


Both inward and outward flows peaked in 2000, a year in which outward direct
investment reached more than 16% of GDP. This reflected intense merger and
acquisition activity at that time. The largest outward acquisitions were by
Vodafone Airtouch, which invested in Mannesmann AG to the tune of £100 billion,
and BP Amoco plc, which purchased the Atlantic Richfield Company for a reported
£18 billion. After 2000, merger and acquisition activity slowed down, partly
following the terrorist attacks in September 2001. Figure 6.10 shows that it was
some time before FDI activity began to pick up again.

An important part of globalisation has been the spread of foreign direct investment (FDI) by
multinational corporations.

Motivations for FDI include market-seeking, resource-seeking and efficiency-seeking
reasons.

Cross-border mergers and acquisitions have tended to follow a cyclical pattern over time,
with a peak in 2000.

External shocks

One of the issues concerning a more closely integrated global economy is the
question of how robust the global economy will be to shocks. In other words, glob-
alisation may be fine when the world economy is booming, as all nations may be
able to share in the success. But if the global economy goes into recession, will all
nations suffer the consequences? There are a number of situations that might
cause the global economy to take a downturn.

Oil prices

Oil prices seem to provide one Uss/ 457
possible threat. In the past, barrel 40
sudden changes in oil prices have >
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caused widespread disruption — 25
for example, in 1973-74 and in 20
1979-80. 13:

Figure 6.11 shows the historical o

time path of the price of oil from 1964 1974 1984 1994 5004
1964 to 2004, measured in US
dollars. In 1973-74 the sudden
increase in the price of oil took
most people by surprise. Oil prices had been steady for several years, and many
economies had become dependent upon oil as an energy source, not only for running
cars but for other uses such as domestic central heating. The sudden increases in the
price in 1973-74 and again in 1979-80 caused widespread problems, because
demand in the short run was highly inelastic, and oil-importing countries faced

Figure 6.11 The price of oil, 1964—-2004

Source: IMF.
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Figure 6.12 The price of oil since 2000

Source: IMF.

sudden deficits on their balance of payments current accounts. However, in time
people switched away from oil for heating, firms developed more energy-efficient
cars, and demand was able to adjust. Arguably, national economies in the 2000s
are less vulnerable to changes in the price of oil than they were in 1973.

Figure 6.12 shows how the price of oil changed on a monthly basis after 2000,
showing how the market again began to cause concern in late 2004 when prices
again began to rise. Notice that the scale of the vertical axis has had to be changed
in order to accommodate the rise in price, which became even more severe in
2007/08. When the price of oil began to fall again, OPEC met to discuss whether
to reduce supply in order to maintain the oil price at its high level. In the event, the
pressures of falling demand as the global recession began to unfold brought the
price of oil tumbling.

Arguably, economies were better
equipped to withstand the increase
than they had been in the 1970s.
The UK was partly able to weather
the storm because of its position as
an oil producer, although by this
time, reserves were becoming
depleted.

Another difference was that the
price rises in 1973-74 and 1979-80
had been primarily supply-side
changes, caused by disruptions to
supply following the actions of the OPEC cartel. In the 2000s part of the upward
pressure on price was coming from demand, with China’s demand for oil being
especially strong.

China’s demand for oil has been strong, contributing
to the upward pressure on oil prices.
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Find out how the oil price has changed since 2008, and comment on how this is affecting
the global economy.

Financial crises

Given the increasing integration of financial markets, a further concern is whether
globalisation increases the chances that a financial crisis will spread rapidly
between countries, rather than being contained within a country or region. The
1997 Asian financial crisis provides some evidence on this issue.

This crisis began in Thailand and South Korea. Both countries had been the recip-
ients of large flows of FDI. In the case of Thailand, a significant part of this had been
investment in property, rather than in productive investment. The Thai currency
(the baht) came under speculative pressure early in 1997, and eventually the
authorities had to allow a devaluation. This sparked a crisis of confidence in the
region, and foreign investors began to withdraw funds, not only from Thailand but
from other countries too. As far as globalisation was concerned, the key questions
were how far the crisis would spread, and how long it would last.

In the event, five countries bore the main burden of the crisis: Indonesia, Malaysia,
the Philippines, South Korea and Thailand. Beyond this grouping there were some
knock-on effects because of the trade linkages, but arguably these were not too
severe, and were probably dominated by other events taking place in the period.
At the time of the crisis, Indonesia and the Philippines had been at a somewhat
lower stage of development than the other countries involved, and thus suffered
more deeply in terms of recession. However, with the benefit of hindsight, it seems
that the region showed resilience in recovering from the crisis. Indeed, it can be
argued that South Korea and Thailand especially emerged as stronger economies
after the crisis, through the weeding out of some relatively inefficient firms and
institutions and through a heightened awareness of the importance of sound
financial regulation.

