HIBT – Economics of Business Environment – Notes Lecture 10 – Globalisation

Globalisation - Introduction  

The global economy is in the midst of a radical transformation, with far-reaching and fundamental changes in technology, production, and trading patterns. Faster information flows and falling transport costs are breaking down geographical barriers to economic activity. The boundary between what can and cannot be traded is being steadily eroded, and the global market is encompassing ever-greater numbers of goods and services.

What is Globalisation?

Globalization is an issue that rouses strong emotions among people. The first step in understanding the topic is to define what it means. We are hampered by the reality that there is no one single agreed definition – indeed the term globalisation is used in slightly different ways in different contexts by various writers and commentators. What is common to all usages is an attempt to explain, analyse and evaluate the rapid increase in cross-border (trans-national) business that has take place over the last 10/15 years.

“The geographic dispersion of industrial and service activities, for example research and development, sourcing of inputs, production and distribution, and the cross-border networking of companies, for example through joint ventures and the sharing of assets”

Globalisation is essentially a process of deeper international economic integration that involves:

A rapid expansion of international trade in goods and services between countries

A huge increase in the value of transfers of financial capital across national boundaries including the expansion of foreign direct investment (FDI) by trans-national companies

The internationalization of products and services by large firms 

Shifts in production and consumption from country to country – for example the rapid expansion of out-sourcing of production 

Another way of describing globalisation is to describe it as a process of making the world economy more interdependent. The expansion of trade in goods and services, the huge increase in flows of financial capital across national boundaries and the significant increase in multinational economic activity means that most of the world’s economies are increasingly dependent on each other for their macroeconomic health.

For example, a deflationary monetary or fiscal policy introduced in one country which leads to changes in AD inevitably affects the ability of other countries to export to that economy. Consider for example a decision by the Federal Reserve Bank in the United States to raise their interest rates in response to the threat of a rise in inflation. This could conceivably have important feedback effects throughout the international economy. The rate of growth of the US economy is likely to slow and this will then have an effect on the strength of demand from US consumers for overseas products. 

Secondly, changes in the structure of company taxation and personal taxation from country to country tends to influence flows of investment and have feedback effects in the long term on national income, employment and wealth.

Globalisation is not new! Indeed there have seen several previous waves of globalisation. Nick Stern, Chief Economist of the World Bank has identified three major stages of globalization:

Wave One: Began around 1870 and ended with the descent into global protectionism during the interwar period of the 1920s and 1930s. This period involved rapid growth in international trade driven by economic policies that sought to liberalize flows of goods and people, and by emerging technology, which reduced transport costs. This first wave started the pattern which persisted for over a century of developing countries specializing in primary commodities which they export to the developed countries in return for manufactures. During this wave of globalisation, the level of world trade (defined by the ratio of world exports to GDP) increased from 2 per cent of GDP in 1800 to 10 per cent in 1870, 17 per cent in 1900 and 21 per cent in 1913. 

Wave Two: After 1945, there was a second wave of globalization built on a surge in world trade and reconstruction of the world economy. The rapid expansion of trade was supported by the establishment of new international economic institutions. The International Monetary Fund (IMF) was created in 1944 to promote a stable monetary system and so provide a sound basis for multilateral trade, and the World Bank (founded as the International Bank for Reconstruction and Development) to help restore economic activity in the devastated countries of Europe and Asia. Their aim was to promote lasting multilateral economic co-operation between nations. The General Agreement on Tariffs and Trade (GATT) signed in 1947 provided a framework for progressive mutual reduction in import tariffs. 

Wave Three: The current wave of globalisation which is demonstrated for example by a sharp rise in the ratio of trade to GDP for many countries and secondly, a sustained increase in capital flows between counties and trade in goods and services 

 
Main Motivations and Drivers for Globalisation

As the well respected commentator Hamish McRae has argued, “Business is the main driver of globalization!” The process of globalisation is motivated largely by the desire of multinational corporations to increase profits and also by the motivation of individual national governments to tap into the wider macroeconomic and social benefits that come from greater trade in goods, services and the free flow of financial capital.  

