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m Discuss the effects of protectionist policies
on the global economy
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Australia in the Global Economy 2024
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 mai nent§jof the

global economy — international trade, international flows of figdfice and iny, nt, and

the role of technology and people movements in strengtheni etwgen individual
economies. These links are highlighted with a revie and regional

business cycles.

Chapter 2 n — the concept of free
en examines the reasons for

ries, and how recent years have

rriers to trade. This chapter concludes

s and government economic forums in

Chapter 3 i al economy. Understanding the gaps in the

Topic 1 conclu ase studies of Brazil and Indonesia. Understanding the impacts of
globalisation on 1 i gconomies is an important complement to any analysis of globalisation

one of the four largest emerging economies in the world. Like Australia,
is a major commodity exporter, but unlike Australia it has not opened up its
economy fully to global forces, and it has had significant economic problems in the
past decade. 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 2024.
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1.1 The global economy
1.2 Globalisation

1.3 The international and regional business cycles

1.1 The global economy

The study of economics has traditionally focused on how individualflegonom te.
While countries have always traded with each other, economic theg
assumed that economies operate separately from each other ag

orld. Today we live in a
are linked to each other
or many advanced and
om overseas is often greater
en conditions in the global

This way of looking at economics no longer describes the ré
global economy — where the economies of individgal countrie

developing countries, the value of what they
than half of the value of the economy’s annual
economy change, these changes can hav

almost immediately. The importanc
illustrated in the 2020s by the
these events resulted in global e 1mpacts on supply chains, production and prices.

the fact that major economic developments can
ample, the Great Depression of the late 1920s and

at have not been affected by the waves of global influences washing
is especially the case in a smaller economy such as Australia, which
lobal economy and pursued policies to integrate its economy with those
round the world.

across
has e
of its region an

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. The United States is still the leading world
economy, but its power is increasingly constrained by China and other major economies.

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

Globalisation refers

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

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

travel between countries accelerated the spread of the coronavirus, and countries ran short
of medical supplies because of their reliance on global supply chains. Some economists
describe the past decade as “slowbalisation” because of low growth in trade volumes,
increased restrictions on trade, and rising geopolitical tensions.

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

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

* the movement of workers between countries.

There are many dimensions to globalisation and there are many statisti

imilarly, the
proportion of music downloads that are local versus ese would be
classified as social or cultural indicators of globalisatio, ndicators provides
an insight into the way in which economies are now | other and re-shaping

the global economy.

“Even in the face of substantial
flows have shown great resilienc

shocks ov! last*few years, international
e bal flows of trade, capital, and

information had surpassed the demi@levels. And while people flows
were stagnant in 2021, they ma gress towards recovery in 2022. To be
sure, today’s geopolitical tension e reshaping some types of flows, and the
war in Ukraine and conomic conditions have caused the

growth of internati . But international activity shows no sign

ization. This does not refer to a mere reversion to
earlierf@ even a return to prior policy approaches. Instead, the
fog globalization to make it work better, expanding its pool

akers continue to confront major global and national challenges,
e the clear lessons from the Covid-19 pandemic is that international
nections dramatically expand our capacity to solve problems.”

— Steven A. Altman and Caroline R. Bastian
“DHL Global Connectedness Index 2022”
15 March 2023

1.2 Globalisation

Trade in goods and services

International trade in goods and services is an important indicator of globalisation because
it is a measure of how goods and services produced in an economy are consumed in other
economies around the world. The value of exports of goods and services has grown rapidly
in recent decades, increasing from US$4.3 trillion (19 per cent of global output) in 1990 to
over US$27.9 trillion (29 per cent of global output) in 2022. The size of the Gross World
Product (GWP) — the aggregate value of all goods and services produced worldwide each
year in the global economy — is now 9 times its nominal level in 1980, but the volume
of world trade has grown to over 12 times its 1980 level.
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Figure 1.1 - Gross World Product and world trade

economic growth since the global financial crisis. During g nturns, such as
in the early and late 2000s and in 2020, the growth of gl ntracted faster

the same period, governmen
international and regi
European Union (EU),
developments

s such as the World Trade Organization (WTO), World Trade
sociation of South-East Asian Nations (ASEAN). These Organization (WTO) is

jor force behind increasing global trade. chl Gl @ il
member countries that

implements and advances
global trade agreements
and resolves trade
disputes between nations.

2022

Commercial

. Commercial
services 19%

services 22%

Manufacturing Other Manufacturing
61% goods 55%
9%

Fuels and
minerals 5%

Fuels and -
minerals 8%

Food and
agriculture 8%

Food and /
Source: World Development Indicators 2022 agriculture 6%
Notes: Figures are for exports

Figure 1.2 - Composition of global trade, 1995 and 2022
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The mix of what goods and services are traded, known as the composition of trade, can
have an impact on individual economies. Figure 1.2 shows that global trade is dominated
by manufactured goods, such as vehicles, clothing and electronic goods. Trade in services,
such as finance and communication, is the fastest-growing category of trade and makes
up two-thirds of global output, but it currently makes up less than one-quarter of global
exports. In particular, digital service exports are likely to be strong future drivers of global
trade growth, already tripling in value since 2005 according to the WTO. 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 restricti

importance of different economic regions. Between 1995 -income
economies (concentrated in North America and Western Europ ir gyerall share of
global trade fall from 85 per cent of exports to 64 per ¢ gure 1.3. Over

the same period, the fast-growing economies of East Ai fic region (which
includes China, Indonesia and Vietnam) experienced t id increase in trade, with
their share of global trade surging from 6 per cent to

Europe and Central Asia 3% —

Source: World Bank 2021. 2021 f

1995 2021

South Asia 1% uth Asia 2%
Sub-Saharan Africa 1%
Middle East and
North Africa 1%

Latin America and
the Caribbean 3% —,

aharan Africa 2%
dle East and
North Africa 2% \
Latin America and High income
he Caribbean 6% —» 64%

Europe and —

East Asia and Pacific 6% ~ Central Asia 5%

East Asia and Pacific 20% 7

dd up to 100% because of rounding.

Figure 1.3 - Share of wor on, 1995 and 2021

in the direction of trade can also have an impact on individual economies. For
e, recent decades have witnessed strong growth in the Chinese economy, resulting
in stronger trade relationships and inter-linkages in global supply chains. Countries such
as Australia have prepared for stronger economic relations with China by encouraging
students to learn Mandarin at school. At the same time, concerns about Australia being
too reliant on exports to China are a factor in Australia’s growing emphasis on expanding
trade with India and other growing economies in the region.

- l ]
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.




Financial flows
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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 dra

increase during the globalisation era. Figure 1.4 shows the growth of exch rad

derivatives, which are a major instrument in global financial markets. T

financial flows fluctuates in response to global conditions. Sharp falls in figlancial” flows

have been followed by strong recoveries in 2008 (with the global figancial

(with the Eurozone crisis) and 2020 (with the COVID-19 pandemi
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Figure 1.4 - The growth of global financial flows: exchange-traded derivatives

An important feature of international finance is foreign exchange markets (or forex

markets), which are networks of buyers and sellers exchanging one currency for another

in order to facilitate flows of finance between countries. Foreign exchange markets have

experienced extraordinary growth in recent years, with average daily turnover reaching
over US$7.5 trillion by 2022, up from US$4 trillion in 2010. The value of a currency is
expressed in terms of another currency and is known as the exchange rate between two
currencies. As will be discussed in chapter 5, most countries determine the value of their

currency through the interaction of the forces of supply and demand in foreign exchange

markets.
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Speculators are
investors who buy or
sell financial assets
with the aim of making
profits from short-term

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

The main drivers of global financial flows are speculators and currency traders who
shift billions of dollars in and out of financial markets worldwide to undertake short-term
investments in financial assets. Based on data from the Bank for International Settlements’
(BIS) Triennial Survey of foreign exchange transactions, only a small share is for “real”
economic purposes such as trade and investment. The vast majority is for speculative
purposes — to derive short-term profits from currency and asset price movements — or for
technical purposes, such as hedging against future exchange rate movements and swapping
funds between currencies. International investment banks and hedge funds, often based
in the United States, are generally responsible for most of these transactions. The aim of
these transactions is either to gain from short-term movements in asset prices — namely
currency and share price fluctuations — and to generate profits, or to hedg inst future
movements and minimise the risk of losses.

US$1.58 TRILLION 104 ND

GLOBAL ECONOMY
US$97 TRILLION

GROSS WORLD PRODUCT

GLOBAL LABOUR GLOBAL COMMUNICATIONS
164 MILLION 5.3 BILLION
MIGRANT WORKERS INTERNET USERS

SOURCES: World Bank, Bank for International Settlements, International Telecommunications Union, United Nations Conference on Trade and Development, International Organization for Migration.
Excludes migrants who have taken citizenship in their new country.
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The main benefit of greater global financial flows is that they enable countries to obtain
funds that are used to finance their domestic investment. In particular, investors in countries
with low national savings levels would not otherwise be able to obtain the necessary finance
to undertake large-scale business and investment projects if their economies were closed
off to global financial flows. In this regard, global financial flows may enable a country to
achieve higher levels of investment (and therefore economic growth) than would otherwise
have been possible if finance from overseas were not available.

However, changes in global financial flows can also have significant negative economic
impacts. Speculative behaviour can create significant volatility in foreign exchange markets
and domestic financial markets. This is because speculators are often accused of acting
with a herd mentality, meaning that once an upward or downward trend in asset prices
is established it tends to continue. Speculative activity has been blamed for large currency
falls and financial crises in several countries over the past decade, including Britain ig
2016, Torkiye in 2021 and repeatedly in Argentina. As discussed further in chapte
the International Monetary Fund (IMF) is responsible for the overall stability 8
global financial system. One of its roles is to stabilise individual economies expesi

Another indicator of globalisation is th
over the past two decades. Since 8
growth in movements of capit theré¥are similarities in the growth of global
finance and global investm t concepts can be distinguished by describing the
shorter-term, speculative shi as finance, and the longer-term flows of money
to buy or establish bysi

n of investment is the expansion of foreign direct
olves the movements of funds that are directly invested in

FDI flows y, 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
in 2020, with UNCTAD recording a fall to under US$1 trillion for the first time in
almost two decades, but this was a brief downturn, with FDI flows recovering quickly
the following year.

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 significantly exceeding the developed world’s share
since 2020. The majority of FDI inflows to developing countries flow to economies in Asia.
Of the US$916 billion inflows to developing countries in 2021, US$662 billion went to

International Monetary
Fund (IMF) is an
international agency

that consists of 190
members and oversees
the stability of the global
financial system. The
major functions of the
IMF are to ensure stability
of exchange rates,
exchange rate adjustment
and convertibility.

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

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

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

in the management of
the business.
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Asia ($307 billion to China and Hong Kong, $141 billion to Singapore and $49 billion to
India). The increase in FDI inflows to developing countries since 2020 reflected stronger
returns on FDI, relative to the returns on investment in developed countries.

Developing economies have also become a major source of investment funds in the global
economy. In 2021 these economies contributed 31 per cent of global FDI funds, compared
to around 15 per cent in the mid-2000s.
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Source: UNCTAD World Investment Report 2023

account for roug
in countries age
manufactus

ir country through supportive policies like subsidies or tax concessions. Since the
arly 1990s, the number of TNCs has grown from 37,000 to 104,000, and the number of
affiliates to TNCs has grown from 170,000 to over 1,116,000. Foreign affiliates of TNCs
employ over 83 million people globally.

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

A significant cause of the growth of international investment is the increased level
of international mergers and takeovers. During recent decades, there has been a spate
of mergers between some of the world’s largest corporations — most recently between
technology companies Salesforce and Slack, pharmaceutical companies AstraZeneca and
Alexion Pharmaceuticals, and media companies Walt Disney Company and 21st Century
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Fox. These mergers have seen the formation of companies worth hundreds of billions of
dollars and reduced the number of truly global companies in different product markets.
The peak year for cross-border mergers and acquisitions (M&As) was 2007, when
US$1 trillion of mergers took place, as shown in figure 1.6. International M&As typically
move in line with changes in global economic conditions — investment falls when economic
growth is lower. In 2022, M&As stood at US$706 billion.

Value (US$ billion)

ey M Value of cross-border
1100 - mergers and acquisitions
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Q
o)

Investment Report 2023 Year

Figure 1.6 - Cross-border mergers and acquisitions

In overall terms, most investment in econ nd the world still comes from
domestic sources. FDI typically accounts for les
meaning that over 80 per cent of invest

1 Distinguish between g
2 Qutline trends in

developme acilitate the integration of economies. Consider the following examples:

e Developments in freight technology, such as the use of micro warehouses nearer
customers to improve “last mile” logistics and increased use of blockchain
technology to simplify tracking and facilitate greater trade in goods. The WTO
has estimated that the digitisation of trade has the potential to cut trade costs by
6 per cent.

e Cheaper and more reliable international communication through high-speed
broadband allows for the provision of commercial services to customers around the
world. A 2023 OECD study estimated that digital connectivity is having a three
times larger impact on reducing trade costs today than in 1995. The proportion
of the global population using the internet increased from 7 per cent in 2000 to
67 per cent in 2022.
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e In finance and investment, technology plays a key role in facilitating globalisation
through secure, high-speed networks that allow money to move around the world
in a fraction of a second.

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

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

Technology is one of the strongest drivers of globalisation becaus

th other economies
also highlighted the

rapidly also tend to be the economies that are most clos
in their region or around the world. The COVID-
disparity in access to technologies between coungni

gh (such as Israel, the Netherlands
gsical lockdowns necessary to prevent
ivities through digital marketplaces,

Social media platforms have accelerated globalisation

at many levels. By creating new online commugties, revenues from its global leadership in many areas of

technologies. This reflects the geographical distribution
f the top 100 digital TNCs’ headquarters, with 59 per cent
in the United States. Other countries rely on importing
technology from a small group of developed economies with

TikTok, YouTube and Twitter connect individ ili

claims 2.9 billion members. j )
. the hope that, over time, as they adopt new technologies,
As well as accelerating the

social media platforms have
Social media is central t

they can become innovators and develop their own technology
exports as countries such as India, South Korea and Israel
have done in recent years. Trade, therefore, spreads new
technologies. Because innovation is an ongoing process, the

ic'impacts.
er products
ional networks
alent from global
Economist Hal Varian has
arch data for terms like

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

conditions. . . . .
markets in order to sell their products and services direct

Social media platforms are also worth vast sums. Elon
Musk bought Twitter for US$44 billion in 2022. Google
earned over US$280 billion in 2023, mostly from
advertising revenue. Apple Inc. became the world’s first
trillion-dollar company by selling the phones, tablets
and laptops through which people access social media.
Social media platforms can rise and fall quickly (TikTok,

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

for example, launched globally in 2017 and had over
3 billion downloads by 2023), but they are reshaping
the economics of many sectors beyond media and
telecommunications.

way technology drives increased foreign investment. This
is particularly apparent for digital TNCs, which have less
reliance on physical assets. E-commerce TNCs increased their
greenfield investments (a type of FDI that involves building
a foreign subsidiary from the ground up) by 120 per cent in
2020 and a further 10 per cent in 2021.
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The internet provides a communications backbone that links businesses, individuals
and nations in the global economy. This not only allows greater communication within
and between firms but also reduces business costs that have in the past been a barrier to
integration between economies. The World Information Technology and Services Alliance
(WITSA) has estimated that the global marketplace for information and communications
technology is worth almost US$5 trillion. The surge in worldwide internet usage to five
billion users highlights the rapid spread of technologies across countries in recent years
and the increasingly interconnected nature of the global economy. COVID-19 accelerated
this trend, with international internet traffic roughly doubling in 2020. At the same time,
as online information flows have become more globalised, regulations have been required
to mitigate cybersecurity attacks, which, around the world, increased by almost 40 per
cent in 2022. Figure 1.7 shows the number of internet users in selected countries.
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Figure 1.7 - Internet users in selected countrie:
International divisio our and migration

Labour markets differ fro ket@pfor goods and services, finance and investment,
in that they are far legsy

fractions of a second, g rvices can move in days and investments can be made in

ised. While money can move around the world in

weeks, people d

world has beco sscrictive about immigration of people from poorer countries.

Nevert people than ever before are moving to different countries to take
advan er work opportunities that other countries offer. The World Bank
estimat million people are living outside their country of nationality, with
around hal ing from low- and middle-income countries. The International Labour

Organisation (ILO) estimates that around 164 million people (around 2 per cent of the
world’s population) are migrant workers. Labour migration into Organisation for Economic
Co-operation and Development (OECD) member countries fell because of reduced job
opportunities following the global financial crisis, gradually recovering during the 2010s.
The number of migrants has continued to grow despite the impacts of COVID-19,
reflecting both ‘push’ factors (such as people leaving their country because of conflict and
violence) and ‘pull’ factors (the demand for workers in many countries). The net migration
statistics in figure 1.8 show that with rare exceptions, the number of people on the move
across the world remains low relative to country population sizes. In 2023, over 8 million
Ukrainians were displaced because of war.
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International division

of labour is how thc
tasks in the prociuction
process are allocated (o
different people in different

countries around the
world.

Net migration 2018-2022

United States 5.0 million
Germany 1.8 million
Canada 1.6 million
United Kingdom 1.1 million
Australia 0.9 million

Turkiye -0.9 million
China —1.0 million
Bangladesh -1.1 million
India —1.7 million
Venezuela —4.2 million

Source: United Nations Population Division 2022

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

trated at the top and
skildéd workers are attracted
nited States, because of the
countries. The ILO estimates

The movement of labour between economies appearsfto be
bottom ends of the labour market. At the top end, hit
to larger, higher-income economies, such as E
higher pay and better job opportunities availab
that two-thirds of international migragwo

Smaller advanced economies, such 2 @ i
drain” of some of their most talentedSaa@ skilled workers, who are attracted to other
countries by greater rewards. I effect, thet@is a global market for the most highly skilled

atin America; in European countries migrants are mainly
pe and Africa; in richer Asian countries migrants are mainly from
omies in the region. Low-skilled labour migrants often remit their

rends 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
103 million people were forcibly displaced by mid-2022, the highest figure on record.

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
reduce costs. In 2022, research by the IMF found evidence that global supply chains had
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BRAIN DRAIN OR BRAIN GAIN?

Around 169 million people worldwide have migrated
because of work. The proportion of these “economic
migrants” who are highly skilled heavily outnumbers
those who are low-skilled in almost all countries. In

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

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.

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 o

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

and improve the flow of health
developing economies in Sub-
and Asia to maintain health s

towards more advanced economies and the Sources: IZA World of
source country may experience shortages Workforce Allianc
of skilled workers. For example, health Department

operated successfully during the COVID-19 pandemlc wi
to supply goods when other countries were harder

has been occurring for decades, parmcularly for la
recent years have also seen services fun

The international division of
that is discussed i
specialise in the production

advantage”

us on specialised service aspects of the economy that use
rkefs who are in greater supply in advanced economies.

reviewquestions

e 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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Business cycle refers to
fluctuations in the level
of economic growth due
to either domestic or
international factors.

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

1.3 The international and regional
business cycles

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

Output

Just as individual economies experience strongeran

en ountries are experiencing
ion of economic growth levels
ighlighted by the global recession
andemic. Even countries where the

a downturn. The extent of s

across individual ece nies

pandemic was less still suffered immense economic damage, in

Time part because of the

on effects of the recession in other countries.

