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While the term 'Globalisation' has found common usage in recent years, only in the last 12 months has the term ‘global financial crisis’ or ‘GFC’ become the most common area of discussion in the news and the global economy. The aim of this paper is to see how Globalisation has contributed to the development of a global financial crisis and the impact of that crisis on the global economy.
The Global Economy

The Global economy is the world economy.  It is the economic activity going on in the world. It is the combined economic activity that takes place in each individual economy plus the activity between countries.  It includes all production, trade, financial flows, investment, technology, labour and economic behaviour in nations and between nations. 

Economists try to predict trends in the world economy by applying models that demonstrate how changes in certain economic variables or factors have affected the domestic or global economy previously.  In our current economic environment these tools are becoming more limited.  In recent years the state of the domestic and global economies have been largely influenced by non-economic factors.  Factors that economists could never predict.  These include the terrorist attacks of September 11th and subsequent terrorist attacks, the outbreak and spread of the Severe Acute Respiratory Syndrome (SARS) virus, the bird flu and the war in Iraq.  These factors have had great influence on the state of the global economy in the last 8 years, and these, and similar events, will continue to do so into the future.  In the last 12 months the main factor to impact on the global economy has been the ‘global financial crisis’ and even more recently the spread of ‘swine flu’. In the future these issues will probably be overcome and then the main issues that may impact on global growth will include the aging population in many industrial nations and the environmental consequences of rapid growth. Since 2001 the global economy had steady growth until the onset of the global financial crisis in the second half of 2008. (Figure 1). While the global economy still managed to expand by 3.2% in 2008, it is expected to contract by 1.3% in 2009. The situation is even worse in advanced economies with GDP growth predicted to be negative 3.8% in 2009. The current financial crisis is expected to be the worst global recession since the great depression of the 1930’s.
What caused the Global Financial Crisis?

The IMF (2009) has reported that the global economy is in a severe recession inflicted by a massive financial crisis and an acute loss of confidence. The financial crisis began in the US in the middle of 2007.  Since 2006, 40% of new U.S. mortgages were non-prime mortgages, often with very high loan-to-value ratios and minimal documentation. These were risky loans and led to bad debts. Economic activity slowed in many advanced economies in the face of tightening credit conditions, with advanced economies falling into mild recessions by the middle quarters of 2008, but with emerging and developing economies continuing to grow at fairly robust rates by past standards. It looked like until the middle of 2008 that global growth would cushion the damage in the US. The situation deteriorated rapidly after the dramatic blowout of the financial crisis in September 2008, following the default by a large U.S. investment bank (Lehman Brothers), the rescue of the largest U.S. insurance company (American International Group, AIG), and government intervention in a range of other financial and allied institutions in the United States and Europe (Figure 2).
Figure 1 – Real GDP Growth (%)
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Source: IMF, World Economic Outlook, 2009.

The poor lending practices of the global financiers have led to a decline in business and consumer confidence and the ramifications have been quickly transmitted to all sectors and countries of the global economy. There have been sharp falls in global share markets and falls in property prices throughout most economies. These in turn have led to a massive loss in household wealth and the net worth of superannuation funds.
What has been the impact of the Global Financial Crisis?

In examining the impact of the global financial crisis on the global economy, three key areas will be considered:
· Trade

· Investment, and

· Finance.

Figure 2 – The lead up to the Global Financial Crisis
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1The corporate bond spreads are derived as the difference between the asset swap spread and the commensurate London Interbank

offered rate. The soverelgn bond spread serles for advanced markets Is a composite of the five-year U.S. Treasury rate over the effective
federal funds rate and the five-year German Bund over the EONIA rate (1.e., the effective European Central Bank policy rate).




1. The State of Global Trade
The growth in global trade is generally more than double the level of world GDP growth.  Despite a slowdown after 1997 due to the Asian economic crisis, world trade grew by 12.4% in the year 2000 but slowed after September 11th and the US share market crash.  The volume of world trade has grown on average between 6-7% in the last decade but is expected to fall by 11% in 2009 (see Figure 3).

The growth in export volumes in advanced economies averaged 6.5% per annum from 2003 to 2007 compared to 11.1% for emerging and developing economies.  The impact of the global financial crisis is predicted to reduce export volumes in advanced economies by 13.5% and emerging and developing countries by 6.4% in 2009.  A similar pattern is expected in regards to import growth.  While this may suggest that the poorer countries will not be as badly hit by the global financial crisis, they are actually less able to deal with such a crisis because of their poor financial position. It also reflects the fact that world trade is dominated by the advanced economies.  The IMF (2006) found that the richest 15% of nations had 70% of the goods and services exported in the world in 2005.  This compared to less than 4% for the poorest 30% of nations.  This dominance by the richer industrial nations also tells us that if demand in the industrial economies is slow, so will be the level of world trade growth.

