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The fall and rise of the
global economy
Anyone who follows the news, even
casually, or reads product labels, is
aware that the world economy has
become more interdependent in recent decades. Indeed, the worldwide
integration of national economies—
through goods and services trade,
capital flows, and operational linkages
among firms—has never before been
as broad or as deep.1
Nevertheless, the course of globalization has not always been smooth. At
the start of the 20th century, the global
economy was highly integrated. In
some regards, it was nearly as integrated as it is today. Yet two decades later,
a noteworthy commentator lamented
the apparent end of this economic
integration. John Maynard Keynes
wrote an eloquent and oft-cited description of the pre-World War I
economy:2
What an extraordinary episode in
the economic progress of man that
age was which came to an end in
August, 1914! ... life offered, at a
low cost and with the least trouble,
conveniences, comforts, and amenities beyond the compass of the
richest and most powerful monarchs
of other ages. The inhabitant of
London could order by telephone,
sipping his morning tea in bed, the
various products of the whole
earth ... he could at the same moment and by the same means adventure his wealth in the natural
resources and new enterprises of
any quarter of the world. ... But,
most important of all, he regarded
this state of affairs as normal, certain, and permanent, except in the
direction of further improvement,
and any deviation from it as aberrant, scandalous, and avoidable.
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Some of this rising trade can be attributed to “two-way” intra-industry trade.
Anecdotal evidence and recent studies
document how production processes

have been increasingly divided up
and reallocated, either domestically
or globally.5 Tasks, such as research
and development, design, assembly,
and packaging, are performed by
firms in the U.S. and elsewhere, based
on countries’ relative strengths in
completing them. Consider the computer industry. According to a recent
report, in 1998 an estimated 43% of
domestic producers’ total shipments
was exported, and an estimated 58%
of final and intermediate domestic
consumption was imported; some
60%, by value, of the hardware in a
typical U.S. personal computer system
comes from Asia.6
Cross-border capital flows have likewise grown to unprecedented levels,
reflecting reduced barriers to capital,
an increased desire of investors to diversify their portfolios internationally,
and a plethora of new financial instruments and technologies.7 One survey
reports that average daily turnover on
world foreign exchange markets rose
from $0.6 trillion in April 1989 to
about $1.5 trillion in April 1998.8

Although U.S. outflows abroad have
been rising, foreign inflows have been
rising even faster. These cross-border
flows typically were no more than 1%
of GNP through the 1960s. By contrast, from 1995 through 1998, inflows averaged 7% of GNP.
Role of technology and policy
The forces driving globalization include technology and policy. Technological improvements have reduced
the costs of doing business internationally; they have also created opportunities for new kinds of commercial
transactions, particularly in financial
markets and online. At the same time,
policy has worked actively to open
markets around the world. Together,
technology and policy have helped to
lower barriers to trade and investment.

Improved transportation technologies have reduced the cost of moving
products. For example, the advent of
containerization in land- and sea-based
shipping has reduced both handling
requirements and transit time for deliveries.9 In addition, air transport has
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Improved communications and information
technologies have also
facilitated international commerce, particularly trade in services.
In 1930, a three-minute
phone call from New
York to London cost
$293, measured in 1998

dollars.12 By 1998, one widely subscribed discount plan charged only 36
cents for a clearer, more reliable threeminute call.13 Firms’ ability to provide customer support by telephone
or e-mail at relatively low cost, or to
transmit digital products electronically via the Internet, has reduced
the importance of market proximity
in some industries.
Improved communications and information technologies have also underpinned rapid financial market
developments. The range of financial
instruments has exploded in recent
years, contributing to the massive
gross flows of financial capital discussed earlier. For example, advances
in computing technology enable
traders to implement complex analytical models. This in turn allows financial firms to meet demand for new
financial instruments, such as swaps,
options, and futures, which allow
market participants to better manage
their risk.
Given the economic and technological
forces behind globalization, its rise
may seem inevitable. Yet governments
have taken on a critically important
role in opening markets and removing distortions, thereby allowing market forces to play themselves out. In
contrast, policy during the interwar
period actively promoted protectionism through high tariff and nontariff
barriers.14 Indeed, rising protectionism
in a number of countries—including
the U.S. through the Tariff Act of
1930 (Smoot–Hawley)—made the
Great Depression more severe. Despite
U.S. efforts to begin reducing tariffs
at home and abroad in 1934, through
the Reciprocal Trade Agreements
Act, world tariffs remained high on
average.
For the past half century, in contrast,
policy has worked actively to remove
barriers and distortions to the market
forces underpinning trade and investment. For example, the General
Agreement on Tariffs and Trade and,
more recently, the World Trade Organization have championed trade
liberalization. Since the 1970s, most
industrial countries have removed