Figure 1.9 - The business cycle

International business
cycle refers to fluctuations
in the level of economic
activity in the global
economy over time.

ighlights the strong relationship between the
erformances of the world’s major economies.

long period of
growth after
growth dug

during the 2000s, followed by a sharp collapse in
these advanced economies experienced slower rates of

World

------ Australia
United States
Japan

Euro area
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Source: IMF World Economic Outlook (April 2023) *projections Year

Figure 1.10 - Economic growth performance of major economies
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The world economy rebounded strongly from the pandemic in 2021 with 6.2 per cent
growth in output, before growth rates stabilised at around pre-pandemic levels from 2022.
Emerging and developing economies outperformed the advanced economies, with 6.9 per
cent and 5.4 per cent growth in GDP, respectively.

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 j
demand for goods and services from other nations. The level of growth in an ecopmy
will have significant flow-on effects on the economic activity of its trading part

past decade has meant that it has invested less in other economi
since 2015, its annual FDI outflows have been negative.

¢ Transnational corporations: TNCs are an increasing
global upturns and downturns are spread throu
example, following reductions in the headcounts of m technology companies
Microsoft, Amazon, Google and Meta, in 2023 Australjan technology company

e Financial flows: Short-term financid
transmitting the international business
identified that Australia has ben open to global capital markets,
but that the financial integragi economies exposes the Australian

¢ Financial market and co gfice: Consumer confidence and the “animal spirits”
enced by conditions in other countries. This is
ation between movements in share prices of the
s — that is, they tend to go up and down at the
aten global stability — such as an increased risk of war,
r the collapse of a major business — can spark an immediate

¢ly influenced by interest-rate changes in other countries. If higher
economic growth makes it necessary for the central bank to increase interest rates
in the United States, this places pressure on central banks in other economies to
follow suit. Inflationary pressures across the world in 2022 saw central banks raising
interest rates. The Reserve Bank of Australia followed suit, with interest rate rises
in 2022 and 2023.

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

e 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.

FACTORS THAT Nevertheless, it is important to note that despite these linkages betwee omies, the
STRENGTHEN THE pattern and the pace of economic growth differ between countries. Eyén coumtipics that

INTERNATIONAL
BUSINESS CYCLE

described above, many of the factors that influence the busi

e Trade flows national conditions:

¢ |nvestment flows and
investor sentiment

e Transnational
corporations

¢ Financial flows

e Technology

e Global interest rates

e Commodity prices

e [nternational
organisations

e Interest rates have a significant impact on t
interest rates differ between countries (or regio
that share a common interest-rate polj

mic activity, and
of European countries

FACTORS THAT
WEAKEN THE

INTERNATIONAL
BUSINESS CYCLE

e Domestic interest
rates

e Government fiscal
policies

e (Other domestic
economic policies

e Exchange rates
e Structural factors regulating labour markets, educating and training employees and regulating

 Regional fact businesses. These structural factors influence the competitiveness of economies and
their level of growth.

of new technologies; different attitudes towards consumption and savings;
ifferent population growth rates and age distribution; different methods of

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

In summary, there is an international business cycle and when there is a substantial economic
downturn, such as in the mid-1970s, the early 1990s, the late 2000s and early 2020s,
this downturn is shared across almost all countries. However, the factors influencing individual
economies differ and the level of world economic growth is one of several factors that
influence economic conditions.
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Regional business cycles

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

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

economies. In the South Asia and Latin American regions, r¢
economies such as India and Brazil respectively play a key rg

While regional business cycles tend to be dominated by the est and most globalised
ditions at the regional
an economies were weakened by

financial crisis in Argentina

2020. The war in Ukraine in 2022 re
Europe and Central Asia. In thisg

rade and economic policy across
omies can affect the performance of

Clearly, regional business ¢ = quite different from patterns in global economic
activity, with some region Ming more strongly than others and fluctuating

of economic acti

1 Define thegfterms international business cycle and regional business cycle.

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

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

Regional business
cycles are the fluctuations
in the level of economic

activity in a geographical
region of the global
economy over time.
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chapterdiliET 2

1 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.

2 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 incre linked
together into one larger economic system.

3 The gross world product is the sum of the total output ofggoods and segVices
produced by all economies in the world over a given perigd of tj

During the period of rapid globalisation in the de e grew at a
much faster rate than world economic growth. |
the same level as overall economic growth.

5  The pattern and direction of world trade ed to reflect the increasing
importance of advanced technology and s s and the growth of the Asia
Pacific region.

6 The process of globalisation has d most rapidly in global finance which
faces few barriers and is driven mo by speculative activity (that is, investors
seeking to make short- fluctuations in exchange rates, interest

, transport and communication have driven increased economic
facilitating linkages between businesses individuals and nations in

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

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

0 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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I -1 dreview

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.

3  Describe the role of trade flows in globalisation.

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

Explain how technology drives growth in the trade of goods and se

Explain the difference between investment flows and financial flows.

© 0 N o O
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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

ion\of the global economy. The periods of
alsoBeen periods of rapid growth in trade.
ing economies are typically economies with
tries together, created wealth and re-shaped

Trade has played a critical role in the£Xpa
the fastest growth in the global eco -@
In the 21st century the world’s fastes :

rising levels of trade. Trade hagbrought
the structure of many econ

This chapter examines t theory behind trade relationships, government
policies that have restricted ilitated trade, and the role played by international

institutions in trade§flows, financial flows and foreign investment.

2.1 antages and disadvantages
ree trade

. omists, there is widespread agreement on the principle that economies will
Comparative advantage . . . .
is the economis prindiple higher levels of growth in a free trade environment. Although barriers to trade
that nations should ' ain Significant (even rising in recent years), the world has experienced a long-term
r

specialise in the areas end towards greater free trade in the global economy.
of production i which
they have the lowes Free trade can be defined as a situation where governments impose no artificial barriers

opportunity cosi, and to trade that restrict the free exchange of goods and services between countries with the

trade with other nation aim of shielding domestic producers from foreign competitors.
so as to maximise both

nations’ standards The argument for free trade is based on the economic concept of comparative advantage.
of iving. 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
Opportunity cost specialises in the production of the good in which it is comparatively more efficient. This
represfents L2 alte(;r;tatlve comparative efficiency is measured by the opportunity cost of producing each good
use of resources. Often o . . . . L

referred to as the “real” within that. coun.try. Thu§, 1.f the opportunity cost of producing iron ore in Aust.rallla is
e ey s  lower than in China (that is, in order to produce an extra tonne of iron ore, Australia gives
of satisfying one want up producing a smaller quantity of smartphones than does China), then Australia is said to

over an alternative want. have a comparative advantage in iron ore production. At the same time, if the opportunity
This is also known as

: cost of producing smartphones in China is lower than in Australia, then China is said to
€conomic cost.

have a comparative advantage in smartphones.
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ADVANTAGES OF FREE TRADE

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

e 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.

e 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 gre
competitive pressures from foreign producers, and governments will e age
domestic industrial efficiency.

e Free trade encourages innovation and the adoption of new technology andiproductio
processes throughout the world.

e Free trade leads to higher living standards as a result of lowe
production of goods and services and increased consumer choice,
access to goods that a lack of natural resources may othery ia F

of global markets leads to higher rates of economic grow aerease@real incomes.

DISADVANTAGES OF FREE TRADF

to compete with imports. The short-
the long term as the domestic ecgpol

untries may be dumped (that is, sold at unrealistically
rket, which may hurt efficient domestic industries.

e environmentally irresponsible production methods
ome nations may win markets by undercutting competitors’
ause they also undercut environmental standards. For example, they
n methods which add to pollution in the air and in river systems.

y, such as war or pandemic. If supply chains are disrupted, it may not be
possible to source essential items such as defence equipment and vaccines.

: "

1 Explain the principle of comparative advantage.

2 Describe how the idea of comparative advantage supports the arguments in
favour of free trade.

3 Define free trade.
4 Examine the costs and benefits of free trade.

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

purpose of shielding
domestic producers from
foreign competitors.

Appendix B:

For more information on
the economic theory of
comparative advantage
and gains from trade,
go to section B.1 in the
Advanced Economic
Analysis appendix at the
back of the textbook.
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2.2 Reasons for protection

Protection can be defined as any type of government action that has the effect of

Protection refers to - . o . . .
giving domestic producers an artificial advantage over foreign competitors. The main

government policies that o . . . s
give domestic producers protectionist measures include tariffs, import quotas and subsidies.

an artificial advantage
over foreign competitors,

such as tariffs on imported . ’ ) ) -
goods. of protection to assist local producers in the face of foreign competition. A number of

arguments have been put forward to justify why countries impose protectionist barriers
to trade, including the need to assist infant industries, protecting industries from overseas
firms dumping goods, reducing unemployment and arguments for self-su cy for some

Despite the economic benefits of free trade and the costs associated with protecting
domestic industries, historically, most countries have tended to use at least some forms

essential areas of production.

Infant industries

New industries generally face many difficulties and risks j
start out on a small scale with costs that are relative
competitors in other countries. These “infant indust
competitors in the short run to enable them to bui
achieve economies of scale so that they can co i
to the development of new industries has bee
recent decades.

any emerging economies in

The key test for economic credibilit fant ihdustry argument is whether industry
protection is removed over time. If prot nist policies are not removed, there will be no
o reach a levePof efficiency that would enable it to compete
at governments should provide temporary assistance

real incentive for the indust
without protection. Thi
only to industries that ha
the long run so th

Historically, iegp that have received assistance as infant industries have
continued & ssistance for many years (for example, national airlines in

tant to accept businesses seeking protection based on the infant
ent. Today, when governments provide help to new industries (such as
ng batteries for electric vehicles), this tends to involve direct assistance and
a limited period of time.

Prevention of dumping

-

e : Dumping occurs when foreign firms attempt to sell their goods in another country’s
Dumping is the practice

market at unrealistically low prices (that is, below the price charged in the home country’s

of exporting goods tc
country at a price lower
than their selling price in or to establish a market position in another country. These low prices are usually only of

their country of origin. a temporary nature but can harm domestic producers. Local firms that could normally
compete with such foreign producers may be forced out of business, causing a loss in a

market). The practice of dumping may be used to dispose of large production surpluses

country’s productive capacity and higher unemployment.

The only gain from dumping is that it results in lower prices for consumers in the short
term, but this does not last as foreign producers will put up their prices once the local
competition is eliminated. Under such circumstances it is generally in the economy’s
best interest to impose restrictions on such imports. Using protectionist methods to
prevent dumping is the only reason for protection that is widely accepted by economists.
However, in recent years the World Trade Organization has questioned whether countries
might be unfairly accusing efficient low-cost foreign producers of dumping and abusing
“anti-dumping” processes in order to protect their domestic industries.
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More than 6500 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 2023, there were around 4500 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 375 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 argume
tends to gain strongest public support during times of recession when unemploym
rising, even though technology and automation often play a more significant role i
losses than trade.

However, there is little support among economists for this argument. Pf@tecti

will retaliate and adopt
gomy might have higher

they can be confident that f i f conflict they would still be able to produce the
equipment needed for their i

Australia and ogher coungi restrict Chinese telecommunications giant Huawei’s
involvement in
Huawei’s techno
competfors.

The ar, t fofself-sufficiency of medical supplies as well as energy, food and essential
manufactured g#ods has become much stronger in recent years in the wake of recent global
crises such as the war in Ukraine and the COVID-19 pandemic. Concerns about food
security following Russia’s invasion of Ukraine led to restrictions on agricultural exports

mobile telecommunications networks. This is despite
regarded as cheaper and more advanced than that of its

in several countries, with 101 export restrictions still in force in 2023, representing over
11 per cent of food trade.

In the wake of the COVID-19 pandemic, governments changed policies to build greater
domestic capacity to produce vaccines and supply essential medical needs (including
Australia, which announced plans to establish a local mRNA vaccine production facility).
The disruptions to “just in time” global supply chains caused by the pandemic led to a
re-think of how both governments and suppliers need to be better prepared for future
disruptions. This is challenging for the Australian economy because of its integration with
global supply chains, reliance on imports and limited domestic manufacturing capacity.

Top five economies

initiating anti-dumping
measures

India 1130
United States 860
European Union 547

Brazil 438

Argentina 418

Top five exporting
economies affected

ited States 318
270

Source: WTO Dec. 2022

Figure 2.1 - Anti-dumping
actions in force under WTO
system
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RISING BARRIERS TO TRADE

The past decade has brought an end to a long period of
expanding free trade stretching all the way back to the
post-Second World War era. Many countries have been
experiencing a backlash against globalisation for decades,
but the new era of “deglobalisation” and rising protectionism
has come about in response to the vulnerabilities in supply
chains that were exposed during the COVID-19 pandemic
and the war in Ukraine. An IMF report in 2023 suggested
that this trend towards deglobalisation and increasing
fragmentation in world trade could ultimately cost the
global economy 7 per cent of its output.

While the basic principles of free trade are still widely
embraced and global tariff levels remain low, governments
have become more concerned about the way in which open
trade makes them more dependent on other economies,
and more vulnerable to overseas developments.
Governments are focusing on improving the resilience of
their supply chains by increasing inventories, expanding
local production capacity through increased subsidies, and

competition with co
that labour
labour

giving greater priority to security interests over comparative
advantage. Beyond protectionist policies, the trend
towards “deglobalisation” may also be reflected in greater
restrictions on migration and foreign direct investment, and
a weaker commitment to international cooperation.

At the heart of the trend towards deglobalisation is the
“decoupling” between the economies of the United States
and China. In 2023, President Biden introduced export

relationship between th
Boston Consulting Gr
measures in pla

abuses, even though it can have protectionist consequences. For example,
2021 Australia restricted certain imports from China because of concerns about

the use of forced labour in Xinjiang.

e Countries sometimes block trade in goods because of environmental factors, such

as the environmental harm involved in the production of certain goods. Overseas
producers may be able to produce some items cheaply because the producers are
environmentally irresponsible and do not have to comply with the tougher
environmental standards that apply in advanced economies. In recent years some
countries have proposed introducing “carbon tariffs” on goods produced in countries

that are making slower progress on reducing carbon emissions.

reviewquestions

protectionist policies.

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

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

Although we live in an era of relatively free trade globally, most countries use at least some
measures to shield their domestic producers from foreign competition with protectionist
policies. There has 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 LR
of the imported goods, making the domestic
producer more competitive. The effects of a

tariff are shown in figure 2.2.

P
Figure 2.2 reveals the following: 1

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

e QP is the price of imported goods if
there was no tariff applied (that is, in
a situation of free trade). At this price

consumers demand 0Q;, domestic
producers supply 0Q and the quantity
imported would be QQ,.

If a tariff of PP, is imposed, all of which is pd$

decline. A
$300 billion
o decrease 0.8 per cent, equivalent to $700 billion.

higher price and receive fewer goods. This redistributes income

conomic activity in Australia would fall by $0.64. GDP would be lower by
over 1 per cent each year, equating to a loss of around 100,000 jobs, and the average
household would face a drop in income by around $1500 per year.

* The tariff raises revenue for the government but that is not the primary objective. In
fact, the more successful the tariff as a protectionist policy (that is, the more imports it
restricts), the less revenue it will raise. In 2023-24, the Australian Government expected
to collect $1.5 billion in tariff revenue, which is roughly 0.3 per cent of its total revenue.

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

Tariffs are taxes on
imported goods imposed
for the purpose of
piotecting Australian
industrics:
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Quotas

. An import quota controls the volume of a good that is allowed to be imported over a given
restrictions on the period of time, normally for the purpose of protecting domestic production. It may also be
amounts or values of used to reduce the quantity of undesired goods entering a country. For example, in 2018
various kinds of goods Australia implemented a quota system for the importation of hydrofluorocarbons (HFCs),
that may be imported. commonly used in refrigeration, in response to environmental concerns. Quotas guarantee

domestic producers a share of the market. The effects of a quota are shown in figure 2.3.

Figure 2.3 reveals the following:

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

e (P is the price at which the imported
goods would sell if there was no
quota imposed. At this price, P1
consumers demand 0Q;, domestic
producers supply 0Q and the
quantity imported would be QQ);.

e If the government imposed a quota
restricting imports to Q,Q;, this
would have the effect of raising the
price of imported goods to OP,. Thi

price would allow domestic
to expand to 0Q..

Countries sometimes use a sy

sources in that economy are attracted to the protected industry, leading to
allocation of resources from other sectors of the economy (where production and
loyment will fall). For example, the European Union (EU) imposes an import quota

owing no more than 7150 tonnes of high-quality beef imports. This provides certainty
for producers in European countries because they can supply any demand in excess
of the 7150 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.

e 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 s

Subsidies involve financial assistance to
domestic producers, which enables them to
reduce their selling price and compete more
easily with overseas producers. In figure
2.4 this is shown by a rightward shift of J‘
the domestic industry’s supply curve from \
SS to S1S1, which results in a lower market :
price. Businesses will be able to sell a higher |
quantity of their product on both domestic !
and global markets. The quantity produced a

\
\
\
\
\
|
Qr Quantity

increases from Q to Q;. The size of the
subsidy in per unit terms is the vertical  Figure 2.4 - The effect of a subsidy

distance between S and S1.

ECONOMIC EFFECTS OF A SUBSIDY

More resources in that economy are attracted to the protected i
reallocation of resources from other sectors of the econopa

subsidies through higher taxes.
e Subsidies impose direct costs on gov

Fuel Tax Credits Scheme (A
$9.6 billion, which is expecte
otectionist policies, they often prefer a subsidy to
e abolished more quickly — since they impose costs

that goods must contain a minimum percentage of locally
for guaranteeing that a certain percentage of a good will be locally
omponents may not attract a tariff. Australia has a longstanding
a majority of free-to-air television content broadcast from 6:00 am
ocally produced (a minimum of 55 per cent of content under current
rules). In 2023, the Australian Government announced plans to introduce local content
requirements for streaming services such as Netflix, Stan and Binge as part of its Revive
National Cultural Policy.

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

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
prodiiced overseas.
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a program known as the Export Market Development Grant (EMDG) that has assisted
over 51,000 businesses in promoting and marketing their exports. Technically, export
incentives do not protect businesses from foreign competition in the domestic market, but
they are nevertheless regarded as a barrier to free trade. World Trade Organization rules
restrict the use of export incentives but countries can still provide some forms of export
assistance to local producers.

OVERALL ECONOMIC EFFECTS OF PROTECTIONISM

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

Protectionist policies reduce the overall level of trade
between nations. For an individual economy, protectionism
means that exports and imports will be a smaller share of
the national economy. A Boston Consulting Group report
for the B20 group of business leaders, which provides input
to the G20, estimated that the cost of major economies
imposing protectionist policies following the COVID-19
pandemic could reduce global economic output by as much
as $10 trillion by 2025 on the level it would otherwise reach.

