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I. Introduction

1. Two gap theory.  Investment can be financed through domestic saving and foreign saving.  Foreign saving (F) = Gross Investment (I) - Domestic saving (S).

2. Foreign saving in the context of balance of payments. [Table 15-2]

a. Official saving. Usually in concessional terms. Official development assistance (ODA). = foreign aid. 

b. Foreign private saving.  Foreign direct investment (FDI), portfolio investment, commercial bank lending, export credit

c. Technical assistance.  Not part of BOP statistics

II. Foreign Aid

1. Historical role

a. Marshall Plan. 1.5% of US GNP to help rebuild Europe. Aid to former colonies.  

b. The US led the effort to help LDCs, with mixed intentions: containing communism and exporting democracy. [ODA: Table 15-3.]

c. Multilateral agencies: WB, IMF, regional banks. Different goals in different periods.

d. LDC aid recipients [Table 15-4]

i. Favor poorer countries

ii. Large countries receive very low per capita aid or aid/GNP: India, China, Pakistan and Nigeria.

iii. Some countries are favored for political and strategic reasons {Israel, Egypt}

e. Aid institutions and instruments

i. Bilateral aid. USAID, ODA, CIDA, SIDA, etc.

ii. Multilateral aid.  WB, IMF, AsDB, AfDB, IDB, CDB, OPEC, EU, UNDP

iii. Instruments. Project aid, program loans, structural adjustment loans.

f. Aid and development

i. Countries with large aid (to GNP ratio) are not necessarily high growth countries.  Aid may not be transformed to investment, depending on production possibilities, community taste, etc. [Fig. 15-1] 

ii. Aid provides additional purchasing power for consumption and imports, rather than investment and exports.

iii. Aid can influence a country’s development:

(1) Specific projects: donors use project aid to give special attention to particular sectors to improve practices in those areas.  Examples are wheat and rice production for Asia during the late 1960s and rural development projects during the 1970s.  Green revolution: new seed varieties for wheat and rice with a package of inputs.  World Bank reports of 112 rural development projects surveyed in 1989, 63 had at least 10% return and overall rate of return was 17%.

(2) Technical assistance.  Valued at 30% of financial assistance in 1992. (Table 15-2).  UN and bilateral donors.  *Taiwan: Agricultural assistance to African and LAC countries.

(3) Conditionality: Donors use aid as a lever to influence policy in recipient countries.  Tied aid to the purchase of goods and services in donors’ own countries as a way of increasing their own export markets.  But donors, both bilateral and multilateral, also use aid to influence recipient governments to change their development policies for the recipients’ own interests.  Impacts uncertain.

(4) Expatriate professionals:  Donors support a large group of their own expert staff to influence developing countries’ development policies.

III. Foreign Investment and Multinationals

1. FDI by 1992, 30% of net resource flow [Table 15-1].  FDI remains controversial, but its influence is magnified by nonfinancial aspects such as management expertise, modern technologies, technical skills, and access to world markets.  Most of FDI is done by multinational corporations (MNCs).  

2. Multinationals’ investment patterns

a. Most MNCs are based in DCs, but growing numbers are from LDCs.  

b. Not many MNCs are manufacturing firms whose main reason of FDI is to seek cheap labor.  FDI areas include also mining and services.

3. Characteristics of MNCs: diversified in countries originated, size, etc. Many MNCs’ sales are larger than a country’s GNP [Table 15-5] 

4. Benefits of FDI

a. Transfer of capital. From rich to poor countries.  [Table 15-6]

b. Employment creation.  Not impressive.  MNCs accounts for <1% to 6% of total employment in a country.  Issue: net employment, whether MNCs create additional employment; depending on capital intensive or labor intensive industries.

c. Transfer of technology, skills, and know-how.  

i. MNCs from DCs: innovative products; MNCs from LDCs: successful adaptation to local conditions of older technology from DCs and new, cost-saving innovations in small-scale manufacture.  

ii. Training of local technical staff: India, Malaysia, Mexico, Taiwan, have trained a relatively large number of them and are able to absorb new technologies.  Some countries made special efforts to train experts in special sector (Venezuela on petroleum experts and South Korea on fertilizer plants).  However, most of LDCs are lack of technically educated people to manage complex industries.

