of the COVID-19
pandemic.

Unemployment

Unemployment statistics reflect the number of people who are out of work but are
actively seeking work. To be classified as actively seeking work, a person without a job
must satisfy any one of a number of criteria, such as:

e regularly checking advertisements from different sources for available jobs

¢ being willing to respond to job advertisements, apply for jobs with employers and
attend interviews

e registering with an employment agency linked to Job Services Australia.

To determine the rate of unemployment, the Australian Bureau of Statistics (ABS) undertakes
a monthly survey of the labour force. Through this survey of around 50,000 individuals, the
ABS calculates both the total number of unemployed people and the rate of unemployment.

Number of persons unemployed 100
X
Total labour force 1

Unemployment rate (%) =

Australia’s unemployment rate was 5.1 per cent in June 2021, down from 7.4 per cent
a year earlier.



There is some debate amongst economists about the accuracy
of the calculations that are currently used in the official measure
of unemployment. As a result of structural changes that have
occurred in Australia’s labour market in recent years, the
classification of all people into three categories of employed,
unemployed and not in the labour force does not provide a
complete picture of the actual utilisation of labour (or spare
capacity), and may disguise the extent of Australia’s labour
market problems. There are two main problems associated
with current labour force statistics:

1 By classifying people as either employed or unemployed,
official statistics do not take into account the number of hours
people work. Some employed people with a limited amount of
work want to work more hours — known as underemployed
people. If a 40-hour per week job were converted into four
10-hour per week jobs, this would create three new jobs and
reduce the official unemployment rate, without increasing
real economic activity or the demand for labour. Much of the
impact of the COVID-19 lockdowns in 2020 was reflected in
increased underemployment rather than unemployment.

2 By classifying people as either in the labour force or not
in the labour force, official unemployment statistics do not
include people who have not been able to find work and
have left the labour force — known as “hidden unemployed”.
Also known as “discouraged jobseekers”, this group may
include family members undertaking home duties, students
that would rather work, and people with disabilities who
would take up suitable employment if it were available.

These shortcomings were highlighted in the labour market
statistics at the beginning of the COVID-19 pandemic, when
the official number of unemployed people initially increased
by just 105,000, even though 1.3 million people had lost their
jobs. Around 500,000 left the labour force, because they saw no
point in seeking work when so many businesses were closed.
Another 750,000 were “employed” but did not work a single
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hour (although this was temporary, as the number of people
working zero hours fell from 767,000 in April 2020 to just 57,000
a year later).

Taking into account the combination of unemployment and
underemployment, the ABS publishes additional measures of
the underutilisation of labour. The first of these is the labour
force underutilisation rate, which measures the number of
people unemployed plus the number who want to work more
hours. In mid-2021, the labour force underutilisation rate was
12.5 per cent, down from 19.1 per cent in June 2020 and below
its levels before the pandemic.

The ABS also publishes an extended labour force
underutilisation rate, which adds to the underutilisation rate
two additional groups of people who are marginally attached
to the labour market (persons actively looking for work and
able to start within four weeks but not within one week
and discouraged jobseekers). Prior to the sharp increase
in unemployment resulting from COVID-19 lockdowns, the
extended labour force underutilisation rate was 20.1 per cent
in February 2020. It shows that official unemployment statistics
measure less than half of the number of people who are short
of work.

The problem with merely adding the percentage of unemployed
and underemployed workers together is that it does not give
us an accurate view of the spare capacity in the labour market,
because unemployed people typically want to work three times
as many additional hours as underemployed people. In order
to better measure the amount of spare capacity in the labour
market, the Reserve Bank calculates an Hours-based Labour
Underutilisation rate. This measure adds to the unemployment
rate the extra hours that underemployed part-time workers are
seeking, effectively converting those hours to the equivalent
of full-time jobs. In June 2020, underutilised hours across
Australia totaled 57 million hours per week. This represented
an hours-based underutilisation rate of 6.3 per cent.

reviewquestions

1 Outline how the unemployment rate is calculated and explain what it

measures.

2 Explain why the official unemployment rate may not be the best measure of

the number of Australians out of work.

3 Discuss whether an increase in the participation rate is likely to increase or

reduce unemployment.

4 ldentify THREE reasons why a person may not be counted within estimates of

the size of the labour force.

8.3 Recent unemployment trends

The surge in unemployment that took place in 2020 brought unemployment back to levels
that had not been experienced since the early 1990s. The recent impact of the COVID-19
pandemic on Australia’s labour market came after a long period of unemployment stabilising
at a level between 5 and 6 per cent. While in some economies the rate of unemployment
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surged (in the United States, it soared from 4 per cent to 16 per cent), Australia’s quick and
large-scale policy response has meant that the pandemic’s impact on Australia has been much
smaller. As shown in figure 8.1, Australia began experiencing higher unemployment rates
in the mid-1970s, after recording very low unemployment rates in the 1960s and early
1970s. The level of unemployment peaked in the early 1990s — the 10.7 per cent
unemployment rate recorded in 1992-93 was its highest level since the Great Depression
of the 1930s. The main reason for this increase was a severe recession in Australia and the
global economy. Falling aggregate demand saw cutbacks in production and the closure of
many firms, which led to the shedding of labour and an increase in unemployment.

e E— The unemployment problem

rate (%) during this period was worsened
" | by extensive structural change
o and microeconomic reform.
B 1 Many people who had lost their
jobs in declining industries during
the recession were unable to obtain
new jobs created in growing
industries because the job vacancies
often required higher or different
skills. As new technologies and
production techniques changed the
structure of businesses, Australia’s
unemployment problem became

one of the major structural issues
Source: ABS Labour Force, Australia (Cat. 6202.0) 2020-21 *Treasury Forecast Year facing the Australian economy.
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Figure 8.1 — Unemployment in Australia There was a gradual downward
trend in unemployment for the 15
years from 1993 to 2008. Conditions changed suddenly in 2008 as the global financial
crisis triggered a worldwide recession, but in Australia the increase in unemployment was
much milder than in most advanced economies. Unemployment rose by almost 2 per cent
during 2008-09, but a recovery in growth the following year meant that unemployment
was again close to 5 per cent by 2010.

During the 2010s, Australia’s unemployment rate stayed mostly in the range of 5 to 6 per
cent (rising marginally higher in 2015), which was just below the average for advanced
economies. Following the onset of the COVID-19 recession, the unemployment rate
peaked at 7.4 per cent in July 2020. This was the highest rate of unemployment seen in
over 20 years but was still lower than the peaks seen in the 1990s. Australia’s job market
was less affected, with the employment rate falling by 3 per cent in the second quarter
of 2020 compared to an average of 4.9 per cent across the OECD. The employment rate
recovered to its pre-pandemic level in the first half of 2021, more than 18 months ahead of
the OECD average. In mid-2021, Australia’s unemployment rate fell just below 5 per cent,
and Treasury forecasts pointed to an unemployment rate of 4.75 per cent by mid-2023.

Australia’s labour market has also sustained faster growth in part-time than full-time
jobs during recent decades. The official unemployment statistics do not fully capture the
problem of underemployment, in which individuals are in employment but they want
to work more than their current hours. A comparison of underemployment rates in 2019
ranked Australia as having the third-highest level of underemployment in the OECD.
Underemployment increased further during the COVID-19 pandemic, reaching a record
high 13.7 per cent in 2020 (or 1.8 million people), before falling back to 7.4 per cent
(around one million) in mid-2021. Some 32 per cent of Australians were in part-time
jobs, averaging 21 hours per work. Almost half of those part-time workers (48 per cent)
wanted to work longer hours.



Australia needs economic growth rates above 3 per cent in order to make progress on
reducing unemployment (assuming no changes in medium-term trends in immigration,
family sizes, productivity and participation). The relationship between economic
growth and unemployment is explained by Okun’s Law, which says that to reduce
unemployment, the annual rate of economic growth must exceed the sum of percentage
growth in productivity p/us increase in the size of the labour force in any one year. Analysis
by the Reserve Bank in 2015 (“Okun’s Law and Potential Output”) concluded that the rate
of GDP growth consistent with stable unemployment had fallen from around 5 per cent
in the 1970s to 2.9 per cent by 2015. One implication of Okun’s Law is that in the short
term, higher rates of productivity growth actually make it more difficult to reduce the
rate of unemployment (as Australia experienced in the 1990s when it was enjoying higher
productivity growth rates). Conversely, one of the short-term impacts of lower productivity
growth will often be a lower rate of unemployment (as Australia experienced in the 2000s).
However, this trade-off between faster productivity growth and faster employment growth
only applies in the short term. In the long run, a higher level of productivity growth
should lead to stronger economic growth and more job creation, but in the shorter term
more jobs are likely to be created during a period of lower productivity growth because
employers will be forced to hire more workers if they want to increase production.

Australia’s labour force participation rate is expected to decline gradually over coming
decades, falling from a peak of 66.3 per cent in March 2021 to 63.6 per cent by 2060-61
(according to the Treasury’s 2021 Intergenerational Report). Structurally, Australia’s
population is ageing because of longer life expectancy and lower fertility rates. In 2020,
16.4 per cent of Australia’s population was aged over 65 years, compared to 12.2 per cent
before the turn of the century. The ABS forecast that by 2030 this will grow to 18.1 per
cent of the population (or over 5.4 million Australians). At the same time, the expected fall
in the participation rate caused by the growth in the over 65 population will be partially
offset by continued increases in the participation rates of women. This reflects younger
generations of women participating more than older generations, and expectations that
they will remain in the workforce as they get older. Other factors that may influence the
participation rate in coming decades include technological change (for example, allowing
more remote working), the continued shift towards a service-based economy, and changes
to the occupational structure of the Australian workforce.

review

1 Outline the recent trends in Australia’s unemployment rate.

tion

2 Explain the relationship between productivity and unemployment.

8.4 The main types of unemployment

In order to understand how the government’s economic strategies can reduce unemployment,
it is helpful to distinguish between the different types of unemployment.