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 medi
term, countries that raise tariffs experience lower outpu
weaker productivity, increased unemploym

of 151 countries over 50 years and
increases tend to lead to an exchange

which can worsen the balance of trade. It also concluded
that an average tariff increase (of 3.6 per cen

are most efficient. Busi
economies of scale a
and lower dividends.
prices for goods and se
higher. This lead
countries.

ividual economies are
r economic growth in individual

The neg gaeonomMlic impact of the protectionist policies
of tradimg blgfs tends to be larger (relative to the size of
those ec@fiomies) for developing economies that are

ften excludéd from access to the markets of advanced
ecgnomies. In making its case against protectionism,
Id Bank has highlighted that increased trade
educe global poverty. Between 1990 and 2017,
loping economies increased their share of global
xports from 16 per cent to 30 per cent, while the number
of people in extreme poverty globally fell from 36 per cent
to 9 per cent.

: "

ket.

escribe how subsidies affect the price and quantity of goods sold in a

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

3 Discuss the impact of increased protectionism on the global economy.

2.4 Trade agreements

As trade has grown and economies have become more integrated, countries have in recent
years forged agreements and trading alliances to expand their trade opportunities and avoid
being excluded from emerging trading blocs.

Free trade agreements (or trade agreements) are formal agreements between countries
designed to break down barriers to trade between those nations. When the agreement
is between two countries it is said to be bilateral, and when the agreement is between
three or more economies, it is said to be multilateral or regional. While these agreements
are generally described as “free” trade agreements, it is often more accurate to call them
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preferential trade agreements because, in effect, they give more favourable access to
goods and services from one nation or a group of nations compared to another. Sometimes
they can even make it harder for nations outside the preferential trade agreement, especially
developing economies, to trade. In this respect they may not create better conditions
for free trade at all, particularly for developing economies that struggle to access global
markets. Australia’s bilateral and multilateral trade agreements are discussed further
in chapter 6. In contrast, global free trade agreements conducted through the World
Trade Organization (WTO) are designed to remove barriers to trade uniformly across
all economies.

A trade 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).

TRADE AGREEMENTS

Global
agreement

Bilateral
agreemen 3

Multilateral or regional
agreements

World Trade Organization EU Mos? =nomiebu.
USMCA (previously NAFTA) numbc "ohis! 2 >val

APEC forum agreen nts .ad

ASEAN vralls eral hundred are

in lace a. und the world.
AANZFTA (ASEAN-Australia-
New Zealand)

CPTPP
IPEF
PACER Plus
RCEP

ustralia has 14 bilateral
trade agreements - see
apter 6.3 and figure 6.2.

Figure 2.5 - Types of trade agreements

Regional trade agreements h lied recent decades, with the number of
mping from 27 in 1990 to 585 in 2023. More than
by regional trade agreements. The proliferation of
omists arguing that regionalisation is as important

agreements registered with t

half of international trade is n ve
these agreements has

The extent to
blocs varie

ich countries trade with other economies within their regional trade
ween regions. Around 60 per cent of the exports of European Union
economies go to other members of the EU. On the other hand, for ASEAN economies
around three-quarters of trade occurs with countries outside their region, reflecting that
they are smaller emerging economies and their economic growth strategies have focused
on exports to industrialised economies. The economies of the United States-Mexico-Canada
Agreement and ASEAN Free Trade Area in recent years have substantially increased the
level of trade among themselves compared to trade with countries outside their trade area
(although both continued to grow). While there are economic efficiencies in trading with
neighbouring countries (due to lower transport costs), there are also risks that regional
trade blocs could result in global trade fragmenting into self-contained regions, hindering
the spread of global free trade.

A trade bloc occurs
wher, a number of
countries join together
in 2 formal preferential
trading acreement, to
the exclusion of other
countries.

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

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

“The US-China economic and trade relationship is one of profound consequence. As
the two largest economies in the world, the bilateral relationship affects not just the
two participants, but the entire globe. The Biden Administration acknowledges that this
relationship is complex and competitive.”

— United States 2023 Trade Policy Agenda, March 2023

As China’s economic power has grown in recent decades, it has come into increasing
conflict with the US, which argues that China engages in unfair and illegal trading practices.
China and the US are the world’s two largest trading nations, but a large tra
exists between the two economies, with the US buying US$537 billion of
in 2022, while China bought just US$154 billion of American exports.

International Economics. China has meanwhile impose
from the US.

While the US has adopted a more open appro
on billions of dollars of Chinese imports have
is seeking to reduce its reliance on Chinese i
manufacturing, including advanced c chi

No. of agreements
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Source: WTO Secretariat

Figure 2.6 - The growth of bilateral and multilateral trade agreements

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, Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore
and Vietnam) represent 14 per cent of global economic output and around 15 per cent
of global trade, with a market of over 500 million people. Even though the 11 TPP-11
economies only make up around 6 per cent of the global population, their contribution
to global trade is significant, especially for Australia’s economy, representing 22 per cent
of all Australian trade.
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REGIONAL AND BILATERAL TRADE AGREEMENTS:

STEPPING STONES OR STUMBLING BLOCKS?

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. Meanwhile, in the post-COVID era
the momentum for trade liberalisation has weakened,
with governments focusing on ways to make their
supply chains more secure, including by increasing
local production.

The practical benefits of FTAs

“The Australia-United Kingdom Free Trade Agreement
(A-UKFTA) ... [is a] gold-standard trade agreement
[that] will deliver unprecedented benefits to Australian
businesses and create new well-paying jobs ... there
will be no tariffs on over 99 per cent of Australian goods
exports to the UK, opening up new export opportuniti

Don Farrell, Ministeifé sm
Media release: “Historic /@ j i
pgelom”, 4 May 2023

The greater benefits of multilateral
agreements

“RTAs can complement multilateral efforts, and their
success in tackling new and traditional issues provides
lessons that WTO members can apply in the multilateral
context. But despite their benefits, RTAs cannot be a
perfect substitute for the multilateral tradi
multipolar world economy, with multi
global commons, such as we’ve seen

a recipe for sub-optimal ou

ral, World Trade

Organization
the Committee on Regional Trade
eements”, 22 June 2021

— Ngozi Okonjo-Iw 5

“100th session

n trade liberalisation

icant costs: concentration of wealth; fragile
supply chains; de-industrialisation; offshoring; and the
imation of manufacturing communities.

Heightened economic insecurity, the pandemic, and
Russia’s invasion of Ukraine have pushed us to
re-examine our approach to trade. To get this right,
trade has got to be about more than just unfettered
liberalisation, cheap goods, and maximizing efficiencies.”

— Katherine Tai, United States Trade Representative
speech to the Roosevelt Institute’s Progressive Industrial
Policy Conference, October 2022

as one of the world’s most ambitious trade agreements, but
educed after the withdrawal of the United States in 2017, shortly
ect. The TPP-11 nevertheless went ahead with the agreement, with
ering 18,000 tariffs, representing over 98 per cent of all tariffs within

a. However, the TPP-11 lacks a clear implementation timeline and some

members have up to 10 years to implement their commitments. The TPP-11 agreement
also includes controversial provisions that give corporations the right to sue governments
for policy decisions that might harm their investments.

To add to the complex web of regional agreements, in 2022 President Biden announced
the formation of a new economic pact, the Indo-Pacific Economic Framework (IPEF),
comprising mostly the same members as the TPP. The IPEF is intended to focus less on
tariffs and market access (which would require approval from Congress), and more on
strengthening supply chains, promoting infrastructure investment, cooperating on tax
rules and fighting corruption.
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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 commenced in 2022, and was in effect
for all of its 15 members by June 2023, after almost a decade of negotiations. Estimates
by the World Economic Forum suggest that the RCEP will remove 91 per cent of tariffs
on goods traded in the region, while UNCTAD has estimated that it will boost intra-
regional trade by 2 per cent as a result of both creating new trade worth US$17 billion,
and diverting existing trade worth US$25 billion.

The membership of the RCEP comprises 15 economies, including Chin ich led its
formation), all ASEAN nations, Japan, South Korea, Austraha and NeWw Zealand. Ind1a

GWP. Ten out of Australia’s top 15 trading partners are mem oreement,
and together with the other six participating countries, they ai
Australia’s two-way trade, 17 per cent of two-way invest and 7 nt of Australia’s
goods and services exports.

Asia-Pacific Economic Cooper ) forum

ed the Asia-Pacific Economic
ation of trading blocs in other areas
ember economies of the forum are:

orld GDP and makes up around three-quarters of
services.

ision of establishing free trade among member countries
. Its relatively minor role in advancing free trade during the
s is exemplified by a 2019 report by PricewaterhouseCoopers that noted
on of non-tariff trade barriers remain in place across APEC nations.

PEC member states had been reduced from 10.2 per cent in 1999 to 5.2 per cent
. Total merchandise trade for APEC nations increased sevenfold during this period,
with two-thirds taking place between member countries. Although APEC meetings have
never resulted in a regional trade agreement, they have created a forum for annual meetings
of the leaders of member countries to discuss geopolitical priorities and have helped
develop other trade agreements such as the CP-TPP. During the COVID-19 pandemic,
APEC focused on improving the distribution of vaccines and essential medicines. The
APEC forum has operated differently to other trade groupings in adopting the principle
of non-discriminatory arrangements, which means that nations will trade with countries
outside of the grouping on the same basis as members of the forum if they are prepared to
give equal access to their markets. This contrasts with trade blocs such as the EU, which
increase trade barriers for external countries.

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.
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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 690 million across
12 countries and a combined GDP of $4.5 trillion, equivalent to almost 5 per cent of the
global economy. In 2021, ASEAN nations represented 11 per cent of Australia’s two-way
trade volumes.

Pacific Agreement on Closer Economic Relations Plus
(PACER Plus)

The Pacific Agreement on Closer Economic Relations Plus is a multilateral e
agreement comprised of 11 Pacific Island Forum members: Australia, Cook Isl
Kiribati, Nauru, New Zealand, Niue, Samoa, Solomon Islands, Tonga,
Vanuatu. Unlike most other trade agreements, PACER Plus places a spe
on economic development, integrating foreign aid programs from Australi
Zealand to assist with agricultural development, financial stability, trade infras
implementation of the agreement itself. Although the member eco ly account
for 32 million people, at the time of ratification it represente 1t in GDP and
$30 billion of Australia’s two-way trade.

The European Union

The European Union (EU) is the most importangfrade bloc in the world economy. Its 27

member countries span across the European c¢ with a population of 450 million
that account for around 15 per cent of world trad a market similar in size to the
United States. At present there are eig iti idate countries that have begun
negotiating potential membership ofthe EWQ; fa, Bosnia and Herzegovina, Moldova,

Montenegro, North Macedonia, @ irk Ukraine. Although the EU represents
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17 per cent of global GDP, in recent years it has been weakened by the departure of one
of its largest members, the United Kingdom.

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

Agricultural Policy, which has for decades been criticised by smaller a
countries around the world, including Australia.

ccessful in promoting
r growth rates in EU
economies (averaging just 1.1 per cent per yeamgin the 2022) have meant that
its share of world output, while large, has alm ince 1980.

Other regional agreeme

In addition to the EU, two other regio oreements play key roles on other continents:

economies |
renegotiate

&P economies of any regional trading agreement, bringing together
ries and 1.3 billion people with a combined GDP of US$3.4 trillion.
‘TA came into force in 2021, with the goal of eliminating 90 per cent of tariffs
tween member economies. The World Bank estimates that the agreement will
boost the regional economy by 7 per cent by 2035, lifting GDP by $450 billion and
bringing 30 million people out of extreme poverty. However, its impact depends
on successful implementation in each country.

Bilateral trade agreements

In addition to global and regional agreements, economies also enter into bilateral
agreements. Australia’s most far-reaching bilateral agreement is the Closer Economic
Relations Trade Agreement (CERTA) with 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.
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Bilateral trade agreements have experienced a resurgence in recent years. This reflects a
number of factors, including the loss of momentum around multilateral agreements 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 nine new bilateral agreements with Malaysia (2013), South Korea (2014),
Japan and China (2015), Peru, Hong Kong and Indonesia (2020), India (2022) and the
United Kingdom (2023).

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 agreement
will deliver large increases in trade, in fact their impact is often much smaller bec
benefits are often exaggerated and the costs of establishing and implementin,
agreements are underestimated. The report also noted that bilateral agree
contribute to greater “trade diversion” — not adding to overall world trad
diverting it to nations that are party to an agreement.

Nevertheless, pursuing further bilateral trade agreements remains
Australia’s trade policy. Against the backdrop of a weakened W
Australia has given priority to negotiations on bilateral agreeme

negotiating bilateral
de than multilateral agreements
Australia FTA shows this is
not always the case). Australia’s experience with C also highlighted that bilateral
agreements do not guarantee a harmonio i ip? Nothing in its bilateral agreement

1 Assess the impa
economy.

2.5 ernational organisations

The major institutions of the global economy are the World Trade Organization, the
International Monetary Fund and the World Bank. Both the IMF and the World
Bank were established at the Bretton Woods conference in 1944, which designed the
postwar 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.




| Australia in the Global Economy 2024

For further information on
international organisations
visit the websites of the
WTO, World Bank, IMF,
UN, OECD and The
Global Goals.

World Trade Organization

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

Prior to the formation of the World Trade Organization, the responsibility for developing
trade agreements was borne by the General Agreement on Tariffs and Trade (GATT)
process that began in 1947. The GATT process involved regular rounds of trade
negotiations but lacked an enforcement mechanism. This meant that many countries only
implemented parts of the GATT agreements. In 1993, GATT was replaced with a new
global trade organisation with enforcement powers.

The formation of the World Trade Organization was significant not it had
power to resolve trade disputes but also because its reach extende iy goods
to include trade in services (such as insurance and banking) and 4 rty (such

countries. A country that believes that it is suffering It of another country’s
failure to comply with its WTO obligations can lod int with the WTO. A
process of dispute resolution is then comme
directly a WTO panel will hear the complaint
involved does not comply with the WT@igydirect

oreement can be reached
éiyissue a decision. If the country
2, the other country or countries may
tariffs on goods imported from the

offending nation. Since 1995, 617 disg
rulings have been issued.

esolving disputes between smaller countries, although
isputes between the two largest forces in the global

ly with WTO determinations, they have delayed and
er than accept WTO decisions.

ating to join the WTO. Since its formation in 1995, the WTO has
g in average tariff rates among member economies and has had some

icient. In a 25-year anniversary media publication in 2020, the Director-General

f the WTO identified this as one of the WTO’s most important achievements. Some
WTO members have also signed voluntary agreements to reduce trade barriers in financial
services, information technology, telecommunications and shipping.

While the WTO has been effective in resolving disputes and making progress on a series
of voluntary agreements, its efforts to conclude a comprehensive global trade agreement
since 2001 have been unsuccessful. The Doha Round of trade liberalisation talks — named
after the city in the Middle Eastern nation of Qatar in which they were launched — began
with ambitious goals to reduce agricultural protection, lower tariffs on manufactured
goods and reduce restrictions on trade in services. It was claimed that trade liberalisation
could create annual welfare gains of US$90 to US$200 billion per year and lift over 140
million people out of poverty in the developing world.

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 two decades have seen declining public support for free trade in many countries.
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Nevertheless, the Doha negotiations produced some results, such as the Nairobi Package,
a voluntary agreement in 2015 to reduce export subsidies for farm exports.

A quarter of a century after its establishment, the WTO's role has been weakened by a
rise in protectionist sentiment globally. Historically, the United States was the leading
advocate for freer trade and the WTO, but this has changed in recent years. Successive
US governments have been critical of the WTO’s use of its enforcement powers, in
particular accusing the WTO of failing to stand up to China’s breaches of trade rules.
Since 2019, the US (under both the Trump and Biden Administrations) has refused to
approve any replacement judges on the WTO'’s appeals body, with the US wanting the
WTO’s enforcement powers weakened. As a result, the appeals body cannot enforce WTO
rules, and instead nations can only resolve their disputes through informal arbitration.
Nevertheless, the WTO has still made progress on specific issues, such as with agreements
at its ministerial council meeting in 2022 to override patent rights for COVID-19 vaccin
and to reduce fishing subsidies.

International Monetary Fund

international financial stability, particularly in relation to foreig
In earlier times the role of the IMF was to oversee a system of fixed

r 100 countries by May 2020. In July
2021, the IMF approved its larg age, a $650 billion emergency aid fund,
to assist developing economjés in Bwfing and rolling out vaccines and paying down debt

ims to support the free trade of goods and services and the
capital throughout world markets. The IMF often requires
eir economic policies and open up their markets before they receive
hese structural adjustment policies include reducing the size of

that many international banks and other private lenders require that countries adopt
IMF-supported policies before they are willing to lend to those countries. Additionally,
the IMF often tailors these policies to wider economic priorities, with a growing focus
on climate risk given the harsher impact of climate change on many of the world’s most
financially vulnerable countries.

The IMF plays a central role in addressing financial crises in individual countries. However,
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
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also altered its governance structure to give developing and emerging economies (many
of whom receive IMF assistance) a greater say over IMF policies.

Another 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. An 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 a recession. However, a broader IMF evaluation
of its 133 lending programs in operation between 2011 and 2017 was more positive in
concluding that three-quarters of IMF programs were successful or partially successful in
achieving their objectives. The IMF has also been criticised for moving too slowly and
cautiously, such as in the COVID-19 pandemic, resulting in proposals f orms to the
IMF’s lending practices so it can move faster to provide low-interest l@ans t omies
in crisis situations.

World Bank

The World Bank’s primary role in the global economy is ntries with their
economic development. The official title of its main i the International Bank
for Reconstruction and Development, gives an indicat us: to fund investment
in infrastructure, to reduce poverty and to hel 1 st their economies to the
demands of globalisation. The World Bank also Mfper of organisations that provide
specific assistance to lower-income coug inc

e the International Fi

investment to the
e the Multilateral In
private investors

307(in contrast to current forecasts of 6 to 9 per cent of the world’s population
on less than $1.90 per day by 2030). At the 3 per cent level those in
verty 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. The value
of the World Bank’s active portfolio of investments exceeds US$300 billion, with record
lending commitments of US$105 billion in 2022.
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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 2023, 37 countries had received debt
relief estimated to have saved them over US$100 billion. The World Bank also plays a
role in the global transition away from fossil fuels, with 35 per cent of its investments
designed to help reduce carbon emissions.

CHINA: FROM NET RECIPIENT OF INTERNATIONAL DEVELO” MEMT F'*"ANCE TO
THE WORLD’S LARGEST OVERSEAS DEVELOPMENT LENDL R

eaped significant benefits from
tistical analysis published in 2022
RI project increases economic
y 0.95 percentage points after two
o found that BRI infrastructure projects
onomic inequality, with a 10 percentage point
e concentration of economic activity within a

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

Developing cou
China’s BRI len
indicates that al

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

develOping countries. With expedited approvals processes
and high-speed construction, BRI projects have been linked
o environmental degradation, inflated costs, social issues

and corruption. The BRI has also created a large-scale debt
burden, with China now the world’s largest bilateral lender.
A growing number of countries are also facing debt distress,
as rising interest rates and slower growth make it difficult to
service their debts.

The World Bank has warned that the debt burden from BRI
projects could trigger a series of international debt defaults
on a scale not seen since the 1980s.

double the lending of the U
focuses on building i
reign exchange reserves.

