The Tech Bubble and the World Economic Slowdown

Anthony Stokes

Lecturer in Economics 

Australian Catholic University, Strathfield.

The world economy went through a sustained period of growth during the 1990’s and into the beginning of the 21st century (Figure 1).  While there were some slowdowns in the early 1990’s due to lower demand in many western economies and the Asian currency crisis of the later part of the period, growth was consistently high and sustained throughout this period. 

Figure 1 World GDP
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The year 2000 turned out to be a good year for global growth, at an estimated average of about 4.7%.  Much of this was due to the strength of the US economy.  The strength of the US economy was largely due in turn to substantial flows of capital into the US market over recent years (Figure 2).  The capital was directed into equities, as their asset values had been rising quickly, and even more specifically into technology stocks (Figure 3).  The Nasdaq index, which primarily measures information technology (IT) stocks, rose over 500% from 1995 to 2000.  This increased the level of investment and consumption in the US economy and subsequently growth.  This in turn created greater world demand.

Figure 2  US Capital Flows
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Source: Reserve Bank of Australia Bulletin, February 2001

Figure 3 – US Equities Markets
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Source: Reserve Bank of Australia Bulletin, February 2001

In recent times the world has been in the midst of an all-purpose technological revolution based on information technology (IT), defined here as computers, computer software, and telecommunications equipment.  The macroeconomic benefits of the IT revolution became apparent in some economies, especially the United States and the Newly Industrialized Economies of Asia, throughout the 1990’s.  Historical experience has shown, however, that financial booms and busts have often accompanied such revolutions, and the IT revolution has been no exception.

At the core of the IT revolution in the later part of the 20th Century were advances in materials science, leading to increases in the power of semiconductors, in turn resulting in rapidly declining semiconductor prices (Figure 4).  Over the past four decades, the capacity of semiconductor chips has doubled.  Cheaper semiconductors have allowed rapid advances in the production of computers, computer software, and telecommunications equipment.  This in turn has led to a steep decline in the price of these products and expansion in these industries, as well.  The rapidly falling prices of goods that embody IT have stimulated extraordinary investment in these goods, resulting in significant capital deepening (Figure 5).  The subsequent decline in production in 2001 in the USA has led to slowdown in the level of economic growth, pushing the USA towards a recession with lower levels of business and consumer confidence and increased rates of unemployment.
Figure 4 - United States: Relative Prices of Information Technology Goods
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Sources: U.S. Commerce Department, Bureau of Economic Analysis for investment price deflators of computers and peripheral equipment, communication equipment, and software.  U.S. Department of Labor, Bureau of Labor Statistics, for producer price index of microprocessors.

Figure 5  - Information Technology Investment in the United States
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Source: U.S. Department of Commerce, Bureau of Economic Analysis.

The IT revolution has strengthened real and financial linkages across countries.  One important dimension of these linkages is the rapidly growing share of IT goods in world trade, which has risen from some 7.5 percent in 1990 to 11 percent in 1999 (Figure 6), reflecting both the growing demand for new technology and the high price to weight ratio of IT goods, which contributes to their greater tradability.  

Figure 6 -  Global Exports of Information Technology Goods
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Source: United Nations Trade Statistics.

The growth of IT related trade has been particularly impressive among Asian emerging markets, notably Korea, Malaysia, Philippines, Singapore, and Thailand (Figure 7).  Adding other electronic components, which are mostly associated with the production of IT goods, the total share of electronic goods now exceeds 50 percent of overall exports in a number of East Asian countries.  A similar, though weaker, upward trend in the export share of IT goods was also observed for the United States and Europe. 

Figure 7 – Trade in Information Technology Goods1
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Source: United Nations Trade Statistics and IMF Staff Estimates.

1. Exports of electronic data processing equipment and active components.

2. Includes Australia, Hong Kong SAR, Korea, Malaysia, Philippines, Singapore, Taiwan Province of China, and Thailand.

3. Includes Austria, Belgium-Luxembourg, Denmark, France, Germany, Italy, Netherlands, Norway, Finland, Greece, Ireland, Portugal Spain, Sweden, and Switzerland.

The initial phase of the IT revolution appears to have been characterized by excessive optimism about the potential earnings of innovating firms.  This over optimism led for several years to soaring stock prices of IT firms (Figure 3), which made equity finance cheaper and more readily available, which in turn boosted investment by IT firms.  These led to overproduction and excess capacity in the IT industry.  The growth that occurred especially in the second half of the 1990’s could not be sustained.  The slump in the IT sector began in the first half of 2000 with a significant reversal of the earlier speculative run up in IT sector stock prices worldwide, and was followed by a sharp weakening of global sales volumes and prices for IT components and products in late 2000 and into 2001.  In the first four months of 2001, global sales of semiconductors were down around 10 percent from the same period in 2000.  While the impact on the US economy has received much publicity, the greatest impact is being felt in the Asian economies.  The impact on Asia of the downturn in the electronics sector is being felt both through trade channels, including weaker trade volumes and prices, and through financial market channels, including the impact of lower regional stock market prices on investment and consumer spending, and weaker foreign direct investment and portfolio investment inflows to the region.  Ian McFarlane (December 2001), the Governor of the Reserve Bank of Australia, considers that there was “excessive euphoria associated with the widely held view that the secret of economic success was to pour resources into the ‘high tech’ sector”.  There was considerable market emphasise on the ‘new economy’, with its ‘high tech’ base, rather than the traditional forms of production of the ‘old economy’.  The result of this is that the countries that were most exposed to that sector are the ones that are showing the largest falls in output (compare Graph 7 and Table 1).