Structural unemployment

Structural unemployment occurs because of structural changes within the economy caused
by changes in technology or the pattern of demand for goods and services. Workers find
that the skills previously useful in declining industries do not match the job opportunities
opening up in newly emerging industries. Most of Australia’s persistent, long-term
unemployment problem is attributed to structural unemployment.
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Okun’s Law explains
the relationship between
unemployment and
economic growth,
showing that to reduce
unemployment, the
annual rate of economic

growth must exceed

the sum of percentage
growth in productivity
plus increase in the size
of the labour force in any
one year.
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Hidden unemployment
refers to those people

who can be considered
unemployed but do not

fit the official definition of
unemployment and are
thus not reflected in the
unemployment statistics.

Cyclical unemployment

Cyclical unemployment occurs because of a downturn in the level of economic activity and
falls during times of strong economic growth. Falling demand means fewer employment
opportunities. Cyclical unemployment was the major contributor to a rise in unemployment
in 2020, as the COVID-19 pandemic led to a short recession.

Frictional unemployment

Frictional unemployment represents the people who are temporarily unemployed as they
change jobs — they have finished one job but have not started a new one. It generally takes
time to move from one job to another as workers invest time and effort into finding a
suitable job, and as employers invest time and effort in the search for suitable candidates.
Frictional unemployment is inevitable, although it is increased by delays in matching
unemployed people to available jobs. Improving the efficiency of job matching services
through job and skills databases can help to reduce frictional unemployment. Each year
in Australia, around 1 in 12 workers (or one million people) change jobs.

Seasonal unemployment

Seasonal unemployment occurs at predictable and regular times throughout the year
because of the seasonal nature of some kinds of work (for example, selling gelato on the
beach in summer or being a shopping centre Santa Claus). It also accounts for the influx of
students finishing school, university and TAFE courses between December and March each
year. Official unemployment figures are usually seasonally adjusted to take these fluctuations
into account.

Hidden unemployment

Hidden unemployment includes those people who can be considered unemployed but do
not fit the Australian Bureau of Statistics definition of unemployment and are thus not
reflected in the unemployment statistics. This includes those individuals who have been
discouraged from seeking employment and are no longer actively looking for a job. Because
they are not actively seeking work, such people are not officially classified as unemployed,;
they simply are not participating in the labour force. These people are known as the hidden
unemployed or discouraged jobseekers. For example, someone who worked as a tour guide
for Korean tourists and lost their job in 2020 during the COVID-19 pandemic might have
decided not to seek alternate employment until border controls on visiting Australia were
removed.

The presence of hidden unemployment shows up in the statistics as a decline in the labour
force participation rate when these individuals give up looking for work, but they are not
shown in the unemployment statistics. While it is difficult to measure this figure, the
Australian Council of Social Service has estimated that there are as many as 1.3 million
hidden unemployed people in Australia. The Australian Bureau of Statistics has reported
a sustained increase in recent years in the number of people who want to work and are
able to work, but are not actively seeking work for reasons such as family responsibilities,
short-term illness and study. The ABS calculated in 2020 that 1.4 million Australians
were in the category of wanting to work and being able to start work within four weeks
but not actively seeking work (and not officially in the labour market).

Underemployment

Underemployment refers to people who work for less than full-time (35 hours per week)
but would like to work longer hours. These people are not classified as unemployed, but
they represent a significant growing part of Australia’s unemployment problem. The
increased importance of understanding trends in the level of underemployment is reflected
in the Australian Bureau of Statistics’ decision to begin measuring underemployment on
a monthly basis since 2014.
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In mid-2021, approximately 1.1 million people were underemployed, representing
7.9 per cent of the workforce. This means that Australia has a larger number of people
who are underemployed than who are unemployed. The long-term trend of rising
underemployment reflects the fact that there has been faster growth in part-time and casual
work than full-time jobs in recent years. Underemployment is a particular challenge for
young workers. In May 2021, the underemployment rate for people aged between 15 and
24 was 20.6 per cent, almost three times higher than for the population overall.

Another important measure of unemployment is the number of long-term unemployed —
referring to those people who have been out of work for 12 months or longer, usually as
a result of structural unemployment.

Once a large pool of long-term unemployed people exists, it can be very difficult to reduce
it. High economic growth can help because it stops the pool growing, but on its own it is
not enough to solve the problem. Long-term unemployment often turns into permanent
unemployment. This is because people who are out of work for long periods of time find it
much harder to find a job, even when the economy picks up. Some reasons for this include:
® New arrivals into the unemployment pool are re-absorbed into the workforce more
quickly, especially if they have skills that are more up to date and

Average Median Long-term

attractive for employers, compared to the longer-term unemployed. Year (weeks) (weeks) unemployed

e The long-term unemployed usually suffer from structural (%)
unemployment and do not possess the skills demanded in the labour | 1970 7.3 n/a n/a
market. 1975 12.7 n/a n/a

e Unemployed people lose their confidence that they will find work

. . . . 1980 32.0 n/a n/a
when they are persistently unsuccessful in applying for jobs.

e Unemployed people also lose contact with the world of paid work LS R0 i i
and do not learn about the new skills and developments in the labour | 1990-91 39.4 14 21.0
market, which further reduces their employment opportunities. 1995-96 50.5 19 28.1

* Potential employers tend to look less favourably towards people who | 5000_01 475 16 205
have been out of work for a long period of time.

2005-06 39.6 13 18.2
Figure 8.2 shows that a sharp increase in the proportion of the jobless who | 5910-11 36.7 14 193
are classified as long-term unemployed o.ccu.rred durmg the. recession of e AR - -
the early 1990s. Although there was a significant decline in long-term
unemployment as a proportion of total unemployment until 2008-09, 201617 4.7 7 239
since then there has been an increase in the proportion of long-term | 2017-18 47.4 17 23.6
unemployed. This is in addition to the discouraged jobseekers (not actively | 2018-19 48.8 16 24.1
seeking work) who are not counted in the pool of long-term unemployed | 5919-00 48.9 15 24 1
persons. A key goal of Australia’s large-scale policy response to the 209021 55.0 19 33.4
COVID-19 recession was to address the risk of labour market “scarring”, ' '

. Source: ABS Labour Force, Australia, Detailed

that is, long-term unemployment. Long-term unemployment almost (Cat. 6291.0.55.001, Table 142)

doubled as a result of the COVID-19 recession, from a low of 134,100 in .
April 2020 to a 26-year high of 258,600 in March 2021, before it began Figure 8.2 - Duration of unemployment
to fall — reflecting the success of Australia’s policy response.

Economists sometimes also speak of hard-core unemployment, which refers to people
who are out of work for so long that employers consider them unemployable because
of their personal circumstances. Circumstances that might result in a person not being
employable include mental or physical disability, drug abuse or anti-social behaviour.
When someone is assessed as being unable to undertake work, even on a part-time basis,
they are placed on a disability support pension. People on the disability support pension
are not counted in the official unemployment statistics.
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reviewquestions

1 Define cyclical and structural unemployment.

2 Explain the difference between underemployment and hidden unemployment.

3 Discuss why it may be more difficult for a long-term unemployed person to
find work compared to other unemployed persons.

8.5 The non-accelerating inflation
rate of unemployment

T — The non-accelerating inflation rate of unemployment (NAIRU) is another important
inflation rate of concept in understanding unemployment. The theory behind the NAIRU is that some

unemployment (NAIRU) level of unemployment is inevitable in an economy, and efforts to reduce unemployment

refers to the level of below this “natural” level will be counterproductive. This natural rate of unemployment,
unemployment at which

J . commonly called the NAIRU, is comprised of frictional, seasonal, structural and hard-core
there is no cyclical | Wh | s ab he NAIRU. th . .
e unemployment. en unemp oyment is above the , t ere is spare cz?paaty in
where the economy is at the labour market, which suggests that policymakers should stimulate economic growth
full employment. with the aim of reducing unemployment. When unemployment is already at or below

the NAIRU, an increase in economic growth will increase wage pressures because there
are insufficient numbers of unemployed people to fill those job vacancies (given that they
need to have the right skills and be available to work). In other words, efforts to reduce
unemployment below the NAIRU will result in higher inflation. The conflict between
inflation and unemployment can be shown on the Phillips Curve diagram, which is
discussed further in chapter 13.

% % The concept of the NAIRU has important
12 — —12 | implications for economic policy. It suggests
e - e L9 S IEE 41| that policies to encourage economic

/ \\\ —— NAIRU (Treasury calculation) growth and reduce unemployment will

19| be worthwhile up to a point, but beyond
- g | that, these policies will only create
inflation. A lower NAIRU increases
the economy’s capacity to grow without
—7 | increasing inflation and can be achieved
over the long term through policies that
reduce structural, seasonal and frictional
-1° unemployment. For instance, the NAIRU
14 | might be reduced through increasing
retraining and re-skilling programs to

B 7° | aid the structurally unemployed, or by
~ X ~ . . . .

QRO 0O YN OO~ making it easier for workers to change jobs

0000”0 OO0 000000 o0 00 . .

Al e e s VI VS AR S VRS AR S U S RS VRSV VS or move interstate, or by removing hurdles
Source: ABS Labour Force, Australia (Cat. 6202.0, 6204.0), RBA Budget Paper No.1, Statement 4: for people with a disability to access a
The labour market through COVID-19, RBA Bulletin (2017) Estimating the NAIRU and
Unemployment Gap, and RBA (2019), Assistant Governor Luci Ellis speech. *Forecasts Workplace.

