TERMS TO REVISE FOR SECTION A

GDP per capita at purchasing power parity (PPP) exchange rates

Different countries have dramatically different levels of economic development. One common measure of economic development is a country’s GDP per capital. It measures the total average annual income received by residents of a nation. Countries such as US, Japan, Sweden and Switzerland are the richest on this measure (2007 figures), whereas larger nations such as china and India are the poorest. 

However, GDP per capita figures can be misleading, because this measure does not consider the differences in costs of living. For example, the GDP per capita of Switzerland in 2007 was around $59,000 and that of the US was around $46,000. However, the higher costs of living in Switzerland meant that US citizens could actually afford more goods and services than Swiss citizens. 

To account for the differences in costs of living, one can adjust the GDP per capita by purchasing power. Referred to as the purchasing power parity (PPP) adjustment, it allows for a more direct comparison of living standards in different countries. 

The base for adjustment is the cost of living in the US. The PPP for different countries is then adjusted up or down depending in whether the costs of living is lower or higher than in the US. 

For example, in 2007 the GDP per capita of china was $2,360, but the PPP per capita was $5,370, suggesting the living costs in China are lowers, and that $2,360 in china would buy as much as $5,370 in the US.

Furthermore, in 2007, the GDP per capita of India was $950, with PPP per capita of $2,740. Meaning that the average Indian citizen can only afford to consume 6 percent of goods and services consumed by US citizens on a PPP basis [(950/45,840)*100].

One might conclude that, despite having a population of 1.1 billion people, India is not a lucrative market for goods and services consumed by many western countries. However, this conclusion would be incorrect because India has a fairly wealthy middle class of close to 200 million people. Moreover, in absolute terms, India’s economy now rivals that of Brazil and Russia. 

The GDP and PPP data gives us a static picture of development. It tells us that China is poorer than the US, but it does not tell us if China is closing the gap. 

Globalisation

We have been moving away from a world in which national economies are isolated from each other by barriers to cross-border trade and invest. We are no longer divided by distance, time zones, language and national differences in government regulations, culture, and business systems. 

In a nutshell: “globalisation is the shift towards a more integrated and interdependent world economy. Globalisation has many different facets, including the globalisation of markets and the globalisation of production.”

McGraw Hill, 2009

$4trillion in foreign exchange transactions are made every day, where more than $25 trillion dollars of goods and $3.7 trillion services are sold across national borders (martin Khor). It is a world in which a financial crisis in America can trigger a global recession, which is what happened in 2008/2009.

Foreign companies have entered formerly protected industries, increasing productivity and driving down prices. Advances in technology, lower transportation costs, and the rise of skilled workers in developing countries implies that many services are no longer required to be performed in the location where they are delivered. For example, the increase of medical tourism, and outsourcing accounting work to India where accountants are trained in US tax rules. 

Opinions about globalisation: 
W Ellwood:

“Globalisation has the potential to bring major improvements in productivity. But it’s being overshadowed by a corporate-led plan for integration, which threatens to undermine the whole project. Instead of helping build a better world for all, the current free-market model is eroding democracy and equity.”
Globalisation of markets

The globalisation of markets refers to the historically distinct and separate international markets into one huge global market place. Falling barriers and cross-border trade have made it easier to sell internationally. It has been argued for a while that the tastes and preferences of consumers in different nations are beginning to converge, thereby helping to create a global market. 

Globalisation of production

The globalisation of production refers to sourcing good s and services from locations around the globe to take advantage of national differences in the cost of quality of factors of production (such as labour, land and capital and energy). In essence, it is the application of theories such as absolute and comparative advantage (by Adam Smith and David Ricardo).

By using global sourcing, companies hope to lower their overall cost structure or improve the quality or functionality of their product offering, thereby allowing them to compete more effectively. 

Consider the example of the Boeing’s 777 commercial jet airliner. 8 Japanese suppliers make parts for doors and wings, suppliers in Singapore makes the doors for the nose and the landing gear, 3 suppliers in Italy manufacture the wing flaps. In total, by value, 30% of the jet is build by foreign companies. The new 787 commercial airliners are scheduled to outsource 65% of its total value from foreign companies.
Drivers of globalisation Two macro factors that underlie the trend towards greater globalisation, one is the decline of barriers, which allow the free flow of goods, services, and capital. This has occurred since the end of the II world war.

The other factor is more recent, and that is the dramatic development of technology, communication, and information processing and transportation technologies.
Absolute and Comparative Advantage

Absolute advantage
Adam Smith discussed in his book “The Wealth of Nations” that countries differ in their ability to produce goods efficiently. In his time, England was the most efficient textile manufacturers. In comparison, due to the combination of good climate, good soil and accumulated expertise, the French had the world’s most efficient wine industry. The theory of absolute advantage tells us that the English had an absolute advantage in the production of textiles and the French had an absolute advantage in the production of wine.

Thus, a country has an absolute advantage in the production of a product when it is more efficient than any other country in producing it. 

Adam smith suggested that countries should specialise on the production of goods for which they have an absolute advantage, and then trade these for goods produced by other countries. 

This therefore suggests that (in our example) England should specialise on the production of textiles and France should specialise in the production of wine. England could get all the wine it needed by sell textiles to France and buying wine in exchange. Similarly, France could get all the textiles it needed by selling wine to England and buying textiles in exchange. 

Comparative advantage

David Ricardo took Smith’s theory one step further by exploring what might happen when one nation has an absolute advantage in the production of all goods. According to Ricardo’s theory of comparative advantage, it makes sense for a country to specialise in the production of those goods that it produces most efficiently and to buy the goods that it produces less efficiently from other countries. 
Trade creation and Trade Diversion

Trade creation

Trade creation occurs when some domestic production in a nation that is a member of the customs union is replaced by lower-cost imports from another member union. 

Assuming that all economic resources are fully employed before and after the formation of the customs unions, this increases the welfare of member nations because it leads to greater specialisation in production based on comparative advantage. 

A trade creating customs union also increases the welfare of non-members because some of the increase in its real income spills over into increased imports from the rest of the world. 

Trade diversion

Trade diversion occurs when lower-cost imports from outside the customs union are replaced by higher cost imports from a union member. This results because of the preferential trade treatment given to member nations. 

Trade diversification by itself reduced welfare because it shifts production from more efficient producers outside the customs union to less efficient producers within the union. Thus, trade diversification worsens the international allocation of resources and shifts production away from comparative advantage. 

A trade diversification customs union can result in both trade creation and trade diversification, and therefore can increase or reduce the welfare of union members, depending on the relative strength of these two opposing forces. 



Relative and absolute poverty

Absolute poverty

A measure of absolute poverty quantifies the number of people below a fixed real poverty threshold. It is a level of poverty as defined in terms of the minimal requirements necessary to afford minimal standards of food, clothing, health care and shelter. For the measure to be absolute, the line must be the same in different countries, cultures, and technological levels. Such an absolute measure should look only at the individual's power to consume and it should be independent of any changes in income distribution. Such a measure is possible only when all consumed goods and services are counted and when PPP-exchange rates are used.

 The intuition behind an absolute measure is that mere survival takes essentially the same amount of resources across the world and that everybody should be subject to the same standards if meaningful comparisons of policies and progress are to be made. Notice that if everyone's real income in an economy increases, and the income distribution does not change, absolute poverty will decline.
Measuring poverty by an absolute threshold has the advantage of applying the same standard across different locations and time periods, making comparisons easier. On the other hand, it suffers from the disadvantage that any absolute poverty threshold is to some extent arbitrary; the amount of wealth required for survival is not the same in all places and time periods. For example, a person living in far northern Scandinavia requires a source of heat during colder months, while a person living on a tropical island does not.
This type of measure is often contrasted with measures of relative poverty, which classify individuals or families as "poor" not by comparing them to a fixed cutoff point, but by comparing them to others in the population under study.