The (UN) is a global organisation whose membership includes more
nations ther political or economic organisation. The UN was established in
1945 and rown 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 Organization, the UN Development
Programme, the UN Children’s Fund (UNICEF), the UN Refugee Agency (also known
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as the UN High Commissioner for Refugees or UNHCR), the World Food Programme,
the UN Conference on Trade and Development (UNCTAD) and the UN Environment
Programme (UNEP).

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

One of the most important roles played by the United Nations in recent years is
establishing a set of Global Goals (or Sustainable Development Goals),
reduce global poverty and inequality between 2015 and 2030. These uild on the
Millennium Development Goals, which oversaw a reduction in the pr i
living on less than $1 a day between 1990 and 2015 — from 29
of all people in low- and middle-income economies (chiefly as conomic

orate 169 targets that
e period 2015 to 2030.

the OECD is to promote policies “to achieve the highest
sustainable ecom@mi d employment and a rising standard of living in member
i fiscal stability and thus contribute to the development of
”. In practice, the main role played by the OECD is to conduct and
on a wide range of economic policy issues and to coordinate economic

ide research conducted by the IMF and the World Bank, OECD economic research
1s regarded as the most reliable source of comparative economic data. The OECD publishes
in-depth research and analysis of a wider range of domestic policy issues relating to
advanced economies, including competition, education, employment, health, industry,
innovation, migration, regulation and tax. The OECD has also influenced the global
economic policy agenda in recent years. Its advocacy for “inclusive growth” strategies in the
past decade 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 reform
corporate taxation rules. This agreement involves a global minimum corporate tax rate
of 15 per cent and measures to ensure companies pay tax in the places where economic
activity occurs, rather than using tax havens to avoid paying tax.
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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.

2.6 Government economic forums

Organisations that exist as forums for world leaders play an important role in coordinagfig
policies between major economies especially during times of economic or financial Cisis,
The aim of these forums is to enable heads of state along with their treasurers
bank governors to discuss global economic issues with particular attentio
stability and growth. In the early 2020s they have played a role in fostgri eager
cooperation among advanced economies on major economic issues, including r m
the COVID-19 pandemic, addressing the fallout from the war in Uk €00
on measures to address climate change.

Group of Seven Nations (G7)

conomic m has been the group
ing the United States, UK, France,
i operated as the economic council

i§Cuss conditions in the global

ationis cover only 10 per cent of the world’s population. When the

global the sudden onset of the COVID-19 pandemic, and the dislocation
of tra onomic activity, the G7 did not provide a major leadership role. In
response to the gvar in Ukraine, the 2023 G7 summit in Hiroshima, Japan, provided a
forum for inating responses, including issues relating to defence, energy prices and

global food security, as well as securing fresh diplomatic aid for Ukraine through military
assistance packages.

Proposals in recent years have addressed the possible expansion of the G7 to include
observer nations (including Australia). In 2023, leaders from eight economies joined by
special invitation: Australia, Brazil, Comoros, the Cook Islands, India, Indonesia, South
Korea and Vietnam. Ukraine was also invited as a guest. The hosts of the upcoming G7
summits are Italy in 2024 and Canada in 2025.
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. G20 Members

v

Figure 2.8 - Members of the G20

their economic policy responses to the COVID-19 pandemic at a national
021 the G20 agreed on a global tax reform plan in partnership with the OECD,
esulting in a minimum global corporate tax rate and measures to reduce tax avoidance.
The G20 also agreed on measures to coordinate large-scale debt relief for developing
countries in conjunction with the World Bank and IMFE.

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

review

1 Explain the role of government economic forums in the global economy.

2 Discuss the role of the G7 in the global economy in recent years.
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Free trade is a situation where there are no artificial barriers to trade
imposed by governments that restrict the free exchange of goods and services
between economies.

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

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

The arguments against protection are that it results in a distortio resoudrce
allocation towards less efficient sectors of the economy and in the loager t
can lead to a less internationally competitive economy, higher unempl@yment
and a lower standard of living.

The main methods of protection are: tariffs (a tax on import sidies

Trade agreements are a way of reducin i between nations.
Recent years have seen a proliferation o

The International M
is to maintain intgrnatio
monitoring the i i
face major gcono

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

3  Use the following terms to briefly outline the main methods of protection that can
restrict free trade:

e tariffs e local content rules ® export incentives e subsidies

4  Outline the arguments supporting the following statements ogfprotecting
local industries:

e “We should protect our infant industries so that the
themselves and become competitive in world m

accines 8o that in a future
er countries for

e “We should have the capacity to produce mRN
global pandemic Australia is not forced t
critical supplies.”

5 Discuss the economic arguments in nse'
protection:

the following justifications for

e “It’'s time we made Australia gre in, and stopped sending jobs offshore to
China.”

e “We need to protect

r esgential domestic industries just in case there’s a war

d regional trade agreements play in contributing
ies.

and contrast the role of the following institutions in the global economy:
Id Trade Organization
e |nternational Monetary Fund
e World Bank
10 Explain which international organisation would be most likely to play the major
role in the following situations:

e a dispute between Australia and China about anti-dumping measures on bottled
wine imports from Australia

e construction of a major dam and irrigation project in India

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

3.2  Differences in income and economic growth 6
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 eco is very large difference in the
living standards of people around the into families with high living
standards in wealthy countries have veryQeli rospects in life than those born in
families with lower living standa iicome countries. Their opportunities in
life vary significantly in terms @ education, income and life expectancy. Despite

the extraordinary technologi
between wealthy and poor
countries.

While there is etween rich and poor countries, it is also true that in overall
terms living sta improving in most countries, rich and poor. Evidence of progress
towards o obal’inequalities is highlighted by the following facts:

of people now living in extreme poverty has declined significantly,
9 per cent of the population living below US$2.15 per day in 2019
(201 P), compared to 43.6 per cent in 1981.

e The under-five mortality rate has been reduced by close to 55 per cent between
1990 and 2020.

e The global primary school net enrolment rate increased from 81 to 89 per cent
between 1996 and 2018.

e Life expectancy for those born in countries with low human development
increased from 50 to 61 years between 1990 and 2021.

Sources: World Bank 2023, Human Development Report 2021-22
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On the other hand, evidence also demonstrates the major gaps between the 6.6 billion
people in the developing world and the 1.4 billion people in developed countries who
enjoy a high level of human development.

* An estimated 685 million people live in “extreme poverty”, subsisting on less
than US$2.15 per day in 2022, with around 80 million people in poverty because
of the impact of the COVID-19 crisis. Around two-thirds of this population lives
in Sub-Saharan Africa (which has seen an increase in the number of people living
in extreme poverty compared to 1990).

e Over 1.7 billion people live without access to basic sanitation and around 750
million have no access to electricity.

e It is estimated that 5 million children under the age of fivéldiedd 21.
More than 80 per cent of these deaths occurred in S Afriga or
South Asia. An Oxfam report in 2022, Inequality Kills action
to combat unprecedented inequality in the wake of CO ated that

inequality contributes to the death of at least o

e Across the world are an estimated 89 million re i isplaced people,
who fled their homes because of violence or pers
e In April 2023, over 13 billion COVID
globally. Low-income countries account fo efeent of the world population, but

secured just 3 per cent of the total inati@gfdoses.
Sources: World Health Organization 2 , Worl@ Bank 2022, World Data Lab 2023,
Oxfam 2022

In this chapter we look ow, to measure and understand differences in economic
development in the con alisation.
Number in extrel overty (mi World population (billions)
2500 19
-18
2000 -7
-16
15
-1 4
Incomes under US$2.15 a day (2017 PPP) -1 3
——— World population |
500 2
-1
0 1 1 1 1 1 1 1 1 0
o Y9 o w0 o Yo} o w 5
@ e} » (o} o o — — =}
o o )] o o =] o o g
— ! ! o [aV] (aV] N (aV] I
Source: World Bank Poverty and Inequality Platform 2023 *estimate Year

3.2 Differences in income and
economic growth

The most popular method for comparing living standards between different economies
is income. It measures the ability of a nation’s citizens to satisfy their material wants.
Gross National Income (GNI) is the sum of value added by all resident producers in
an economy, plus receipts of primary income from foreign sources. Real GNI figures are
obtained by discounting GNI growth for the effects of inflation.
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Figure 3.1 shows that the United States economy is by far the largest in the Count GNI2021 .
world. It is around one-third larger than the next largest economy, China, and i (US$ bn) o
almost five times the size of the third largest, Japan. United States 23,617 1
One of the limitations in comparing the size of economies is the exchange rate | China 17,572 2
used. By using the United States dollar, we can make inaccurate comparisons | Japan 5129 3
about the living standards of developing countries. For example, if the prices Germany o 4
of goods and services in developing countries are low relative to prices in the

United States, then measuring GNI in terms of the United States dollar will | United Kingdom 3127 5
underestimate the true income of people in these developing countries. For this | France 3118 6
reason, economists usually make an adjustment using purchasing power parity | | . 3045 .
(PPP) before comparing GNI levels between countries. Measuring purchasing

power parity adjusts measurements of the size of an economy to reflect the | '@ 52 g
purchasing power of currencies within a national economy. PPP-adjusted figures 74 9
provide a standard comparison of real income levels between countries. 1831 10
Figure 3.2 groups the global economy into low-, middle- and high-income 96,433
economies, a distinction made by the World Bank. It shows raw GNI ag p

then the figures adjusted for purchasing power parity between these count Sank 2029

Making these adjustments results in substantially higher comparative figure
developing countries, whose exchange rates tend to be undervalued,

3.1 = The world’s 10 largest
aftomies by GNI (current US$), 2021

GNI GNI measure ' 2* PP
(USS$ billion) (@4t billion)

Population
(million)

Purchasing power parity
(PPP) is a theory that

Grouping

Low income states that exchange rates

] R should adjust to equalise
ower middie income el the price of identical

Upper middle income 2503 goods and services in
o different economies

High income 1240 68,492 throughout the world.

Global economy 7888 146,002

Source: World Bank 2023

Figure 3.2 shows that hig i GNI

d d i ind i el e measured
a Vaane economies of in .u Population| capita, N on o
two-thirds of the w Region (million) Atlas d pe

capita
($ current
Int’l) 2021

2021 Method
(US$) 2021

High income 1240 9291 55,208
Low and 6620 5262 11,642
middle income
Latin America & | g3 7579 15,879
: . . Caribbean
Population®S#ze and growth rates differ among economies, and
play an important role in comparing one economy to another. To (E;L;]ot’:; isia 402 8384 24,328
compare living standards between economies, we divide the real E——
. . . |
GNI of each country by its population, generating a GNI per | pacific 2124 9291 16,676
capita figure. .
vliddle Fast & 418 3409 11,298
As figure 3.3 shows, people in high-income regions (around one © rea
in six people in the world) enjoy income levels that are nearly | Sub-Saharan 1118 1561 3927
. . . . . . Africa
five times those in low- and middle-income countries, even after .
adjusting for purchasing power parity. The table also details South Asia 1902 2076 6855
information about the regions where income is the lowest. Living | Source: World Bank 2023

standards in Sub-Saharan Africa and South Asia, where almost Figure 3.3 — Global comparison of living standards
40 per cent of the world’s population lives, are exceptionally low. 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 a 2022 report by Credit Suisse, the top 1 per cent alone owned 46 per cent of global

India 3%

Source: Credit Suisse Global Wealth Report 2022

wealth, while in contrast, the bottom 50 per cent

Latin owned less than 1 per cent. Most of this wealth is

Amzjrci:::/zﬁ urope, North

concentrated in households acro

North America
34%

of global wealth. Wealt
unevenly than i

the “past decade, the number of
rldwide has doubled and half of them

Figure 3.4 — Global distribution of wealth

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

as well as material living
standards.

Human Development
Index (HDI) is a measure
of economic development
devised by the United
Nations Development
Programme. It takes into

account life expectancy at
birth, levels of educational
attainment and material
living standards (as
measured by Gross
National Income per
capita).

1 Explain why
global

2 |de E economic regions that have low-income or middle-income
lenels, tate their level of GNI per capita (PPP).

3D statistics on income levels in economies reveal about the level
of ity in the global economy.

.o Differences in economic development

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

Human Development Index

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

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.

e 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 maxi
human development. The 2021-22 Human Development Report gave Switzerlan@the
highest HDI at 0.962 and South Sudan the lowest at 0.385. Australia ranked fj
Switzerland, Norway, Iceland and Hong Kong with an HDI of 0.951. In b
2021, the global HDI declined - the only recorded declines since records be
a reduction in life expectancy due to COVID-19. Two consecutive years o
in 2020 and 2021 erased the gains of the preceding five years.

bet growth and
ortance of a broader

Comparing HDI and GDP statistics reveals the difference

measure of welfare than just GDP figures.

In making these comparisons, it is important to e i ifeconomic growth is still
crucial for high levels of development — as illustrg ies'such as Norway, which
have very high rates of both per capita income

GNI per Human v GNI per Human
capita (2017 Dev-'opment capita (2017 Development
PPP, US$) Inde.< alue PPP, US$) Index value

HDI
ranking

ranwing

Switzerland Morocco
Norway 0.961 2 India 6590 0.633 132
Australia 0.951 5 Kenya 4474 0.575 152
United Arab Emirates 0.911 26 Solomon Islands 2482 0.564 155
Malaysia 0.803 62 Papua New Guinea 4009 0.558 156
| Low human devetopment |
17,504 0.768 79 Nigeria 4790 0.535 163
Cuba 7879 0.764 83 Ethiopia 2361 0.498 175
Mexico 17,896 0.758 86 Afghanistan 1824 0.478 180
Brazil 14,370 0.754 87 Yemen 1314 0.455 183
Indonesia 11,466 0.705 114 Chad 1364 0.394 190
Source: UNDP Human Development Report 2021-22, World Bank Data 2023

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

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

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

17 Sustainable Development Goals

Goal 1 End poverty in all its forms everywhere

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

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

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

Goal 5 Achieve gender equality and empower all women and girls

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

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

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

Goal 9 Build resilient infrastructure, promote inclusive and sustainable industriaf and novation
Goal 10 Reduce inequality within and among countries
Goal 11 Make cities and human settlements inclusive, safe, resilient a abl

Goal 12 Ensure sustainable consumption and production patterns

Goal 13 Take urgent action to combat climate change and itssmpacts

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

Goal 15 Protect, restore and promote sustainable use 0 ial ec@systems, sustainably manage forests, combat
odiversity loss

Goal 16 r sustainable development, provide access to justice for all and build

Goal 17 italise the global partnership for sustainable development

The SDGs were developed b s Millennium Development Goals (MDGs) that were in place between
1990 and 2015. At the end of € goals were achieved such as reducing extreme poverty, but progress was
stronger in some Asian regi iti China, and weaker in others, such as Sub-Saharan Africa. Progress was also
made in other areas, su i lity and improving access to safe water. However, many other targets were not met,
including achieving unive ducation, eliminating gender disparity in education, and reducing maternal mortality
by three-quarte

At the halfwa e UN Independent Group of Scientists reported that the world was not on track to meet the

SDGs. While
saw a further 80 mili ople live in extreme poverty and 100 million children fall below minimum reading proficiency levels.
Violent conflicts — the greatest number since 1945 — caused food and refugee crises. Rising interest rates further reduced the
capacity of many highly indebted developing nations to spend on programs that might address the SDGs.

- 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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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 and 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:

e Advanced economies: These countries have high levels of economic development,
close economic ties with each other and liberal-democratic political/economj
institutions. The 41 advanced economies identified by the International Mon
Fund (IMF) make up most of the high-income economies in the world (the
are very small nations) and comprise most of the members of the O

have Gross National Income per capita levels (PPP) above US$1
mostly found in North America and Western Europe, with
the Asia-Pacific (such as Australia and New Zealand) and in
and Caribbean regions.

Developing economies

ave only experienced experience low living
standards, low education

levels and generally

ence is that developing

poverty (defined as less have agriculture-based

hown in figure 3.6. Developing economies with poor

-income and middle-income infrastructure and
economic and political
institutions.

than $2.15 per day in 2017 US dollars
countries are often divided into the two
countries.

% Poverty headcount r: $2. 2017 PPP) (% of population)

70
-1990 13 15 .2019

60 —

50 —

40 —

30 —

20 —

10

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

Source: World Bank 2023

Figure 3.6 - Proportion of people in absolute poverty throughout the global economy

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



Australia in the Global Economy 2024

Emerging economies

are in the process of
industrialisation and

experiencing sustained
high levels of economic
growth.

Type of
economy

Advanced High income levels with GNI
per capita above US$13,205

Income levels

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

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

The United Nations Conference on Trade and Development (UNCTAD) has also identified
a subgroup of the 46 least developed countries (LDCs), with the lowest GNI per capita
levels in the world (less than US$1081 per year); weak human assets (based on health and
education indicators); and high economic vulnerability (based on economic structure, size
and exposure to shocks). Thirty-three of the 46 LDCs are located in Sub-Saharan Africa,
highlighting what is sometimes called the “Africanisation” of poverty. As figure 3.6 shows,

rapid and significant reductions in poverty have occurred in all regio
East and South Asia) except Africa.

Another classification for economies is emerging economies. T

hina and Hungary), and
ndia and Indonesia).

Economic growi structuie of economy Examples

arge service industries Singapore
and advanced Portugal
manufacturing Czech Republic

Developing | Low income levels with around Heavily reliant on Madagascar
half of population in absolute agriculture and (in more Yemen
poverty S0 high extreme cases) foreign aid | Myanmar

Emerging Income levels vary, but wr Strongest growth Industrialising usually with | China

these economies ha
common is fast growt

rates in the world substantial manufacturing | Brazil
(5-10 per cent) and sectors Indonesia
favourable prospects

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

|} 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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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 educatio
outcomes between and across economies?

Such issues are the domain of development economics, which attempts to identi
enable the conditions required for sustainable economic growth and develo
comparing the characteristics of high-income and developing economies,

economics highlights the specific problems faced by poor countries, such asthi tes)of

and endemic corruption.

In an era of increased integration between economies, it is i

hese global factors are
w levels of development.

n also creates opportunities for
e global economy appear to entrench

inequalities between countries. Altho
economic growth and development,s
rather than reduce global inequg

O

N

For further information

on global aid issues,

visit the website of
non-government aid

and advocacy organisation

.. o . e ) Oxfam International
lion in 2021, providing 18 per cent of income for farmers in rich economies www.oxfam.org

export commodities are severely affected by high levels of global
in the agricultural sector. While total agricultural support to

in the European Union and double that in economies such as Japan and Korea.