iii. Expectation different between MNCs and host countries.  MNCs’goal is making money while host governments are interested in getting knowledge.

d. Managerial capacity.  Most of LDCs are lack of managers capable of organizing and operating large industrial projects such as those undertaken by multinational firms.

e. Access to world markets.  LDCs capable of producing at competitive costs often find it difficut to penetrate foreign markets,   Many MNCs are vertically integrated, oligopolistic firms, for which many transactions take place within the firm. *Jewish/Chinese trading group

f. MNCs often got investment packages (including equity capital, management, technology, and marketing) and enjoyed preferred and monopoly treatments.  Unbundling the package is becoming popular.  For example, MNCs may concentrate on sales of unbundled technology, management, or marketing access and avoid equity participation.

5. Policies toward FDI

a. Host governments use many restrictions and incentives to capture maximum benefits from FDI: performance requirements, local ownership requirements, restrictions on profit repatriation, monopoly privileges, and tax holidays.

b. Performance requirements tailored to fit each country.  Examples: Foreign car firms are required to increase the share of local content in each car; foreign firms utilize local staff to increase absorptive capacity for technology transfer.  Note: impose MNCs to import most advanced technology may not be desirable because of less development stage, older equipment may be better.

c. Joint ventures.  Many host countries (LAC and Southeast Asia in particular) require MNCs to sell equity to local partners to form joint ventures in the hope to appropriate technology limit the repatriation of profits, and maintain local control.  But many local partners are not interested in business and management and parent MNCs are reluctant to allow diffusion of technology.  

d. Protection and income tax incentives have negative impacts.  MNCs gain most.  Under WTO structure, hard to have protection policy.  Import protection and monopoly control create higher domestic prices and profits and they often result in higher direct transfers from host country consumers to MNCs foreign stockholders.  Income tax incentives are even worse in the transfer from local consumers to foreign stockholders.  Many DCs tax firms on worldwide income and firms do not save taxes from host countries’ tax incentive holiday.  Monopoly rights and tax holiday offer large benefits to foreigners. [Fig. 15-2]

e. Alternative approach: open up the economy to foreign trade and foreign investment, reduce government intervention, and rely on market forces.

IV. Foreign Debt

1. Foreign aid and FDI require repayment.

2. Commercial bank borrowing

a. Lending boomed during 1970s and early 1980s.  [Table 15-7]

b. LDCs, especially Africa and LAC facing mounting repayment crisis [Table 15-8]

3. Sustainable debt

a. In crease in debt outstanding dD/dt = iD + M - E =iD+(I-S) or growth rate of D = dD/D= i + (M-E)/D.  

b. But the crucial point is whether the country can generate sufficient foreign reserve earnings to service the debt.  Sound macroeconomic management important.

4. Causes of crisis

a. Waste resources (profligate).

b. Instability of the world economy.  Again sound economic policies played important role (Korea and Indonesia in the textbook!).  *Taiwan.

5. Overcome the debt crisis

a. Debt relief or rescheduling.  Brady Plan.

b. Stabilization and structural adjustment programs.

V. International Reserve and External Debt Management [Additional Material]

1. International reserves management

a. To pay for imports

b. Money supply

c. Adequate reserve level:  

i. Depends on several factors

(1) Variability of export receipt

(2) Cost of holding reserves

(3) Creditworthiness

(4) Vulnerability to external shocks

ii. Maintaining substantial reserves is in fact not expensive

iii. IR can be invested in Eurocurrency and other financial markets.

iv. Spread influenced by the size of IR

2. External debt

a. Measures of debt burden

b. Basic lessons in managing external capital

i. Flexibility-being able to response to unexpected changes in the international economic environment

ii. Sound policies-leading to best use of domestic resources

iii. Prices in line with opportunity cost

iv. Exchange rates and trade policies are important. Avoid overvalued ER

v. Make efforts to raise domestic savings.  g=(s+f)/k

c. Elements of effective debt management

i. Broad policies and specific controls

ii. Solid information

iii. Professional debt managers

iv. Monitoring

v. Diversification

vi. Adequate reserves

VI. Next session

1. Homework: Do Exercise No. 4.

2. Next session

a. Open economy macroeconomic management (Chapter 20)
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