The term absolute poverty is also sometimes used as a synonym for extreme poverty. Absolute poverty is the absence of enough resources (such as money) to secure basic life necessities.
According to a UN declaration that resulted from the World Summit on Social Development in Copenhagen in 1995, absolute poverty is:

"a condition characterised by severe deprivation of basic human needs, including food, safe drinking water, sanitation facilities, health, shelter, education and information. It depends not only on income but also on access to services."
Relative poverty

Relative poverty a conception of poverty which argues that people are poor when they are very much worse off than other people in their society. The consequence of such an understanding is that, as living standards rise, the level at which people are said to be in poverty will also rise.
A measure of relative poverty defines “poverty” as being below a relative poverty threshold. For example, in the UK, a person is a said to be living in relative poverty when that person’s income is below 50% of the average national income per person. 

Relative poverty measurements can sometimes produce odd results, especially in small populations. For example, if the median household in a wealthy neighborhood earns $1 million each year, then a family that earns US$100,000 would be considered poor on the relative poverty scale, even though such a family could meet all of its basic needs and much more. 

At the other end of the scale, if the median household in a very poor neighborhood earned only 50% of what it needs to buy food, then a person who earned the median income would not be considered poor on a relative poverty scale, even though the person is clearly poor on an absolute poverty scale.

Heavily indebted poor country initiative (HIPC)

(Debt reduction) The Joint IMF-World Bank’s comprehensive approach to debt reduction is designed to ensure that no poor country faces a debt burden it cannot manage. To date, debt reduction packages under the HIPC Initiative have been approved for 36 countries, 30 of them in Africa, providing US$72 billion in debt-service relief over time. Four additional countries are potentially eligible for HIPC Initiative assistance.

Debt relief key to poverty reduction

The HIPC Initiative was launched in 1996 by the IMF and World Bank, with the aim of ensuring that no poor country faces a debt burden it cannot manage. Since then, the international financial community, including multilateral organizations and governments have worked together to reduce to sustainable levels the external debt burdens of the most heavily indebted poor countries. 

In 1999, a comprehensive review of the Initiative allowed the Fund to provide faster, deeper, and broader debt relief and strengthened the links between debt relief, poverty reduction, and social policies. 
In 2005, to help accelerate progress toward the United Nations Millennium Development Goals (MDGs), the HIPC Initiative was supplemented by the Multilateral Debt Relief Initiative (MDRI). The MDRI allows for 100 percent relief on eligible debts by three multilateral institutions—the IMF, the World Bank, and the African Development Fund (AfDF)—for countries completing the HIPC Initiative process. In 2007, the Inter-American Development Bank (IaDB) also decided to provide additional (“beyond HIPC”) debt relief to the five HIPCs in the Western Hemisphere. 
Two step process 

Countries must meet certain criteria, commit to poverty reduction through policy changes and demonstrate a good track-record over time. The Fund and Bank provide interim debt relief in the initial stage, and when a country meets its commitments, full debt-relief is provided. 

First step: decision point. To be considered for HIPC Initiative assistance, a country must fulfill the following four conditions: 

1) be eligible to borrow from the World Bank’s International Development Agency, which provides interest-free loans and grants to the world’s poorest countries, and from the IMF’s Extended Credit Facility, which provides loans to low-income countries at subsidized rates. 

2) face an unsustainable debt burden that cannot be addressed through traditional debt relief mechanisms. 

3) have established a track record of reform and sound policies through IMF- and World Bank supported programs 

4) have developed a Poverty Reduction Strategy Paper (PRSP) through a broad-based participatory process in the country. 

Once a country has met or made sufficient progress in meeting these four criteria, the Executive Boards of the IMF and World Bank formally decide on its eligibility for debt relief, and the international community commits to reducing debt to a level that is considered sustainable. This first stage under the HIPC Initiative is referred to as the decision point. Once a country reaches its decision point, it may immediately begin receiving interim relief on its debt service falling due. 

Second step: completion point. In order to receive full and irrevocable reduction in debt available under the HIPC Initiative, a country must: 

1) establish a further track record of good performance under programs supported by loans from the IMF and the World Bank. 

2) implement satisfactorily key reforms agreed at the decision point 

3) adopt and implement its PRSP for at least one year. 

Once a country has met these criteria, it can reach its completion point, which allows it to receive the full debt relief committed at decision point. 

Countries receiving debt relief

Of the forty countries eligible or potentially eligible for HIPC Initiative assistance, thirty are receiving full debt relief from the IMF and other creditors after reaching their completion points. Six countries have reached their decision points and some of them are receiving interim debt relief. Four countries, which have been identified as potentially eligible for HIPC Initiative assistance, have not yet reached their decision points. 

Debt relief frees up resources for social spending 
Debt relief is one part of a much larger effort, which also includes aid flows, to address the development needs of low-income countries and make sure that debt sustainability is maintained over time. For debt reduction to have a tangible impact on poverty, the additional money needs to be spent on programs that benefit the poor. 

Boosting social spending

Before the HIPC Initiative, eligible countries were, on average, spending slightly more on debt service than on health and education combined. Now, they have increased markedly their expenditures on health, education, and other social services. On average, such spending is about five times the amount of debt-service payments. 

Reducing debt service

For the 36 countries receiving debt relief, debt service paid, on average, has declined by about two percentage points of GDP between 2001 and 2009. Their debt burden is expected to be reduced by about 80 percent after the full delivery of debt relief (including under the MDRI). 

Improving public debt management

Debt relief has markedly improved the debt position of post-completion point countries, bringing their debt indicators down below those of other HIPCs or non-HIPCs. However, many remain vulnerable to shocks, particularly those affecting exports as seen during the current global economic crisis. To reduce their debt vulnerabilities  

decisively, countries need to pursue cautious borrowing policies and strengthen their public debt management. 

IMF debt relief complemented by other sources
About 45 percent of the funding comes from the IMF and other multilateral institutions, and the remaining amount comes from bilateral creditors. 

The total cost of providing assistance to the 40 countries that have been found eligible or potentially eligible for debt relief under the enhanced HIPC Initiative is estimated to be about $75 billion in end-2009 net present value terms. 

The IMF’s share of the cost is financed primarily by the investment income on the proceeds from off-market gold sales in 1999 that were deposited to the IMF’s PRG-HIPC Trust. Additional contributions to this trust have been provided by member countries. 

Resources available in the trust are currently insufficient to finance the cost of debt relief to all countries that meet the initial conditions for debt relief and reach the decision point. The original financing plan did not include the cost of debt relief to Sudan and Somalia, as well as to other countries that entered the Initiative after 2006. Should these countries progress to the decision point, there would be an urgent need to mobilize resources. 

Challenges remain

Many of the 10 countries that have not yet completed the requirements for full debt relief face common challenges, including preserving peace and stability, and improving governance and the delivery of basic services. Addressing these challenges will require continued efforts from these countries to strengthen policies and institutions, and support from the international community. 

Another challenge is to ensure that eligible countries get full debt relief from all their creditors. Although the largest creditors (the World Bank, the African Development Bank, the IMF, the Inter-American Development Bank, and all Paris Club creditors) provide debt relief in line with their commitments under the HIPC Initiative, and even beyond, others are lagging behind. Smaller multilateral institutions, non-Paris Club official bilateral creditors, and commercial creditors, which together account for about 25 percent of total HIPC Initiative costs, have only delivered a small share of their expected relief so far. 

Non-Paris Club bilateral creditors as a whole have delivered close to 40 percent of their share of HIPC Initiative debt relief, but about half of these creditors have not delivered any relief at all. 

The delivery of debt relief by commercial creditors has increased markedly in recent years through a few large operations. A number of commercial creditors have initiated litigations against highly indebted countries, raising significant legal challenges to burden sharing among all creditors, including the multilateral institutions. 


Multilateral debt relief initiative (MDRI)

(debt reliefe) The Multilateral Debt Relief Initiative (MDRI) provides for 100 percent relief on eligible debt from three multilateral institutions to a group of low-income countries. The initiative is intended to help them advance toward the United Nations’ Millennium Development Goals (MDGs), which are focused on halving poverty by 2015.

Debt relief to help fight poverty 

In June 2005, the Group of 8 (G-8) major industrial countries proposed that three multilateral institutions—the IMF, the International Development Association (IDA) of the World Bank, and the African Development Fund (AfDF)—cancel 100 percent of their debt claims on countries that have reached, or will eventually reach, the completion point—the stage at which a country becomes eligible for full and irrevocable debt relief—under the joint IMF-World Bank enhanced Initiative for Heavily Indebted Poor Countries (HIPC Initiative). 