Figure 8.3 - Unemployment and the NAIRU since 1979 Estimating the NAIRU is very complex
because there is no simple way to measure
it, and because calculations of the NAIRU aim to remove cyclical influences, even though
the levels of unemployment and inflation are highly influenced by cyclical factors. It is
also difficult to pinpoint as it can shift up and down with changes in the structure of the
labour market. Figure 8.3 shows that estimates of the NAIRU have trended downwards
in recent decades.



Declining inflationary and wage pressures in recent years have suggested that the NAIRU
is lower than previously thought. While the NAIRU has previously been estimated at
around 5 per cent, in 2021 the Treasury estimated that the NAIRU was within the range
of 4.5 to 5 per cent in the five years before COVID-19. The Treasury analysis also suggested
that the strong labour market recovery in 2021 meant that the COVID-19 recession will
have less impact on the NAIRU than was initially expected.

reviewguestions
1 Explain why economists are interested in estimating the non-accelerating

inflation rate of unemployment.

2 Outline how an economy might reach its non-accelerating inflation rate
of unemployment.

3 Discuss the implications of an economy’s unemployment rate falling below its
non-accelerating inflation rate of unemployment.

8.6 The causes of unemployment

Economists disagree over the causes of unemployment and what policies should be used
by the Government to address Australia’s unemployment problem. There are many
explanations for unemployment offered by economists, including that:

e Economic growth has been too low to generate adequate employment growth.
* Jobseekers do not have the right skills to fill job vacancies.
* Jobseekers do not have adequate opportunities for education and training.

* Rapid structural change in our economy is creating a larger pool of workers whose
skills are no longer in demand.

® Wage rates are too high, especially for low-skilled workers.

e There are too many regulations surrounding employment, discouraging employers
from hiring new employees.

e Some people choose to remain unemployed, because they can receive government
welfare benefits instead.

* Workers in high-income economies whose jobs can be performed overseas cannot
compete with workers who are paid low wages in developing economies.

* Not enough is done to help people with mental illness or with a disability to find
suitable work.

The causes of unemployment are considered in detail on the following pages.

The demand for labour is a derived demand — it is derived from the demand for the goods
and services that labour helps to produce. If there is a downturn in the level of aggregate
demand in the economy, this may be reflected in a downturn in the demand for labour and
an increase in the level of unemployment. The decline in aggregate demand could be due to:

* an economic downturn with lower domestic consumption and investment spending

e government policies (such as contractionary monetary or fiscal policy) designed to
dampen demand

® a decrease in the demand for Australia’s exports due to a global recession, slower
growth in the economies of our major trading partners, or because of less competitive
Australian goods and services in world markets.

Unemployment is correlated with the overall level of economic growth. It is generally felt
that unemployment is likely to start rising when growth falls below around 2 per cent.
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On the other hand, when growth is above 3 per cent, the level of unemployment is likely
to fall. Generally there is a time lag of around six months between a change in the level
of economic growth and a change in employment levels. Changes in the level of economic
growth mainly affect cyclical unemployment.

Expansionary fiscal policy, with large deficits and
low interest rates, saw unemployment fall from
11 per cent to 8.5 per cent.

A shift towards tighter monetary policy and fiscal
consolidation contributed to slower growth and a
slight increase in unemployment to 9 per cent.

Interest rate reductions helped accelerate growth,
encouraging spending, business investment and
job creation.

The cycle of interest rate increases slowed down
growth in 2000 and 2001 and resulted in an
increase in unemployment levels.

The mildly expansionary stance of monetary policy
supported growth and led to a fall in unemployment
levels. Mildly expansionary fiscal policy alongside

a major resources boom helped sustain further
reductions in unemployment to around 4 per cent.

Unemployment levels increased to around

6 per cent as the global recession impacted on the
Australian economy, prompting highly expansionary
macroeconomic policies that aimed to minimise the
downturn.

As Australia recovered from the global downturn,
unemployment fell as expansionary fiscal and
monetary policies promoted economic growth.
From late 2009 onwards, fiscal stimulus was wound
back and interest rates returned to more normal
levels.

With economic growth below its long-term average
and inflation low, monetary policy became increasingly
expansionary, in part to offset contractionary fiscal
policy, which was focused on gradually reducing the
budget deficit.

The economy received a major external shock from
the COVID-19 pandemic, which required a shutdown
of many parts of the economy. Fiscal policy became
strongly expansionary, and interest rates fell to record
lows. These settings remained in place in 2021 as
the economy recovered, to support a return to full
employment and inflation within its target band.

The trends in the measures of unemployment and
underutilisation in recent years confirm their correlation
with the rate of economic growth. The sharp contraction
in economic activity that began in the March quarter of
2020 resulted in an immediate surge in unemployment.
Prior to then, economic growth in the 2—3 per cent range
had seen unemployment stay mostly in the 5-6 per cent
range for several years, while there was a small trend
increase in the underutilisation of labour. Similarly, in
the previous decade during a period of faster growth from
2003 to 2008 unemployment fell (from 7 to 4 per cent),
and during the economic slowdown in 2009 it rose (from
4 to a peak of 5.9 per cent).

The stance of macroeconomic policies

Macroeconomic policy settings can influence the level
of cyclical unemployment in the short to medium term,
through their influence on the business cycle.

Fiscal and monetary policy both influence the level
of aggregate demand through their influence on the
business cycle, and this in turn influences the level
of unemployment in the short to medium term. An
expansionary stance aims to increase economic growth
and job creation. To support economic activity during
the COVID-19 recession, the Reserve Bank cut the cash
rate twice in March 2020, to 0.25 per cent, and to a
record low 0.1 per cent in November 2020. The cuts in
interest rates took place alongside large-scale fiscal policy
measures to support the economy.

Constraints on economic growth

Over the longer term, unemployment is influenced by
the level of sustained economic growth achieved in an
economy. If there are significant constraints on economic
growth, the economy will struggle to create enough
jobs to reduce unemployment. In recent years, concerns
about the historic constraints on growth — inflation and
external balance — have been low, although inflationary
pressures did emerge briefly in 2008 as the economy
approached full employment (until conditions suddenly
changed with the onset of the global financial crisis).

Rising participation rates

An increase in the labour force participation rate will tend
to cause an increase in the rate of unemployment in the
short term. This is because more people who previously
were not looking for work (and were not classified as
unemployed) start actively seeking employment. This
situation usually occurs in times of economic recovery
when many discouraged jobseekers, observing that
employment opportunities are improving, start looking
for work. For this reason, they re-enter the labour market,



and unless they obtain a job immediately, they join the ranks of the unemployed. This
means that the level of unemployment may only be reduced slowly during an economic
recovery, even when economic growth and employment growth are strong, because more
people are looking for jobs.

The process of structural change in the economy often involves significant short-term costs.
One of the most significant costs in the short term is a loss of jobs in less efficient industries
and in areas undergoing major structural change. Globalisation has contributed to changes
in labour markets around the world, with domestic businesses becoming more integrated
into global supply chains leading to the offshoring of some jobs. Nevertheless, an analysis
of job losses in OECD countries during recent decades found that trade and globalisation
accounted for only half as many job losses as automation. One longer-term shift emerging
from the COVID-19 pandemic is likely to be an increase in remote working and a reduction
in jobs involving face-to-face contact.

Rapid technological change can cause unemployment, at least in the short term. The
pace of change in the labour market is expected to accelerate in the 2020s as automation
driven by artificial intelligence applications continues to transform jobs. A 2021 study
by research firm Forrester estimated that developments in artificial intelligence and
automation could result in 1.5 million overall job losses in Australia by 2030. The study
found that administrative jobs in the “office cubicle” (clerks, bookkeepers, accountants
and human resources staff) were most at risk, with more than half being lost as algorithms
replace human processing of data on spreadsheets and email. Job losses of this kind add
to structural unemployment, although technology also creates new job opportunities.
For example, remote working technology saved millions of jobs during the COVID-19
pandemic, allowing more than a third of the workforce globally to work from home.

The productivity of labour is a significant factor affecting the decision of employers
to increase or reduce employment. Low productivity growth has different short- and
long-term impacts. Higher productivity growth will tend to slow employment growth (or
increase unemployment) in the short term, because fewer employees are required per unit
of output. However, in the long term, higher productivity growth contributes to higher
economic growth and therefore lower rates of unemployment. Conversely, a slowdown in
productivity growth will tend to result in lower unemployment in the short term but
higher unemployment in the longer term, since an economy with lower productivity
growth will be less competitive and slower growing (and employers may substitute greater
use of capital for a reduced use of labour).

Structural unemployment is related to the mismatch between the skills of the unemployed
and the skills demanded by employers for job vacancies. During the 2000s, significant
skills shortages emerged in many areas of the economy for occupational groups such as
tradespeople, health professionals and construction workers. In 2021, 17 occupations were
included on Australia’s skill shortage list (whereas at the peak of the economic boom before
the global financial crisis in 2007-08, 85 per cent of all occupations were experiencing skill
shortages). Two occupations have experienced skill shortages in every year for more than a
decade: arborists and panelbeaters. Persistent skill shortages continue to be experienced for
a wide range of technicians and trade workers, including aircraft maintenance engineers,
butchers, air-conditioning mechanics, roof tilers, stonemasons, sheetmetal trades workers,
motor mechanics, panelbeaters and tilers. Where significant skills shortages persist
alongside significant numbers of people being out of work, this suggests that there are gaps
in Australia’s education and training system. Inadequate levels of training make Australia
more reliant on skilled migration to fill job vacancies.
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Increased labour costs

Unemployment may rise because of a sustained increase in labour costs (wages), although
it is worth noting that in more recent years economists have been concerned by the low
level of wage growth rather than the excessive wage growth that contributed to inflation
in the 1970s and early 1980s. While none of these conditions have existed in recent years,
in general the circumstances in which increased labour costs could contribute to higher
unemployment include:

¢ A shortage of skilled labour may result in employers competing with each other for
a limited pool of labour, thus forcing up labour costs more generally and possibly
creating wage inflation and overheating the economy.

e A wages breakout caused by excessive wage demands. When nominal wages are rising
too fast, outstripping inflation and productivity increases, they can reduce business
profits. Businesses may choose to substitute capital for labour, or reduce output, to
improve profits. In these circumstances labour would be effectively pricing itself
out of a job.