Among the main drivers of globalisation are the following:

Improvements in transportation including containerisation – the reduced cost of shipping different goods and services around the global economy helps to bring prices in the country of manufacture closer to prices in the export market, and adds to the process where markets are increasingly similar and genuinely contestable in an international sense. 

Technological change – reducing massively the cost of transmitting and communicating information - sometimes known as “the death of distance” – this is an enormous factor behind the growth of trade in knowledge products using internet technology. Advances in transport technology have lowered the costs, increased the speed and reliability of transporting goods and people – extending the geographical reach of firms by making new and growing markets accessible on a cost-effective basis. 

De-regulation of global financial markets: The process of deregulation has included the abolition of capital controls in many countries. The opening up of capital markets in developed and developing countries facilitates foreign direct investment and encourages the freer flow of money across national boundaries 

Differences in tax systems: The desire of multi-national corporations to benefit from lower labour costs and other favourable factor endowments abroad and therefore develop and exploit fresh comparative advantages in production 

Avoidance of import protection: Many businesses are influenced by a desire to circumvent tariff and non-tariff barriers erected by regional trading blocs – to give themselves more competitive access to fast-growing economies such as those in the emerging markets and in eastern Europe 

Economies of scale: Many economists believe that there has been an increase in the estimated minimum efficient scale associated with particular industries. This is linked to technological changes, innovation and invention in many different markets. If the MES is rising this means that the domestic market may be regarded as too small to satisfy the selling needs of these industries.  Overseas sales become essential. 

Division of labour on a global scale

The ease with which goods, capital and technical knowledge can be moved around the world has increasingly enabled the division of labour on a global scale, as firms allocate their operations in line with countries’ comparative advantage. As a result, there has been a significant increase in the number of firms that locate, source and sell internationally, reflecting the new opportunities presented by the ICT revolution, alongside falling transport costs and easing trade and capital restrictions.

Globalization no longer necessarily requires a business to own a physical presence in terms of either owning production plants or land in other countries, or even exports and imports. For instance, economic activity can be shifted abroad by the processes of licensing and franchising which only needs information and finance to cross borders. And increasingly we are seeing many examples of joint-ventures between businesses in different countries – e.g. businesses working together in research and development projects. 

Globalisation - Africa  

Globalisation and the marginalisation of African Countries

The African continent remains by and large marginalized in the world economy, with over half of the population living under US$1 a day per person.  If the major Millennium Development Goal of reducing poverty by half by the year 2015 is to be achieved in Africa, a major policy shift is required, both at the national and international levels, to help boost growth and development in Africa.

Some regions and countries have struggled to make any sustained progress in using trade as an instrument for long term growth and development.  Africa, for example, experienced marginal economic growth during the 1990s leading to an ever-widening gap between living standards in Africa and the rest of the world. Its share of world trade continued to fall, from only 2.7 per cent in 1990 to 2.1 per cent in 2000, and critics argue that the global trading system continues to discriminate against the world's poorest countries. 

They argue that high-income countries continue to protect their agricultural industries against imports from low-income economies, pointing in particular to the inequities created by the European Union Common Agricultural Policy whereas developing countries' markets have been liberalised opening them up to exports from the developed world. Developed nations spent £154bn on agricultural support in 2005 according to the Organisation for Economic Cooperation and Development (OECD). In fact Average tariff levels on agricultural products coming into developed countries are far higher than those set for industrial products.
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In a recent report on Global Poverty and Fair Trade, Oxfam argued that "global trade has the potential to act as a ‘powerful motor for the reduction of poverty, as well as for economic growth, but that potential is being lost’. The problem according to Oxfam is not that international trade is inherently opposed to the needs and interests of the poor, but that the rules that govern it are rigged in favour of the rich. Barriers to imports in the advanced countries are, argues Oxfam, ‘biased against the exports of developing countries at a cost to the latter of $100bn (or nearly £70bn) a year. The Make Poverty History campaign also focuses on some of the barriers to fair trade that holds back the growth and development of many of the world’s poorest countries.