The HIPC Initiative entailed coordinated action by multilateral organizations and governments to reduce to sustainable levels the external debt burdens of the most heavily indebted poor countries. The MDRI goes further by providing full debt relief so as to free up additional resources to help these countries reach the MDGs. Unlike the HIPC Initiative, the MDRI does not propose any parallel debt relief on the part of official bilateral or private creditors, or of multilateral institutions beyond the IMF, IDA, and the AfDF. However, in early 2007, the Inter-American Development Bank also decided to provide similar debt relief to the five HIPCs in the Western Hemisphere. 

Track record in fighting poverty 

All countries that reach the completion point under the enhanced Initiative for Heavily Indebted Poor Countries (HIPC Initiative), and those with per capita income below $380 and outstanding debt to the Fund at end-2004, are eligible for the MDRI. To qualify for debt relief, the IMF Executive Board also requires that these countries be current on their obligations to the IMF and demonstrate satisfactory performance in: 

• macroeconomic policies 

• implementation of a poverty reduction strategy 

• public expenditure management. 

32 countries have already received MDRI relief from the Fund. 

IMF finances debt relief 

Although the MDRI is an initiative common to several international financial institutions, the decision to grant debt relief is ultimately the separate responsibility of each institution, and the approach to coverage and implementation may vary. 

In deciding to implement the MDRI, the IMF Executive Board modified the original G-8 proposal to fit the requirement, specific to the IMF, that the use of the IMF’s resources be consistent with the principle of uniformity of treatment. Thus, it was agreed that all countries with per-capita income of $380 a year or less (whether HIPCs or not) will receive MDRI debt relief financed by the IMF’s own resources through the MDRI-I Trust. HIPCs with per capita income above that threshold will receive MDRI relief from bilateral contributions administered by the IMF through the MDRI-II Trust. 

MDRI relief covers the full stock of debt owed to the IMF at end-2004 that remains outstanding at the time the country qualifies for such relief. There is no provision for relief of debt disbursed after January 1, 2005. 

Billions in relief delivered to countries 

The estimated total cost to the IMF of MDRI debt relief is estimated at about $3.4 billion in nominal terms as of July 15, 2010 most of which has already been delivered. In addition, the IMF delivered to Liberia beyond-HIPC debt relief amounting to $173 million on June 30, 2010. 

Additional financing will be needed to cover the cost of the HIPC Initiative and any beyond-HIPC debt relief when eligible countries with protracted arrears to the IMF are ready to embark on the HIPC Initiative. In this context, the G-8 committed that donors will provide the extra resources necessary for full debt relief for these countries. 

The G-8 has committed to ensure that the debt forgiveness under the MDRI neither undermines the ability of the three multilateral institutions to continue to provide financial support to low-income countries, nor the institutions overall financial integrity. 

Follow-up and monitoring 

The IMF and the World Bank are cooperating closely in the implementation and monitoring of the MDRI, particularly when it comes to assessing qualification for MDRI relief and monitoring MDG-related spending after debt relief has been provided. The first progress report on the IMF’s implementation of the MDRI was presented to the IMF Board in April 2006. Subsequent reports have been prepared with the World Bank and folded into the regular joint Bank-Fund HIPC Initiative status of implementation report. The fifth report was published in September 2009.
Millennium development goals

Adopted by world leaders in the year 2000 and set to be achieved by 2015, the Millennium Development Goals (MDGs) provide concrete, numerical benchmarks for tackling extreme poverty in its many dimensions.   

The MDGs also provide a framework for the entire international community to work together towards a common end – making sure that human development reaches everyone, everywhere. If these goals are achieved, world poverty will be cut by half, tens of millions of lives will be saved, and billions more people will have the opportunity to benefit from the global economy. 

1 – eradicate extreme poverty and hunger 

a) Reduce by half the proportion of people living on less than a dollar a day
b) Achieve full and productive employment and decent work for all, including women and young people

c) Reduce by half the proportion of people who suffer from hunger

2 – achieve universal primary education 

a) Ensure that all boys and girls complete a full course of primary schooling
3 – Promote gender equality and empower women

a) Eliminate gender disparity in primary and secondary education preferably by 2005, and at all levels by 2015 – 

This includes the ratio of boys to girls in primary, secondary and tertiary education, share of women in wage employment in the non-agricultural sector, and proportion of seats held by women in national parliament 

4 – Reduce child mortality

a) Reduce by two thirds the mortality rate among children under five

5 – Improve maternal health

a) Reduce by three quarters the maternal mortality ratio

b) Reduce by three quarters the maternal mortality ratio

6 – Combat HIV/AIDS, malaria and other diseases

a) Halt and begin to reverse the spread of HIV/AIDS

b) Achieve, by 2010, universal access to treatment for HIV/AIDS for all those who need it

c) Halt and begin to reverse the incidence of malaria and other major diseases

7 – Ensure environmental sustainability

a) Integrate the principles of sustainable development into country policies and programmes; reverse loss of environmental resources

b) Reduce biodiversity loss, achieving, by 2010, a significant reduction in the rate of loss

8 – Develop a Global Partnership for Development
a) Develop further an open, rule-based, predictable, non-discriminatory trading and financial system 
b) Address the special needs of the least developed countries
c) Address the special needs of landlocked developing countries and small island developing States
d) Deal comprehensively with the debt problems of developing countries through national and international measures in order to make debt sustainable in the long term.
Foreign direct investment

Globalisation and the decline of barriers of trade allows for global direct investment to take place. FDI occurs when a firm invests directly in facilities to produce or market a product in a foreign country. It is important to distinguish the difference between the flow of FDI and the stock of FDI. Flow of FDI refers to the amount of FDI undertaken over a given period (usually a year). Stock of FDI refers to the total accumulated value of foreign-owned assets at a given time.

Types of FDI

Greenfield

A form of foreign direct investment where a parent company starts a new venture in a foreign country by constructing new operational facilities from the ground up. In addition to building new facilities, most parent companies also create new long-term jobs in the foreign country by hiring new employees.    
Merger and acquisition 

This involves acquiring or merging with an existing firm in the foreign country. Acquisitions can involve a minority stake (in which the firm takes a 10 to 49 percent stake in the firms voting stock), a majority stake (50 to 99 percent of the voting stock), or a full outright stake (100 percent of foreign interest). 

FDI can take place in the same industry abroad (horizontal) or in different industries (vertical). 

Vertical Foreign Direct Investment takes place when a multinational corporation owns some shares of a foreign enterprise, which supplies input for it or uses the output produced by the MNC. 

Horizontal foreign direct investments happen when a multinational company carries out a similar business operation in different nations. 

We also talk about inward FDI (the flow of FDI into a country) and outflow FDI (the flow of FDI out of a country).
The benefits of FDI
Home country benefits 

The benefits of FDI to the home country arise from three sources. 

1 – The home country’s balance of payments benefits from the inward flow of foreign earnings. 

2 – Benefits to the home country from outward FDI arise from employment effects. As with the balance of payments, positive employments effects arise when the foreign subsidiary creates demand for home-country exports. 

3 – Benefits arise when home-country MNE learns valuable skills from its exposure to foreign markets that can subsequently be transferred back to the home country. This amounts to a reverse resource-transfer effect. Through its exposure to a foreign market, an MNE can learn about superior management techniques and superior product and process technologies. These resources can then be transferred back to the home country, contributing to the home country’s economic growth rate. For example, one reason why GM and Ford invested in Japanese automobile companies was to learn about their production processes. 

Host-country benefits:
The main benefits of inward FDI for the host country arise from resource-transfer effects, employment effects, balance of payments effects, and effects on competition and economic growth. 

Resource-transfer effects 
FDI can make a positive contribution to a host country by supplying capital, technology, and management resources that would otherwise not be available and thus boost that country’s economic growth rate. 

MNE’s, by virtue of their large size and financial strength, have access to financial resources not available to host-country firms. These funds may be available from internal company sources, or their reputation may make it easier for large MNE’s to borrow from capital markets than for host-country firms. 

As for technology, it can stimulate economic development and industrialisation technology can take two forms, both of which are valuable. Technology can be incorporated in a production process (e.g. technology for discovering, extracting and refining oil) or incorporated in a product (e.g. personal computers). 

