e \ How Countries
o - Compete

Professor Richard Vietor
Harvard Business School

|celand
February 2010



~ Markets have become global
=

Globalization, underway for more than half a century, is
a process of economic integration and cultural
homogenization across national borders. Fostered by
advances In transportation and communication
technologies after World War Il and a eight rounds of
trade negotiations under GATT, trade has grown at
twice the rate of world GDP. Floating exchange rates,
sovereign lending and the liberalization of capital
accounts have accelerated this process.

Today, nearly 73,000 multinational corporations
manage more than 880,000 multinational subsidiaries.

© Richard Vietor
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+ Countries compete

A Within this global market place, countries
compete for exports, for foreign direct
Investment and other capital resources, for
technology and managerial know-how and for
access to natural resources.

A The purpose of this competition is growth and
development i to reduce poverty, accommodate
urbanization, create jobs and increase living
standards.
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NPrepari ng our nat
compete is a goal that all of us

can shareé Il n a d
economy, we are seeing new
competitors, like China and

India, and this creates

uncert a Fjresﬂlergt C%or'ge 9/ Bush
State of the Union Message, 2006



@“\ National Development Strategy
=
Countries have development strategies:

- either explicit (carefully formulated
and discussed by senior government
officials);

- or implicit (a loose collection of
goals and policies that merely net to
strategy, after the fact).




« Organizational structure

=

A Countries i like companies i need an
organizational structure suited to
Implementing the strategy;

A That structure must fit the domestic
context i the skills, assets, polity and
culture of its people i and the
International context 1T Its geography
and political relationships abroad.



~ The Role of Government is Crucial

AMediates the strategy

ADetermines the organizational
structure

A Shapes the context by building
and regulating the institutions
that shape the market



B |
& Essential role of state:

A Provide security i domestic and international;
A Enforce contracts, property rights and laws:

A Back risk i incorporation, bankruptcy,
unemployment insurance, pensions, nuclear
facilities;

A Provide money:;

A Manage macro-economy;

A Implement industrial policy (explicit or implicit).



9 A Fiscal policy

A Revenue sources

A Expenditure choices

A Deficit/Debt management
A Monetary policy

A Control money/inflation

A Regulate banking

A Control exchange rates
A Incomes policy

A Wages, prices, work rules, distribution of income
A Trade policy

A Tariffs, taxes, non-tariff barriers
A Foreign direct investment controls
A Nationalization/privatization
A Economic regulation

A Externalities (environment) and market failures
(telecom, banking, infrastructure and competition)

A Provision of subsidies

Developmental Strategy of Government



ﬁgi

& Government Management of Institutions
=

A Corporations, partnerships, proprietorships

A Infrastructural resources
A (water, power, roads, rails, air traffic, telecom)

A Human resources
A (schools, colleges/universities, healthcare)

A Technological resources
A (patents, defense and public-science research)

A Capital resources
A (banking, securities, insurance)




N
& Trajectories of Development
=

V Asian high growth

A Post Soviet restructuring of Russia and
East Europe

V Latin American recovery from debt crises
V Islamic resurgence

V African renaissance

A European integration

V Deficits and debt in Japan, Iceland and
the United States



@;\ Singapore i Desperation Strategy:
L= .

A Build on the entrepot advantage;

A Free trade and foreign direct investment

A Tight monetary policy

A Market exchange rates

A Forced savings

A Invest in public housing and infrastructure

A State sector i > 25% GDP

A Balanced budget (by late 80s)



Singaporeos | nst

A Ministry of Trade and Industry
A Economic Development Board (EDB)
A Housing Development Board
A Jurong Town Corporation
A Temasek Holdings
A Singapore Airlines, Singapore Technologies
A Monetary Authority of Singapore (MAS)
A Central Provident Fund
A SPRING (productivity board)
A ASTAR (science and biotechnology)
A National Trade Union Congress
A Corrupt Practices Investigation Board

t ut



ﬂ Singapore 1 Results!

&

A Real GDP growth i 7.5% for 37 years;
A Savings 51% GDP; Investment 38%
A X&M = 3xGDP

A Inflation 1> 2.1%

A Balanced budget

A Current account 23% GDP

A GDP/capita (PPP) - $41,000



& Lee Hsien L 0 o n ¢gN\énsStrategy

=
ACut taxes to 20%; 18%
AHigher value-added tax - balance budget?
AMove to higher value-added exports?
AAttract intellectual talent?

ARefocus on biomedicine?
ADeal with Chinese (and Indian) competition?