Fair Work Commission
is the government agency
that regulates Australian

: : e A decision by the Fair Work Commission to increase award wa, tantially in it
L s decision by the Fair Work Co ssion to increase award wages subs y s

that include the setting

of minimum wages, the
approval of workplace
agreements and in some
instances, the resolution

National Minimum Wage Order (to improve the living standards of lower paid workers)
could make it too expensive for some employers to keep all of their workers employed.
A substantial rise in labour on-costs. These are the additional costs of employing

labour, and include payroll tax, superannuation, sick leave, holiday pay and workers’
compensation. These are affected mainly by government policy decisions. If these

of industrial disputes.

on-costs are too high, they can cause a decline in the demand for labour.

SHIFTING INDUSTRIES AND SHIFTING JOBS

Globalisation has accelerated the process of economic change,
resulting in changes to the structure of Australian industries and
to the labour market. A study of structural change in Australia
published by the Reserve Bank in 2018 highlighted two of the
largest changes to the labour market in the past 50 years:

e the growth of more highly skilled, non-routine jobs in
the business services sector (such as financial services,
consulting, technology, communications, recruitment,
design and legal jobs), which has doubled from around
10 per cent to 20 per cent of total employment

e the decline of lower skilled, routine jobs in the goods
production sector (manufacturing, mining, construction,
utilities and agriculture).

Structural change in the three decades to 2021 has also
changed the Australian job market in profound ways:

e Manufacturing accounted for more jobs than any other
industry in 1991, with 13.8 per cent of overall employment.
Since then, its share of jobs has halved (falling to 6.9 per
cent in 2021), with manufacturing now the sixth largest
employer of Australian workers.

e Employment in Agriculture, Forestry and Fishing shrunk
from 6 per cent to 2.5 per cent of total employment in the
same time period.

* The services sector now employs more than three-quarters
of Australian workers. The services sector is generally
defined as all industries other than manufacturing;
construction; agriculture, forestry and fishing; mining;

and electricity, gas, water and waste services (although
there are services jobs even within these industries). Much
of the growth in the services sector has been driven by
Health Care and Social Assistance. This industry has had
strong employment growth, and the needs of Australia’s
ageing population will result in continued growth in jobs
in this sector, especially as few of these jobs can be
automated. Professional, Scientific and Technical Services
has also recorded strong employment growth, more than
doubling its share of employment in the three decades
to 2021.

Job growth in recent years has been driven by five key
industries: Health Care (which now employs 1.8 million
Australians) and four others - Professional Services,
Construction, Education and Hospitality, which employ around
1 million each.

This process of change in the structure of the labour market is
expected to continue in the decades ahead. Artificial intelligence
and automation will change the skills required from workers
in coming years. The National Skills Commission identified
emerging occupations in 2020, such as social media specialists
and wind turbine technicians. The COVID-19 pandemic may
also have accelerated technological disruption across the
economy. The education, retail and professional services
sectors may face permanent changes in their operations,
through a greater shift to delivering services and engaging
customers and clients online.
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Inflexibility in the labour market

One of the reasons for higher labour costs may be inflexibility in the labour market. Some
economists argue that Australia’s relatively high minimum wages rates make it less attractive
for employers to hire less-skilled workers, contributing to a higher level of unemployment,
and that deregulation of the labour market might lead to lower minimum wages and a
lower level of unemployment. For example, a study released in 2019 by the Institute of
Public Affairs titled “Expanding Economic Opportunity: An International Comparison of
Australia’s Labour Market Regulation” attributed Australia’s high level of underemployment
to regulation of the labour market. The IPA’s analysis ranked Australia 105¢h out of 140
nations in the world for inflexibility in wage determination, and 110th for the flexibility
of hiring and firing rules. However, OECD studies of the Australian labour market usually
point to the relative flexibility of the Australian labour market, and highlight the need for
improvement in skills and training to reduce underemployment rather than focusing on
labour market rules. (These issues are further discussed in chapter 17).

- l ]
1 Examine how the stance of macroeconomic policies can influence the level of
unemployment.

2 Discuss the positive and negative impacts of technological and structural
change on the labour market.

3 Describe how a lower rate of productivity growth might impact the rate of
unemployment in the short term and long term.

8.7 The impacts of unemployment

A high level of unemployment has serious negative effects on the economy, on individuals
and on society. For this reason, lowering unemployment is an important goal of economic
management.

Economic costs
Opportunity cost

Unemployment means that the economy’s resources are not being used to their full
capacity — the economy is thus operating below its production possibility frontier.
Therefore, total output is below what it could potentially be, since unemployed people are
not contributing to the production process. Lower total output also means lower household
incomes and expenditure, which may lower sales and profits. Higher unemployment levels
may therefore lead to reduced business investment, production and economic growth.

Lower living standards

Those who are out of work will have lower incomes (relying on welfare payments) and
therefore lower living standards. In addition, those who are in employment will need to
contribute higher taxes to cover the cost of income support to the unemployed. With
high rates of unemployment, the production of both consumer goods and capital goods
is lower, resulting in lower living standards.

Hysteresis is the process

Decline in labour market skills for the long-term unemployed
whereby unemployment

Unemployment leads to a loss of skills among existing workers who find themselves in the current period
without work for extended periods of time. Persistently high unemployment will mean results in the persistence
that those who are unemployed will lose their labour market skills, confidence and of unemployment in future

experience, and will become less employable or even unemployable. In this way cyclical periods as unemployed

people can lose their

. .. skills, job contacts and
known as hysteresis. In addition, new members of the labour force (such as young school motivation to work.

leavers and new university graduates) will find it more difficult to develop skills if they
are unable to obtain jobs soon after finishing their education.

or short-term unemployment can turn into long-term structural unemployment, a process
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High levels of unemployment can have a significant influence on the government’s revenue
and expenditure (and therefore on the federal Budget). Falling incomes associated with
unemployment will generate less tax revenue, and at the same time, the government will be
burdened with increased transfer payments (unemployment benefits) to the unemployed,
as well as the cost of training and labour market programs. This decrease in revenue and
increase in expenditure will cause a deterioration in the government’s budget balance.

High levels of unemployment mean that there is an excess of labour supply in the
economy, which should lead to a fall in the equilibrium level of wages. However there is
a “downward stickiness” for wages — that is, wages do not often get reduced (because, for
example, they are set through formal enterprise agreements or industrial awards). Instead,
higher unemployment is more likely to lead to slower wage growth over time rather than
actual reductions in wages. Wage growth has remained low since the global financial crisis
and has repeatedly been below Treasury forecasts. In 2020, wage growth fell below 2 per
cent, and Deloitte Access Economics forecast in 2021 that it could stay below 2 per cent
for five years through to 2026. However, unemployment is not the main explanation for
this slower rate of wage growth. Several factors in addition to unemployment help explain
the shift towards lower wage increases.

Social costs

Unemployment tends to occur more frequently among lower-income earners in the
economy, such as the young and unskilled. Because unemployment means a loss of
income for these people, they become relatively worse off compared to higher-income
earners, contributing to poverty and overall inequality in income distribution. In June
2020, over one in five families in Australia was a “jobless family”, where no-one in the
family aged over 15 years had a job. Recent research by the Smith Family (see chapter
11) has highlighted the “intergenerational” dimension of inequality and poverty, where
disadvantage is passed from one generation to the next, often described as the “poverty
trap”.

Unemployment is associated with many of the most serious personal and social problems
in Australia. Among families and individuals, especially those who suffer from long-term
unemployment, there is an increased incidence of social problems, including:

® severe financial hardship and poverty ~ ® increased social isolation

e increased levels of debt * increased levels of crime

* homelessness and housing problems * erosion of confidence and self-esteem
e family tensions and breakdown e poor health, mental health conditions
* loss of work skills and a higher risk of suicide.

These social problems have an economic cost for the community as a whole since more
resources must be directed towards dealing with them. For example, more public
funds must be spent on health, welfare services, social workers, the police service and
correctional centres, rather than being used to satisfy other community wants. In addition,
increased unemployment and inequality can create social tensions and a backlash against
globalisation more generally, as was seen in many countries after the global financial crisis
of 2008.

The problem of unemployment is far more severe for some groups in society compared
to others. One such group is the youngest group in the workforce —aged 15 to 19 — who
experience levels of unemployment up to three times the rate of the general population, as
shown in figure 8.4. The number of young workers looking for full-time employment who



had been unemployed for more than 12 months increased by 54 per cent in the
year to March 2021. Young workers were particularly exposed to the COVID-19
recession because of above-average levels of casual and part-time employment,
and a heavier concentration of young workers in sectors such as hospitality and
accommodation, which were among the hardest-hit industries. An OECD Skills
Outlook report in 2021 found that over a quarter of Australian 15-year olds
aspire to work in an occupation in which jobs are expected to be in decline by
the end of the 2020s. A longer-term cause of high unemployment rates among
groups such as younger people is failures in education systems. For example,
an OECD report in 2021 highlighted the varied impact of the pandemic on
education systems globally. Remote learning was particularly challenging for
disadvantaged students and low-skilled workers. The reduced opportunities for
learning during the pandemic was expected to result in a greater need for future
retraining in a changing jobs market.