. . . . . Using this website, outline
* Regional trading blocs such as the European Union and United States—Mexico— .o of the recent policy

Canada Agreement (USMCA) can exclude poorer nations from gaining access to proposals of Oxfam
lucrative global consumer markets. Exclusion from trade opportunities has an  to address global poverty.
enormous impact on poor countries because bilateral agreements are rarely as

comprehensive as regional trading blocs.

e The World Trade Organization’s Doha Round of trade negotiations in the early
2000s was promoted as the “development round” because of its focus on trade reforms
to benefit poorer nations. A major reason for its failure was that high-income nations
resisted making concessions on the issues that would provide the greatest benefit
to developing countries. Recent WTO negotiations have focused on much more
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Global trade system
Global financial architectu
Global aid and assistance
Global technology flows
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Economic resources
e Natural resources

e Labour supply and quality

e Access to capital and indebtedness
e Entrepreneurial culture

Institutional factors
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orts from the least-developed
uture negotiations.

limited reforms to expand tariff-free ac
countries, leaving more ambitiou

often not accessible to developing
in implementing international agreements
puntries’ protectionist measures. Economists

costs associated
The complexity of

development opportunities by enabling the free flow of funds around
lobal financial system can also entrench global inequalities:

istorically, long-term international flows of investment heavily favoured
veloped countries. This has changed since the 2000s, with developing economies
receiving around half of global foreign direct investment (FDI) flows. However,
faster-growing emerging economies and developing economies — such as China,
Brazil, India and Russia — have benefited the most. In contrast, the world’s 46 least
developed countries held just 1.2 per cent of the global stock of inward FDI in 2021.

e Short-term financial inflows heavily favour the more prosperous emerging
economies, which offer better financial returns for currency and stock market
speculators. However, as a result, these regions are exposed to economic volatility
as witnessed by the dramatic financial crises of East Asia in the late 1990s and of
Latin America in the early 2000s. When those kind of crises occur, they can set back
economic development for years while global financial market speculators simply
move on to invest in other countries. On the other hand, financial liberalisation
can be an important corollary of trade liberalisation. A 2019 IMF research report
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
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of income or wealth to those who already hold substantial wealth. According to the
OECD, corporate tax avoidance cost countries up to US$240 billion in corporate
tax revenue each year, with developing countries suffering disproportionately. In
2023, over 135 countries and jurisdictions were implementing a global plan to
reduce tax avoidance by transnational corporations.

The role of the IMF, the international organisation that oversees the global
financial system, has been under greater scrutiny in recent years, in particular
because of its impact on developing countries. The major criticism of the IMF
is that the “structural adjustment” policies it advocates serve the interests of
rich countries and may not be appropriate to the conditions of many developing
countries. Acknowledging this concern, the IMF includes sustainable development
prominently in its mandate. Since 2001, an Independent Evaluation Office (IEO)
has undertaken reviews of the IMF’s activities, at arm’s length from managemen
and the board. A 2023 review of the IMF’s response to the COVID-19 pande

found that it “deserves great credit for its effective and agile response to pr@xi
early financial support to a broad range of members at a time of urgent
high uncertainty.” Nevertheless, the same review found the IMF’s
countries on fiscal policy may have encouraged too much spending. S
such as Belarus, Iran, Zambia and Nicaragua did not receive fund
delayed because of concerns about health or economic poli i
perception that the IMF did not treat all countries equally.

through spending on education,
developing countries spend more

on debt servicing than public health. Prior t t of the COVID-19 pandemic,
rising public debt levels and hei nerabilities were already a cause
for concern. This prompt ebt relief initiatives for developing
countries, most notably uspension Initiative (DSSI).

as still only half the level promised by high-income economies since
L per cent of GNI). The OECD Development Assistance Committee

countries (14 per cent) and supporting Ukraine during the war (8 per cent).

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

e Another limitation of foreign aid is that if it is granted without appropriate
governance mechanisms, or not targeted to developing domestic industries, it may
be wasted or have perverse impacts. For example, a former World Bank consultant,
Dambia Moyo, argued that a significant amount of aid to African countries
historically was misused and contributed to violent conflicts, while poverty levels
increased.

e The distribution of aid by high-income countries often reflegfs strategic and

military considerations rather than the needs of the world’s poo . The
Quality of Official Development Assistance report, published lobal
Development in Washington D.C., assesses the quality gf*ai 1a. It has
consistently found that multilateral aid agencies are mo n individual
countries who provide bilateral aid. Australia ra 9 in the 2021

QuODA table.

While multilateral development aid (distribu
g t countries, it is less than
ance from the Development

opportunities to sell and purchase goods and services, which is a rapidly
arket, and reinforcing economic isolation from the digitally connected and

VID-19 pandemic, the gaps in developing countries’ access to these technologies
(termed the “digital divide”) became even more important.

ew technologies are also largely geared to the needs of high-income countries because
they choose the priority areas of scientific research. Much of this technology — like labour-
saving devices and pharmaceuticals that deal with the health problems of ageing people
in advanced economies — is of little benefit to poorer nations that have abundant labour
supplies, a young population whose main health risks are common infectious diseases,
and limited capital resources. For example, around 10 per cent of the global population
(approximately 750 million people) did not have access to electricity in 2020, according
to the World Bank.

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

several high-income nations with large pharmaceutical industries.

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 N=tural resources

as non-renewable or renewable energy supplies, fertile agricultural land, water .nclude all the resources
supplies and minerals. Economies that have an abundant and reliable supply of, w’ ¥
h cural learly have bett cunities f i devel are used in the production
cheap natural resources clearly have better opportunities for economic developmg R u—
than those that do not, even if some have been spectacularly unsuccessful in simply referred to as
these opportunities. Oil-rich countries in the Middle East, Africa and Latin Ame “and”. The reward (return)

have achieved higher growth rates than their neighbours largely as a i to the owners of natural
resources is called “rent”.

rate, a narrow export base and an over-reliance on a small
to drive economic growth. Countries that rely on natural reso
exposed to downturns in commodity prices, which ¢ ult udden falls in
national income.

Labour supply and quality: Labour is an input t production process for
many sectors of the economy and therefore ipfluences development levels. Whereas

educational attainment and low health sta t result in lower productivity
levels. In Singapore, for examp mitment to creating a highly

educated workforce has play the development of a sophisticated

service-based economy. I ontrast, the quality of the labour supply
is diminished by inadeq cation facilities and high rates of HIV/AIDS,
which affects nearly in South Africans aged 15 to 49 years and reduces
workforce participatio roductivity. Barriers to girls’ access to education in

to finance, microfinance organisations in many developing economies provide
small loans to help the poorest people in the world manage their farms or start
a business. Additionally, with small research organisations and limited funds for

business innovation, developing countries have fewer opportunities to develop
new technologies or to pay for the patents to use technologies developed in other
countries.

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.
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e High levels of inequality: Large gaps in the distribution of income and wealth
are a common characteristic of developing countries, and especially of countries
with high concentrations of poverty. Oxford University’s Poverty and Human
Development Initiative has found that two-thirds of the world’s poorest billion
people live not in the poorest countries, but in middle-income countries. High
levels of wealth concentration tend to lead to lower rates of economic growth and
development. We need to examine both differences in living standards within
countries and between countries if we are to understand the overall differences in
living standards across the global economy.

Institutional factors

Institutional factors — ranging from political stability, legal struct
independence, extent of corruption, strength of social institutions and
domestic and external economic policies — can affect the abilit
economic development.

View on globatrsgdtion

Globalisation - e to from here?

direct investment (FDI) flows have tended to follow trade, with corporations
setting up operations abroad and investing in manufacturers as well as suppliers of
various kinds of inputs, including raw materials and intermediate goods.

Emerging market countries benefited from globalization in multiple ways. They were able
to expand markets for their products beyond their national borders, allowing them to
build strong manufacturing sectors and robust middle classes

Globalization is not dead, but it has clearly taken a turn toward fragmentation along
geopolitical lines, which could have important economic consequences for all countries.

For emerging market economies not politically aligned with advanced economies, lower
trade and financial flows will mean fewer technology and knowledge transfers, hindering
their path to development.”

— Eswar Prasad

Professor of Trade Policy, Cornell University

“The World Will Regret Its Retreat From Globalization”
The Economist, 24 March 2023
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e 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. Perception
For example, it has been forecast that by 2030, 85 per cent of Index (0-100)

Corruption

those in extreme poverty will live in countries with“fragile and 1 Denmark 90
conflict-affected situations”. Today, there are 2 billion people, or 2 Finland, New Zealand S
roughly a quarter of humanity, living in conflict-affected areas. 4 Norway 84
Political instability, corruption and a lack of law enforcement 7 Switzerland 82
by government agencies can also undermine the confidence of 13 Australia 75
investors, who will be reluctant to take risks if their business 24 United Stategfof Ameri 69
interests are threatened by an inadequate structure for resolving 44
legal disputes, corruption or other institutional problems. 40
The impacts of weak political institutions on economic 38
development are difficult to quantify. One attempt to do so -
is the Corruption Perception Index, compiled each year by 17
Transparency International. The Corruption Perception Index ; i

is a score between 0 for countries with a relatively high level

of corruption and 100 for countries with a relatively low level erception Index 2022

of corruption. Figure 3.7 shows that developed economies
have, in general, lower levels of corruption than deve
and emerging economies.

% Corruption Perception Index,

cted countries 2022

e Cultural factors: are often reflected in legal structu d institutions, and can

influence a country’s economic developmen
DISTRIBUTION WORLD’S WEALTH
trillion in wealth is held by individuals in Europe,

North America ag i ifi ntries like China, Japan and Australia. By contrast,
people in Lati frica hold only small shares of global wealth. Wealth is
come throughout the global economy.

or exam ender inequality can

NORTH
AMERICA

1 3% gﬁ'}‘a

AFRICA ASIA-PACIFIC

LATIN
AMERICA

SOURCE Credit Suisse Global Wealth Report 2022
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contribute to lower employment levels, lower productivity and weaker social
development. Cultural factors can also lead to ‘horizontal inequalities’ that hinder
development within a nation. Gender inequality is one of the most widespread
horizontal inequalities, with discriminatory laws leading to lower employment,
economic productivity and social development. World Bank research published in
2022 found that the mortality ratio of women to men is 2.3 per cent lower in
countries with legislation outlawing domestic violence. This has significant
economic impacts. In Tanzania, those who are subjected to abuse experience 60 per
cent lower lifetime earnings. The Women, Business and the Law 2023 report concluded
that, globally, women still have only three-quarters of the economic rights that
men have. Further, only 34 reforms relating to women'’s rights were ed in 2022,

poverty by 47 million.

¢ Economic policies: Government economic policies ca
on development, in particular how governments b

market forces, a country may achieve a high leyél of ic growth, but it may
i e other hand, excessive
government control over economic decis constrain entrepreneurship

and innovation, reducing economic gro ies with the highest levels of

boom/bust cycle can impede long-term economic growth and increase
On average, inequality is still higher five years after a recession when
b pre-recession levels.

rnment responses to globalisation: Government responses to globalisation
ave a substantial influence on a nation’s ability to achieve economic
velopment. 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.

: ’

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 a
benefit from greater access to new technologies and foreign investment. High-in
economies, especially through transnational corporations, have found growth opportuniti

have not gained as much as might be expected from globalisation, and gre
integration has caused disruptive structural changes in some regions.
relatively free movement of people, goods and data across national
risks — from cybercrime and the hacking of computer networks to disi
media and the spread of pandemics such as COVID-19.

Overall, there is evidence that globalisation has produce
growth, though the effect has been distributed unevenly a ographical regions. As
the world economy has become more integrated omer recent decades, global real GDP

growth has increased from 3.1 per cent per yeardtring the 1980s and 1990s to 3.8 per
cent from 2000 until the onset of the COVI emic in 2020

In recent decades, the fastest-growing economies n emerging economies such as
China and India, while the slowest-grow iesthave been the advanced economies.

Since 1990, a group of emerging a
advanced economies, although for many, especially when we assess per
capita incomes.

* The East Asia and Pa
fastest-growin ion world (8.7 per cent per year on average across the

economic growth. The region grew by 7.2 per cent overall in 2021,
ed much stronger growth of 8.1 per cent in China, while the rest of

e Economies in South Asia also experienced successful growth, averaging 5.7 per cent
since 2000, particularly with India sustaining growth after its steps towards greater
integration with the global economy (6 per cent) and Bangladesh (6 per cent).
South Asia contracted by 5 per cent in 2020 and rebounded by 8 per cent in 2021.

® The former socialist economies of eastern Europe and Central Asia, which grew by
5.1 per cent in the 2000s, and 3.1 per cent in the 2010s, made a generally 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. Output in the region grew by less than 1 per cent in 2022 because
of the impact of the war in Ukraine.

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

e Sub-Saharan Africa recorded an average growth rate of 4 per cent from 2000 to
2021, with strong growth in Ethiopia (8.7 per cent), Mozambique (6 per cent) and
Nigeria (5.2 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.

e Latin American economies experienced strong annual growth in ge first decade of

in 2020, contracting by 6.5 per cent.

e High-income economies (or advanced econo

the 1980s. Over this period, average an
United States, 1.6 per cent in the Europ

s were 2.4 per cent in the
d only 0.8 per cent in Japan.

On the other han
and they have_exp

ary 2022 fundamentally
y environment. According to
2023 more than 8 million
Ukrainians b es due to the conflict. But the
consequences of th r in Ukraine go well beyond the
security and humanitarian impacts. The war brought about
an inflation shock to the global economy, causing a decline
in real incomes for 60 per cent of workers across the world.

changed the
United Nati

World output grew 3.4 per cent in 2022, a full percentage
point lower than the IMF’s pre-war growth forecast. Even
before the war, the global economy was struggling with
post-COVID-19 supply chain disruptions and inflationary
pressures. The war in Ukraine substantially worsened both,
creating widespread impacts through soaring commodity
prices. The cost of energy rose more sharply than at any
time in half a century, with crude oil prices soaring 10 times
higher than 2020 levels.

Many western European nations rely on gas from Russia.
Russia reduced its supply of gas in the lead up to the war
and along with economic sanctions against Russia, the
global economy experienced a shock of soaring energy
prices and inflation, reaching levels unseen in more than
a generation. Food prices also rose sharply, due to the
direct effect of disruptions to grain exports from Ukraine
and Russia, and the indirect effect of increased cost-push
inflation from higher costs of energy, fertilisers and
shipping. By the second half of 2022, 323 million people
were experiencing severe food insecurity.

The inflation surge also caused central banks across the
world to quickly unwind the low interest rate policies
implemented during the pandemic. Higher interest rates,
in turn, added to the cost of borrowing, with 60 per cent
of the poorest countries facing debt distress.
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economic contraction resulting from the COVID-19 pandemic and further impacts from
the Ukraine war highlighted how more integrated economies are more exposed to the
transmission of economic shocks.

While globalisation also has impacts on economic development or the wellbeing
of individuals and societies, this influence occurs mainly because of the link between
globalisation and economic growth. If globalisation lifts economic growth rates in
individual economies, it also raises income levels, and provides more resources for education
and health care, and for programs to clean up the natural environment. Globalisation can
also have negative consequences for development if, while contributing to growth in
individual countries, it also caused income inequality to increase and accelerated climate
change and environmental damage. The slow global response to climate change is likely
to widen the gap between growth and development indicators in coming decades, as
countries will need to allocate more resources to addressing accelerating climate chan,
impacts, such as extreme weather events.

Any statistical analysis of the impacts of globalisation during recent decades is inevit

Globalisation has also contributed to the extraordinary speed of Chi
development. Trade has been central to China’s rapid industrialigaii

accelerating the process of globalisation, by deepening trade a . links among
i other emerging

living standards, education and health outco show that, since the 1980s, almost
all countries have experienced major impro n economic development. There
is little evidence that globalisation, on balanc i
development. Declines in economic de

Tajikistan) or serious political t i e, Democratic Republic of Congo and
Afghanistan). Figure 3.8 shows't in HDI levels for selected countries over the
past three decades.
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Income inequality

Globalisation also has impacts on income inequalities within countries because, as trade and

financial flows grow, it changes the structure of economies:

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

Increased financial flows provide greater employment
economic growth, but FDI flows also tend to be conce
higher technology sectors, favouring those who are alrea er offgI MF research
has found that financial globalisation increases in

mobility of skilled labour means that highly skilled workegfs may emigrate to more
advanced economies with higher-payin un receive higher pay. This
contributes to large increases in pay for d workers, while incomes for

other workers grow at a much slg

Gini index
60 —

50 [~

—— Indonesia —— China
— United States

Brazil

S

of inequality where a higher number indicates a
of inequality). IMF studies have also found that

share of income for the top 20 per cent of households
ssociated with a corresponding 8 per cent fall in average
rowth 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

30+
>
>

ndardized World Income

3.9. According to the IME, about one-fifth of the increase
in income inequality globally is as a result of globalisation.
A major part of this increasing inequality is the impact of

, November 2022 technological change which shifts production processes away

from low-skilled labour towards higher-skilled jobs. This

Figure 3.9 - Income i

ity in selected countries

benefits people with higher levels of education but increases
unemployment for less skilled workers.

While COVID-19 impacted advanced economies first, the greatest effects were in

emerging economies, whose GDP per capita declined by more than double, 6.7 per cent,

in 2020. A 2023 IMF report found that emerging economies suffered the worst impacts

due to high employment in face-to-face jobs and low social security transfers.

Trade investment and transnational corporations

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

investment, reaching a record US$32 trillion in 2022. Because of the key role played
by transnational corporations (TNCs) in both trade and investment flows, TNCs are
increasingly dominating business activity around the world.
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We saw in chapter 1 that international trade in goods and services continues to grow at
least at the same rate as the global economy’s growth in most years, and is now equal
to over half of global output. All regions in the world have experienced this trend, as
changes in technology and government policy have fostered trade growth. An important
feature of trade growth during the globalisation era is that goods are produced through
multiple stages in different economies through global value chains (or supply chains)

<

where countries engage in “vertical specialisation”, focusing on just one or two parts of

the production process.

The different stages of production for consumer goods such as iPhones might see the
manufacturing of computer chips, logic boards, camera parts, screen casings and the final
assembly occurring in different countries. Figure 3.10 demonstrates how the globalisation
of production processes means there could be many international trade transactions rather
than just the export of a finished iPhone from one country to another. Apple’s organisatig

and operation of the value chain allows it to capture the largest proportion of the added
value (59 per cent for the iPhone X). For the first time in history, intellectual propest

and commercial know-how are constantly being traded across economies, while i

than half to about 80 per cent of total trade.

The COVID-19 pandemic caused the most significant disr
chains of the globalisation era. Prior to March 2020, there

uld not obtain enough supplies

from China, and many economies did not have ighto manufacture those goods
themselves. A 2022 survey by Infosys revealed 85 p of supply chains were impacted
by the pandemic. In addition, the pande huge disruptions to air travel and
major delays in a range of agricult armaceutical supply chains. Finding

alternative options for sourcing east improving the reliability of supply
chains) became a priority for@dth
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For a critical view of the
practices of transnational
corporations (TNCs) in
developing countries visit the
website of CorpWatch
www.corpwatch.org

Explain concerns regarding
the conduct of transnational
corporations held by this
organisation. Outline

one proposal to improve
TNC practices.

The globalisation of financial markets has seen an increased reliance on foreign sources
of finance for investment. From another perspective, more countries now have greater
access to overseas funds for investment than ever before. Either way, FDI is now playing
a greater role in generating economic activity in every region around the world. In 2021,
FDI was over nine times higher than it was in 1990 (but only 69 per cent its peak level
recorded in 2007). Very large increases were recorded for high-growth emerging economies
that have relaxed barriers to foreign investment. However, as discussed in Section 3.5,
the benefits of increased FDI flows have mostly been enjoyed by economies with already
favourable economic prospects, and there has only been a trickle of FDI flowing to the
LDCs. In addition, the growth of short-term financial flows has had a destabilising impact
on many economies.

obalf¢apital

The removal of restrictions on foreign ownership and the developmen
i which

there are now more than 104,000. Foreign affiliates of TN
people globally. They dominate the world’s major indusgsi
telecommunications and pharmaceuticals, and merge

the number of these companies.

e of indicators including
market share. However, World

to local suppliers. Another concern relating
the laws of any one country and so can move

FOUR WAYS GLOBALISATIC \ HA 5 IMFACTED COMMODITY MARKETS
IN THE LAST 100 YEARS

have been for energy
capita income have gr
encouraged the

coal; in the pal
plastics replaced tjm;

gasoline ...