Research supports the view that multinational firms often transfer significant technology when they invest in a foreign country. For example, a study of FDI in Sweden found that foreign firms increased both the labour and total factor productivity of Swedish firms they acquired, suggesting significant technology transfers had occurred. 


Employment effects 

Another beneficial employment effect claimed for FDI is that it brings jobs to the host country that would otherwise not be created there. The effects of FDI on employment are both direct and indirect. 

Direct effects arise when a foreign MNE employs a number of host-country citizens. Indirect effects arise when jobs are created in local suppliers as a result of investment and when jobs are created because of increased local spending by the employees of the MNE. For example, when Toyota decided to open a plant in France, estimates suggested that the plant would create 2,000 direct jobs, and another 2000 in support industries. 


Costs of FDI

Home country costs
The most important concerns centre on the balance of payments and employment effects of outward FDI. The home country balance of payments may suffer in three ways:

1 – the BOP suffers from the initial capital outflow required to finance the FDI. This effect, however, is usually more than offset by the subsequent inflow of foreign earnings. 

2 – the current account of the BOP suffers if the purpose of the foreign investment is to serve the home market from a low-cost production location. 

3 – the current account of the BOP suffers is if FDI is a substitute for direct exports. For example, Toyota’s manufacturing plants in the US are substituting direct exports from Japan, and thus the current account position of Japan will deteriorate. 

Host country costs 

Adverse effects on competition 
Host governments often worry that the MNE’s may have greater economic power than indigenous competitors. If it is part of a larger international organisation, it may be able to draw funds generated elsewhere to subsidise its costs in the host market, which could drive indigenous companies out business and allow the firm to monopolise the market. Once the market has been monopolised, the foreign MNE can raise prices, affecting the economic welfare of the host nation. This concern, however, is greater in nations that have few large firms of their own.  

It is clear that this can be the case when FDI take the form of acquisition of an established enterprise in the host nation.

National sovereignty and autonomy 
Some host nations worry that FDI is accompanied by some loss of economic independence. The concern is that the foreign parent, which has no real commitment on the host country, and over which the host country’s government has no real control, will make key decisions that can affect the host country’s economy. Political scientist Robert Reich has noted that such concerns are the product of outmoded thinking because they fail to account for the growing interdependence of the world economy. 


 
Why firms choose FDI instead of exporting and licensing?

Limitations of exporting 

The viability of transportation is often constrained by transportation costs and trade barriers. When transportation costs are added to the production costs, it becomes unprofitable to ship some products over a large distance. This is particularly true for products that have a low value-to-weight ratio and that can be produced in almost any location. For such products, the attractiveness of exporting decreases relative to FDI or licensing. 

For example, the large Mexican cement maker (Cemex) has expanded internationally by pursing FDI rather than exporting. 

For products with a high value-to-weight ratio, the transportation costs tend to be low and have little impact on the relative attractiveness of exporting, licensing and FDI. 

Furthermore, some firms undertake FDI as a response to actual or threatened trade barriers such as import tariffs and quotas. By placing tariffs on imported goods, and limiting imports through quotas, governments can increase the cost of exporting relative to FDI, thereby increasing the attractiveness of the FDI. 

Limitations of licensing 
A branch of economic theory known as internalization theory seeks to explain why firms often prefer FDI to licensing. According to this theory, licensing has three major drawbacks. These are:

1 – licensing may result in giving away valuable technological know-how to a potential foreign competitor. 

For example, in the 1960’s, RCA licensed it leading-edge colour television technology to a number of Japanese companies, including Sony and Matsushita. RCA saw licensing as a way to earn good returns without the costs and risks associated with FDI. Sony and Matsushita quickly copied RCA’s technology and used it to enter the US market to compete against RCA. Today RCA is just a small company in its home market and Sony and Matsushita are big players in a foreign market. 

2 – licensing does not give a firm the tight control over manufacturing, marketing and strategy in a foreign country that may be required to maximise profitability. The rationale for wanting to control over the strategy of a foreign entity is that a firm may want its foreign subsidiary to price and market very aggressively as a way to keep foreign competitors in check. 

3 – the third problem arises when a firm’s competitive advantage lies not as much on its products as on the management, and manufacturing capabilities that produce those products. While a foreign licensee may be able to physically reproduce the firms product under a license, it often may not be able to do it as efficiently as the firm could itself. 

Brain drain

Brain drain or skilled labour migration is not a recent phenomenon, but over the last few years it has caused much concern. Brain drain or skilled labour migration according to the United Nations definition is defined as a one way movement of highly skilled people from developing countries to the developed countries that only benefits the industrialized countries.

Brain drain is also known as “The human capital flight”. It can be simply defined as the mass emigration of technically skilled people from one country to another country. Brain-drain can have many reasons, for example-political instability of a nation, lack of opportunities, health risks, personal conflicts etc. Brain-drain can also be named as “human capital flight” because it resembles the case of capital flight, in which mass migration of financial capital is involved.

The term brain-drain was introduced by observing the emigration of the various technologists, doctors and scientists, from various developing countries (including Europe) to more developed nations like USA. Now this phenomenon of brain drain has a conversed effect for a country in which people are getting migrated and brain-drain of a nation becomes brain-gain for that particular country. Usually all developing countries including India are suffering from brain drain and developed countries like USA are having brain gain from this phenomenon.

Brain drain from Europe  A few years before, Europe was one of extreme sufferers of the brain-drain. In Europe brain drain was occurring in two stages. First was the migration of workers from the southeastern Europe and Eastern Europe to the Western Europe. And other stage of brain-drain was the migration from Western Europe to the USA. But this cycle of migration is getting slower these days. To stop the brain-drain Europe community also launched a provision called “Blue-card”. It’s same as green-card facility of USA. In fact EU was getting much more liable for the immigrants of Asia in last decade in order to compensate the brain-drain. But at the same time EU is worried about the effects of foreign population on culture and environment of Europe, so these days EU is implying some strict rules to regulate flow of immigrants.

For the balance of power and for the staggered development of the world, it is very important to stop the phenomena of brain-drain. This will help a particular country to use all local skilled citizens for development and proliferation. But to hold these skilled workers at their native places, it is also important to provide them enough work opportunities and living facilities. For this purpose, developed nations should help developing countries with necessary money and resources. So that each and every human of this planet can have good standard of living and each and every nation can introduce itself as a developed nation.
SECTION B (ESSAY QUESTIONS)

Economic integration (WTO Doha trade round case study 2 banana wars & lecture 3)

The theory of economic integration refers to the commercial policy of reducing trade barriers only among the nations joining together. The degree of economic integration ranges from preferential trade arrangements, to free trade areas, customs unions, common markets, and economic unions, and total economic integration. 
	Preferential trading arrangements
	Provide lower barriers on trade amongst participating nations than on trade with non-members. This is the loosest form of economic integration. 

The best example of preferential trade arrangements is the British Commonwealth Preference Scheme, established in 1932.

	Free trade area
	For of economic integrations where all barriers removed on trade among members, but each member retains national tariffs and quotas amongst non-members.
Best example is the European Free Trade Agreement (EFTA) formed in 1960.

	Custom union
	Allows no tariffs or trade barriers on trade among members (as in a free trade area), and it addition it harmonises trade policies toward the rest of the world. Best example is the European Union, formed in 1957.  

	Common market
	CU+ free movement of labour and capital across members.

A common market goes beyond a customs union by also allowing the free movement of labour and capital among member nations. The EU achieved the status of a common market at the beginning of 1993. 

	Economic union
	CM + some harmonisation of national economic policies across members.

An economic union goes further still by harmonising and even unifying the monetary and fiscal policies of member states. This is the most advanced type of economic integration, and an example would be Benelux (Belgium, Netherlands, and Luxemburg formed after WWII.