High youth unemployment rates come about because employers are seeking
workers with greater skills and experience, which young unskilled workers lack.
This helps to explain Australia’s increasing school retention rate (more secondary
students staying on to complete Year 12) and the long-term rise in participation
in tertiary education. At the start of the 1980s, just over a third of students
completed secondary school. This figure increased sharply over the past three
decades, and since 2013 has exceeded 80 per cent. However, with most jobs now
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requiring post-secondary school skills, the challenge for Australia’s education and training

system is to better manage the transition from school into further education, training or

apprenticeships.

Other particularly disadvantaged groups who face significantly higher levels of unemploy-
ment include:

Indigenous Australians have relatively high unemployment rates, especially in
sparsely settled regional areas. The Australian Government’s annual “Closing the
Gap” report in 2020 noted that employment among Aboriginal and Torres Strait
Islanders is approximately two-thirds the level of non-Indigenous Australians, with
49.1 per cent of Indigenous Australians employed compared to around 75 per cent
for the rest of the community. However, there is almost no difference in employment
rates among Indigenous Australians with higher levels of education, suggesting that
education and skills are critical to closing the gap.

Age-related unemployment. Unemployment rates are highest among young
Australians. Among 15-19-year-olds who are in the labour force, the rate of
unemployment was 14.0 per cent in mid-2021, more than twice the national average.
The labour force underutilisation rate for 15—19-year-olds was 33.7 per cent in 2021,
more than double the rate for all age groups. Youth unemployment hit a 23-year high
of 16.4 per cent in June 2020. A report in December 2020 published in the Youth
Unemployment Monitor by the Brotherhood of St Laurence, highlighted concerns
that the higher rate of youth unemployment resulting from the pandemic, including
lower earnings and fewer opportunities for career progression. Older workers also
have greater difficulty in finding work once they have lost a job. On the other hand,
analysis by the Reserve Bank in 2020 found that older workers are most likely to
be out of work for an extended period of time, while younger workers are least
likely to experience long-term employment.

Specific regions suffer from higher unemployment rates than others. For example,
in May 2021 the unemployment rate in Greater Sydney (with a labour force of 3.0
million) averaged 6.5 per cent, while it was 5.6 per cent for the rest of the state (with
a labour force of 1.3 million). This reflects Greater Sydney’s relative dependence on
overseas visitors for tourism and education. International border closures due to the
pandemic affected Greater Sydney more than the rest of the state.
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* People born outside of Australia. Unemployment rates can differ for people born
outside of Australia, with a higher rate during their first years in the country as they
adjust to language and cultural differences. CEDA analysis in 2021 found that nearly
a quarter of permanent skilled migrants were over-qualified for their current job but
had not found a better job because they did not have enough work experience and
lacked access to local networks. Analysis by migrant agency AMES Australia found
that COVID-19 lockdowns had a greater impact on unemployment for migrants
relative to the Australian-born population, especially because of their concentration
in the accommodation and food services industries that were hardest hit by the
pandemic. In July 2020, the unemployment rate for people born overseas was 8.5
per cent, compared with 7.2 per cent for Australian-born people.

In addition to these factors, higher unemployment rates for some groups in society may
indicate the persistence of discrimination and unequal employment opportunities in the
labour market. For example, prejudicial attitudes to Indigenous Australians in parts of
regional Australia are often cited as a factor in their higher unemployment rates.

. i

1 Outline TWO economic and TWO social costs of unemployment.

2 Explain why youth unemployment is higher than the level of unemployment for
the general population.

3 Identify one part of the Australian labour force that experiences above-
average levels of unemployment and account for this higher level of
unemployment.

4 Australia is currently experiencing an ageing of its population, with the
proportion of Australians aged over 65 expected to grow from 16 per cent of
the population in 2019 to 23 per cent by 2055. Discuss the possible impacts
of this longer-term trend on Australia’s labour market.

8.8 Policies to reduce unemployment

Reducing unemployment is one of the most difficult tasks of economic management.
Lasting reductions in unemployment take time to achieve and are dependent upon
sustaining economic growth over a long time period. In periods of rising unemployment,
the challenge for governments is to minimise the short-term increase in joblessness in
order to achieve the fastest possible return to low unemployment. The broader challenge
for governments is to reduce long-term structural unemployment through a combination
of labour market policies, investment in training and other wider economic reforms.

Governments choose policies to reduce unemployment based on what they see as the main
causes of unemployment. If, for example, a government believes that the main cause of
unemployment is structural unemployment, in which the skills of jobseekers are not suitable
for the jobs that are available, it would implement policies that aim to train workers with new
skills. On the other hand, if the government believes that cyclical unemployment is a main
reason for people being out of work (due to an economic downturn), it might implement
policies to encourage stronger economic growth. The changing priorities of government
policies to reduce unemployment often reflect changing views on the causes of unemployment.

Macroeconomic policies are the main instruments used to reduce cyclical unemployment,
sustain economic growth and minimise sharp downturns in the business cycle. Economists
describe employment as a derived demand of production, meaning that reductions in
unemployment require increases in output. Expansionary fiscal policy, involving either
lower taxes or increased government spending, can stimulate economic activity and cause
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an increase in output through the multiplier effect. For example, as governments increase
expenditure on infrastructure, businesses will increase investment and employ more
people. Expansionary monetary policy, involving lower interest rates, can stimulate
consumer spending and business investment and similarly cause an increase in output. In
Topic Four, we examine in detail the role of fiscal, monetary and other policies in
influencing the level of output and therefore job growth.

Australia’s economic history over the past half century has shown that unemployment
rises quickly during a recession, but it can take many years of economic recovery for
unemployment to return to its pre-recession levels. Avoiding sharp downturns in the
economy can therefore minimise any increase in cyclical unemployment. The goals of
achieving an economic growth rate of 3 per cent or more, and keeping inflation within the
2 to 3 per cent target band, have been central to macroeconomic policy since the 1990s.
The main reason why Australia succeeded in sustaining lower rates of unemployment since
the 1990s is that it sustained growth and avoided recession (a feat which has broken world
records) for 29 years up until the COVID-19 pandemic in 2020.

The severity of the COVID-19 recession prompted the largest-scale government economic
support program in Australian economic history. Its centrepiece was the JobKeeper wage
subsidy program, which aimed to prevent employers laying off staff. The subsidy program
provided a $1500 per fortnight payment to an estimated

3.5 million workers. Other measures included support for Unemployment rate (%) Unemployment rate (%)

businesses, free child care and increased unemployment

benefits. The policy strategy was similar to that adopted or- : Forecasts ’ l;'r;_stm;lllus' =
in 2008, when a major fiscal stimulus was introduced °r °
to prevent the global financial crisis tipping Australia 8™ 18
into recession. Figure 8.5 shows the Treasury’s estimate 7 ' Post-stimulus 7
of the impact of the fiscal stimulus on unemployment 6 — 6
at the time the stimulus was introduced. The Treasury 5 : —s5
estimated that the stimulus resulted in unemployment al =19
being 1.5 per cent lower than it would otherwise have ol A
been. The $90 billion JobKeeper program supported :

almost one in three Australian workers through the ol ' il
COVID-19 recession and was regarded as successful in i m

avoiding a sustained jump in unemployment. In 2021, 0 2007-08 ) 2008-09 2009-10 - 201011 0
the Treasury estimated that the unemployment rate Source: 2009-10 Commonwealth Budget Paper, Statement 2

would recover to pre-pandemic levels by 2023 — five

times faster than the recovery from the 1990s recession.  Figure 8.5 - Impact of fiscal stimulus on unemployment

In addition to addressing cyclical unemployment through macroeconomic policies,
governments also use a range of measures to address structural unemployment. By lifting
the economy’s efficiency, competitiveness and productivity, microeconomic reform
aims to increase economic growth and job creation over the long term. Australia’s
microeconomic reform policies have included tariff reduction, deregulation, national
competition policy, privatisation and tax reform. In particular, policies relating to the
labour market — such as industrial relations, education and training and welfare to work
initiatives — are intended to foster a higher level of employment growth over time.

Labour market policies play an important role in reducing many types of unemployment.
The range of labour market policies available to governments extends from education and
training programs for people who are out of work or at risk of unemployment, measures to
improve the matching of unemployed people to job vacancies, and policies to increase demand
for labour by making it more attractive for employers to hire workers, such as through wage
subsidies. In response to the economic fallout from the COVID-19 pandemic, in 2021 the
OECD urged member countries to increase their investment in active labour market policies
to help people who had lost their jobs during the pandemic to re-enter the job market.
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Policies for the general regulation of the labour market have an influence on how the
forces of demand and supply interact in the labour market. Since the 1990s, changes
to labour market regulations such as enterprise bargaining have given employers more
flexibility in determining employment conditions. These changes have aimed to increase
productivity and give employers greater incentives to hire workers. There is an ongoing
debate over how Australia can best strike a balance between policies that give flexibility
to employers and policies that provide fair pay and conditions to employees. In 2021, the
Fair Work Act was amended to create a clearer definition of casual employment and to
require employers to be more transparent in providing information to casual employees.
Under the amended law, employers must give casual employees the option of becoming
permanent employees if they have been in their job for more than 12 months and work
a regular pattern of hours.

Successive governments have implemented labour market policies aimed at moving
individuals off welfare and into paid employment. These measures include making it harder
to access welfare payments such as through longer waiting periods, tougher eligibility
rules, requirements to keep applying for jobs and requirements to undertake training.
By making it more difficult for people who are out of work to access income support
payments, these changes have been designed to encourage unemployed individuals to
actively seek work or additional education and training. In 2021, the federal Government
made changes to its Mutual Obligation Scheme including:

* requiring jobseekers to search for a minimum of 20 jobs per month (up from 15)

e creating a phone hotline for employers to report job applicants who were not
genuine about searching for a job

e requiring some jobseekers after six months to participate in “work for the dole” or
a training scheme

¢ auditing job applications to ensure genuine efforts are being made to find work.

