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QUESTIONS AND ANSWERS TO CHAPTER 14

1.   Recently, the U.S. has been working with Caribbean nations to form a free trade zone similar to the NAFTA agreement with Mexico.  The major items to be affected are textiles and apparel.

A.  How do you think this agreement would affect growth rates of Caribbean nations? 

B.  How is it likely to affect the growth rate of the U.S. economy?   The manufacturing sector?  The textile and apparel industries?  Growth in North and South Carolina?

C.  Would you invest in those countries if this agreement is signed?  What other information would you require?

D.  Would you buy or sell stocks of major U.S. textile and apparel firms if you knew this agreement was imminent?

ANSWER:  The theory of international trade says that both countries would benefit.  U.S. consumers would be able to buy textiles and apparel at lower prices, and people in the Caribbean nations would have their standard of living raised by earning higher wages in these new manufacturing facilities than they used to earn in agriculture.  Also, assuming that tariff reductions work both ways, those consumers would also be able to buy imported goods at lower prices.

However, it didn’t work exactly that way with Mexico when NAFTA started.  The Mexican economy plunged into recession and the peso fell by more than half.  The U.S. economy did well but even though this country eventually moved into an all-out boom with an unemployment rate that fell to 4%, the number of manufacturing jobs actually fell; previously, they had fallen in recessions but had always risen in booms.  The unemployment rate in NC went from 4.4% in 1994, compared to 6.1% in the U.S., to 5.5% in 2001, compared to 4.7% in the U.S.  The situation was not as severe in SC because it was able to attract auto companies (such as BMW) but while their unemployment rate dropped over the same period, it did not fall as much as in the US.   So if this agreement were signed, the unemployment rate in NC and SC would probably rise further.  There would probably be no measurable effect on overall economic growth in the U.S. 
The more difficult question is what would happen to these Caribbean nations.  Some of them are run by dictators, who might take the lion’s share of the increase in GDP, so the average worker would not really be better off.  For this reason it is unlikely that the countries would prosper unless at the same time, they had a democratic government and a sharply reduced likelihood of riots and insurrection.   Further information of this sort would be required before investing in these countries.

From 1985 to 1995, according to the BLS, the CPI for clothing rose an average of 2.3% per year, compared to 3.5% for the CPI, for a gap of 1.2%.  From 1995 through 2002, the CPI for clothing fell an average of 0.9%, compared to an increase in the CPI of 2.4%, for a gap of 3.3%.  Assuming that this difference was due to NAFTA, it saved the average consumer slightly more than 2% per year on clothing prices; since they are about 5% of total spending, that boosted real income by 0.1% per year on the demand side.  That is an increase of about $8 billion per year.  To the extent that overall productivity improved because of NAFTA, the gains were probably somewhat larger.   Over the same period, employment in the textile industry dropped from 680,000 to 432,000, while employment in the apparel industry dropped from 934,000 to 521,000.  That loss of about 670,000 jobs, assuming these workers made an average of $12,000 per year (many were close to the minimum wage) is a loss of $8 billion per year.  Many textile and apparel firms were forced to close.   On balance, it is not clear whether the country came out ahead.  

Of course, some people and companies prospered.  Apparel firms with the “hot” styles boomed.  There is no consistent pattern; some apparel stocks increased 10-fold over this period, while others declined by more than 90%.   In terms of textile manufacturers, Mohawk Industries also increased 10-fold, but most of those stocks declined, some quite sharply.  While each company would have to be analyzed separately, the general answer is that textile companies would probably be hurt more, while apparel companies would probably benefit from such a move. 
2.  Country X, a relatively small, impoverished country, discovers a huge reservoir of crude oil, for which the costs of lifting are less than 10% of the market price.   Explain what happens to (a) the growth rate, (b) the value of the currency, assuming it is allowed to float freely, (c) the trade balance, (d) the rate of inflation.   Now assume that 10 years after this initial discovery, the world price of crude oil suddenly drops by half.  How do your answers to (a) – (d) change?