	Total economic integration
	Unification of fiscal and, monetary and social policies- setting up a supranational authority where decisions are binding for member states


Benefits of economic integration

1 - Progress in trade

All countries that follow economic integration have a wide variety of goods and services from which they can choose. Introduction of economic integration helps in acquiring goods and services at a much lower cost. This is because the removal of trade barriers reduces or removes the tariffs entirely. Reduced duties and lowered prices save a lot of money, which can be used to purchase more products and services.
2 - Improved political co-operation

Countries entering economic integration form groups and have greater political influence. By acting as a single unit in international trade negotiations, is likely to have much more bargaining power than all of its members separately. There is now doubt that this is the case for the EU. Integration is a vital strategy for addressing the effects of political instability and human conflicts that might affect a region.
3 – the increased competition 

Economic integration is likely to result in greater competition. In the absence of a e.g. customs union, producers (specially those in monopolistic and oligopolistic markets) are likely to grow sluggish. But when economic integration occurs, and trade barriers among member nations are eliminated, producers in each nation must become more efficient to meet the competition of other producers within the, or merge, or go out of business. The increased level of competition is also likely to stimulate the development and utilization of new technology. All of these efforts will cut costs of production to the benefit of the consumer. 

4 – economies of scale

another possible benefit from economic integration is that economies of scale are likely to result from the enlarged market. However, it must be pointed out that even a small nation that is not a member of any customs union can overcome the smallestness of its domestic market and achieve substantial economies of scale by exporting to the rest of the world. 

Economies of scale are defined as the fall in cost of production per unit as output per unit increases. There are internal and external economies of scale. 

In internal economies of scale, the cost per unit depends on the size of the individual firm. 

In external economies of scale, the cost per unit depends on the size of the industry, not the firm. 
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Todaro & Smith (2009) on benefits of integration

“Integration provides the opportunity for industries that have not yet been established as well as for those that have to take advantage of economies of large-scale production made possible by expanded markets”
“ Integration therefore needs to be viewed as a mechanism to encourage a rational division of labour among a group of countries, each of which is too small to benefit from such a division itself. In the absence of integration, each separate country may not provide a sufficiently large domestic market to enable local industries to lower their production costs through economies of scale. ”

Trade creation

Trade creation occurs when some domestic production in a nation that is a member of the customs union is replaced by lower-cost imports from another member union. 

Assuming that all economic resources are fully employed before and after the formation of the customs unions, this increases the welfare of member nations because it leads to greater specialisation in production based on comparative advantage. 

A trade creating customs union also increases the welfare of non-members because some of the increase in its real income spills over into increased imports from the rest of the world. 

Trade diversion

Trade diversion occurs when lower-cost imports from outside the customs union are replaced by higher cost imports from a union member. This results because of the preferential trade treatment given to member nations. 

Trade diversification by itself reduced welfare because it shifts production from more efficient producers outside the customs union to less efficient producers within the union. Thus, trade diversification worsens the international allocation of resources and shifts production away from comparative advantage. 

A trade diversification customs union can result in both trade creation and trade diversification, and therefore can increase or reduce the welfare of union members, depending on the relative strength of these two opposing forces. 

WTO (Doha round)

The Doha Round is the latest round of negotiations held by the World Trade Organization.  The WTO emerged from the Uruguay Round in 1995 as a successor to the General Agreement on Tariffs and Trade (“GATT”).1 As of July 23, 2008, there are 153 WTO members
The Doha Round of world trade negotiations was launched in Doha (Qatar) in November 2001. Named the Doha Development Agenda, this round of trade negotiations is much broader than past global trade negotiations and is specifically targeted at addressing the needs of developing countries. 
Topics discussed include negotiations on agriculture, services, non-agricultural goods, the environment, WTO rules, regional trade agreements and possible new framework agreements on investment, competition, government procurement and trade facilitation. Members will also be looking at enhancing technical cooperation; special and differential treatment for developing countries; links between trade, debt and finance; trade and the transfer of technology; and the specific circumstances of small economies. And all of this has to be completed by 1 January 2005.
But there was a particular focus on:
1. Reforming agricultural subsidies

2. Improving the access to global markets and

3. Ensuring that new liberalisation in the global economy respects the need for sustainable economic growth in developing countries.
Through these negotiations developing countries have the opportunity to achieve enhanced access for their products in developed countries. The DDA also provides an opportunity to reduce barriers to South-South trade. Market access is vital to development and poverty alleviation efforts. Simply put, market opportunities promise substantially greater benefit to developing countries than either development assistance or debt relief. As important as these latter programmes are, the World Bank estimates that reduced barriers to the flow of developing country goods could result in $1.5 trillion in additional cumulative income for developing countries between 2005-2015, far beyond what they receive in development aid. Ensuring that the Doha Development Agenda lives up to its name is an overriding challenge for these negotiations and we must not lose sight of this.
From the start, the round’s chief ambition was to straighten out some of the kinks in agricultural trade. This ancient activity, which accounts for only 8% of world merchandise trade, is the most heavily distorted by misbegotten policies. It is, therefore, in agriculture that an agreement could do the most good. But it was also in agriculture that the agreement came unstuck.

The failure of this round was rooted in the success of the last. The 1994 Uruguay round, named after its country of launch, required countries to convert their farm quotas and other barriers into straightforward tariffs. Nervous about unanticipated floods of imports, countries were allowed to impose “special safeguard” duties to protect themselves in the event of a surge.

America insisted that its farmers be allowed to sell more produce in countries like China, which buys around 40% of its soyabeans. Otherwise it could not win support for tighter limits on its subsidies.

The rise in food prices also poses a challenge to the Doha Round objectives. Many countries, including India and Indonesia, are banning or severely limiting exports of rice and wheat. If this trend continues, the Doha Development Agenda could be severely undermined. This door-closing denies market access and advantages domestic producers. Ultimately, it drives food prices higher because it reduces world supply. 

In the past, one way the United States has dealt with its traditional food surplus is donating food as aid. This strategy works to keep domestic food prices from falling too low. The U.S. food aid policy is codified in Public Law 480.31,32 The terms of the July 10 Doha Round draft promote monetary aid rather than donated food and commodities because exports classified as “food aid” often work to disrupt trade balances. 
The Doha Round has been fraught with diplomatic challenges, but one of the worst occurred on July 19, 2008, when Brazil’s foreign minister accused the United States and other members of the G8 of using Nazi-like propaganda tactics.30 Many developing countries believed the United States and other trading giants were not living up to their claims of significantly decreasing subsidization. The minister later issued an apology, but the remark greatly contributed to the tension at the Geneva summit. 
Clearly, one the biggest challenges in the negotiations is agriculture. Indeed, you could be forgiven for thinking the Doha Development Agenda is an agriculture negotiation, by the high profile press coverage this sector has received. No doubt, agriculture is the centrepiece of the negotiations and there are wide gaps in the ambitions of governments, from those seeking rapid and fundamental reform and liberalization of trade in agriculture, to those who are advocating a much more gradual approach. If we do not succeed in closing these gaps, we will not succeed in the Round.

But we should not forget that there are also other areas of great significance under negotiation in the Doha Development Agenda. Negotiations on industrial tariffs, for instance, is another fertile area which could provide substantial benefits for all participants, especially developing countries. The services negotiations covers all sectors – from financial and telecommunication services to distribution and transportation. The World Bank has estimated that welfare gains from a 50% cut in services sector protection would be five times larger than for non-services sector trade liberalization. Under the trade facilitation mandate, successful negotiation would go far to reduce the costs and delays at borders involved in doing international business. These are just some examples and the list could go on.

To conclude the Round, courage, leadership and flexibility is needed on all sides. And above all, the support of governments and citizens to the goal of multilateralism. The Doha Development Agenda is the concrete expression of this commitment. The Round is much more than just about enhancing market access. In a world composed of countries with a large diversity in respect to population size, political clout, income levels and cultural traditions, the stability in international economic relations fostered by multilaterally agreed rules and disciplines in international trade relations is beneficial for all.

Labour migration (case study 8 & lecture 9)

International migrants, defined as people who lived outside their homeland for a year or more, account for under 3% of the world’s population: a total, in 2000, of maybe 150m people. Many more people (much faster growing group) move temporarily: to study, as tourists, or to work abroad under some special scheme for a while. However, the 1990s saw a rapid grow in immigration almost everywhere, and because population growth is slowing sharply in many countries, immigrants and their children account for a rising share of it.

Counting migrants is horrendously difficult, even when they are legal. Some countries keep population registers, others do not. The visitor who comes for a holiday may stay (legally or illegally) to work. Counting those who come is hard, and only Australia and New Zealand rigorously try to count those who leave. So nobody knows whether the rejected asylum-seeker or the illegal who has been told to leave has gone or stayed. 