State governments can also play a role in tackling unemployment, such as the NSW
Government’s changes to the vocational education system, on which it spent $2.3 billion
in its 2019-20 Budget. The NSW Government rebranded its vocational education
programs under the “Smart and Skilled” system, reducing fees with the goal of improving
access to training. Under this system, traineeships will be fee-free from 2020 to 2023.
In addition, the federal Government extended its wage subsidy scheme with the goal of
creating 270,000 new apprenticeships and traineeships by March 2022, to help reduce
youth unemployment.

Governments can influence the labour market through their immigration policies,
especially in Australia, which has had high levels of immigration throughout its history.
Economists generally agree that immigration does not increase the level of unemployment
in Australia, because the immigration program is strongly focused on skilled workers.
In 2020 and 2021, most incoming migration stopped due to the closure of Australia’s
international borders. For the first time since the Second World War, Australia had more
people leaving the country than arriving, with an estimated negative net migration level
of 72,000 people. The Government also appointed a Global Business and Talent Attraction
Taskforce to address skills shortages and find ways to attract skilled employees from
overseas once the pandemic was over.

Another area of policy changes aimed at the supply side of the labour market involves lifting
workforce participation by reforming the way that the tax and welfare systems interact.
Often, unemployed persons and low-income earners face very high “effective marginal tax
rates”, meaning that for every extra dollar they earn from work, they have to pay tax as well
as lose a portion of their welfare benefit. Reducing effective marginal tax rates can therefore
provide incentives to lift workforce participation and increase employment.
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Changes to parental leave programs have also aimed to increase supply in the labour
market by making it easier for parents to stay in paid employment over the longer term.
Paid parental leave, combined with policies to make child care accessible and affordable,
makes it easier for both parents in a family to maintain paid employment and take care of
their children. The 2021-22 federal Budget included an additional $1.7 billion for child
care over five years, increasing the childcare rebate to up to 95 per cent for families with
two or more children in child care.

Government policies can help to reduce frictional unemployment by helping to match
jobseekers with job vacancies. Historically, the Australian government operated a national
job search agency (the Commonwealth Employment Service), but in the 1990s this was
closed down. It was replaced by a network of job search agencies, known as jobactive,
run by the private sector and some by charities, funded by the Government on the basis
of how many jobseekers they train and place into jobs. The 2021-22 Budget set out the
Government’s plan to introduce a new employment services model from July 2022 to
replace jobactive, with a strong focus on online job searching, and focusing funding on
the most disadvantaged jobseeker and the long-term unemployed. One of the criticisms
of Australia’s job placement policies is an underinvestment in helping those most in need,
reflected in the fact that Australia spends less than half the OECD average on employment
services, which may contribute to people who need more intensive assistance dropping

out of the labour market altogether.

1 Outline the role of macroeconomic policy in reducing unemployment.

2 Identify TWO recent labour market policies and discuss how they assist in
reducing unemployment in the economy.
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The labour force is the number of people 15 years of age and above who are
either working or actively seeking work.

The labour force participation rate is the percentage of the working-age
population who are either working or actively seeking work.

Unemployment refers to the proportion of people in the labour force actively
seeking work but unable to find it. It is measured by the unemployment rate.
The unemployment rate is calculated by:

Number of persons unemployed 100
Unemployment rate (%) = TotaFI)Iabour forcep s % 1

Underemployment refers to people who work for less than full-time hours per
week but would like to work longer hours. Although not officially unemployed,
they represent a significant part of Australia’s unemployment problem.

Australia experienced a trend increase in unemployment from the mid-1970s.
After falling slowly from the early 1990s to 2008, it then stabilised in the range
of 5-6 per cent during the 2010s. The unemployment rate rose to above 7 per
cent during the COVID-19 recession, before returning to pre-COVID levels by
mid-2021.

The main types of unemployment include:

e cyclical unemployment, which occurs because of a downturn in the level of
economic activity

¢ structural unemployment, which occurs because of a mismatch between
the skills of the unemployed and the skills required by job vacancies

¢ frictional unemployment, which occurs when people are temporarily
unemployed as they change jobs

e seasonal unemployment, which occurs at predictable and regular times
throughout the year because of the seasonal nature of some kinds of work.

The main causes of unemployment include low levels of economic growth,
contractionary macroeconomic policies, rising participation rates, structural
and technological change, changes in productivity, inadequate training and
investment, rapid increases in labour costs and inflexibility in the labour market.

The non-accelerating rate of unemployment (NAIRU) is a concept used by
economists to refer to the minimum rate of unemployment that can be sustained
without inflationary pressure — thought to be around 4.5-5.0 per cent in Australia.

Unemployment has many economic and social costs. Economic costs include
the opportunity cost of lost production, a decline in workforce skills, and the
cost of income support for the unemployed. Social costs include increased
inequality, poverty, family breakdown and crime.

In recent years, Australia has seen a greater emphasis on policies to improve
vocational training and workforce participation in order to address structural
unemployment.
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Define unemployment and explain how it is measured.

Discuss recent trends in the level of unemployment in Australia.

Explain the difference between unemployment, underemployment and the
underutilisation rate.

Identify the main types of unemployment that might exist in an economy.
Explain the role of technological change in influencing the level of unemployment.
Explain what is meant by the non-accelerating inflation rate of unemployment.

Explain the effect of an increase in economic growth on the participation rate and
the level of unemployment.

Outline the economic and social costs for Australia of a sustained high rate
of unemployment.

Identify which groups in Australian society tend to experience higher levels
of unemployment.

10 Outline THREE recent policies to reduce unemployment in Australia.
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9.1 Introduction

9.2 Measuring the rate of inflation
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9.4 The main causes of inflation
9.5  The effects of inflation

9.6 Policies to sustain low inflation

9.1 Introduction

Inflation is an economic problem that can have negative impacts on many economic outcomes
including economic growth, international competitiveness, exports and income inequality.
Maintaining low inflation is a major objective of economic policy because of the benefits that
lower inflation provides to the economy in the long run. Australia has sustained relatively
low levels of inflation since the early 1990s.

9.2 Measuring the rate of inflation

Inflation is a sustained increase in the general level of prices in an economy. The best-known
and most widely used measure of inflation in Australia is the percentage change in the
Consumer Price Index (CPI). The CPI summarises the movement in the prices of a basket
of goods and services, weighted according to their significance for the average Australian
household. The annual inflation rate is calculated by the percentage change in the CPI over
the year.

CPloy 1

Inflation rate (%) = CPloy=CPley . 100

Where CPIy, = the value of the CPI in the current year
Where CPlpy, = the value of the CPI in the previous year

The basket of goods and services used to calculate the CPI does not include all goods
and services available in the economy, but covers a wide selection that reflects average
household spending patterns. As such, the CPI gives a good indication of the overall
movement in the prices of consumer goods, and reflects general changes in the cost of
living (how much consumers have to pay for the goods and services they buy). The CPI is
compiled by the Australian Bureau of Statistics (ABS) and is published every three months.

The weights given to the expenditure groups in the basket are based on the ABS
Household Expenditure Survey and are shown in figure 9.1. The ABS regularly updates
the weighting for each expenditure group to more accurately reflect average consumer
purchasing patterns. The CPI excludes some items of household spending such as changes
in mortgage interest rates and consumer credit charges. In addition, the CPI does not
include prices of property or land, so the changes in residential property prices in recent
years have not been reflected directly in the CPI.
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ighti The official or “headline” rate of inflation,
Expenditure group Lol

factor % calculated using the CPI, can be a misleading
Food 17 indicator of ongoing price pressures in the
Alcohol and tobacco 9 economy because it includes some goods
Clothing and footwear 3 and services whose prices may be highly
Housing 24 volatile or affected by one-off factors.
Household contents and services 9 Economists, including those at the Reserve
Health 6 Bank (RBA), therefore prefer to look at the
Transportation 10 level of underlying inflation (also known
Communication 3 as “core” inflation). Underlying inflation
Recreation 9 removes the effects of one-off or volatile
Education 5 price movements (see the box below on how
Financial and insurance services 5 underlying inflation is calculated). As a result,
All groups 100 measures of underlying inflation tend to be
Source: ABS Consumer Price Index Weighting Pattern, 2020 less variable than headline inflation.
(Cat. 6470.0.55.002)

Figure 9.1 - Weighting of main expenditure
groups in the CPI basket

MEASURES OF UNDERLYING INFLATION

There is no single measure of underlying inflation in Australia, and both the Treasury and the RBA have their
own calculation of the underlying inflation rate. Most economists focus on two measures of the underlying
inflation rate — the trimmed mean and the weighted median — which were originally developed by the RBA but
are now published quarterly by the ABS. These measures adjust the official CPI figures to give less weight
to goods and services that experienced very large rises or falls in price. Although the calculation of these
measures is a highly technical exercise, the logic behind each measure is quite straightforward.

¢ Trimmed mean inflation is determined by calculating the average inflation rate after excluding the 15 per
cent of items with the largest price increases and the 15 per cent of items with the smallest price increases
(or largest price falls) from the CPI.

¢ Weighted median inflation is calculated by comparing the inflation rate of every item in the CPI and
identifying the middle observation. The inflation rate of half of the items in the CPI will be greater than the
weighted median inflation rate, and the inflation rate of the other half will be less than it.

When the RBA refers to its own estimate of underlying inflation, it is referring to the average of its two
measures — that is, the trimmed mean and weighted median added together and then divided by two.