“Commodity demand (and
enormously over the past ce

ontainer industry, aluminum and
re recently, biofuels (an agricultural
product) have been used as a substitute for fossil fuel in

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

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

el the dominant commaodity in packaging ...

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

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

supply management schemes.”

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

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
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in economic behaviour that harms the environment. Examples of how this may occur
include deforestation for paper or woodchip industries; depletion of marine life through
unsustainable fishing practices or poisoning of water supplies by mining operations;
pollution caused by manufacturing industries; and carbon dioxide emissions from power
plants, contributing to climate change. Additionally, the growth in global trade itself
is increasing consumption of non-renewable fuels for transport by air, road, rail and sea.

The most significant environmental threat in the early twenty-first century is climate
change because the warming of the atmosphere has potentially irreversible and catastrophic
impacts on all aspects of the natural environment including oceans, marine life, the weather,
wildlife, air quality and water supplies. While the carbon emissions that contribute to
climate change come from individual countries, the impacts of climate change affect the
whole world. The impacts are also disproportionate, with a World Bank report finding that
the 74 lowest-income countries are the most affected by climate change despite accountin
for less than one-tenth of global emissions. This means that nations need to work toge
to address climate change. A 2022 study by Standard Chartered estimated that gl
in addition to what is already planned, an investment of US$95 trillion will be
achieve net-zero targets. Developing economies with large debt obligations
capacity to make the investments required. The 2022 Climate Confere
Egypt, called for developed economy parties to replenish the Green Climate

eaders prod@eed the Kyoto Protocol
ction targets for industrialised
countries. The Kyoto Protocol entered into forc expired in 2020. The Kyoto

temperature to well below 2 degrees Ce above prefindustrial levels” — the benchmark
scientists believe is necessary to p ngerous impacts of climate change.

cause, for the first time, it included developing
ongSide the United States, which had refused to ratify the
Kyoto Protocol. In contrast t@\t yote Protocol, the Paris Agreement included several

The Paris Agreement was signi

nations such as China and In

and review process, with the intention of increased
rage countries to meet their respective contribution

Y emissions required to achieve the agreed target. The 2021 Climate
pw (COP26) produced the Glasgow Climate Pact, ratified by 197

“High Seas Treaty” which agreed to protect the ocean outside national borders (99 per
cent of which was unprotected by any protocol beforehand).

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

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

Global financial markets can have positive impacts on economies. Countries would be
unable to conduct international transactions without foreign exchange markets. Businesses

would find it more difficult to access loans or attract investors if they onfined to
domestic financial markets. Efficient international financial markets ghoul ourage
greater transparency of the actions of businesses and governme ouldy foster
economic development.

However, global financial markets have also produced ne during the
globalisation era. Financial markets shift massive volu und the world
every day. If investor sentiment turns against a par 1t can result in a

collapse in exchange rates, a shock to the economy an
unemployment.

In the late 2000s global financial markets playe
crisis since the Great Depression of thegl®30s.

ancial system. Central banks subsequently
governments guaranteed banking deposits to

erging economies, twice as big as outflows during the global financial
economies cut interest rates to record lows, some economists raised
oveérnment and corporate borrowers might take on more risk and create
ss problems in the future. The subsequent rise in interest rates since 2022
ressure on nations that accumulated large debt stocks over the pandemic, as
pnancial and non-financial institutions that failed to anticipate the rapid financial

Allocated global reserves by currency
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Japanese yen
British pound
Chinese renminbi
Canadian dollars
Australian dollars
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Figure 3.11 - Allocated global reserves by currency
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tightening. The IMF warned in 2023 that uncertainty surrounding these events could lead
to large capital outflows from emerging and developing economies, potentially reducing
per capita incomes by around 15 per cent.

Despite several decades of globalisation, the US dollar remains the dominant reserve
currency in global financial markets. Figure 3.10 shows that nearly 60 per cent of global
reserves are in US dollars, and 20 per cent are held in euro. Reserves are held for various
reasons, including exchange rate management, debt servicing and to address economic
shocks. Holding reserves in US dollars has been standard practice for many nations since
World War II due to its widespread use and stability. US financial markets are still the
largest and most liquid, giving confidence to central banks that they will be able to access
their US dollar reserves when they need it. Further, it is the most widely used currency
in trade, which gives governments with US dollar reserves confidence that they will be
able to use them to import necessary goods.

The international business cycle

The linkages between economies hold benefits and risks for countries i
economy. The benefit of integration is that it allows countries to achieve

economic growth by specialising in certain types of production and by enga
Countries that have a higher level of trade also experience faster mic
particular, during times when world economic growth is higher, i onomies

are likely to benefit from the upturn in growth.
m@ posedigo downturns in
s. One of the reasons for

imultaneous upswings

However, closer economic integration also makes economie
the international business cycle and to developments in their
the strength of global economic growth in the mid-

more quickly to other developed and
financial integration continues to ingsea

obal crisis, as seen during the COVID-19 pandemic. A series of
ies were announced by governments around the world to combat
with many goveffiments copying each other’s policy approaches. The COVID-19 pandemic
struck at a‘tfme when global growth was already weak, making it certain that the first
half of the 2020s will be a period of slower growth. Russia’s invasion of Ukraine in 2022,
which destabilised commodity markets and contributed to a global inflation shock, added

further to the uncertainty around the economic outlook for the 2020s.
reviewquestions

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

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

3 Describe the role of financial markets and the international business cycle
in globalisation.
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10

The global economy is characterised by stark inequalities. Out of a world
population of almost 8 billion, just over 1.2 billion live in high-income countries
with high standards of living, while around 685 million people live on less than
US$2.15 per day. While inequality between economies globally has fallen,
inequality within economies has increased.

Standards of living are most commonly measured by Gross
(GNI) per capita adjusted for exchange rate impacts or purchasi

Economic growth is an increase in the real Gross Do
a specific time period. Per capita GDP growth is t

Economic development is concerned with e
quality-of-life factors such as income di i

Human Development Index
| per capita, life expectancy at birth

the process of industrialisation or modernisation
igh levels of economic growth. This classification
mies that are neither high income nor share the

v features of individual economies can contribute to a lack of economic
such as a lack of quality inputs to production and the nature of

s of the global economy - trade, finance, foreign aid and technology —
ay Work to entrench rather than alleviate inequalities between nations.

pinion 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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I -1 dreview

1 Explain the difference between the concepts of economic growth and
economic development.

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

3 Discuss the distribution of income and wealth in the global economy. Assess
whether inequality is increasing or decreasing.
4 |dentify what categories are used to group economies. Discuss the key feature

these groupings.

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

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

7 Discuss how globalisation has impacted on the distribatien of me and wealth
within countries.

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

9  Explain how globalisation has increas
coordinate economic policy with other

d for national governments to

10 Critically analyse the argument the nega
been greater than its positivggi .

N

impacts of globalisation have



collapse In

nka Ear the southern tip of India was in

o [}
e E ernment had defaulted on debt for the first
its currency had lost half of its value. With

For a brief few days in July 2022, the island natiog
the global headlines. Its economy had collapsed, th
time in history, the country was declared b

burning cars and prompting the presid the country. Across the world, platforms like Tik Tok
and Instagram swelled with videos of Sri
up in the president’s pool.

Sri Lanka’s economic crisis
global economic forces,
Lanka has been one o
including the collaps

81a’s more successful economies. But several misfortunes hit Sri Lanka,
following terrorist attacks in 2019, the COVID-19 pandemic and
then the surge j rices that began in 2021. Policy decisions then turned these challenges
into a full-blo i er the election of President Rajapaksa in 2019.

cribing this as a national shift to organic farming), resulting in sharp declines in
tput, an urgent need for more food imports, and a worsening currency crisis. In a failed
st growth, he announced huge tax cuts that emptied the treasury of revenues just as the
pandemic struck.

Soaring global inflation along with a falling currency led to shortages in food, fuel and medicine, and
record price increases. Use of a ‘soft peg’ approach to manage foreign exchange enabled currency outflows
to exceed inflows, contributing to foreign exchange shortages. Sri Lanka’s store of foreign currency
reserves, worth almost $8 billion in 2019, were exhausted as the government struggled to defend its
currency and service rising foreign debt. By the end of 2022, Sri Lanka’s economy had contracted by 7.8
per cent, the currency had depreciated by 81 per cent and inflation was running at 57 per cent. Input
shortages were most severe in the manufacturing and construction sectors, leading to half a million job
losses and a doubling in the national poverty rate.



Case Study: Economic collapse in Sri Lanka

Sri Lanka’s economic collapse prompted support and rescue packages from neighbours
and international institutions. The World Bank lent Sri Lanka US$600 million, the IMF
approved a US$2.9 billion debt relief program and India offered more than $4 billion of
support through loans. The G7 group of economies also committed to helping Sri Lanka
in securing debt relief, and the Export-Import Bank of China announced a two-year
moratorium on its debt. The Sri Lankan Government lifted interest rates by 10 percentage
points to combat inflation, increasing value-added tax to 15 per cent to lift government
revenues, and cutting back on spending to lower the budget deficit. Reform of state-owned
enterprises began, partly to satisfy conditions for IMF support.

The crisis in Sri Lanka shows that in the age of globalisation, simplistic policies that
ignore basic principles of economics are likely to fail. The cost can be high, and for Sri
Lanka, it will be a long road ahead to restore stability, confidence and living standards.

Sri Lankan foreign exchange reserves and exchange rate

2018 2019
Source: Central Bank of Sri Lanka 2023

2021 2022 2023
Year

Total reserves an rufees
(US$ millions) S$)
10,000 — — 400
8000 —
~ 300
7000 —
6000 ~ 250
5000 — ~ 200
4000 — L 150
3000 —
~ 100
2000 —
1000 ~ 50
0




Case Study:

Brazill

Brazil is a valuable case study in the variations between diffefént
countries’ economic policies and performance. In the 2000s, Brazil ¥

worst-performing economies in the G20.

Like other Latin American economies, Brazil has e

Brazil is the world’s
(behind China and In

Indonesia | China | (VLT | Poland | Egypt Australia
Population (mi 216 277 1410 335 37 104 26
gzﬁisnfsgeizlilfo:rozs) 2080 1390 19370 | 26850 748 404 1071
3;2?;;? g;gsgo"zv;"d Product 23 25 18.9 15.4 0.9 14 1.0
gz'r'r:;r"iaefr:?ngﬁ dollar. PR, 2022) 17260 | 14250 21250 | 77530 41310 | 14590 | 60350
Gini index (2022, 2021*, 2020**, 20197) 52.9* 37.9 382n | 39.7* 28.87 31.97 34.37
Mean years of schooling (2021) 8.1 8.6 7.6 13.7 13.2 9.6 12.7
Life expectancy at birth (1990, 2021) 65.3|72.8 | 63.3 | 67.6 |69.3|78.2|75.2|77.2| 70.9 | 76.5 | 64.6 | 70.2 | 76.9 | 84.5
Human Development Index (rank) (2021-22) | 0.754 (87) | 0.705 (114) | 0.768 (79) | 0.921 (21) | 0.876 (34) | 0.731 (97) | 0.951 (5)

Sources: IMF 2023, World Bank 2021; Human Development Report 2021-22, accessed July 2023



Global Case Study: Brazil

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 resulted in over 700,000 deaths. This case study examines these developments
as well as the reasons for Brazil’s past successes, which have been partially undone in recent y One
of the challenges in understanding Brazil as a case study of globalisation is that it comprises j

successes and major failures — and it is not yet clear whether its future will see leadershi

in the 1980s and 1990s.

1.1 Social and economic progress

Brazil is a large economy with many billionaires and a substantial mi
income per capita of US$17,260 in 2022 puts Brazil in the category of uppe
However, as one of the world’s most unequal societies, it has al tly for its levels of
m a low starting point.
e global league table at 87th
in the world for its Human Development Index of 0.75 in 2000). This put it slightcly
ahead of the average levels of development for the Latin Amegi€an region, reflecting improvements in

health, education and income during recent years;

economic development. Brazil has made major progress in recent dec

® Brazil’s infant mortality
to 13 in 2021 — margi
progress compared

ents is progress in poverty reduction. Historically, Brazilian

One of Brazil’s most signific
i high levels of inequality. Wealth inequality remains particularly

society has been cha ed

high — accordin, statistics, Brazil’s six richest men have as much wealth as the 100
million Brazil up the poorest 50 per cent of the population. Nevertheless, Brazil has
made some pro ini index (a measure of income inequality) fell from around 60 in 2000 to
49 in sharply rising to 53 during the COVID-19 recession. OECD research has estimated
that in inequality in recent decades, around half was the result of economic growth,
and t f came from government policies to redistribute income in the 2000s during the first

President Luiz Indcio Lula da Silva (often known simply as “Lula”) from 2003 to 2010.
As president, Lula prioritised policies to reduce inequality.

The flagship policy introduced in 2004 by the Lula administration was the Bolsa Familia (Family
Fund) program. Low-income households received 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, are regarded as one of the most effective economic strategies to combat poverty.
Between 2002 and 2019, the percentage of Brazilians living on less than US$2.15 per day fell from
23.2 per cent to 5 per cent — the best improvement in Latin America. An IMF paper in 2020 also found
that the program helped more people gain stable employment. While progress was reversed during
the COVID-19 recession, which saw unemployment rise to over 14 per cent, in 2023, the new Lula
administration began laying the groundwork for an expanded Bolsa Familia along with tax exemptions
for low-income workers. However, some economists raised questions about whether Brazil can afford
the cost of this expanded program, forecast to exceed US$28 billion per year.
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1.2 Economic recessions

In the 2000s decade, Brazil’s economy grew by an average of 3.7 per cent annually and living standards
rose. But the 2010s were dismal, averaging growth only fractionally above zero. The recession of 2015
and 2016 was so severe that it came close to a depression (a deep and sustained recession). Per capita
incomes in 2020 had still not recovered to 2014 pre-recession levels, leading to a rise in the number
of Brazilians living in poverty to 55 million by 2020, or around one in four people.

The 2010s witnessed the unusual crisis of inflation and unemployment surging at the same time (the
textbook definition of “stagflation” — rarely seen in the world economy since the 1970s). Unemployment
reached 13.7 per cent in 2017, leaving close to 14 million Brazilians out of work, while inflation rose
to 9 per cent. Similar conditions recurred during the COVID-19 recession when unemployment surged
to 14.7 per cent in 2021, while inflation jumped over 10 per cent (before falling shar

FIGURE 2 - ECONOMIC INDICATORS

%
20

.............. Unemployment rate
Inflation rate (CPI)

Real GDP growth
Fiscal/budget balance

(V]

anco Central Do Brasil, accessed July 2023 *Forecasts Year

in 2016, Brazil’'s main interest rate was raised to 14.25 per cent, giving
Brazil the h resegates of any comparable economy in the mid-2010s. Sharp falls in tax revenues

and the onset of the COVID-19 recession in 2020, Brazil’s economic recovery was weak.
th averaged only 1 per cent with foreign investors concerned by sluggish reforms to the

pension business tax systems. While economies across the globe fell into recession in 2020 due to
the D-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 a record high and pushing 18 million into poverty.

Brazil recovered slowly from the COVID-19 recession, as the 14 per cent official interest rate raised the
cost of household borrowings and the war in Ukraine disrupted Brazil’s trade relationships. However,
inflation rapidly fell to just 3 per cent in 2023, and forecasts for economic growth rebounded to 4 per
cent on the back of strong commodity exports.

Although Brazil has now experienced two severe recessions in less than a decade, one positive feature
of its performance has been the stable operation of financial markets. This was surprising to some
observers, given Brazil’s history of financial crises. The floating exchange rate (which fell by 50 per cent
in the four years to 2016 and another third during COVID-19) helped improve the competitiveness
of exports, while stronger banking regulations helped maintain confidence in the financial sector. In
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THE REASONS FOR RECESSION

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

Seven key factors 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 resulted in lower export revenues and a fall in national income. Eight of Brazil's top ten
exports in 2015 were commodities. Brazil’'s downturn was significantly worse than other commodity
exporting economies.

N

Brazil was unprepared for a fall in commodity prices: other sectors in the economy co
the gap left by the collapse in export revenue.

@

From 2014 a major corruption scandal engulfed Brazil’s business and politic

economic reform.

»

Investors were losing confidence in Brazil’s ability to address its
spending had grown at an annual average of 6 per cent per ye
rate of economic growth. With interest payments of almost 8 per
massive budget deficit of 11 per cent of GDP by 2016.
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ailed to rein in inflation, aggressive lending by
state banks that failed to stimulate new | infrastructure project plans that failed to

attract private investors.

=

Brazil had made little progress
labour productivity, transport g
do business. This left Brazilf€
disappeared.

eep-seated structural problems affecting its
cation levels and reputation as a difficult place to

and 2022, President Bolsonaro’s environmental and climate change policies received
major international criticism, as Western governments urged Brazil to act on deforestation in the

Between

Amazon rainforest. Brazil has faced significant challenges in managing its natural environment, which
remains central to the Brazilian economy. Like many developing economies, Brazil also suffers from a
high level of water and environmental pollution. Only 37 per cent of waste water is treated, and almost
half of the country’s garbage and other solid waste is not collected. Around one-third of housing is not
connected to sewerage, and poor sanitation also leads to worse public health outcomes.

Brazil’s economic development has come at the cost of large-scale forestry clearing. Eighty per cent
of Amazon deforestation has been for cattle farming, with other uses including soybean farming and
mining — some of Brazil’s biggest industries. Management of the Amazon has also been a polarising
political issue in recent years. Former President Bolsonaro made land clearing a priority, and even
promised to build a motorway through the Amazon to make logging operations easier. The fires
used for land-clearing purposes under the Bolsonaro Administration contributed to the fastest rate
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of deforestation since 2006, and for the first time on record, in 2021 the Amazon emitted a greater
volume of carbon dioxide than it absorbed. As president, Bolsonaro also threatened to withdraw from
the 2015 Paris Climate Agreement and even sacked the head of the government agency that published
deforestation data.

While environmental mismanagement worsened during President Bolsonaro’s term from 2019 to 2022,
it has been a long-term issue in Brazil, with forest coverage declining from 72 per cent to 60 per cent
between 1990 and 2020. 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 an estimated 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). On his return to

during his first six months in office.

In contrast to its record on deforestation, Brazil has been a world leader in the dev
biofuels (ethanol and biodiesel), which assist in transitioning from fossil fi
Brazil is the world’s second-largest ethanol producer (after the United State
mostly made from sugar cane, accounts for around 45 per cent of fuel in

2. Influence of globalisation

2.1 Influence of trade

Despite maintaining some protectionist trade policies enefited from the rapid growth in

s large quantities of commodities,

wo decades. However, commodity prices are

more volatile than most goods and services, one-third of Brazil’s export revenues come

from just three commodities: iron ore, sogbeans and oil. @il exports have grown rapidly in the past
two decades, following the discovery of
ocean’s surface in the 2000s. Brazil is als
billion chickens sold annually byai
meat producer in Australia).