Between 1989 and 1998, gross flows of immigrants into America and into Europe (from outside the EU). About 1m people a year enter America legally, and some 500,000 illegally; about 1.2m a year enter the EU legally, and perhaps 500,000 illegally. In both America and Europe, immigration has become the main driver of population growth. In some places, the effects are dramatic. Some 36% of New York's present population is foreign-born, says Andrew Beveridge, a sociology professor at Queens College.

Asia too saw a burst of immigration in the 1990s, propelled initially by the region's economic boom. Foreign workers accounted for an increasing share of the growth in the labour supply in the decade to the mid-1990s.

More and more countries lose people to migration, as Ireland has done for so long, and therefore have a large diaspora living beyond their borders. They may play a part in their former country's politics, because many emigration countries allow dual citizenship. They may also be an economic force. Although migration is often disruptive and harmful for the sending country, the creation of new, trans-national communities may also bring opportunities for gain.

The losses are obvious. Those who leave are often the best-educated and most enterprising. Remzi Lani, director of Albania's Media Institute, bemoans the brain drain that has stripped his country in the past decade. “All three AIDS experts have gone to Canada,” he says. “The best brains go and don't come back. We have lost one in six of the population—almost one person per family. There are 8,000 Albanians studying in Italian universities—more than in Tirana University. How many will return? Not more than 5%.”

Not only does emigration deplete a country's intellectual capital and energy, it undermines the tax base too. A recent study of the fiscal impact of India's brain drain to America, by Mihir Desai of Harvard University and two colleagues, found that the very best people were most likely to leave. There were 1m Indians living in the United States in 2001, and more than three-quarters of those of working age had a bachelor's degree or better. The earnings in the United States of a group that adds up to 0.1% of India's population are equivalent to an astonishing 10% of India's national income. The net fiscal cost to India of losing these prime taxpayers, say the authors, was 0.24-0.58% of GDP in 2002.

If poor countries had a glut of overeducated, underemployed workers, then the loss of human capital might not matter much. “Most people who leave say that their skills aren't properly used,” says Georgetown's Ms Martin, who argues that such countries might do better to train more people to carry out primary care than to produce expensive doctors. But others argue that seeing highly trained people getting lucrative jobs abroad may persuade youngsters to train too, thus raising a developing country's skill levels.

As rich countries compete for skilled immigrants, development experts worry about the implications. Britain's Department for International Development teamed up with the International Labour Office in Geneva last year to produce a report which found that some developing countries had lost around 30% of their highly educated workforce. However, it argued, international migration generally benefits developing countries, as long as host countries take steps to reduce harm—by, for instance, encouraging migrants to return. And some developing countries are actually keen to have more skilled emigration, argues Allan Findlay of Dundee University, one of the authors of the report. Indeed, India, which produces more highly qualified people than it can employ, is campaigning for migration to be covered by the General Agreement on Trade in Services, part of the current round of international trade talks.

How does migration benefit the sending countries? The most obvious way is through remittances. In Albania, receipts from remittances amount to 75% of its exports of goods and services (with the unwelcome result that its currency is one of Europe's strongest). All told, IMF figures suggest that developing countries receive more than $60 billion a year in remittances. That is $6 billion more than net official aid from OECD countries.
What makes all these people move?

In Europe, migration in the 1950s and 1960s was by invitation: Britain's West Indians and Asians, for example, first came at the government's request. Britain's worst racial problems descend from the planned import of textile and industrial workers to northern England.

Three forces often combine to drive people abroad. 
(1) The most powerful is the hope of economic gain. 
(2) A failing state, as in Somalia, Sri Lanka, Iraq or Afghanistan, also creates a powerful incentive to leave. 
(3) Lastly, a network of friends and relatives lowers the barriers to migrating. Britain has many Bangladeshi immigrants, but most come from the single rural district of Sylhet. Many host countries “specialise” in importing people from particular areas: in Portugal, Brazilians account for 11% of foreigners settling there; in France, Moroccans and Algerians together make up 30% of incomers; and in Canada, the Chinese share of immigrants is more than 15%.

Net immigration flows continue as long as there is a wide gap in income per head between sending and receiving countries. Calculations by the OECD for 1997 looked at GDP per head, adjusted for purchasing power, in the countries that sent immigrants to its rich members, and compared that figure with GDP per head in the host country. In all but one of its seven largest members, average annual income per person in the sending countries was less than half that of the host country.
Migrant flows peter out as incomes in sending and host country converge. Philip Martin talks of a “migration hump”: emigration first rises in line with GDP per head and then begins to fall. Migration patterns in southern Europe in the 1980s suggested that the turning point at that time came at just under $4,000 a head. In a study for the European Commission last year of the prospective labour-market effect of EU enlargement, Herbert Brücker, of Berlin's German Institute for Economic Research (DIW), estimated that initially 335,000 people from the new members might move west each year, but that after ten years the flow would drop below 150,000 as incomes converged and the most footloose had gone. Net labour migration usually ends long before wages equalise in sending and host countries.
Migrants do not necessarily come to stay. They may want to work or study for a few months or years and then go home. But perversely, they are more likely to remain if they think that it will be hard to get back once they have left.

Tougher border controls deter immigrants from returning home. in the early 1960s the end of a programme to allow Mexicans to work temporarily in America led to a sharp rise in illegal immigrants. Wayne Cornilious found that, when the median cost of a coyote's services was $237, 50% of male Mexican migrants went home after two years in the United States; but when it had risen to $711, only 38% went back. And, whereas the cost of getting in has risen(as have the numbers who die in the attempt), the cost of staying put has declined, because workplace inspections to catch illegals have almost ceased. The chance of being caught once in the country is a mere 1-2% a year. 

Tighter controls in Europe are probably creating similar incentives to stay rather than to commute or return. A complex, bureaucratic system designed to keep many willing workers away from eager employers is bound to breed corruption and distortion. And the way that rich countries select immigrants makes matters worse.

The brain drain cycle

The new reservoir of good, cheap labour is an advantage for many employers in Britain, Ireland and Sweden, the only old EU countries that have fully opened their doors to workers from the new members. But now some central European countries, especially Poland, Lithuania and Latvia, are worried that too many of their best people are leaving for higher pay and a better life.

Migrations in Europe are not new. After the collapse of communism, millions moved abroad for political reasons: Jews to Israel, ethnic Germans home from the Soviet Union, Russians back to Russia. Others were refugees from wars, or migrated illegally. But, says Ali Mansoor, a World Bank economist working on a study of post-communist migration due to be published next year, this one is different: driven by economics not politics, and largely legal not illegal. 

One of his biggest problems is measuring the scale of the new migration. Official statistics underestimate the numbers, perhaps hugely. In Britain, where central Europeans are supposed to register before seeking work, but often do not, there are (supposedly) only 95 Polish plumbers. A tabloid newspaper managed to find that many in a day, using a postcard-sized advertisement in a Polish-populated part of west London. The total number of workers registered in Britain from the new members is supposedly only around 175,000. But by some accounts, there are 300,000 Poles alone (and another 100,000 in Ireland). Latvian officials think at least 50,000 people, or 2% of the population, have gone abroad to work; Lithuania estimates more than 100,000, or 3%.
These departures leave labour-thirsty industries such as construction and retailing short of workers at home. Either they must import labour from farther east, or they must raise wages. Some poor rural regions are visibly depopulated, with so many adults gone that children and old folk feel abandoned.

Migration could, however, be made more efficient. Heikki Mattila, of the International Organisation for Migration's Budapest office, highlights “brain waste”: well educated migrants doing menial jobs because their qualifications are not recognised. Despite EU rules, this happens all too often. Tony Venables of European Citizen Action Service, a Brussels think-tank, argues that complex (and often illegal) barriers that such countries as France and Italy put in the way of migrants encourage abuse and bad practice.
For the countries that export brains, there are two big challenges. One is to consider why people are leaving. Low pay in the public sector is one reason; rigid or corrupt institutions may be another. Revealingly, many central Europeans say they are especially attracted by the relatively flexible and unbureaucratic British way of life—such as a one-page quarterly tax return for small firms.
Don't emigrate, circulate

If immigrants return, they bring back new ideas and skills. A study by Alan Barrett of Dublin's Economic and Social Research Institute looked at returning immigrants to Ireland. It found that male graduates who lived abroad for at least six months after getting their degrees, and who went abroad for work rather than fun, earned 15% more on average than other Irish men with similar qualifications when they came home. Sadly, those who went merely for adventure earned no such premium, and neither did women.