The gl obal Crisi s wa

A GDPdown -2. 1% 06009

A Investmentdown  -3.1%

Al nf i on down O in 6009
Exports down  -20°
A Imports down  -22%
A Trade balance down  -> (at $31 billion)

A Current account  -> down slightly 12.5%/GDP
A Unemployment up from 2.2% -> 3.4%

A Go v 8utplus 1.5% ->-2.7%

0




Singapore

Real GDP growth

(% change)
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Chinal a Greater Challenge

A $200 per capita

A Closed, Communist economy

A Inefficient collective agriculture

A State-owned enterprise

A 987 million people

AfiCul tural Revolution



’@i‘ Deng® Pragmatic Liberalization
=
A One-child policy
A Agriculture i household responsibility system
A TVEs i Township & village enterprises
A SEZs i Special economic zones

A SOEs i management responsibility system:
then privatization

A Gradual price decontrol
A Tax reform (1994)

A Currency reform (1994)
A WTO - 2001



% China - Results

A 9.4% real GDP growth

A Investment 42%:; Savings 52%

A Consumption down to 36%

A Exports 3% -> 35%

A Imports 3% -> 28%

A Inflation 3.5 -> 1.0%

A Unemployment i 9+%

A Balance of trade $360 bil; current account $440 bil.
A Cumulative FDI - $900 bil




Structure of Chinaos
percent of total value

O State-owned
O Collective
60 O Private

0 Other (fdi)
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China Industrial Production: Value Added

(yearly percent change)
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China inflation

(yearly percent change)
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Source: Complied with data from the Economist Intelligence Unit.



Chi nados Gr owt h
Nominal GDP, Real GDP, CPI

mm Nominal GDP

Real GDF
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Trade Balance
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U.S. Merchandise Trade Balance and Exchange Rate
with China (inverted scale, millions $3$)
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CHI NAOS

Foreign-exchange reserves
(US$ m)
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e
= ATightIy managed economic liberalization;
Alnstitutional reform still lagging (e.g., SOEs,
banks, federalist relations);
AExternalities mounting (e.g., environment,
under-employment, corruption, food and
energy dependence);
Al ncome distribution, rur a
AWTO i partial implementation;
ATrade surplus with US ($256 bn)i sustainable?
AExports negative for first time in 25 years i
unemployment up by 10 million?
ANext round i economic/political balance?

Chinai1 Great Performance, but...



& India 1 Failed Import Substitution

A Hindu rate of growth i 3.5% per year (with
population growing 2.5% per year)

A 50% of output owned by public sector;

A 100% of banks and insurance firms;

A Highest tariffs, capacity licensing, imports
allocated and price controls;

AfiSick unitso protect
A Widespread corruption.




%‘ India after 1991
oy Washington Consensus

=

A Fiscal policy i deficit reduction:

A Monetary policy i tightened:

A Exchange rates i floated:

A Capacity licensing i removed:

A Price controls i removed:

A Tariffs lowered:

A Privatization begun;

A Foreign direct investment allowed:

A Spending on infrastructure and education
Increased.



| ndi ads Resul t s

Year-to-year percentage growth in gross domestic product, and government deficit and
current account deficit as percent of GDP; all figures for year ending March 31

Government Current
GDP Growth % Deficit % Account Deficit
0 9 acs
9
3
6 - .
6 1 1.5
0 _
3 - 3
-1.5
(' ) 0 ) _3 ;991 '97 "0 03 06 09+
1991 97 00 '03 06 '09* 1991 97 00 03 06 '09* "

Note: Fiscal deficit is the difference between revenues and spending; current account balance is the
broadest measure of goods, service and money t h:
more imports than exports.

* estimated
Source: Compiled from Center for Monitoring the Indian Economy; HSBC securities; Jardine Flaming India Broking Ltd. © Richard Vietor



é Foreign Investment in India Since 1991
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Corruption 2009

(0 = most corrupt

10 = least corrupt)

Singapore (3)_
Japan (17)_
United States (19)_
South Africa (55)_
Turkey (61) _
Imww$_

Saudi Arabia (63j_
China (79) _

India (84) _

Mexico (89)

Russia (146)

Note: rank among other countries is in parentheses

Source: Compiled froriransparency Internationa009 Corruption Perceptions Index , www. transparencyinternational.org.