The ABS in 2011 also introduced seasonally adjusted and underlying measures of inflation to help make CPI
adjustments more comprehensive and reliable, which in turn enhances the accuracy of the trimmed mean
and weighted median measurements.

In recent years, both headline and underlying inflation have been low. But during certain periods they can
move in the opposite direction, such as during COVID-19. Headline inflation fell from 2.2 per cent at the
end of March 2020 to -0.3 per cent three months later, only to climb back up to 3.7 per cent by June 2021;
underlying inflation, by contrast, was relatively steady, just below 1.5 per cent. Headline inflation alone can
give the impression that inflation is volatile, but the underlying inflation points to the real ongoing trends.

It is important to note that underlying inflation can be either below or above the headline inflation rate. For
example, one-off dramatic falls in prices of certain goods, such as in 2020 when child care costs went to
zero as a result of a government subsidy during the COVID-19 pandemic, reduced the headline inflation rate
but had a much smaller impact on the underlying rate.

review

1 Define the term inflation.
2 Distinguish between headline and underlying inflation.
3 Analyse the limitations of the CPI as a measure of inflation in the economy.
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Structural change refers
to the process by which
the pattern of production
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over time, and certain
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while others emerge.
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quantity of goods and
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can produce with a given
amount of inputs such as
capital and labour.

9.3 Recent trends in inflation
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Source: ABS Consumer Price Index, Australia (Cat. 6401.0), RBA Statement on Monetary Policy, March 2020
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Figure 9.2 - Inflation in Australia 1982-2021

One of the most significant macroeconomic achievements of the past generation is that
since the early 1990s Australia has sustained low inflation after experiencing relatively
high inflation in the 1970s and 1980s (see figure 9.2). Between 1996 and 2021, headline
and underlying inflation averaged 2.4 and 2.5 per cent respectively. A key factor behind
this success was the introduction of inflation targeting. In 1993, the RBA began to target
an inflation rate averaging 2—3 per cent over the course of the economic cycle as a guide
in determining interest rate decisions. The inflation target was formalised in 1996 by an
agreement between the Treasurer and the RBA Governor. Inflation has generally stayed
around the inflation target band since then, although there have been temporary periods
where inflation has notably deviated from the target.

The main development that brought the high-inflation era of the 1970s and 1980s to an
end was the recession of the early 1990s. Australia emerged from this recession with low
inflation levels. The RBA’s inflation target then locked in this lower inflation rate. This
has meant that whenever inflationary pressures have emerged — such as in 1994, 1999,
2007 and 2010 — the RBA has increased interest rates to slow down the growth in demand
and curb inflation rate rises. Likewise, the headline inflation rate has been below the RBA’s
inflation target for much of the past several years, which has played a role in the RBA’s
decision-making process to decrease interest rates to their lowest-ever levels. Global
factors, such as lower inflation worldwide and increased competition from imported goods,
have also assisted in containing inflationary pressures in Australia.

During Australia’s unbroken run of economic growth between 1991 and 2019, inflation
pressures remained constrained. Monetary policy was relatively successful in addressing
inflation pressures when they emerged. Many economists attributed these lower inflation
rates to the impact of structural changes during the 1980s and 1990s. Microeconomic
reform increased the intensity of competition within Australia and from overseas, while
productivity growth also improved in the 1990s, all contributing to sustained low
inflation. This made it possible for Australia to achieve low inflation whilst simultaneously
enjoying strong economic growth and falling cyclical unemployment.



The most recent period when inflationary pressures were strong was between 2005 and
2008. Underlying inflation peaked at 5.1 per cent in September 2008 as a result of higher
global prices (for food, energy and other commodities) and the strength of economic
activity. With the Australian economy at close to full capacity, production costs such as
labour, materials and transport were rising across the economy and feeding through to
higher consumer prices. This period of strong inflationary pressures ended with the global
downturn in 2008, which reduced consumer confidence, investment spending, demand
for labour and wage growth. Australia’s inflation rate remained at or below the RBA’s
target band during the 2010s decade.

The COVID-19 recession in 2020 began with the largest quarterly fall in the CPI since
1931, and the first annual decline in inflation since the 1960s. This reflected very weak
levels of economic activity across the economy, with prices for fuel and many services
falling during the period. In addition, several government emergency pandemic policies
put downward pressure on inflation. A temporary Child Care Subsidy, for example,
brought the costs of child care to zero. As those emergency policies were unwound, and
economic activity picked up, inflationary pressures rebounded, with headline inflation
surging to 3.7 per cent, above the RBA’s target band for the first time in a decade.
Underlying inflation, however, remained low. In 2021, the RBA forecast that underlying
inflation would not reach 2 per cent until mid-2023.

reviewquestions

1 Outline TWO factors that have affected Australia’s inflation rate in the past year.

2 Explain the factors behind Australia’s success in achieving low inflation levels
since the early 1990s.

3 Discuss the impact of globalisation on Australia’s level of inflation.

9.4 The main causes of inflation

Economists generally recognise four main
causes of inflation: demand-pull, cost-push,
inflationary expectations and imported
inflation. We consider these causes below,
along with two other possible causes

General price level

of inflation — government policies and
excessive increases in the money supply.

Demand-pull inflation

In a market economy, prices are determined
by the interaction of demand and supply
in the marketplace. When aggregate g Total output

demand (or spending) exceeds the
productive capacity of the economy, prices ~ Figure 9.3 - Demand-pull inflation

rise as output cannot expand any further

in the short term. Consumers force prices up by bidding against each other for the limited
goods and services available. This is reflected in figure 9.3, as aggregate demand increases
from AD, to AD,. Consumers are willing to pay a higher price for any given level of
supply. Prices will therefore increase from P, to P, (causing an expansion in supply). The
price increase that results from higher aggregate demand is known as demand-pull inflation.
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Demand-pull inflation
occurs when aggregate
demand or spending

is growing while the
economy is nearing its

supply capacity, so that
higher demand leads to
higher prices rather than
more output.
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Cost-push inflation
General price level

Cost-push inflation is caused by an increase in the costs of the factors
of production. When production costs rise, firms attempt to pass them
on to consumers by raising the prices of their products. This is reflected
in figure 9.4, as aggregate supply shifts from AS, to AS,. Producers

AD AS, AS

b enes o face higher costs so they now supply less quantity for any given price
T level. Prices therefore increase from P, to P, (causing a contraction
[T T AT in demand).

Major sources of cost-push inflationary pressures in the Australian
AD economy include wages and the prices of raw materials such as fuel.

o . .
Total output When wages increase faster than productivity growth, the cost of

labour for each unit of output increases. Since wages typically make

Figure 9.4 - Cost-push inflation up around 60 per cent of a firm’s costs, firms will attempt to pass on
the wage increase to consumers in order to maintain their profitability.
Similarly, an increase in the price of oil or other raw materials will generally lead to an

Cost-push inflation increase in the price of the final product as firms pass on the increase in prices in order
occurs when there is an
increase in production

costs (such as oil price . i
increases or wage Inflationary expectations

to maintain their profit margins.

increases) that producers
pass on in the form of
higher prices, thus raising
the rate of inflation.

If individuals in the economy expect higher inflation in the future, they may act in a
way that causes an increase in inflation. There are two ways in which high inflationary
expectations can bring about higher inflation:

1. If the prices of goods and services are expected to increase in the economy,
consumers will attempt to purchase products before prices increase. As consumers
bring forward their planned purchases, this will cause an increase in consumption,
resulting in higher demand-pull inflation. Similarly, if a firm expects that demand
for their product will increase, the firm may raise prices in order to maximise
profits, causing an increase in inflation.

2. If employees expect inflation to increase, they will take this into account when
negotiating their wage increases. Workplace contracts are typically negotiated
in advance for the next two or three years, so an employee who expects higher
inflationary pressures over the next few years will ask for a higher wage rise to
preserve the purchasing power of their wage. Higher wage increases may be passed
on by firms, leading to cost-push inflation.

Managing inflationary expectations is a major challenge for policymakers. Once individuals
in the economy expect higher inflation, they will act in a way which accelerates higher
inflation — in effect, they fulfil their own prophecy. Strong inflationary expectations can
entrench high levels of inflation in the economy, and it may take a significant economic
contraction (such as the recession of the early 1990s) to bring expectations down.

Imported inflation

This type of inflation is transferred to Australia through international transactions. The
most obvious cause of imported inflation is rising import prices. An increase in the
price of imported goods will increase the inflation rate in exactly the same way as an
increase in the price of domestically produced goods. A depreciation of the Australian
dollar will also increase the domestic price of imports and will lead to inflation. The
extent to which an increase in import prices or a fall in the Australian dollar will
lead to consumers paying higher prices for imports depends on market conditions.
If imports face competition from locally made products, importers may reduce their
profit margins and not pass on to consumers the full effect of the overseas price rise
or depreciation. An RBA research paper in 2015 noted that imported inflation now
accounts for a much larger share of the variability in the headline inflation rate than
in the past, reflecting the extent of Australia’s integration with the global economy.



On the other hand, international factors can also be significant in reducing inflation
in Australia. A sharp fall in fuel prices in the June quarter of 2020 contributed to the
lowest headline inflation since 1931. Low fuel prices directly reduce inflation because
they are a significant item in the basket of goods and services used to measure the
CPI, but also indirectly because they lower production costs for Australian businesses.