Many development economists claim that the current asymmetry of international trade barriers is actually biased against high-income countries. Tariffs on industrial products set by high-income countries average 3% whereas poor countries' tariffs average 13%.

Dependence on Primary Exports

The least developed countries have a greater dependence on exports of primary commodities despite attempts at import substitution. For many of the poorest African countries, primary exports account for over 90% of total exports
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Demand for fair access

Low-income countries should look to the international system to meet their very reasonable demands—not for special preferences to some markets and exemptions from rules, but for non-discriminatory market access to every market in products in which they have a comparative advantage

For many developing countries, free market access to the high income and high spending markets of developed countries remains the single most important objective in trade negotiations with other countries. Domestic markets for lower income nations can often be small-scale – so producers have little chance of achieving important economies of scale that would reduce their average costs and allow them to generate a higher rate of profit from their production. This, added to the fact that foreign markets in developed countries are often protected by high tariffs, means that industries and firms based in developing economies will find it difficult to become competitive in the international market. 

Export subsidies promote cotton dumping

A decision by the World Trade Organisation that found the US’s $3 billion support for cotton growers violates global trade rules. The WTO has found in favour of a complaint from Brazil that US subsidies distorted world cotton prices, allowing the US to dump cotton on world markets at the expense of growers in poor countries, such as Mali and Burkina Faso. The subsidy allows the high-cost American growers in the southern states to gain market share at the expense of farmers in the developing world. The WTO also found that $1.6 billion of US export credits, which include price support for corn, soya beans and oil-seed products were distorting trade and must be removed.

That said it is often the case that tariffs on trade between developing countries are in fact much higher than between developing and developed nations. There is much to do to bring tariff rates down and to gradually erode the wide range of non-tariff barriers that exist all of which distort the nature of free trade based on the principle of comparative advantage.
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  Globalisation - Effects  

Globalisation – Opportunities and Threats

As we have mentioned already, there are hugely diverging viewpoints on the costs and benefits of the current process of globalisation. One thing is certain, globalisation is here to stay. 

Employment effects

Concern has been expressed in some quarters that economic activity and employment in the advanced economies will drain away to the developing countries. Inevitably some jobs are lost as firms switch their production to countries with lower unit labour costs. But the neo-classical theory of international trade and most past experiences suggest that all nations in the globalization process will gain in the long run – as trade is an important determinant of long run growth and rising living standards

That has not allayed concerns that certain sections of the population in richer countries - notably relatively unskilled workers - will lose as an abundance of low-skilled labour in developing countries makes itself available to the world's companies at much cheaper costs – leading to a fall in the demand for lower skilled workers in industrialised countries. Critics of globalisation in some developed countries point to the risks of increasing income equalities and greater job insecurity together with the threat of structural unemployment in industries where demand for labour falls.

Static and Dynamic Efficiency Gains

For consumers and capitalists, the rapid expansion of international trade and foreign investment is a normally considered good thing. Textbook theory suggests that increased competition from overseas leads to improvements in static and dynamic efficiency and gains in economic welfare. Vigorous trade has made for more choice in the High Street, greater spending, rising living standards and a growth in international travel. 

Expansion of Multinational Activity

The growth of multinational activity throughout the world is the result of a mix of economic and political factors. Most outward investment from one country to another takes places between developed countries. Indeed in 2000, 99% of outward direct investment from the United States went to high-income (81%) and middle-income countries (18%). 