Globalisagion has Brazil’s exposure to both the ups and downs of commodity prices and the
i cle. Lower global commodity prices led to weaker exports and in 2014, a record
h current account deficit. While the trade deficit improved in subsequent years,

orts. Brazil also experienced a series of major disruptions to international confidence in
. In addition to political scandals, the “Weak Flesh” scandal in 2017 damaged confidence in
orts, after revelations that producers were using red dye to mask putrefying meat. The collapse
of the Brumadinho dam in 2017 revealed poor safety practices and caused major disruptions to Brazil’s
largest mining company, Vale.

2.2 Influence of external accounts

One of the few benefits of its past decade of weak economic growth is an improvement in Brazil’s
external accounts. While historically Brazil has struggled with external imbalances, the IMF has said
that a current account deficit averaging between 1.2 and 2.0 per cent of GDP is compatible with
long-term economic stability for Brazil, and in the five years to 2023, it has averaged 2.5 per cent of
GDP - slightly above that range but a better outcome than many other economic indicators over the
same period.

Historically, the most significant problem underlying Brazil’s external vulnerability has been its high
level of foreign debt, which was once among the highest in the developing world. Brazil’s debt fell
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during the 2000s due to trade surpluses and greater fiscal discipline, before stabilising from the early
2010s. While a large debt problem may not necessarily cause economic instability, specific characteristics
of the debt have made Brazil’s debt a matter for concern:

* As shown in figure 3, prior to the global resources boom, the cost of servicing Brazil’s foreign
debt reached 89 per cent of the value of exports by 2000. After falling to 29 per cent in 2010,
and rising to 66 per cent during the 2016 recession, the debt servicing ratio returned to 29 per
cent in 2023.

® The IMF calculates Brazil’s total public sector debt at up to 91 per cent of GDP, with persistent

concerns for the sustainability of public spending.

e Servicing the foreign debt cost approximately 9 per cent of GDP in 2023, a level reflecting
vulnerabilty to increases in international interest rates, particularly in the US, which is ource
of a majority of Brazil’s foreign borrowings.

FIGURE 3 - BRAZIL’S EXTERNAL INDICATORS

Year | Current account (% of GDP) | External debt to GDP ratio (%) | Debt servicing r=%o (/% of exports)

1980 -5.4

1990 -1.0 26.3

2000 -3.8 36.6

2005 1.6 19.2 55.8
2010 -3.6 12.0 294
2015 -3.5 18.6 55.7
2016 -1.4 18.2 65.6
2018 -2.7 16.0 50.3
2020 -1.7 ’ 42.5
2022 2.9 8 271
2023* -2.7 29.6

Sources: Banco Central do Brasil (Ti 4 407) and IMF World Economic Outlook various years,

accessed July 2023 *“Forecast

Nevertheless, Brazil has ma

outcomes and contragi olicy have helped stabilise foreign debt levels, and Brazil entered the
2020s with its lowest bt levels since the mid-2000s. An important factor in this improvement
was a dramatiggshi orrowings in foreign currency to borrowings in Brazilian real (down from
70 per centin t to 3 per cent in 2020, according to the Bank of International Settlements).
Brazil a lly increased its foreign currency reserves (to US$325 billion in 2023), which in

the ey®nt of en depreciation in the exchange rate can be used to buy up Brazilian currency and
stabi . This stock of foreign currency proved useful during a sharp depreciation in the first
half of 2020 n Brazil intervened in the foreign exchange market to the tune of US$40 billion.

2.3 Influence of financial markets

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 over 4000 per cent. The
last time that a major 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, interest rates soared to 23 per cent and both unemployment
and inflation rose sharply. The IMF provided an emergency loan of US$30 billion to Brazil, in return
for which the Brazilian government agreed to adopt a range of economic reforms. Those reforms helped
make Brazil more resilient during subsequent crises in 2008, 2014 and 2020. The IMF’s intervention
was successful in restoring investor confidence, and by 2005 Brazil had repaid its entire borrowings
from the IMF, eight months ahead of schedule.
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FIGURE 4 - BRAZIL'S NET FDI FLOWS

3. Brazil’s response to globalisation

3.1 Brazil’s approach is different from the Asian tiger economies

Like most Latin American nations, Brazil has been more cautious in embracing globalisation than
many East Asian economies. Successive governments throughout the 20th century sought to create a
large industrial base and minimise Brazil’s dependency on imported manufactured goods in the hope of
developing greater self-sufficiency. Nevertheless, Brazil relied largely on foreign borrowing to fund its
industrialisation, which focused less on developing exports markets and more on substituting imports
with production for the domestic market.

The higher growth rates of more open East Asian economies in the 1980s and 1990s led many observers

gradually opened its economy in the 1990s, attracting forelgn investment and
opporturntles Brazil benefited from several developrnents in the global econo
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political environment has also resulted in

adv

slower progress on changes recommended
by international investors.

Net FDI flows are FDI inflows minus FDI outflows

3.2 Brazil’s i ness to foreign investment

Since the s attracted foreign investment, rather than merely borrowing funds from
capital for economic development. To increase its attractiveness to foreign
undertaken extensive reforms, including deregulation and the privatisation of
onopolies like Vale (mining) and Embraer (aircraft manufacturing). It also gave priority

as a major goal of macroeconomic policy.

overseas

investors,

play an important role in industries such as telecommunications, pharmaceutical, and manufacturing.
Brazil receives the largest share of foreign direct investment (FDI) in Latin America, with a focus on
the resources, finance and construction sectors. While international confidence and FDI in Brazil fell
under the Bolsonaro Administration, they recovered strongly in 2022.

Another important aspect of Brazil’s response to globalisation is an increasing level of investment
by Brazilian companies in other countries. Brazil’s stock of foreign direct investment assets more than
doubled in the decade between 2010 and 2020 from $173 billion to $392 billion. Brazil’s TNCs are
making large offshore acquisitions in the steel production, cattle, banking and construction sectors.
Brazilian FDI outflows have a substantial focus on developing and emerging countries, reflecting a
historic shift because FDI typically flowed from developed to developing economies.
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3.3 Brazil’s economic model has been less export-focused, but it is changing

Despite Brazil’s embrace of financial and investment flows, it has been relatively slow in liberalising
trade flows. Up until the 1990s, Brazil implemented tariffs and subsidies to develop domestic industries
that could substitute locally made goods for imports. While this approach helped to keep import levels
down, it also made Brazilian industry less internationally competitive and less successful in developing
export markets.

“With exports and imports below 30 per cent 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

cent, including textiles, apparel and leather and motor vehicles. Brazil is the country with th
number of tariff lines above 10 per cent. The high trade barriers preclude Brazil from many o,

more outward-
and 2020, the
average level of tariffs fell from 32.2 to 8 per cent and most impo olished. Following
these reforms, Brazil’s economic integration increased significantly, trade increasing from
just 15 per cent of GDP in 1990 to 39 per cent by 2022 is névertheless low by international

s (many of which already had fewer protection
ed a 20 per cent tariff on all imports of US

setting the decline of manufacturing. Brazil’s services sector makes up the
ut its services are domestic-oriented, generating very little export income.

IGURE 5 - STRUCTURE OF THE BRAZILIAN ECONOMY
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Source: System of Quarterly National Accounts, Current values table,
Instituto Brasileiro de Geografia e Estatistica
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3.4 Brazil’s role in the global economy

President Lula is currently seeking to renew Brazil’s role of leadership in the global economy, which
diminished during the decade before he came back to office. Its poor economic performance since 2014,
combined with corruption crises and political instability, have reduced its capacity for global, and even
Latin American, leadership. This stands in sharp contrast to the 2000s, when Brazil and India led a bloc
of developing economies pushing for a new World Trade Organization agreement (the Doha Round
— which ultimately failed, but Brazil helped to advance reforms of intellectual property rules to make
medicines cheaper in 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.

Mercosur bloc is mostly tariff free. The Mercosur bloc concluded a trade agr uropean
Union in 2019 after nine years of negotiations that is gradually removing tari

wants to negotiate a trade agreement with the US, but this would no I ithout changing the
rules of Mercosur, which prevents member countries from signing b

Financial instability is one of the most undesirable i
Brazil has experienced numerous exchange rate crises

alisation for developing economies.
den shifts of sentiment on financial

markets. Those crises pointed to Brazil’s high foreig
sentiment.

Brazil responded to its history of financia
up its currency reserves. Floating excha s areggenerally less vulnerable to excessive speculation
on foreign exchange markets than fixed
volatility in its currency during i
the economy in adjusting to_gha

itical crises, these currency movements have assisted
ic conditions.

Since the global financia Brazil has also used foreign reserves to cushion itself from

financial speculation e risk of further financial volatility. Brazil has built the tenth-largest

FIGURE 6 - BR RESERVES
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reserves of foreign currency in the world — from just US$54 billion in 2005, these reserves in 2023
were US$343 billion. 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.

BRAZIL'S POLITICAL CRISES: FROM IMPEACHMENT TO

COVID-19

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 the past decade.

Brazil’s recent political crises have seen corruption charges made against the last three presidénts
Lula da Silva serving time in prison, Dilma Rousseff losing office before her presidential t
Jair Bolsonaro facing several trials for his conduct as president.

and

Brazil’s political crises began in 2014 with one of the biggest corruption scandals
involving billions of dollars in contracts from the state-owned energy compan
saw 352 of the 594 members of Congress facing criminal accusations, alon@si s largest
construction companies. Inevitably, the blame rested with President Rous
no evidence she was directly involved.

| worsened Brazil’s political crisis. Within months
of taking office, the new president, Michel Teme in corruption allegations as part of the “Weak
Flesh” scandal, in which meat packers had bribe:

food safety laws. The scandal resulted

The popular former president Lula

rie§” of new scandals involving members of his family and successive
nd cabinet ministers. He downplayed the COVID-19 pandemic, which
flu” while Brazil suffered the world’s fifth-highest number of deaths per

ed to disregard the results of the October 2022 election, which former president Lula
onfidence was also weakened when the finance minister, Paulo Guedes, shut the

4. Brazil’s recent policy developments

4.1 Macroeconomic policy

The key themes concerning economic management emerging from Brazil’s recent economic history are:
e investor concerns about corruption and political incompetence
e poor management of fiscal policy due to structural problems in public finances
* Detter management of monetary policy to reduce inflation
e despite political instability, Brazil has made progress on the management of financial instability
and trade liberalisation.
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After rebounding from the COVID-19 recession, the primary macroeconomic challenge for Brazil is
moving beyond the sluggish growth of the 2010s through implementing overdue structural reforms.
The key issue with Brazil’s budget is that less than 15 per cent of expenditure can be changed or
removed from one year to the next (that is, is discretionary funding), while the remaining 85 per cent
is fixed expenditure.

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. There are two
key structural measures that address Brazil’s fiscal problems. The first is the Fiscal Responsibility Law,
which requires reductions in public debt and a medium-term target for the “primary fiscal surplus”
(the fiscal surplus before payments on government debt). The second is a constitutional amendment
passed in 2016, which imposes a spending cap that effectively freezes the national bud real terms
for 20 years. This was introduced after Brazil’s credit rating was downgraded to BBB- i and
slid further to BB- in 2023.

measures that, while accepted as appropriate by the IMF, resulted i
of 15 per cent of GDP. The government invoked the “escape clause”
ceiling to accommodate this exceptional spending, effectively
The fiscal measures included temporary income support to

pension payments, expanding the Familia program to apether midffon households and providing cash

pension payments are
Brazil’s pension,
om 54 years of age, compared to the average OECD retirement age of
creased the retirement age to 65 for males and 62 for females and require
40 years. It also reduces entitlements for those under 70 to encourage longer
ipation. The reform was forecast to save US$230 billion over 10 years, although this
ilise spending at current levels.

66. The

iods of high inflation, monetary policy plays a central role in Brazil’s economic policy
as again become necessary in the 2020s as Brazil has faced another bout of high inflation,
chiefly due to global price increases. After inflation exceeded 12 per cent in 2022, interest rates rose to
13.75 per cent by August 2022, a sharp increase from the low of 2 per cent in early 2021. This proved
successful with inflation forecast to be 5.6 per cent in 2023, down from 9.3 per cent the previous year.
These outcomes represent significant progress given Brazil’s history of high inflation, which reached
a record 4500 per cent in 1994. Brazil’s reliance on high interest rates risks causing a downturn in
economic activity, but the sharp interest rate increases only mildly affected economic growth in 2023.
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“Economic activity is slowing due to weaker private consumption and exports. Real GDP is projected
to grow by 1.7 per cent in 2023 and 1.2 per cent in 2024. Lower employment growth, still high inflation
and tighter credit conditions will limit household spending capacity despite higher social transfers ...
Monetary policy is expected to stay restrictive ... Fiscal policy remains expansionary for now, but gradual
consolidation should start in 2024. Implementing a credible medium-term fiscal framework will help to
restore confidence and achieve a more consistent macro-economic policy mix ... Reducing the complex
system of taxing goods and services would drastically reduce the current high administrative burdens
on firms and has strong long-term potential to boost productivity and growth ... Further progress on
addressing large infrastructure gaps in transport, water and sanitation would reinforce those effects.
These reforms would also boost the competitiveness of Brazilians firms, allowing them to reap greater
benefits from international trade.”

— OECD, Brazil Economic Forecast Update, June 2023

4.2 Microeconomic policy

Comprehensive reviews of the Brazilian economy undertaken by the IMF and OECD i

Although Brazil is the world’s ninth-largest economy, it repr

of global trade in 2022 and, as a proportion of GDP, g is | in only seven other countries

zil has also been the world’s

is expected to deteriorat

‘:@ ndard of PISA tests) is below the OECD average and
d othi
especially weak, wit esaftdents enrolled in vocational programs than in all but three OECD

economies. The shar oun@adults who have completed tertiary education is 23 percentage

points below age (2021 data).

o eeded on infrastructure development. Transport infrastructure is
import as large and heavily populated as Brazil. Its road, rail and port quality
ranks po ing to international studies. A major 2019 IMF report noted that over the

des, Brazil invested an average of just 2 per cent of GDP in public infrastructure —
ird the average level of other emerging economies.

go ment, which has stifled economic growth. In 2022, Brazil was ranked 94th among 180
countries on Transparency International’s annual corruption index.

* An overhaul of the tax system is needed to reduce the notorious cost of compliance with Brazil’s
tax system. The IMF has recommended that Brazil replace its complex indirect taxes with a
single broad-based value-added tax and remove complexities in the tax system that make tax
compliance expensive. The World Bank’s 2020 “Ease of Doing Business” report ranked Brazil
124th out of 190 countries, noting for example that on average it takes almost 2000 hours for
a business to prepare its tax returns in Brazil, more than any other country (and compared to an
average of around 200 hours for most economies).

* Regulation more generally needs to be simplified and enforced. The OECD’s Product Market
Regulation Indicators report measures a nation’s regulatory barriers to entrepreneurship and has
found Brazil highly restrictive. Excessive regulations have encouraged a culture of “jeitinho”, or
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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 (now known as the Auxilio Brasil policy) has led to an expanded 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 — providing monthly support to around 14 million of Brazil’s poorest famili merging
a range of income distribution payments, the government aimed to target inequality @nore ively,
and its cost — just 0.6 per cent of GDP — is very small compared to the 14 per cgpt o spgnt on
pension benefits that mostly go to Brazil’s less needy middle class.

5. Conclusion

ed in the hands of fewer people,
e of world inequality.
e word inequality does
inequality, health inequality ...

he Second World War, the Bretton
irations or interests. Let’s be clear

“We’re an increasingly unequal world, and wealth is increasingly concent
and poverty concentrated in the hands of more people ... we have to add
It’s unacceptable that — in a meeting between presidents of imp
not appear. Wage inequality, race inequality, gender inequality,

And we need to be clear about the following: what was g ed a

And then we need to deal with internation
fairer ... we need to take a leap in quality,

— President Luiz Indcio Lu , spegch at the Summit for a New Global Financial Pact,

Paris, June 23 2023

rorf once-in-100-years pandemic that eroded the health system
ith pofitical instabilty in a deep recession that was followed by high
evertheless, President Lula has ambitions for Brazil to be the leading
in the global economy, with an agenda to reform trade, finance, climate

Brazil is still in the process of £
and left an already weak

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, Brazil’s
prospects for recovery will be strengthened. But it will take time for Brazil to rebuild confidence in its
economic future. To maintain investor confidence and strengthen Brazil’s place in the global economy,
Brazil will need to improve its educational, regulatory and fiscal performance. The events of recent years
also underscore the importance of political stability, anti-corruption measures and the rule of law in
providing foundations for confidence and growth.
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iIndonest

The East Asian economic region has been strongly influenced by globali
through increased international trade, foreign investment and rapid i

decades,
jon. East Asian

economies have become more closely integrated both at a regional level, andwith ecog@mies around the

world. With strong economic growth and development over recen
an economic centre of gravity to rival North America or Europe. A
regional economies — China and Japan — economies in the S

since the mid-1980s, Indonesia has experien
participation of transnational corporations (T
indicators, economic development ha
international economic disturbancess

a is fast becoming
North Asia has the largest
8lan region are sustaining high
from more open markets, but

Indonesia Brazil China Poland Australia
Population (millions, 2023) 277 216 1410 335 37 104 26
Gross Domestic Product
(current US$ billion, 2023) 1390 2080 19370 26850 748 404 1071
Share of Gross World Product
(percent, PPP 2023) 2.5 2.3 18.9 15.4 0.9 1.1 1.0
GNI per Capita (%)
(current international dollar, PPP, 2022) 14250 17260 21250 77530 41310 14590 60350
Gini index (2022, 2021*, 2020**, 20194) 37.9 52.9* 38.27 39.7* 28.81 31.9n 34.37
Mean years of schooling (2021) 8.6 8.1 7.6 138.7 13.2 9.6 12.7
Life expectancy at birth (1990, 2021) 63.3 |67.6 65.3(72.8(69.3(78.2|75.2|77.2|70.9|76.5|64.6|70.2|76.9 | 84.5
Human Development Index (rank) (2021-22) |0.705 (114)| 0.754 (87) | 0.768 (79) | 0.921 (21) | 0.876 (34) | 0.731 (97) | 0.951 (5)

Sources: IMF 2023, World Bank 2021; Human Development Report 2021-22, accessed July 2023
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1. Economic performance

1.1 Indonesia’s economy and development

With a Gross Domestic Product (GDP) of almost $US1.4 trillion, Indonesia is the world’s sixteenth-largest
economy. Indonesia is much smaller than the world’s largest economies, such as China, which is close to
15 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 2022 output per capita was US$4788
(without adjusting for purchasing power, as done in figure 1. This is more than five timeg larger than
the level recorded in 2000 (US$780)). Living standards are similar to those of some n
such as the Philippines and Vietnam, but around half those of other South-East Asian n
Thailand and Malaysia. The World Bank downgraded Indonesia from an upper-méfldle-income
to a lower-middle-income country in mid-2021 following the impact of t i

y economies

and South Asia, but with 2 per cent of the population living on less t
in Indonesia are around double the average for the East Asia and Paci

Nations, Indonesia’s Human Development Index of 0.705 is b 13%ther economies. Mostly this

reflects Indonesia’s low standard of living, as measuggé & capita income. Indonesia also has a
relatively poor performance for other key indicators I and life expectancy at birth. Health
outcomes in Indonesia are especially low. Fourteen per céfif’of the population does not have access to basic
sanitation facilities, and around one in ten In i ave access to basic drinking-water services.
Expenditure on health, at around US$1 son each year, is significantly lower than comparable

countries in the region.

expectancy has improved by six yeags si . Over the same period, the under-five child mortality
84 deaths per 1000 births to 22 deaths.

s measured by its Gini index of 38, is similar to other economies in the
nam. The distribution of income is more equal than in many countries
ted States and Brazil.

onesia was considered a developing economy, and later, a newly industrialised
now considered an emerging economy because of its strong growth performance

ic\performance and development. In the four decades to 2023, Indonesia grew at an average
of over 5 per cent. Although not as fast as some neighbouring economies in East Asia,
th 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. With a large population and continued economic growth,
Indonesia is expected to join the world’s largest emerging economies, the so-called BRIC economies
(Brazil, Russia, India and China), in coming decades. According to projections by consulting firm
PwC, Indonesia will surpass Germany and Japan to become the world’s fourth-largest economy by the
middle of this century.