Even if migrants do not return for good, there are still ways to harness their skills. One that is gathering favour involves using the Internet to create networks of expertise and business contacts. Mercy Brown of South Africa's University of Cape Town has tracked down 41 diaspora networks, tied to 30 different countries (disappointingly few of which are in Africa). Some, such as the South African Network of Skills Abroad, embrace people who are not from South Africa but simply interested in the country's development. Most are strictly for the brainy, and especially those with scientific and technological know-how. All aim to offer a way for expatriates to help with development.

Other immigrants may travel back and forth between sending and host countries, creating trade and business opportunities as they go. Aissa Goumidi in Marseilles is typical. His textile emporium is an Aladdin's cave of glowing brocades, sultry velvets, sequins and lace. Every metre is sold to merchants in his home country of Algeria. Two of his sons work in Algeria, helping to run his bottling plant and hardware factory there. Only his youngest son, still in Marseilles, is a worry: “He would rather learn English than Arabic,” he complains.

From all this, a common point emerges. It is in the interests of the sending country to keep in close touch with its émigrés, and to retrieve them if possible. That may not always suit the immigrants or their employers, but it may also be in the interests of host-country governments. Here, surely, is scope for a common policy.

Underdevelopment (Aid works DVD, case study 4 developing countries lecture 5)

Case study 
Asian financial crisis (case study 6 & lecture 7)

HE ASIAN financial crisis, which spread from Thailand to other countries in the region during the second half of 1997, plunged the countries affected into deep recessions that brought rising unemployment, poverty, and social dislocation. The outbreak, spread, and persistence of the crisis also challenged some basic assumptions: the countries most strongly affected were “tiger economies” that

had few of the weaknesses usually associated with countries that turn to the IMF for help. They had fiscal surpluses, high private saving rates, and low inflation; and in most cases their exchange rates did not seem out of line. 
The G7 blamed the crisis on the misjudgement of Southeast Asian banks and financial firms about the real state sector, stock markets (Khor, n.d.), as well as bad decision-making, such as unsustainable economic policies adopted by SeA countries, in particular the one that unofficially pegged their currencies to the dollar without hedging against exchange rate risks (Karunatilleka, 1999). 

They studiously avoided blaming the financial markets, or currency speculation, and the behavior of huge institutional investors.

This view was difficult to sustain. For it implied that the "economic fundamentals" in East Asia were fatally flawed, yet only a few months or even weeks before the crisis erupted, the countries had been praised as models of sound fundamentals to be followed by others. And in 1993 the World Bank had coined the term the East Asian Miracle to describe the now vilified economies.

In February 1997, Thailand’s investors and companies decided to convert the baht into dollars to protect against possible currency devaluation. The Thai Central Bank decided use its dollar reserves (nearly $20bn) to buy baht so as to keep the Thai baht value fixed to the dollar. In July 2 1997 Thailand run out of dollars and the baht falls more than 15% (Suk H, Mahfuzul. 2002). The devaluation of the Thai currency rapidly increased inflation, so the Thai Central bank increased interest rates to contain inflation (Beeson and Rosser. 1998) 

In December 1997, Thailand’s interest rates peaked 26% and during the year the stock market fell 55.2%. In the same year, the Philippines stock markets fall 40% and interest rates peak 85%. In September 1998 Malaysia imposes further capital flow controls and fixes its currency at RM3.30 to the dollar (Karunatilleka, 1999). 

In 1998, Robert Rubing (americas tressury secretary), proposed “moderdinising the architecture of the international financial markets”. 
Eisuke Sakakibara, Japan’s top international finance official proposed a “Bretton Woods II”. Alan Greenspan, chairman of the Federal Reserve, wants to review the “patchwork of arrangements” governing international finance. 

After East Asia’s crisis, activism is in the air. Improving the international financial system will dominate discussion at the IMF spring meetings that begin on April 13th. 

It is easy to see why. After East Asia’s spectacular crisis, policymakers worry that today’s financial architecture, designed at Bretton Woods in 1944 for a world of limited capital mobility, may not be capable of dealing with an ever more global capital market. For international finance has been revolutionised. Formerly closed economies have cast off controls and embraced foreign funds. Better technology and financial innovation have made it easy to move money instantaneously.

The benefits are obvious: the expansion of private flows to developing countries, from $34 billion a decade ago to $256 billion in 1997, has brought much needed capital to emerging economies, and healthy returns to rich-country savers. But vast inflows can quickly become huge outflows. And financial crises can spread overnight between apparently unconnected markets. The five worst-affected Asian economies (South Korea, Indonesia, Thailand, Malaysia and the Philippines) received $93 billion of private capital flows in 1996. In 1997 they saw an outflow of $12 billion. This shift of $105 billion in one year was the equivalent of 11% of their combined GDP.

The problem

Explanations abound, but—with some simplification—they divide into two broad categories. One emphasises that the crisis was homegrown, the product of crony “Asian capitalism”. The other emphasises panic. It points out that no one foresaw the crisis; that by conventional indicators of economic health (budget deficits and so forth) the Asian economies were in good shape; and that no economic change occurred in 1997 to justify such a massive loss of confidence.

There is probably some truth to both interpretations, and most observers believe the crisis was a combination of the two. Where analysts differ is the relative weight they assign to each. American triumphalists and some academics, such as Paul Krugman, emphasise crony capitalism. Others, notably Jeffrey Sachs of Harvard University and Joseph Stiglitz, chief economist at the World Bank, believe panic was more important.

Crucially, these two interpretations imply different conclusions about how best to prevent and deal with future crises. If you regard Asia’s crash essentially as a crisis of Asian capitalism—especially its opacity, poor regulation and cronyism—then systemic reforms should be geared towards reinforcing transparency, improving supervision and limiting moral hazard. But if the crisis was primarily one of panic, then the goal should be to control unstable markets while providing more public money or creating new, reassuring rules.

Thailand’s secret sales of foreign-exchange reserves in the forward markets made a mockery of its official reserve levels. No one had any idea how enormous South Korea’s short-term debt burden was. This opacity worsened the crisis, suggesting global markets would work better if there were more information, of better quality, on a broader range of economic items.

Many factors may have contributed to the onset and spread of the Asian crisis, but there is a growing consensus that the main ingredient was financial fragility. This involved four related aspects. 
First, many financial institutions and corporations in the countries affected had borrowed in foreign currencies without adequate hedging, making them vulnerable to currency depreciation. 
Second, much of the debt was short-term while assets were longer-term, creating the possibility of a liquidity attack, the effect of which would be similar to that of a bank run. 
Third, prices in these countries' equity and real estate markets had risen substantially before the crisis, increasing the likelihood of a sharp deflation in asset prices. 
Fourth, credit was often poorly allocated, contributing to increasingly visible problems at banks and other financial institutions before the crisis hit.
How did these countries' financial systems become so fragile? In part, this reflected ineffective financial supervision and regulation in the context of countries' financial sector liberalizations. Capital account liberalization was poorly sequenced, encouraging short-term borrowing, while limited exchange rate flexibility led borrowers to underestimate exchange risk. Monetary policies allowed domestic credit to expand at a breakneck pace. But if banks and corporations in these countries borrowed imprudently, foreign lenders also lent imprudently, possibly reflecting sloppy risk management, perceptions of implicit government guarantees, and the incomplete information available.
Given these vulnerabilities, once a crisis started, it became difficult to stop. As foreign and domestic investors rushed for the exits, a vicious circle was created: currencies depreciated, plunging more institutions into insolvency, further undermining creditors' prospects of repayment, and accelerating the exit of capital. 
Many unfavorable events aggravated these adverse dynamics after the IMF-supported programs were introduced: political events and initial hesitation in implementing agreed policies cast doubt on the authorities' commitment to reform programs; disturbing information (especially on weak international reserves) that had previously been withheld was revealed at the height of the crisis; and, in Indonesia, the much-needed closings of insolvent banks were accompanied by only limited and ill-publicized deposit guarantees; in addition, there were doubts about how much of the announced financing packages were actually available.
Crisis management

Given the nature of the financial crisis, the policy response, in the context of the IMF-supported programs, had three main elements: large official financing packages, together with some action to keep private money in place; an unprecedented body of structural reforms; and macroeconomic policies intended to counter the crisis itself. 