~ Coalitien Politics in IndiaT May 2009

Parliamentary seats BJP BSP India’s Communist
(out of 543 total) o — | r—parties

Congress Party — Others

After
election Before election
(outer ring) (innerring)

Note: Results are preliminary . Source: Election Commission of India



@ |l ndi ad0s Exchange

(Indian Rupee/U.S. Dollar, inverted scale)
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; ﬁ\ Mexico and Latin America
'@ (debt, structural adjustment, and micro-reform)
=

Old Strategy

A Import substitution strategies with resource-led
growth

A High tariffs, limited FDI, large public sectors,
fiscal deficits, monetization, fixed exchange
rates

Revised Strateqy
A Debt leveraged growth, 1974-1982;
A Debt crises & IMF bailouts




,@ Economic Liberalization Strategy i 1982-1996

A Devaluations

A Fiscal and monetary control

A Tariffs down -> NAFTA

A Privatizations i domestic & foreign
A FDI i maquiladoras

A Wage controls

A Brady plan debt reductions

A But, overvaluation, current account
deficits and forelgn debt up i second
Ntequil ao crisi s.



Mexico Recovery
(real GDP)

I Quarterly gross domestic product
(% real change, year on year)
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MEXICO: CONSUMER PRICE INDEX

1 (yearly percent change)
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™ Political Liberalization Strategy
& under Vincente Fox (2000-2006)

=

A Macro-economy stable i now microeconomic
and institutional reform,;

A Fix pensions;

A Poverty, education, income distribution, labor
aw, oll and gas sector, environment;

A Control crime and drugs

A And China competition threatening magquilas!
ABut PAN a minority par




: “\ More Effective Reform under

A
A

Felipe Calderon (2006  ->

Drug war 1T 10,000 arrested; 20 leaders;
Pension reform 1 retirement age up; defined

penefits -> defined contributions:

A Electoral reform i shorter campaigns, limit to

media spending;

A Fiscal reform i corporate flat tax, collection

efficiencies -> revenue up 2%;

A Pemex i limited financial flexibility;
A Next i electoral reform i re-elections



The peso has also depreciated markedly

16

15

14

13

12

11

10

Exchange rate
(Peso/U.5. dollar)

9

- 15

- 14

- 13

- 12

- 11

- 10

20

04 2005

2006

2007

2008

2009



Real GDP Growth
(Annual % change)
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Inflation
(%, annual average)
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Mexico

Argentina
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Total Public Debt
(% of GDP)
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Income Inequality
(Gini coefficient; larger figures indicate greater income inequality) 1
1 0
m1990s mZ000s
Asla avqg,
OECD avg, 1990s
1990s 1 60
1 50
1 40
30
Central America South America & Latin Amerca
Mexico
Sources: ECLAC; andde Femanti et al. (2004 ).
1 ForLatin Americ an countrnes, 1990s = available observation closest to
1990: 200058 = most recent available observation.
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Latin American Recovery?

AViexico i democratizing and economic reform i privatized, well-managed
fiscal and monetary stability, and NAFTA dependent; now, crime and economic
efficiency;

Argentina i stable government ? Will Argentina inflate? Will it become
competitive? Will default have lasting ill-effects?

Arazil i Can institutional reform continue, with effective debt management,
pension reform and income redistribution- will Lula alleviate corruption and
manage responsibly?

| | | | |
Growth of GDP % Inflation Cur acct (%/GDP
2008 | 2009 2010 2008 2009 2010 2008 2009 2010
Mexico 1.3 -7.3 3.3 5.1 54 3.5 -14 -1.2 -1.3
Argentina 6.8 -2.5 1.5 8.6 5.6 5.0 1.4 4.4 4.9
Brazil 51 -0.7 3.5 5.7 4.8 4.1 -1.8 -1.3 -1.9
Chile 3.2 -1.7 4.0 8.7 2.0 2.3 -2.0 0.7 -0.4
Colombia 2.5 -0.3 2.5 7.0 4.6 3.7 -2.8 -2.9 -3.1
Venezuela 4.8 -2.0 -04 30.4 29.5 30.0 12.3 1.8 5.4




Q\ Islamic Resurgence/Saudi Arabia Annual
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&

Saudi Arabiai Economic Issues
until Oil Prices Rose

A Slow economic growth (1.8% per year),

except for past three years 1 high oil prices;

A Government budgets 7 irregular deficits/debt

A
A
A
A

Defense, debt service and education
Jnemployment i > 13+%
| ow Inflation

Huge Trade surpluses

A Current account deficits (until 2000): large

surpluses since.



Saudi Arabia: Gross Domestic Product