China and the USA

An important question in the early to mid-2000s was how the global economy
would cope with two seemingly distant but related phenomena: the rapid growth
of the Chinese economy, and the deficit on the US current account of the balance
of payments. The US current account deficit arose partly from the heavy public
expenditure programme of the Bush Administration. However, the deficit grew to
unprecedented levels partly through the actions of China and other East Asian
economies that had chosen to peg their currencies to the US dollar. Effectively, this
meant that those economies were buying US government securities as a way of
maintaining their currencies against the dollar, thereby keeping US interest rates
relatively low and allowing the American public to borrow to finance high
consumer spending.
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Who gains from this situation? The USA is able to spend, and China is able to sell,
fuelling its rapid rate of economic growth. For how long the situation can be
sustained remains to be seen.

The credit crunch

Another significant financial crisis afflicted the global economy in the late 2000s,
known as the credit crunch. The focus of this problem was the banking system, and
governments in many of the developed countries were forced to intervene to
prevent banks from failing. Several factors contributed to the build-up of the crisis.
It became clear that many banks had over-extended themselves by excessive
lending. House prices had also risen to high levels in many countries, and when this
bubble burst, some borrowers found difficulty in maintaining their payments, and
the banks found themselves facing liquidity problems. The governments of several
countries took steps to safeguard the banks, but by this time the real economy was
being affected, and the UK and other nations found themselves heading into
recession. The banks became highly risk averse and were reluctant to lend.
However, without lending, aggregate demand remained weak, thus deepening the
recession. In the UK, the Bank of England reduced interest rates to unprecedented
low levels, but the response in terms of lending was sluggish.

Globalisation evaluated

The economic arguments in favour of allowing freer trade are strong, in the sense
that there are potential gains to be made from countries specialising in the produc-
tion of goods and services in which they have a comparative advantage.
Globalisation facilitates and accelerates this process. And yet, there have sometimes
been violent protests against globalisation, directed in particular at the WTO, whose
meeting at Seattle in 1999 ended in chaos following demonstrations in the streets.

Tension has always been present during moves towards freer trade. Even if the
economic arguments appear to be compelling, nations are cautious about
opening up to free trade. In particular, there has been concern about jobs in the
domestic economy. This is partly because there are transitional costs involved in
liberalising trade, as some economic activities must contract to allow others to
expand. Vested interests can then lead to lobbying and political pressure, as was
apparent in the USA in the early part of the twenty-first century. There is also the
question of whether globalisation will allow recession to spread more quickly
between countries.

In many ways, the WTO gets caught in the middle. The WTO has the responsibility
of encouraging moves towards free trade, and thus comes under pressure from
nations that want to keep some degree of protection because they are unwilling to
undergo the transitional costs of structural change. The WTO thus has the unpalat-
able job of protecting countries from themselves, enforcing short-term costs in the
interests of long-term gains.

However, the anti-globalisation protests are based on rather different arguments.
One concern is that economic growth can proceed only at some cost to the
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environment. It has been argued that, by fragmenting the production process, the
cost to the environment is high. This is partly because the need to transport goods
around the world uses up valuable resources. It is also argued that nations have
an incentive to lower their environmental standards in order to attract MNCs by
enabling low-cost production. This is not so much an argument against globali-
sation as an argument that an international agency is required to monitor global
environmental standards.

It has also been suggested that it is the rich countries of the world that stand to
gain most from increasing global trade, as they have the market power to ensure
that trading conditions work in their favour. Again, the WTO may have a role here
in monitoring the conditions under which trade takes place. At the end of the day,
trade allows an overall increase in global production and more choice for
consumers. The challenge is to ensure that these gains are equitably distributed,
and that the environment can be conserved.

Summary

Although closer integration may bring benefits in terms of increased global production and
trade, it may also create a vulnerability by allowing adverse shocks to spread more rapidly
between countries.

Such shocks would include oil price changes or financial crises. However, the integrated
global economy may turn out to be more resilient in reacting to adverse circumstances.
Globalisation facilitates and accelerates the process by which gains from trade may be
tapped.

However, the transitional costs for individual economies in terms of the need for structural
change have encouraged politicians to turn to protectionist measures.

Critics of globalisation have pointed to the environmental costs of rapid global economic
growth and the expansion of trade, and have argued that it is the rich countries and the
multinational corporations that gain the most, rather than the less-developed countries.

Examine the economic arguments for and against globalisation.
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