ANSWER:  It is, of course, distinctly possible that the discovery of oil would lead to great disparities in income, civil unrest, and invasion by neighboring countries.  Unfortunately, the historical evidence has shown this to be more likely than not in Iran, Iraq, Kuwait, Nigeria, and Venezuela, among others.  However, suppose the political situation remains stable; how would the economics play out?
At first there is a huge increase in the growth rate; presumably foreign investors put up the money for the capital goods needed to pump the oil, since almost by definition an impoverished country would not have the necessary investment funds.  The payments would be made from the oil revenues; the funds that were left over would (in a democracy) be distributed throughout the country in a way that would boost domestic production and consumption.  Much of the extra money would be spent on imports, so net exports probably would not rise much.  However, it is likely that the currency would appreciate if many investors saw the opportunity to build plants in that country and benefit from the increased standard of living.   If that did not happen, there would presumably be a major increase in the rate of inflation because of increased purchasing power but little gain in productivity capacity (outside the energy industry).  Most of the time, inflation would rise rather than the exchange rate, but we do point out that if the country was well enough developed to maintain a stable currency, then the exchange rate would rise (such as happened to the Netherlands, when it found natural gas offshore).  
Now the price of oil falls in half.  One might think the country would still be better off on the grounds that it is still pumping and exporting the oil, whereas before the discovery, it was not earning any foreign exchange from energy.  However, those foreign loans still have to be paid off, and if export earnings are cut in half, the value of the currency is almost sure to decline, meaning that the local-denominated amount of loans that have to be paid back is now much greater (if the currency falls in half, the amount of loans outstanding will be twice as great in the local currency).  The country will probably have to administer a severe dose of fiscal and monetary austerity; if they do not, they will default on their international loans and the IMF will do the hard work for them.  On balance, unless the money has been successfully invested in local enterprises – as opposed to spent almost entirely on imports – the country will actually not be any better off.   Once again, in the long run, it is productivity that determines the standard of living, not the level of aggregate demand.
3.  After the Korean won devalued by approximately 50% in late 1997 and the economy plunged into a severe recession in 1998, the economy rebounded strongly, with the growth rate returning to 9.3% in 2000.  Without becoming an expert on the Korean economy, what do you think were the underlying factors that caused real growth to rebound so much more rapidly in Korea than in other East Asian nations that also devalued?  What factors would you look at to determine whether the Korean economy would continue to outpace its neighbors?

ANSWER:  After the won devalued, Korean goods were once again competitive, and the big boom in the U.S. economy caused their exports to rebound quickly.  Note that when the U.S. went into recession in 2001, the Korean growth rate fell to 3.0%; when the U.S. rebounded, even slightly, in 2002, growth jumped back to 6.6%.  Korea remained more competitive in many world markets than other Southeast Asian nations, and their growth continued to be export-driven – as long as the U.S. was not in recession.  Presumably this will continue as long as Korea remains competitive, assuming that the problems with the banking system do not overwhelm the country, as happened with Japan.  
4.  Suppose you work for a large retail chain in the U.S. that is considering expanding abroad.  You are asked to determine whether the initial investment should be made in Mexico, Argentina, Brazil, or Chile.  Explain which country you would select, and the principal economic reasons for that choice.

ANSWER:  Factors to be considered are per capita income of the country, total size of market, existing domestic competition, costs of construction, labor costs, any restrictions on repatriation of earnings, and tariffs on imported goods, since much of the merchandise you sell will be imported from other countries (such as China) no matter where you locate.  If the currency is expected to be devalued, the price of imports would rise, which would presumably hurt your business.  All of the countries mentioned above except Chile have recently devalued, so to the extent that they have set their house in order, it might be the case their currencies will stabilize, but that remains a risk that – unlike transactions in foreign currencies – cannot really be hedged.  If per capita income goes down and consumers stop buying your products, the company will not do well in that country no matter what forex arrangements have been made.  
There is also a problem in marketing in the sense that most of these countries do not have a very large middle class.  There is great wealth on the one hand, and those people are more likely to shop at luxury stores; with great poverty on the other hand, and those people cannot afford to buy anything at your stores.  Mass marketing may not be as effective as in the U.S.  In fact, Home Depot withdrew its Latin American stores after finding the U.S. concept did not export well to that region of the world.  Personalized service is more important there than here.

The choice of location will depend on the individual circumstances surrounding each firm.  In general, however, based on the above criteria, the best place to start is probably Mexico, and then expand south from there. 

5.  Now consider Question #4 if you are a manufacturer of auto parts.  How would your answer differ?  How would it differ for manufacturing and retail firms generally?

ANSWER:  In this case, the parts will be exported to other countries, largely back to the U.S., so the local market is of little interest, and the overriding factor is labor cost and, to a lesser extent, transportation cost.  In this case, further devaluations will reduce costs even further, so they are a plus rather than minus. 
6.  Some economists and politicians have suggested that in future years, the concept of the common European currency be extended to include those smaller countries previous under Soviet domination.  What would be the advantages and disadvantages to (a) the original European common market countries, (b) the peripheral countries now included in the common currency agreement, (c) the new countries that would join, (d) the United Kingdom, (e) Russia.  Do you think the same arguments apply to including Turkey?

ANSWER:  The following article, which appeared in the Wall Street Journal on 9/9/03, sums up the answer as of mid-2003.
France’s budget deficit will likely remain in breach of European Union rules until 2006 … in another sign of growing hostility between Paris and Brussels, the European Commission threatened to take legal action against France to keep it from injecting money into Alstom SA.  

The developments underscore the difficulties weighing on the euro zone as it attempts to forge a common economic block … “We say ‘yes’ to the Stability Pact, ‘no’ to recession in France” said the French Budget Minister.  The French government has said that getting the economy moving again is its top priority, meaning more tax cuts and spending that will worsen the deficit … [which] would mean that France would break the pact for four years in a row.  That would likely incur fines worth billions of euros – or help prompt deep changes to the rules themselves.