most controls on international capital movements, and many developing
countries have greatly relaxed theirs.
Globalization and living standards
Economists generally argue that openness to the world makes us more
prosperous. The freedom of firms to
choose from a wider range of inputs,
and of consumers to choose from a
wider range of products, improves
efficiency, promotes innovation, encourages the transfer of technology,
and otherwise enhances productivity
growth. Through trade, countries
can shift resources into those sectors
best able to compete internationally,
so reaping the benefits of specialization and scale economies. Countries
on both sides of a transaction stand
to gain.
Some, but not all, of the benefits of
market opening are quantifiable. For
example, recent studies that evaluate
trade liberalizing measures under the
Uruguay Round of multilateral negotiations, completed in 1994, tend to
focus on the effects of reducing tariffs
and export subsidies and eliminating
quotas. These studies, which capture
only a narrow range of the possible
gains, find that annual global income
could rise on the order of $200 billion, measured in 1992 dollars.15
Opening domestic markets to global
capital can also improve living standards. Global capital markets allow
investors to allocate their resources
where the returns are highest and to
diversify their portfolios, thereby reducing their risk. At the same time,
countries receiving capital inflows
can develop more quickly, since the
inflows allow them to increase their
productive capital stock without foregoing current consumption. When
the capital inflow takes the form of
foreign direct investment, the inflow
often improves access to international
best practices in production, including
managerial, technical, and marketing
know-how. Therefore, global investment, like trade, benefits both sides
of the transaction. These benefits, in
turn, can lead to higher real incomes
and wages.

Of course, economic globalization is
not an end in itself, but rather a
means to raise living standards. Like
other sources of economic growth,
including technological progress,
economic integration involves natural tradeoffs. The same processes
that bring about economic growth
can force costly adjustments for
some firms and their workers. Increased trade re-sorts each country’s
resources, directing them toward
their most productive uses, but
some industries and their workers
may face sharp competition from
other countries. Overall, however,
economists generally attribute only
a small share of worker dislocation
in the U.S. to trade, roughly 10%
or less.16 (Such challenges may, of
course, be greater in some other
countries, particularly those where
entrenched cultural and institutional
barriers restrict the mobility of workers.) Nevertheless, crafting sound
domestic policy to help ease the transition for those affected poses a significant challenge.
The emphasis here on domestic policy is intentional. Even in an increasingly global economy each nation
largely controls its own destiny. Sound
domestic policy plays an important
role in ensuring that the benefits of
international economic integration
are shared widely, raising living standards within and across the countries
that take part. In large measure, active participation in international
markets for goods, services, and capital strengthens the case for domestic
policies that make sense even without integration. Among these are
policies that encourage a flexible
and skilled work force, provide an
adequate social safety net, reward
innovation, and secure the integrity
and depth of the financial system.
Conclusion
For centuries, rising prosperity and
rising integration of the global economy have gone hand in hand. The
U.S. and much of the rest of the
world have never before been as
affluent as today. Nor has economic

globalization—the worldwide integration of national economies through
trade, capital flows, and operational
linkages among firms—ever before
been as broad or as deep. Keynes’ description of London at the beginning
of the 20th century rings even truer
for the United States and many other
countries today. This conjuncture of
rising wealth and expanding international ties is no coincidence. The U.S.
has gained enormously from these
linkages. Indeed, future improvements
in Americans’ living standards depend
in part on our continued willingness
to embrace international economic
integration.
Over the long term, increasing our
standard of living in the U.S. requires
that Americans embrace change. It is
clearly in our interest to forge ahead,
both promoting and guiding the process of international economic integration. Yet even as we actively promote
and encourage global economic linkages, we must confront the very real
challenges that arise from economic
globalization. We must find ways to
share its benefits as widely as possible.
The key lies in maintaining an economy that is sufficiently flexible and
vibrant to meet the challenges of
reaping those benefits. Ultimately,
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our prosperity in the global economy depends primarily on our policies
at home.
—John G. Fernald
Senior economist
Victoria Greenfield
—Senior economist, RAND
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