By November 2001, the Wilshire Index, the broadest measure of US share prices (accounting for over 90 per cent of listed companies) had fallen by 9 per cent since early August and was now 30 per cent below the peak in March 2000.  The S&P 500 has experienced similar falls, while the Nasdaq is down 12 per cent since early August, and 64 per cent from its early 2000 historical high.  Since early 1995, when the last phase of the bull run in shares began, the Wilshire, S&P 500 and Nasdaq are now all showing similar net increases – about 120 per cent. The marked out performance of the Nasdaq during 1999 and early 2000 has now been fully reversed.  It is hard to avoid the conclusion that the Nasdaq index experienced a major bubble over this period, rising by 150 per cent over the 15 months to March 2000, only to reverse this over the following twelve months or so.

The decline in world growth has been led by a marked slowdown in the US, a stalling recovery in Japan, and moderating growth in Europe and in a number of emerging market countries. A series of shocks including higher energy prices, a reassessment of corporate earnings prospects, accompanied by a sharp fall in equity markets, particularly of technology stocks, and slowing growth in the technology sector, and a tightening of credit conditions, appear to have combined to generate a marked slowdown in domestic demand growth and a sharp weakening in consumer and business confidence in the US. Some slowdown from the rapid rates of global growth of late 1999 and early 2000 was both desirable and expected, especially in those countries where equity prices had risen rapidly, but the downturn is proving to be steeper than earlier thought.  Given the rapid policy response by the U.S. Federal Reserve and a number of other central banks, and with most advanced countries, with the important exception of Japan, having considerable room for policy maneuver, there is a reasonable prospect that the slowdown will be short-lived.  The actions of the US Federal Reserve, to reduce interest rates so often in 2001, demonstrate their concerns over the sluggishness of the US economy.  While oil prices have retreated from their late 2000 high, their continued volatility remains a concern and much continues to depend on the production decisions of the Organization of the Petroleum Exporting Countries (OPEC) in coming months. 

The Impact of the Terrorist Attacks of September 11, 2001.

The events of September 11 came at a time when, with all major regions already slowing, the global economy was particularly vulnerable to adverse shocks.  Indeed, recent International Monetary Fund data (December 2001) suggest that the world economy was weaker than earlier thought even before the terrorist attacks.  Furthermore, these attacks while affecting the United States most directly can clearly be seen as a shock with global reach, given the worldwide impact on confidence, financial markets, and growth prospects.

Looking beyond the short term, the fact that the attack was premeditated and therefore could be repeated has had a significant impact on three specific areas of activity —airlines and other industries associated with travel, such as tourism, postal services, and insurance.  In most cases the effects are largest in the United States and for small countries particularly specialized in certain industries, such as the tourism industry in the Caribbean.  A more widespread consequence of the September 11 attacks is the effect that it has on business and consumer confidence.  Confidence is a major channel through which the September 11 attacks feed through to the global economy.  An unforeseen event of the magnitude of the September 11 terrorist attack can radically alter the view of the future (including the level of uncertainty) for both consumers and business.  This provides an incentive to postpone or cancel spending, which, through Keynesian multiplier and trade channels, can reduce aggregate demand and output.  While the mechanism through which a reduction in confidence could affect the macroeconomic situation is clear, an assessment of the size of this effect is more complex.  Confidence, being a feeling rather than an action, is intrinsically difficult to quantify.  It can also change quickly.  This is reflected in the improvement in the stock market indices from late September 2001 till the beginning of 2002.  Equity price indices began to rise again on September 24 in all major and emerging country stock markets, and by October 11, broad stock price indices in mature markets were back at the levels registered prior to September 11, generally continuing to rise until the end of 2001.  Confidence seemed to decline after this and the markets indices went into reverse.  Analysists put this growth down to a ‘patriotic burst’ but then reality started to set in and prices returned to more realistic levels, considering the general weakness of the US economy at that time. 

The IMF’s projections (Table 1) for almost all regions of the world have been marked down compared with those in the October 2001 World Economic Outlook (whose projections were finalized before the terrorist attacks).  These reductions are most apparent in the outlook for 2002, where the strengthening of activity that had previously been expected in late 2001—particularly among advanced economies— is now generally not expected until around the middle of 2002.  Growth in the advanced economies is now expected to be only 0.8 percent in 2002, down from a weak 1.1 percent in 2001.  The outlook for 2002 is 0.25 percentage points lower than projected in the October World Economic Outlook, including reductions of about 0.5 percentage points in the United States, Japan, and Canada, 1 percentage point in the euro area, and over 2 percentage points in the newly industrialized Asian economies.  For developing countries as a whole, the growth projection for 2002 has been lowered by nearly 1 percentage point.  The largest reductions were among countries of the Western Hemisphere—especially Argentina (which now faces an even greater downturn since its currency collapse at the end of 2001) and Mexico—and also among the members of the Association of South East Asian Nations (ASEAN). 