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 the
following year, with devastating consequences.

FIGURE 2 - ECONOMIC GROWTH IN INDONESIA
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by export growth and investment. The labour
market recovered rapidly, with unemploymen i per cent in 2022. In 2024, unemployment

One characteristic of Indonesia that i i n emerging economy is the transformation of its
industry structure in recent d other economies in East Asia, Indonesia has seen
the economic importance of ¢ tural Sector fall, while manufacturing industries and services
have become more import own in figure 3, the past four decades have witnessed substantial

structural change in the In

\TRUCTURE OF ECONOMY
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Source: World Development Indicators 2023
Note: These statistics do not add to 100

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. Palm oil, coal, petroleum oil and gas made up a quarter of total exports
from 2000-2020. Indonesia’s dependence on resource-intensive exports exposes it to currency volatility.
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ASIAN FINANCIAL CRISIS

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 were 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, South
Korea and Malaysia.

To obtain an emergency US$18 billion financial assistance
loan from the IMF, the Indonesian Government wa
required to undertake policy measures including spendi
cuts, budget surpluses, dramatically raising interest rate:
(to 80 per cent), closing some banks, cutting fuel
and undertaking long-term structural reforms.
designed to strengthen the Indonesian e

long term, these policies had the img @
off"economic

further undermining confidence and
toQindonesia’s

activity. By mid-1998, as panic s
businesses, households and other

FIGURE 4 - EAST ASIAN GR

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 cent as

aresult. As the exchange rate depreciated al € price of
imported goods soared, inflation was reco 5
per cent. Foreign debt increased to U y

down after over 30 years in office®
living standards returned to p,

ancial markets with a
became overvalued, and
here was no mechanism for it to
. A second cause of the crisis was

cial crisis in Indonesia highlights how,
ut an appropriate policy framework, global economic
destabilise an economy and cause extensive
ic and social harm.

he Asian financial crisis led to major economic reforms,
ncluding 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.

The Asian financial crisis also
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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
actively stimulate growth through
increased spending, lower
interest rates, and boosting the
liquidity of credit markets. As
one of the first major crises of
the modern era of globalisation,
the Asian financial crisis helped
shape future economic policy.

2013
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2019
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Indonesia’s manufacturing sector includes a large textile and garment industry and some other labour-
intensive manufacturing. The sector has fallen from 31 per cent of GDP in 2002 to 19 per cent in 2021.
Usually this happens when countries achieve higher income levels, according to the World Bank, but
in Indonesia’s case it reflects a lower level of competitiveness than in 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 2021, the services sector made up 43
per cent of GDP, employing 49 per cent of the workforce. Indonesia’s main services are tourism and

growth in the services sector. Indonesia’s services sector is enjoying increasing foreign direct
(FDI) flows, with services accounting for over a third of Indonesia’s investment infl

technology companies in helping to lift the skills of the Indonesian workforce. Nev
sector is still held back by poor infrastructure and technology and by inadeq

progress in the Sustainable Development Goals (or SDGs, also know bal Goals), building on the
progress achieved with the MDGs, such as reducing poverty (g

The net enrolment rate fg

2 from 62 per cent (19

is 98 per cent, and primary school completion improved
y 2010. The literacy rate of the population is 96 per cent

3 The proportion o aged above 25 who have completed at least primary school is 85 per cent
(2020). For femal r cent (2015).

4 The morta en under five years has decreased from 97 (1991) to 22 (2021) per 1000
live births.

5 Th mottality rate has fallen from 390 (1991) to 173 (2020) per 100,000 live births. Issues
with ontraception remain.

alence of tuberculosis decreased from 449 (2000) to 354 (2021) cases per 100,000 people,
evproportion of people with HIV/AIDS has decreased.

on emissions are high. Eight per cent of Indonesians do not have access to safely managed
7 inking water, and 14 per cent do not have access to basic sanitation. The proportion of the urban
population living in a slum has decreased from 51 per cent (1990) to 19 per cent (2020).

Foreign debt (as a per cent of gross national income) has been reduced from 69 per cent (1990) to
8 36 per cent (2021). The total debt servicing ratio (per cent of exports, goods, services and primary
income) has been reduced from 40 per cent (1988) to 29 per cent (2021).

Source: World Bank World Development Indicators 2023

1.3 Indonesia’s growth has had negative environmental impacts

Degradation of the natural environment has been a significant cost of the industrialisation and
globalisation of the Indonesian economy. Indonesia has the third-largest rainforest in the world, yet is
also home to one of the world’s highest rates of deforestation. A 2019 study by Greenpeace showed that
more than 74 million hectares of rainforest —an area twice the size of Japan — was cleared in the last half
century. This is the result of commercial logging, land clearing for agriculture, mining developments
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and population expansion. The Indonesian Government has a moratorium on new clearing for around
66 million hectares of primary forest and peatland. Retention of Indonesia’s rainforests is important for
a number of reasons, including the role they play in absorbing carbon. The forest clearing saved under
the moratorium contributed 86.9 million tons of emissions reductions between 2011-2018. This is
despite retaining only an average of 0.65 per cent more forest coverage than non-moratorium areas.
Other key environmental concerns include loss of species and water pollution:

¢ Economic activity has affected natural habitats and regeneration, with 265 critically endangered
animal and plant species as of 2019.

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

FIGURE 6 - INDONESIA’S CO, EMISSIONS PER CAPITA
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de aréflow in per capita terms (2.3 tonnes per year), Indonesia is the
r to global carbon dioxide emissions (including emissions caused by
because Indonesia is especially vulnerable to the future impact of climate

adverse events has risen from 82 in 2000 to 3058 in 2022, with recent examples including
and forest fires in which 600,000 hectares were burned and 900,000 contracted respiratory
e 2022 West Java earthquake that killed at least 335 people.

management challenge in the future. Indonesia has a Nationally Determined Contribution (NDC)
to reduce emissions by 32 per cent by 2030 and reach net zero emissions by 2060 or sooner. These
commitments will require significant policy and investment.

Indonesia is focusing on reducing its electricity sector emissions by 49 million tonnes by 2028, with a shift
towards renewable sources. In 2021, Indonesia’s government utility company Perusahaan Listrik Negara
(PLN) committed to building no new coal-fired plants after 2022 and a phase out of all coal plants by
2056. The Indonesian Government has also committed to a 23 per cent renewable energy target by 2030.
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. Large public investment is needed, particularly in distribution infrastructure, to
ensure renewable energy can be added to the system.
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Indonesia is also confronting a number of other environmental issues, particularly in relation to resource
management. For example, Indonesia has the second-highest plastic waste among 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 across Indonesia by 25 per cent.

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 nee
more sustainable foundations for long-term economic growth, and exporting manufacturin
central to this strategy.

multilateral efforts to reduce protectionism. Greater foreign investment has
while also creating financial market and economic volatility. Transnation:
greater role in the economy for both traditional commodity sectors and oth

Trade liberalisation has been a crucial component of Indongsia@ i
the global economy. In the mid-1980s, Indonesia shifted @
towards export-led development. In 2020, the simple“@heaft tariff rate applied to imported goods
was 6 per cent, down from 17 per cent in the earl i
East Asia and Pacific region.

ilar to the 5 per cent average for the

enterprises. The methods of protection , licensing requirements, local content rules and
import monopolies. One area th i
the mid-1980s, under the cont

t fell from 86 per cent to 24 per cent. For agriculture over the same period it halved,
12 per cent. The Government has also relaxed the complicated network of import

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 the decade to 2020, the average tariff level increased
marginally.

2.2 Indonesia has joined regional trade agreements

At the same time as it has been (mostly) 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 Organization (WTO) since 1995. With
almost a third of the population employed in the agricultural sector, Indonesia supported the failed Doha
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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
to create a single market of around 600 million people, allowing the free flow of goods, se
labour. The vision for the AEC is to enhance the attractiveness of South-East Asia a

mtended

by 2015, this was revised under the AEC Blueprint 2025, which gave membe decade to pursue
the reforms and initiatives needed to achieve the vision of a highly integr; i iti
economic region.
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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 real rate of 4.9 per cent globally
in the period between 1980-2020. Meanwhile, Indonesia’s trade expanded by 5.2 per cent. While giving
the country access to wider markets and improving export industry revenues and employment, this trade
growth was low when compared with Malaysia, Thailand and the Phillipines, which grew 12-fold. The
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contribution of trade to Indonesia’s economy (as measured by percentage of GDP) has fallen over the past
two decades. Trade in goods and services was equal to around 33 per cent of Indonesia’s GDP in 2020,
down from 72 per cent in 2000. 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
and Pacific economies (56 per cent), highlighting the potential for Indonesia to expand further into
international markets. Indeed, while being the 16th-largest economy with the 4th-largest population,
Indonesia is only the 25th largest in exports. It also means that, through trade linkages at least, Indonesia
is less exposed to the international business cycle than some other economies. Also, with nearly 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 South Korea.

FIGURE 8 - INDONESIAN EXPORTS
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Since the mid-1990s, Indonesi4 s shifted back towards food and fuels, with manufactured
exports falling as a share of tade. Wigh-technology exports contribute less than 3 per cent of Indonesia’s

total export revenues. Unlik er economies in the region, Indonesia has not emerged as a major

low-cost manufactur,

hoping to becafne by 2027 one of the world’s three largest manufacturing hubs for EV batteries. Despite
the economic reforms of recent decades, Indonesia’s main exports are oil and gas, coal, palm oil, steel and

electrical machinery/equipment.

2.4 Barriers to finance and investment have also been liberalised

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.

While FDI reached a record level in 2022, overall FDI inflows to Indonesia remain lower than in
comparable countries, owing to uncertainty about government policy settings and lower levels of
international competitiveness. However, there have been occasional successes. Following the government
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decision to ban raw nickel ore exports (noted above), Chinese and US companies invested in local
processing facilities to shore-up supplies of nickel, a critical input to the electric vehicle production.

Encouraging FDI, along with continuing to reduce trade barriers, is important to securing export-led
development. Figure 9 sets out some key features of foreign investment and integration of Indonesia
with the global economy. The largest sources of foreign investment in 2022 were Singapore, China,
Hong Kong, Japan and Malaysia.

FIGURE 9 - FOREIGN DIRECT INVESTMENT IN INDONESIA

Trends FDI inflows reached a record level of US$45.6 billion in 2022 (excluding banking, oil and
gas sectors), reflecting recent policies for the base metals sector.
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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 the rupiah was allowed to float freely after 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.

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.
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2.5 Foreign aid and assistance have supported economic development

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$19.6 billion.
These programs have targeted community empowerment, government administration, energy and
infrastructure development. Australia was expected to provide Indonesia with $286 million in official
development assistance in 2023—24, and also donated 8 million doses of COVID-19 vaccines during
the pandemic.

3. Recent developments in economic policy

Indonesian economic policy has evolved gradually in recent years, with governments aiming t@

by 2025, but a combination of disappointing
economic growth rates and the recession caused by

the COVID-19 pandemic made that goal impossible.
A continuing drain

resources for man
large government
subsidies, {ihich hav

The central element of Indonesia’s current economic
policy framework is the 20-year development plan
known as RPJMN (Rencana Pembangunan Jangka
Menengah Nasional). The plan, which began in

2005, is in its final phase. This last phase aims to —] r peak, fuel subsidies accounted

f government spending. Petrol
ave previously caused political turmoil,
The conduct of monetary policy is led by Indonesia forcg, a reversal of subsidy cuts in 2008,
Central Bank, Bank Indonesia, which has 2011 amd 2018. The Government announced
independent from the Government since 19 an intention to further lower subsidies to reduce
has had a medium-term inflation target of 4 to ending on fuel subsidies to US$14 billion in
cent since 2005. During the 2010s, t i 2023. Fuel subsidies mainly benefit the middle
class, with the poorest 10 per cent of households
receiving just 2 per cent of fuel spending.

focus on improving human capital and Indonesia’s
international competitiveness.

aining the confidence of international investors and in providing
the 1990s, the Government achieved budget surpluses, using those
t debt. Spending was restrained while tax revenues increased (by around
wo decades to 2019, government debt fell from 87 per cent to 30 per cent. As a
stimulus spending, government debt rose to 40 per cent of GDP in 2020.

Government gélaxed its self-imposed budget deficit ceiling of 3 per cent. The Indonesian Government
budgeted around US$50 billion — more than 4.5 per cent of GDP — on its national economic recovery

program (PEN). The PEN was split into the following areas:

e Healthcare spending (US$7 billion), including purchase of medical equipment, funds for mass
vaccination and incentives for medical workers.

e 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.

e Tax incentives and credit for business (US$8 billion), including income tax exemptions, deferring
import tax and debt payments, and reducing the corporate tax rate from 25 per cent to 22 per cent.

e Economic recovery program (US$12 billion), focused on providing credit restructuring and
financing for small and medium businesses.
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As Indonesia emerged from the COVID-19 pandemic, its government began the task of fiscal repair,
with fiscal policy becoming contractionary. Indonesia’s budget deficit fell to expected 2.8 per cent of
GDP in 2023, below the legally mandated ceiling of 3 per cent. The fiscal repair task has been aided
by windfall revenues from record commodity prices. However, overall spending still increased in 2022
due to subsidies for high fuel prices and the increasing interest burden from government debt.

A key constraint on the sustainability of Indonesia’s fiscal policy is the narrowness of its tax base.
Indonesia’s ratio of tax revenues to GDP has been the lowest in the ASEAN-5 (Singapore, Malaysia,
Phillipines, Indonesia and Thailand) and had been declining since 2013 up until the pandemic. This
reflects factors relating to both the economy and the fact that 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

reflecting tax reforms (particularly relating to tobacco) and increased compliance,
commodity prices. In 2022, the value-added tax rate (a tax on the delivery of go

include a tax amnesty (which allows the declaration of previously untaxed as
compliance processes for taxpayers, and more effective use of banking d
commodity prices to drive revenue remains a critical problem. Indog€sia co
than it had for some years, partly repairing the tax-to-GDP ratio.

One of the weaknesses of current policy settings is that the ta
overall difference to the level of inequality. Fiscal policy’s fai
low-quality spending in infrastructure, education and hea

and tra ment system makes no
ote inclusive growth reflects
ilarly evident in East Indonesia. For

ate internet access. The Indonesian

Between 2014 and 2018, infrastructure spéiiding grew 22 per cent a year on average. The Government
billion on infrastructure in the five years to 2024.
In 2019, the government announced a U 0N project to move its capital city from Jakarta to
Borneo, officially changing over

the two cities by 2025, and

of Finance to facilitat ject approval and delivery, and has made steps to reduce regulatory
i ce can also help address infrastructure needs, such as through a recent
US$210 million ded by the World Bank to improve protection of Indonesia’s marine areas

re on education and health care is inadequate for population needs. Education
5 per cent of GDP, despite a commitment that 20 per cent of government expenditure

nal outcomes are also relatively low, 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, with a budget for
17.9 million students in 2023. Further, the “Merdeka Belajar” consists of 22 programs in place since
2019 to improve Indonesia’s human capital, including a revision of the national exam to better align
with international standards.

Public spending on healthcare 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 universal healthcare program has nearly reached 90 per cent coverage, assisted by a program in
2022 that provided 97 million low-income households extra assistance in accessing the program. The
cost of JKN for individuals depends on their ability to contribute, with the poorest households having
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no requirement to contribute. Around 240 million Indonesians participate in the scheme, although
in 2021 only 60 per cent were in the lowest income categories. The government has made steps to
improve the scheme, including the introduction of the “Standard Inpatient Class” system in 2022. This
reformed the existing tiered framework, which offered hospital wards of varying quality based on the
premiums individuals paid. However, while this addresses inequalities for in-patients, attention has
been drawn to JKN's inability to address high out-of-pocket expenses, which make up a third of total
health expenditures (above the WHO recommendation of 20 per cent).

The most audacious attempt at structural reform in Indonesia in recent years has been the Job Creation
Act of 2020, also known as the “Omnibus Law” because of its wide-reaching impacts on so many
aspects of the economy. The legislation amended 77 other laws relating to environmental protection,

technology (ICT), energy and tourism. However, the Omnibus Law was highly con
criticism from environmental and labour groups and even street protests. In

foreign investment and established the Indonesian Investment Authority
long-term investment opportunities in the country.

A consistent hurdle for reforming the Indonesian economy is resista tablished interest groups

whose economic interests have been threatened by the remoyal of r tions that advantaged them.

re economic policies were set

scandal forced President Widodo to pledge furthéfefforts to fight corruption. One part of his strategy
decentralised state, with large areas of public
ral government to the nation’s 440 local
ired for the legal system to improve corporate
practices, with the World Bank rankin out of 190 countries for ease of doing business

in 2019.

The potential dividend from €t@g reform and policy intervention is significant. According to the

Ministry of National Deve entlanning (Bappenas), by 2030, policy interventions could lift fourth
grade reading proficiency t

cent, increase annua

nt, reduce women in child marriages from 10 per cent to 7 per
apita growth to 5.4 per cent and lower the Gini index from 37 to

nomic and social gains will require major investment, almost US$700

Indonesia provides a complex picture of globalisation. Since the 1980s, Indonesia has 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 numerous
challenges. In the short term, it must sustain economic growth that has been fuelled by higher
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commodity prices and a recovery in tourism, and which could be jeopardised by inflationary pressures,
higher interest rates or weaker international conditions. Securing foreign investment will be critical to
strengthening the economy and sustaining strong growth through the 2020s. While the government
cannot ensure the stability of the currency, it can contribute to investor confidence. In the long term,
key economic challenges will include strengthening the financial sector, reorienting government
spending towards more 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 hopes 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 fnment to
continue to provide a strong policy framework and support the development of hu i
Joko Widodo completing his maximum two terms in office in 2024, the new

central role in determining Indonesia’s progress towards its economic ambitig