France largely created the euro fiscal rules to help keep the euro stable and interest rates low.  But the economic slump has led them to bend those rules, prompting ire from euro countries that had balanced their budgets, as well as concerns among non-euro EU countries deciding on whether to join the euro at all.  That ill-will could damage not only euro-zone integration, but also expansion.  Sweden votes Sunday on whether to adopt the euro [it was in fact defeated] ... and Britain postponed voting on the euro, reflecting distrust among Britons of linking their fortunes to the euro zone.  


So France, having made up the rules, is now breaking them, and in doing so, helping to destroy the common currency they fashioned.  The remaining issue is:  why did Europe slump so badly when in fact the Euro currency was supposed to boost growth?  The U.S. recession hurt, but basically the Euro integration had far less effect on curbing the bad habits of German and French governments to keep spending than many had expected.  Rules tilting in favor of labor and shackling business remain in place, and the deficit temporarily shrunk only because of rapid growth in exports to the U.S.  Until and unless these problems are resolved, we see little hope of rapid growth returning in Europe. 

Other countries are not likely to join, because they realize if they do, they will be sucked into the maw of French/German stagnation.  In many cases, growth in these countries would be reduced by stronger links with these two countries.  That is particularly true for the UK.

Russia and Turkey are different cases, because they would benefit from the closer linkages with countries that have in the past grown rapidly from the benefits of capitalism.  In these cases, the rampant problems of those countries would probably be reduced rather than worsened by a more formal linkage.  However, for countries such as the U.K., Norway (not even a member of the EU), Sweden, and Switzerland, the advantages are questionable at best. 

7.  Under what conditions would you expect the recent rapid growth rates in the Indian subcontinent and South Asia to continue, and under what conditions are they likely to diminish in the near future?  

ANSWER:    First and foremost, we assume the U.S. will continue its free trade stance and not suddenly erect import barriers.  It must also be assumed that the movement toward democracy will continue, and the country will not be seized by Moslem terrorists or other anti-free market fanatics.  Under those circumstances, we would expect that investors would continue to build new plants in these countries, hence continuing to boost total productive capacity.  Currencies should be kept near equilibrium; an overvalued currency would reduce exports and capital formation, while an undervalued currency could in the longer run lead to an export surplus and either rapid inflation or an unsustainable boom in real estate and financial assets.  The countries also need to maintain a fairly high saving and investment ratio, for they cannot rely on ever-increasing inflows of foreign capital.  Under all these conditions, growth should remain rapid until these countries reach a standard of living that approaches the U.S., Japan, and Europe – but most of these countries have many decades to go before that happens. 
8.  India and China have roughly the same size population, and although per capita GDP in China is probably somewhat larger, the difference is not very great.  Labor costs are lower in India than in China, and in spite of some socialist legacy, India is further down the road toward capitalism than China.  Given these facts, why do you think so many international firms prefer to invest in China rather than India?

ANSWER:  Until recently, India didn’t welcome foreign investors very warmly.  Some Indians were more interested in suing U.S. firms than cooperating with them.  However, that is gradually changing.  The Indians have finally woken up and seen the advantages to China, and realize they also have much to offer foreign investors if they can reverse their hostility.  I think growth in India will probably outpace growth in China over the next two decades.   Most educated Indians speak English, which has already led to an influx of “call centers” and other service bureaus, a trend that is likely to spread rapidly over the next several years. 
9.  What factors would you consider when determining whether an investment in sub-Saharan Africa would be profitable for your company?  Would the same factors hold for South Africa?  

ANSWER:  Many of the governments in this part of the world are unstable, and even the stable ones face the risk of invasion from neighbors.  As a result, investment in this part of the world has not yet reached the critical mass necessary to provide the required infrastructure.  South Africa is much more developed, of course, but a shaky political situation and a weak currency also have kept investors from putting much money in that country in recent years. 
10.  In spite of the greater emphasis on a planned economy in France than in Germany, the growth rate in France has averaged more than 1% higher than Germany over the past five years, whereas during the previous five years, the growth rates were approximately the same.  Do you think the emergence of the European Union has helped France more than Germany?   If so, why?  If not, what other factors have depressed the growth rate in Germany relative to France?  Do you expect those factors to continue in the future?  

ANSWER:   Essentially the Germans shot themselves in the foot for two reasons.  First, exports were hurt by the overvalued DMark, which was then “locked in” to other European currencies when the Euro took over.  Second, their problems are political, namely Gerhard Schroeder.   Essentially, Schroeder is the Jimmy Carter of Europe, a decent man but thoroughly lacking in governing skills.  As a result, investors have left in droves.  The return of a more business-friendly government will be necessary for growth in Germany to catch up even with the modest gains posted by France.  