The main motivations for the rapid expansion of multinational activity are as follows:

Higher profits and a stronger position and market access in global markets 

Reduced technological barriers to movement of goods, services and factors of production 

Cost considerations – a desire to shift production to countries with lower unit labour costs 

Forward vertical integration (e.g. establishing production platforms in low cost countries where intermediate products can be made into finished products at lower cost) 

Avoidance of transportation costs and avoidance of tariff and non-tariff barriers 

Extending product life-cycles by producing and marketing products in new countries 

The urge to merge – the financial incentives created by the global deregulation of capital markets is making it easier to achieve acquisitions and mergers and thereby encouraging the external growth of a business 

Impact of Globalisation on the UK Economy

The UK is a highly open economy. Openness to the global economy can increase the size of commercial markets available to domestic producers, encourage the transfer of technology and knowledge and also permit countries to specialise in those goods and services they produce efficiently by exploiting their comparative advantage.

In 1979, the UK abolished its foreign exchange controls were abolished and the major financial markets have been gradually deregulated. This means that each day there is a huge amount of trade within our stock markets, the short-term money markets and the bond markets. 

UK trade with other countries continues to take a high and rising percentage of our total national output. Clearly, the globalisation process impacts significantly on the British economy with benefits and costs along the way:

The UK has been a favoured venue for overseas direct investment – indeed a large percentage of total investment into the European Union from non-EU countries has come into the UK. Many factors explain this trend – including improvements in the supply-side performance of the economy, a favourable tax system and a much improved record on industrial relations. At the same time, UK investment overseas has soared partly as a result of a high level of merger and takeover activity.

Rising level of import penetration – particularly in those industries where Britain’s previous comparative advantage has been eroded such as textiles and clothing and the manufacture of lower-valued added electronic products 

Competitive forces for nearly all sectors: Globalisation increases the importance for Britain of continuing to develop a competitive advantage in industries with major growth-potential as a means of improving living standards in the long term. Globalisation has involved a speeding up of the process by which comparative advantage can change over time – not least because of the faster diffusion of technological progress. Greater investment is needed in high value goods and services – for example in high and medium-high technology manufacturing and in knowledge-intensive service sectors 

Structural change in industries – for example the long-term loss of output and employment in industries such as textiles. This creates problems where factor resources are occupationally and geographically immobile 

The current wave of globalisation places increasingly heavy emphasis on the importance of human capital as a factor determining long-run economic growth. The UK has probably lost forever its comparative advantage in producing low-value added manufacturing products. Other countries with significantly lower labour costs can now meet global demand for many textile and clothing products and cheaper electronic products at much lower cost than we can. Whereas the global demand for high skill services and high value-added manufacturing output remains strong and a rising share of UK exports overseas are in hi-tech manufacturing industries and knowledge-intensive services. Maintaining this emerging comparative advantage in a globalised economy requires a substantial improvement in the skills and flexibility of the workforce – a point emphasized in this statement from a recent CBI research report.

“We should no longer be trying to compete in international markets on the basis of low cost, low value-added manufacturing, but rather through innovative, high technology products and processes”

Source: CBI Policy Statement on Manufacturing and Globalization, March 2002 www.cbi.org.uk  

Impact of Globalisation on the British Government

Globalisation is also having an effect on the British government – for example in prompting pressure for changes in the corporate tax regime and demands for further reforms of our labour markets and the welfare system. Some economists believe that globalisation reduces the ability of governments to levy business taxes – because multinational corporations can move their production to countries offering the lowest tax base and the taxation of knowledge products transmitted across international boundaries becomes ever-more difficult. 

But this issue ignores the fact that many complex factors influence business location decisions (including proximity to growing “emerging” markets) and relative tax burdens between different countries are often not the decisive factor in determining where financial capital flows to

Globalisation and the Unemployment-Inflation Trade-Off

Globalisation has increased competitive pressures on British businesses in tradable goods industries. Has this helped to improve the trade-off between unemployment and inflation illustrated by the Phillips Curve? Cheaper prices for many international commodities and finished manufactured goods have certainly helped to control inflation in recent years and therefore reduce inflationary expectations.

Writers on globalisation 

There are many people writing on globalisation issues and they often have a very different perspective on the advantages and disadvantages of global economic integration. Here are some links to some higher-profile writers.

