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While there is a great deal of talk about the 'Global Economy' and 'Globalisation', they are often spoken of, as if everyone understands what is meant by the terms or, alternatively, as giant mysterious forces that control the world, that no one has any knowledge or understanding of.  The aim of this paper is to examine the 'Global Economy' and 'Globalisation' and to see what is happening in these areas.

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 states of the domestic and global economies have been largely influenced by non-economic 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 and the war in Iraq.  These factors have had great influence on the state of the global economy in the last 3 years, and these, and similar events, will continue to do so into the future.  The most recent factor to impact on the global economy has been the increase in the world price for oil and the subsequent and future rises in the price of fuel throughout the world.  This uncertainty is the dominant factor impacting on economic, business, and investment decisions in the present and foreseeable future.  Uncertainty discourages consumer and investment spending and subsequently economic growth.  This is the environment in which we currently find ourselves.  

At the end of 2003 the global economic outlook was looking more promising with increased activity in the third and fourth quarters of 2003 the global recovery has strengthened and broadened.  In the second half of 2003, global GDP growth averaged nearly 6 percent at an annualized rate, the highest since late 1999 (Figure 1).  Industrial production has picked up sharply, accompanied by a strong rebound in global trade (Figure 2); business, and to a lesser extent consumer, confidence has strengthened; and investment growth—essential to sustain the recovery—has turned solidly positive in almost all regions (except the Euro region where growth in 2003 was estimated at only 0.4 percent).  Over the past year, both the United States and Japan have reported growth in excess of 4 percent, and in non-Japan Asia it has been a lot higher, as a result global GDP growth for the year 2003, as a whole was estimated by the IMF (2004) at 3.9 percent and is expected to be 4.6% in 2004 (Figure 1).  (It should be noted though that these predictions were before oil prices rose above $40US a barrel). 

As usual, views about the state of the global economy have been heavily affected by the ups and downs of confidence in the American economy.  The US through the second half of last year and into the first half of 2004 has been characterised by strongly rising corporate profits and an upturn in business investment spending.  These in turn have also driven rises in employment levels.  As falling unemployment rates tend to be a lagging indicator this was the key sign for which most observers had been waiting, to indicate that the recovery had reached the self-sustaining stage, where initial demand expansion has produced enough output growth to push up incomes, which in turn feed back into renewed growth in demand.  Confirmation of these trends in the US has greatly enhanced confidence about the global upswing.

One major change that has occurred in recent years is the growing role of China in the global economy.  China is making a tangible difference to global economic output – and was a key reason, for example, why global output did not slow as much as the output of the advanced economies in 2001 and 2002 (RBA 2004).  The rate of growth in China increased to 8.0% in 2002 and to 9.1% in 2003.  A number of countries have been affected by the demand side of China's expansion, not least Australia, where we now see China accounting for about 10 per cent of our foreign trade, up from 5 per cent as recently as 1998.  Changes in China’s growth will have a growing influence on Australia’s trade especially for resources in the years ahead. 
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Figure 1 – World Real GDP Growth

Source: IMF, World Economic Outlook, 2004.

What is Globalisation?

For the purpose of this paper and in light of the  HSC Economics Syllabus (2000), I will define Globalisation as having two key aspects. 

1. The actual movement across nations of

· Trade

· Investment

· Technology

· Finance and

· Labour

2. The capacity to move and the potential movement across nations of

· Trade

· Investment

· Technology

· Finance and

· Labour

1. The actual movement across nations of Trade

The level of global trade has been growing dramatically since the end of World War II.  The rate of growth in world trade doubled from 9% in the 1960’s to 20% in the 1970’s.  It continued to grow by 5% in the 1980’s and by over 6% in the 1990’s. 

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 grew by 4.5% in 2003 up from 3.1% in 2002 and is projected to rise by 6.8% in 2004 (see Figure 2).

Figure 2 - World Trade in Goods and Services
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Source: IMF, World Economic Outlook, 2004.

The growth in export volumes in advanced economies averaged 7.7% per annum from 1992 to 2000 compared to 8.0% for developing economies.  A similar pattern occurred in regard to import growth.  While this might seem positive, world trade is dominated by the advanced economies.  The IMF (2003) found that the richest 15% of nations had 75% of the goods and services exported in the world in 2002.  This compared to less than 2% for the poorest 25% 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.