The four types of inflation listed above are the most common causes of inflation within the
Australian economy. However, there are two other possible causes of inflation:

¢ Government policies may directly influence the level of inflation in several ways.
By increasing indirect taxes, the government can have an impact on the general
level of prices. For example, in a 2018 address, the Deputy Governor of the RBA
noted that tobacco excise increases of 12.5 per cent per year from 2013 to 2020
made tobacco the largest single contributor to headline inflation in this period.
In 2020, the Government’s decision to make child care free for parents during the
COVID-19 lockdown was a factor in reducing the headline rate of inflation to below
zero. Other measures that may influence prices include deregulating an industry,
changing tariff rates, imposing price controls or price monitoring and increasing
charges for goods or services provided by the Australian Government.

¢ Excessive increases in the money supply can also lead to an increase in inflation.
When the increase in the money supply outstrips the growth rate of the economy,
an increased volume of money chases the same amount of goods and services, and
prices are likely to rise. Therefore, increasing the money supply without an increase
in real production effectively leads to an increase in aggregate demand relative to
supply that causes inflation (sometimes called “monetary inflation”).

It is possible to have all of the above types or causes of inflation operating at the same time.
However, often one or two types of inflation are more prominent at a particular point in
time. For example, during the mid-1970s and early 1980s, inflationary expectations and
cost-push inflation tended to be more prominent; whereas the late 1980s saw demand-pull
inflation as the predominant contributor to inflationary pressure. The introduction of the
GST in 2000 exhibited the influence of federal government policy on inflation, leading to
the highest headline rate of inflation (6.1 per cent in June 2001) since the adoption of the
2-3 per cent target. The commodities boom in the 2000s significantly increased business
investment and consumer confidence, increasing aggregate demand, and thus demand-pull
inflation. More recently, inflationary expectations have been subdued due to persistently
low wage growth. Slower economic growth in the late 2010s weakened demand-pull
pressures. On the other hand, the depreciation of the Australian dollar between 2015 and
2019 increased imported inflationary pressures, particularly in the retail industry.

The impact of COVID-19 and the recession meant that Australia entered the 2020s amidst
its most sustained low-inflation environment for at least half a century. However, in 2021,
the interest rate on 10-year government bonds experienced the biggest monthly increase
since 1994. This was an indication that markets expected inflation to rise as the economy
recovered after the COVID-19 recession.

reviewquestions

1 Outline recent trends in TWO types of inflation over the past decade.
2 Distinguish between demand-pull and cost-push inflation.
3 Explain why a depreciation of the Australian dollar causes higher inflation.

Chapter 9: Inflation
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Nominal wage is the pay
received by employees
in dollar terms for their

contribution to the
production process, not
adjusted for inflation.

9.5 The effects of inflation

Inflation has significant impacts on the economy in both the short and long term. In
general, the higher the level of inflation the more negative the consequences. As a result,
governments around the world give priority to sustaining low inflation in order to avoid
the negative consequences which high inflation brings.

“Both the Reserve Bank and the Government agree on the importance of
low inflation. Low inflation assists business and households in making sound
investment decisions. Moreover, low inflation underpins the creation of jobs,
protects the savings of Australians and preserves the value of the currency.”

— RBA Statement on the Conduct of Monetary Policy, October 2013.

Economic growth and uncertainty

In ordinary economic circumstances, inflation is regarded as one of the major constraints on
economic growth. Excessive economic growth tends to raise inflationary pressures through
increased wage demands and through strong consumer demand bidding up price levels.
On the other hand, a sustained lower inflation rate allows moderate economic growth to
be maintained without it becoming necessary to curtail growth through higher interest
rates. Sustained low inflation since the early 1990s allowed for a long period of relatively
high economic growth.

In overall terms, higher inflation distorts economic decision making since producers and
consumers change their spending and investment decisions in order to minimise the
effect of inflation on themselves, such as through buying assets rather than investing in
income-producing activities.

Low inflation has a beneficial effect on the level of economic growth because it removes the
distortion to investment and savings decisions that is caused by higher inflation. High
inflation discourages business investment because it makes producers uncertain about future
prices and costs, and therefore future profit levels. Low inflation has a positive impact on
business investment, restoring the incentive to invest in long-term productive assets rather
than short-term speculative investments, which a high-inflation environment encourages.

Higher inflation will also distort consumers’ decisions to spend or save disposable income.
Consumers are more likely to spend and not to save during periods of high inflation,
because the purchasing power of their money is reduced over time. Sustained low inflation
is likely to encourage consumers to save a higher proportion of their disposable income.
However, Australia’s recent experiences suggest that other factors such as house prices,
superannuation and the broader economic outlook can be more important in influencing
the overall level of savings in the economy. When the economy is performing strongly
and people’s assets are rising in value, consumption rises and the savings rate falls, even
when inflation rates are low.

Wages

The level of inflation is a major influence on nominal wage demands. During periods of
higher inflation, employees will seek larger wage increases in order to be compensated for
the erosion in the purchasing power of their nominal wages. This can lead to the emergence
of a wage-price inflationary spiral that becomes difficult to break, where wage increases
lead to higher prices, which lead to higher wage demands and so on. Australia has not
experienced a wage-price spiral since the 1980s, and in more recent years the opposite has
occurred as lower inflation rates have helped to reduce annual wage growth to only just
over 2 per cent. As Australia emerges from the COVID-19 pandemic, it is expected that
the rate of inflation will exceed the growth of nominal wages. When this occurs, real
wages decline as employees lose purchasing power due to prices increasing at a higher rate
than their income.



Income distribution

High inflation rates tend to have a negative impact on the distribution of income because
lower-income earners often find that their incomes do not rise as quickly as prices. In
addition, lower-income earners may face higher interest rates on their borrowings if inflation
rises. In general, high rates of inflation hurt those individuals who are on fixed incomes or
whose incomes are not indexed to (or rise as fast as) the rate of inflation. Higher inflation
rates can also erode the value of existing savings so that individuals who do not have a means
of protecting their savings from the impact of inflation will see their net wealth decline.

Unemployment

The levels of unemployment and inflation are often closely related, especially in the short
term. Higher levels of inflation will usually result in more contractionary fiscal and monetary
policies, resulting in slower economic growth and higher unemployment in the short to
medium term. More generally, periods characterised by high levels of unemployment often
also have low inflation rates, while low levels of unemployment are often associated with
rising inflation —a relationship demonstrated by the Phillips curve. Previously, governments
generally chose between the priority of low inflation (and slower growth) or lower
unemployment (at the risk of rising inflation). However, over the long term this inverse
relationship breaks down. For example, in the mid-1970s Australia experienced simultaneous
increases in inflation and unemployment (a problem known as stagflation). For most of the
1990s and 2000s, Australia experienced the opposite — a combination of low inflation and
falling unemployment.

HOW INFLATION CAUSES AN EXCHANGE RATE

DEPRECIATION

The economic theory of purchasing power parity says that exchange rates in the long
run will change to reflect the real purchasing power of currencies. This means that
goods that are traded globally (such as processed food, clothes and electronic goods)
should cost roughly similar amounts in different countries once money is converted
into the local currency. The theory suggests that there is a strong link between inflation
and exchange rate movements. Economies with high inflation should experience a
depreciation relative to those economies with lower inflation rates.

The theory relies on an assumption of free trade and floating exchange rates. Suppose
that the price of an electric bike is the same in Australia and New Zealand, and the
exchange rate is equal. If NZ experiences higher inflation, the price of its bikes will rise.
Australian bikes will become more internationally competitive and there will be an increase
in exports to NZ. NZ consumers will prefer to switch to the cheaper Australian substitutes.
The increased demand for Australian bikes will increase demand for the Australian dollar,
causing an appreciation. As a result, the Australian bikes will become less competitive,
restoring the purchasing power parity between the two economies.

Of course, this theory does not work perfectly because of a range of local factors
like transport costs, taxes and the shorter-term influences of global financial flows on
currencies. Purchasing power parity is nevertheless a long-term anchor for the exchange
rate between different countries.

International competitiveness

High inflation results in increased prices for Australia’s exports, reducing international
competitiveness, leading to a lower quantity of exports. As the price of domestic goods
increases, consumers will likely switch to import substitutes, worsening the trade deficit.
By contrast, low inflation should improve Australia’s international competitiveness,
making the price of Australian goods and services more attractive to other countries and
making local products more competitive with imports. This should lead to an expansion
of exports and the replacement of imports by domestic substitutes, thus improving the
trade deficit.
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In the short term, higher inflation may result in an appreciation of the exchange rate, as
speculators anticipate the RBA raising interest rates in response, attracting greater financial
flows. However, high inflation generally causes the currency to depreciate over time. Australian
experience offers some evidence of the relationship between inflation and a depreciation
(although the stronger relationship is where a depreciation causes higher inflation). Over the
long term, sustained low inflation may foster greater international confidence in the Australian
economy, strengthening the value of the dollar.

Lower inflation normally brings about reductions in nominal interest rates, since nominal
interest rates are based on a real rate of return (or real interest rate) plus inflation. The
reduction in inflation in advanced economies following the COVID-19 recession in 2020
contributed to record low interest rates. Higher inflation, on the other hand, usually results
in higher interest rates, as central banks try to reduce demand pressures in the economy
and avoid the negative consequences of high inflation.

The benefits of inflation are generally considered to be limited. A small amount of inflation
can be beneficial because it allows for adjustments in relative prices in an economy without
requiring reductions in normal prices, which can often be “sticky” (especially for wages).
The greater benefit of a low positive level of inflation is that it reduces the likelihood
of the economy experiencing falling prices, or deflation, which can also have negative
consequences. Deflation gives consumers an incentive to delay purchases, which can cause a
fall in consumer spending and an economic downturn. Deflation can also make borrowing
money less attractive because the amount to be repaid is rising in real terms, not falling.
In addition, deflation can make hiring more workers less attractive if nominal wage rates
stay the same and real wages rise.

For these reasons, central banks like the RBA tend to target low inflation levels that avoid
the negative consequences of inflation. They also do not striv