Figure 3 - World Trade Growth in Goods and Services (%)
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2.  International Investment

This relates to investment by Transnational Corporations (TNC's).  This is also known as International Direct Investment (IDI) or Foreign Direct Investment (FDI).  According to estimates by UNCTAD (2006), TNCs now spans some 77,000 parent companies with over 770,000 foreign affiliates. In 2007, FDI rose 17.8% rising to $1.5 trillion. The global TNCs are dominated by firms from the USA, Japan and the European Union, homes of 85% of the top 100 TNC’s. In recent years the areas of greatest new investment has been into the emerging markets in Asia, South America and the countries of the former USSR. In 2007, FDI grew by 70% in Russia and by 50% in the Latin American Countries. This has occurred due to their relatively low wage rates and growing economies. 
In 2008, as a result of their global financial crisis, there was a turnaround in this trend with Global Foreign Direct Investment falling 15% (Figure 4.) The United Nations Conference on Trade and Development (UNCTAD) (2009) reports that the decline in FDI has increased in the early months on 2009 with FDI into China falling 26% and 38% into South Korea.  
UNCTAD (2009) states that the fall in global FDI in 2008-2009 is the result of two major factors affecting domestic as well as international investment. First, the capability of firms to invest has been reduced by a reduction in access to financial resources, both internally - due to a decline in corporate profits - and externally - due to lower availability and higher costs of finance. Second, the propensity to invest has been diminished by negative economic prospects, especially in developed countries hit by the most severe recession of the post-war era.
Figure 4:  Investment Trends in the Global Economy
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3.  International Financial Flows

International financial flows have grown most rapidly of all, at 10 times the rate of World GDP.  Since the phasing out of controls on foreign exchange trading in the 1970’s, international financial flows have grown exponentially.  In 1980 global foreign exchange trading was 10 times the value of world trade. Foreign exchange trading is now estimated to be more than 100 times the value of world trade and growing.  The level and direction of international financial flows are now the main determinants of the value of most nations' exchange rates.  Trade in goods and services has little impact on the exchange rate today, except perhaps as a psychological influence on the behaviour of international financial traders.

Financial flows take many forms.  The fastest growing area has involved interest rate, credit, currency, equity, and commodity derivatives.  Interest rate, credit and currency derivatives make up over 90% of the total value of derivatives traded, see Figure 5.  The turnover in the derivatives markets is now much larger than the cash markets.  Only 1% of the foreign exchange market involves payments for trade.  Most of it involves forms of derivatives trading. 
What are Derivatives?

Derivates are simple financial contracts whose value is linked to or derived from an underlying asset, such as stocks, bonds, commodities, loans, and exchange rates. They are international financial instruments for spreading risk or hedging.  

They include:

· futures,

· options,

· swaps,

· forward rate agreements and

· other hedging instruments, include issuing debt securities and undertaking repurchases.

An important point to note is the amount of foreign exchange traded in one day is greater than all the reserves of the world’s Central Banks.  This severely limits the ability of Central Banks to influence the flow of finance in the global economy and thus the impact these flows can have on a nation's exchange rate, as was seen in the Asian currency crisis in 1997.  The amazing rate of growth in the financial flows, and as a result their ability to impact on the global economy, can be seen in Figure 5.  The total estimated notional amount of outstanding derivative contracts stood at $595 trillion at the end of December 2007, a rise of over 40% during the year.  The global financial crisis lead to a decline in the volume of derivatives traded and for the first time there was actually a decline in the annual volume of trading so that contracts fell to $593 trillion at the end of 2008. 
Figure 5 - The Growth of Derivatives
Global Derivatives Markets ($USbn, amounts outstanding)
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The fourth quarter of 2008 saw a continued decline of activity on the international derivatives exchanges to the lowest levels in more than two years (Figure 6). Trading in interest rate, equity and foreign exchange contracts have all fallen. The largest decline has been in interest rate contracts. The Bank of International Settlement (2009) states that the decline in trading activity reflects a combination of significantly reduced risk appetite, expectations of stable low interest rates in major markets and lower hedge fund activity. In other words the markets are less inclined to take risks in the face of unstable and declining financial and economic conditions and are limiting their trading activities as a result. 
Figure 6 - Turnover in derivatives traded
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Conclusion

The global financial crisis has led to falling share markets, and instability in financial and foreign exchange markets. This uncertainty has discouraged investment and spending leading to falling economic growth rates and rising unemployment levels. Foreign Direct Investment is declining and finance is more difficult to get for consumers and business. 
There are signs however that the stimulus packages put in place by most governments and the low levels of interest rates are encouraging spending and the bottom of the downward slide in the global economy may have been reached. Recovery will be slow and economic growth levels are unlikely to contribute to improvements in unemployment before 2011.

The market driven nature of globalisation while it does tend to provide benefits in the long term has its flaws. There will always tend to be periods of financial instability and in these periods there is a need for greater government intervention in the economy. In between these periods there may also be a need to look at the current operation of financial markets to prevent or reduce the likelihood or magnitude of such occurrences in the future.
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FREE HSC REVISION DAY

ACU National Economics lecturers at Strathfield are providing a FREE revision program for HSC Economics students on Tuesday 21st July. 

Students do need to register on line  at www.acu.edu.au/hscenrichment 

You will get: 
· A lecture on : The Current State of the Australian Economy 
· Question and answer revision of HSC economics topics 
· A FREE LUNCH 
· And much much more. 
· There are limited spaces so book early. 
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