2.     International Investment

This relates to investment by Transnational Corporations (TNC's).  This is also known as International Direct Investment (IDI).  International direct investment continues to grow at a rate even faster than world trade.  Annual outflows of foreign direct investment expanded more than 30 times to reach US$1270 billion at the end of the two decades to 2000 and the stock of direct investment has more than trebled in the last 15 years.  There are approximately 60,000 transnational corporations (TNC’s) with over 500,000 foreign affiliates.  They account for about one quarter of total global output and production of foreign affiliates currently exceeds the level of world trade by 1.3 times.  In addition UNCTAD estimates than 1/3 of all world trade involves transfers within TNC’s.
3.    Technology

New information and communication technologies are driving globalisation.  The cost of global communication is declining and innovative tools are becoming easier to use.  The Internet, mobile phones and electronic funds transfer are opening up the global market place. The internet had more than 140 million users in the middle of 1998, but 93% of users were in the richest 20% of nations (UNDP, 1999).  Improved communication can foster great advances in health care and education.  It also breaks down barriers of size, time, and distance.  Costs are falling for small businesses, as they move from a domestic market place to a global one. Consumers can purchase products from any country in the world through the internet and Australia producers have to compete against the prices that are on offer there. The internet does, however, open the door for innovative Australian producers to reach a much larger market place and take advantage of economies of scale. In the future, Australian consumers may just as readily look at shopping catalogues on the internet, as those delivered to their mail boxes at their homes.

Improvements in technology also bring up the issue of intellectual property rights.  Tighter property rights are increasing the price of technology transfer, blocking many developing countries from their use, whether it is in production, communication, education or health care. This in turn increases the power and wealth of those who largely own the property rights, the transnational corporations.

4. 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.  In 2003, foreign exchange trading was estimated to be 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, currency, equity, and commodity derivatives.  Interest rate and currency derivatives make up over 90% of the total value of derivatives traded see Figure 3.  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.

The biggest increase in derivative trading in 2003 occurred in interest rate derivatives.  This came about because long-term interest rates in the United States fell from a 2002 peak of 5.4% (1 April) to a low of 3.6% (9 October) and remained around that level for much of 2003.  Short-term interest rates have risen in the US in the first half of 2004, as a result of the growing economy and the expectation of rate rises to control growth by the US Federal Reserve.  A change in the differential between short- and long-term interest rates will lead to an increase in the value of interest rate swap contracts for some counterparties and a symmetrical loss for others (BIS 2004).  

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 4.  The total estimated notional amount of outstanding derivative contracts stood at $197 trillion at the end of December 2003, up more than a third over the year.

Figure 3 –Global (Over the Counter) Derivative Trading
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Figure 4 - The Growth of Derivatives

Global Derivatives Markets ($USbn, amounts outstanding)
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5. The International Movement of Labour

The international movement of labour has been growing since the 1960’s.  About 2.3% of the world population live outside their country of birth and 1.5% of the world’s workforce works in countries other than those of its citizenship (Bryan, 1999:5). Many nations are also using cheap foreign labour for domestic activities.  For example, a telephone inquiry to Telstra could be answered by someone in India or a call to Western Union Money Exchange is answered in Costa Rica.  This trend is on the increase with the World Wide Web opening the door for skilled individuals to apply for positions in any almost any country in the world.  Newspapers, such as the Australian or Sydney Morning Herald, offer Australian school teachers jobs in places such as China, Indonesia, Saudie Arabia, England, Canada and the USA at wage levels, often, more than double, that which they currently receive.  In developing countries, students are studying subjects that will give them a passage, from their current existence, to one of expected wealth in a rich nation, rather than those that would help their own nation's development.  This brain drain will accelerate as the global economy expands.

The capacity to move and the potential movement across nations

The second component of globalisation involves the potential impact of changes in the global market on economies.  It means businesses consider the potential entry of international competitors into their markets.  Businesses plan pricing strategies and employment policies based on what could happen if cheap foreign producers or TNC’s entered the market. It also means businesses consider, or threaten to set up, their operations in countries where profits are expected to be greatest, eg low wage countries, where unions are suppressed and there are low corporate tax rates.  Governments and employers use these fears to push for labour market and workplace reforms. Governments reduce business taxes to ensure tax competitiveness to attract transnational corporations and international finance, while the average tax of workers rises to balance the budget.

The globalised financial market, and the ease with which funds can be transferred, means that finance is allocated according to international criteria of expected profitability and risk.  Governments, businesses, wealthy individuals, and financial organisation make decisions based on pleasing international financial markets and gaining greatest income and wealth.  This often generates asset inflation and speculative bubbles that go through periods of boom and bust, without necessarily adding to the productive capacity of a nation. 

Globalisation has the potential to benefit all of humanity or create income and employment insecurity, destroy traditional values and cultures, create environmental degradation, increase crime, decrease health standards and increase the gap between the haves and the have nots.  The willingness and ability of governments to deal with the spread and impact of globalisation could well determine the eventual outcome. 
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