Financing

The financing packages assembled to support the Asian crisis countries were impressive: $36 billion for Indonesia, $58 billion for Korea, and $17 billion for Thailand. But they were not so large in relation to potential private capital flows. Moreover, not all of the money was available—especially at the outset—to counter market pressures. First, the IMF support was phased—made available in tranches— over the life of the programs; this is standard procedure, intended to ensure that the authorities have a continuing incentive to adhere to the adjustment policies agreed under the program, but it did reduce the authorities' ability to counter immediate market pressures. Moreover, some of the bilateral money—the "second lines of defense"—promised to Indonesia and Korea was never actually disbursed. 

An obvious question is whether earlier and more aggressive steps should have been taken to "bail in" private creditors—that is, to require them to maintain their net lending to a debtor country—through debt restructuring and controls on capital outflows. This idea has apparent attractions: it offers a way to break the vicious circle of capital outflows, depreciation, and insolvency; and it could send a signal to private creditors that they would not necessarily be made whole by official financing packages. But bailing in the private sector in the midst of a crisis is by no means straightforward. A heavy-handed approach would almost certainly have exacerbated the contagion that did occur, and the net effect could well have been less, rather than more, private financing for the countries affected.

Structural reforms
Right from the start, structural reforms were a key feature of the countries' programs to address the root causes of the crisis and its consequences, as well as to set the stage for medium-term growth. Because many of the needed structural reforms fell outside the IMF's area of responsibility, details of the structural reform programs were, in many instances, worked out in cooperation with the World Bank and the Asian Development Bank.
The core of the structural reforms was in the financial and corporate sectors, where the strategy had two main strands. The first was to clear up the fallout from the crisis—insolvent institutions needed intervention, with unviable ones being closed and potentially viable ones strengthened—and actions had to be taken to limit the risks of bank runs and uncontrolled liquidity expansion. The second was to put the system on a sound footing—most important, by improving financial supervision and regulation—to minimize the likelihood that problems would recur. Each strand was essential for the success of the other: it would have made sense neither to rescue weak institutions so they could do business as usual in a poorly regulated system nor to set up a state-of-the-art regulatory system for institutions mired in (or hovering close to) insolvency.

Social sector reforms—intended to strengthen and broaden existing social safety nets—played a prominent role, in light of concerns over the effects of the crisis on the poor and vulnerable. These reforms included measures to raise income transfers; limit unemployment through various employment and training schemes; limit the impact of price increases on poor households by introducing or continuing subsidies for food, energy, and transportation; and maintain access by the poor to health care and education.
Macroeconomic policies
When the initial IMF-supported programs were being formulated, massive market pressures had already forced the authorities in all three crisis countries to float their currencies. The programs took this as a fact and designed other policies around it. The main reasons for not trying to reestablish currency pegs were that the authorities had neither the reserves nor the commitment to use monetary policy unstintingly to defend them.
Given the decision to float and the turbulent market conditions at the time, monetary policy faced a difficult trade-off between the desire to resist market pressure and avert a spiral of depreciation and inflation, and the desire to limit the adverse effects of monetary tightening on the real economy. The results were quite different in the three countries. In Korea and Thailand, the pattern was similar to that of a classic case of successful stabilization: nominal interest rates were raised significantly, albeit after some initial hesitations, and real rates reached peaks of more than 20 percent in Korea and about 15 percent in Thailand before declining gradually. From mid-1998 on, nominal and real interest rates in both countries were at or below pre-crisis levels, as market pressures abated and currencies strengthened.
Policing the banks

A second reform to reinforce capital markets is better regulation. Banks are uniquely vulnerable institutions, capable of wreaking havoc if inadequately supervised. Countless banking crises—in rich and poor countries alike—have shown that the combination of free capital flows and badly regulated banks is disastrous. To improve supervision, the Basle Committee of international bank supervisors issued “25 core principles” of sound banking last year.

For many observers, however, East Asia’s crisis shows that more needs to be done. Perhaps the standards of financial safety themselves need updating. The key internationally-agreed rules for banks are the Basle capital-adequacy standards set up by the industrialised countries in 1988. A decade on, they look inadequate and arbitrary. The minimal capital necessary for safety in a developed banking system may be insufficient in volatile emerging markets. And it seems odd that lending short-term to banks, particularly emerging-market ones, is considered always less risky than making long-term loans to companies such as Microsoft.

Cut moral hazard

A third market-reinforcing reform is to reduce moral hazard. Bail-outs, on this view, breed more crises. For many conservatives, particularly in America’s Congress, the answer is to curb, or even eliminate, the IMF. It is the prospect of bail-outs, they argue, that encourages governments to profligacy and investors to recklessness.

The most libertarian want nothing in the IMF’s place. They argue that governments can protect themselves privately against sudden flights of capital. In 1995, Argentina faced a liquidity crisis, as capital fled in the aftermath of Mexico’s crash. To avoid a repeat, the Argentines entered into $6.7 billion worth of “reverse repo” arrangements with 14 international banks. For promising to provide liquidity should capital suddenly flee, the banks charge Argentina a fee and demand Argentine bonds as collateral. Many reformers think this approach is the best way to avoid liquidity crises. They may be right, but it is untested.


Lessons

The crisis raises a number of important issues for the international financial system, many of which are related to the development of a new international financial architecture. The unfolding of the crisis underscored the inherent difficulty of stopping a crisis once it has started, given the speed with which short-term capital can move in response to changing market sentiment: prevention is the key.
But how can countries prevent the buildup of vulnerabilities of the kind that led to the Asian crisis? Clearly, part of the answer is the maintenance of sound macroeconomic policies. The exchange rate regime is a particularly controversial aspect, because many observers have focused on the role of limited exchange rate flexibility in fostering capital inflows prior to the crisis. Some have concluded that the only viable options are full exchange rate flexibility or the opposite extreme of institutionalized fixity—a currency board or full dollarization—while others have expressed reservations over this "law of the excluded middle." This remains an active area of policy discussion and research.

Transparency is also important to crisis prevention. At the height of the Asian crisis, some unpleasant information was revealed—in particular, on the weaknesses of central banks' international reserve positions—that exacerbated market panic; it would have been much better if such information had instead been revealed earlier on, when it might have restrained the heady inflows of capital. In normal times, improvements in standards for data dissemination and steps to increase the transparency of policies could help markets to improve their pricing of risk, inhibiting the buildup of imbalances, and also spur policymakers to take timely action to address vulnerabilities. Greater transparency of the IMF itself is an integral part of this agenda.
Strengthened international surveillance with closer monitoring of the financial sector and a focus on international standards may also help alert policymakers to upcoming problems. Such surveillance should also incorporate a regional perspective to provide warnings of impending regional contagion of the kind that spread the Asian crisis.
Another thorny issue is that of capital controls. Here, there are three key aspects: one is the sequencing of capital account liberalization, where the crisis has highlighted the pitfalls of liberalizing short-term flows while leaving restrictions on longer-term flows, as well as the need to keep the pace of capital account liberalization in line with the strengthening of the domestic financial system. A second relates to the possible merits of taxes to discourage short-term capital inflows, such as those implemented in Chile. 
A final issue is the effectiveness of controls over capital outflows in the event of a crisis: the central question for the international system is not whether controls could have alleviated a particular crisis but whether a regime in which controls tend to be imposed in the event of a crisis is characterized by more or fewer crises, of greater or lesser severity—given that the prospect of controls strengthens the incentive for capital to run at the first signs of trouble. The longer-term implications of the resulting limitations on access to international capital markets also need to be taken into account.
Finally, the crisis has brought about a rethinking of the way official financing is provided to address a crisis, including the appropriate size and phasing of IMF support to countries facing market pressures. One important step in this regard is the IMF's recent introduction of the Contingent Credit Lines, which would provide large-scale financing to countries that might be affected by market contagion.