Table 1 - World Economic Outlook Projections (annual percentage change)

	
	1999
	2000
	2001 (projection)
	2002 (projection)

	World Output
	3.6
	4.7
	2.4
	2.4

	Advanced Economies
	3.3
	3.9
	1.1
	0.8

	   USA
	4.1
	4.1
	1.0
	0.7

	   Japan
	0.7
	2.2
	-0.4
	-1.0

	   Germany
	1.8
	3.0
	0.5
	0.7

	United   Kingdom
	2.1
	2.9
	2.3
	2.8

	European Union
	2.6
	3.4
	1.7
	1.3

	Newly Industrialised Asian Economies
	7.9
	8.2
	0.4
	2.0

	Developing Countries
	3.9
	5.8
	4.0
	4.4

	Countries 

in Transition
	3.6
	6.6
	4.9
	3.6


Source: IMF, World Economic Outlook, Table 1.1, December 2001.

The IMF points out that the limited amount of data since the terrorist attacks against which to gauge economic prospects and the virtually unprecedented nature of these recent events inevitably imply a high level of uncertainty in the latest projections.  Particular concerns are the prospective depth and duration of the general downturn in confidence and activity, the risk that existing weaknesses in some sectors (such as information technology) will be exacerbated, the addition of new sectoral pressures (e.g., in insurance, travel and tourism), and the vulnerabilities apparent in some systemically important countries.  At a more general level, forecasters have not been particularly successful in capturing turning points in the cycle and the ensuing pace of activity, and this needs to be taken into account when policy responses are being considered. 

The Impact of the Tech Bubble and the World Economic Slowdown on Australia.

Historically we would expect a slowdown in the USA, Japan, and the major Asian economies to have a major impact on the Australian economy.  These are our major trading partners and consumers of our exports. As these economies falter so should Australia.  This is not the view of Ian McFarlane (December 2001), the Governor of the Reserve Bank of Australia.  He does concede that Australia will experience falling exports, falling earnings, and the usual inventory adjustments as the global economy slows and adjusts to its problems.  McFarlane, however, believes that these external shocks are not big enough by themselves to cause a recession.  For that to occur, we would have to see an over-reaction by domestic consumers and businesses.  The evidence to date from surveys of confidence, from household spending and from business investment intentions is that they are holding up reasonably well.  Far from over-reacting, they are exerting a generally stabilising influence.  The global economy had been showing signs of weakening since the end of 2000.  During that time – or for the three quarters covered by the national accounts – the Australian economy has grown at an annual rate of 4 per cent, while the US has been flat.  Australia has also done better than other comparable economies.  There are obvious slowdowns in some sectors notable tourism and the airline industry, but generally the Australian economy is buoyant. The strength of the Australian economy in 2002 is also supported by the IMF that estimates GDP at 3.3% for 2002, with inflation at 2.2% and unemployment at 7%.  This is also reflected in the relatively strong state of the stock indices in Australia.  While they did not grow at the rate of the US indices from 1995 – 1999, they have been more stable.  The broad indices such as the S&P 500 or the Wilshire are down by about 25 per cent from their peak, whereas in Australia the ASX 200 is only down about 4 per cent (as at December 2001).  

What Factors will Shelter Australia from the Economic Slowdown?

Ian McFarlane (December 2001) considers there are certain basic differences in Australia now compared to previous recessions.  First, each of the earlier downturns was preceded by an episode of high inflation.  In the 1970s and 1980s, the CPI was rising in double digits; in the 1990s, although this measure peaked at a lower rate – about 8 per cent – it was accompanied by unsustainably high asset price inflation.  Accordingly, monetary policy had to be tightened on all three occasions to combat these imbalances, and short-term interest rates reached very high levels – either a little above or below 20 per cent on each occasion.  Nothing remotely like that has happened this time to either inflation or to interest rates.  Perhaps more importantly, monetary policy this time has been able to be eased much earlier than on previous occasions – interest rates have been successively lowered for nearly a year now, during which the economy has been growing at a good rate.  Second, there were large rises in real wages that squeezed the business sector in the 1970s and 1980s.  This time wages have grown at a reasonably steady 3½ per cent per annum over the past year or two.  Third, there was an investment boom that led to over-capacity in the early 1980s.  Investment has been quite subdued over the past two years.  Fourth, in the early 1990s, the exchange rate appreciated sharply in the period ahead of the downturn.  On this occasion, the low exchange rate is exerting an expansionary influence.  Finally, on each earlier occasion, the deficit on current account of the balance of payments widened by an amount that alarmed many people.  On this occasion, it has fallen to a level not seen in more than 20 years.  It is also important to remember that Australia exports a very small volume of IT products and is not directly affected by a lowering in demand but may benefit by purchasing cheap IT products from overseas.  This will also help to encourage the modernising of Australian industry. So there is hope for the Australian economy and under the current circumstances we can expect to ride out the current global economic slowdown better than most.
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