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Brazil’s Struggling Economy

pening case

Between 2000 and 2012, Brazil had one of the fastest growing economies in the world, expanding by over
> percent per year. In 2012, the Brazilian economy temporarily surpassed that of the United Kingdom, making

it the world’s sixth largest economy. However, since then Brazil has been beset by a deep economic malaise.
Economic growth decelerated in 2013. The economy entered into a serious recession in 2014. Economic activ-

ity contracted by over 3.5 percent in both 2015 and 2016 before growing by a sluggish 0.7 percent in 201/.
Brazil’s economic problems were partly due to a fall in global commodity prices—Brazil is a major exporter
of coffee, soybeans, and iron ore—but the country has other deep structural problems. Under the leadership
of President Dilma Rousseff and her left of center Workers’ Party, between 2011 and 2014 the government
spent extravagantly and unwisely on higher pensions and unproductive tax breaks for favored industries.
When the recession hit, unemployment surged to over 12 percent and tax revenues slumped. As a result of
higher outlays and lower tax revenues, the fiscal deficit swelled from 2 percent of GDP in 2010 to 10 percent
in 2015. This pushed up total government debt to 70 percent of GDP and required higher interest rates to sell
. government bonds, which were seen as increasingly risky. The government also raised interest rates to keep
inflation in check. which historically has been a problem in Brazil. Because of high interest rates, the cost of
b servicing government debt expanded to 7 percent of GDP—and of course, higher interest rates, by raising
borrowing costs for consumers and businesses, further depressed economic activity.
Given high interest rates, the only way for the government to get the fiscal deficit under control is to
cut spending and raise taxes. This has not been easy to do. A central problem in Brazil is the country’s
~ pension obligations. The pension system entitles Brazilians to retire, o.n average, at just 54. Pension obliga-
.,'.'.‘:._ﬁf::tions already account for 13 percent of GDP. Without reform, that figure could balloon to 25 percent by
. mid-century as the population ages. .
| addition. tariff barriers protecting inefficient local enterprises from foreign competition, labor laws,
.j-f.‘[;,énd burdensome tax laws have long been seen as a drag on the Brazilian economy. A typical manufactur-
';j.ng firm spends 2,600 hours a year complying with the? countr)f's complex tax code; the Latin American
< Labor laws make it expensive to fire even incompetent workers. And protection from
+ion has resulted in manufacturing productivity that is low by international standards
" To compound matters, the country has been t:'Jeset t.))’ a massive corruption sc.:andal that has reached into
E ament. This resulted in the impeachment of Rousseff in 2016 and further dama
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‘ encemthe  oaioy (sea.dhe Country Focus “Corruption in Brazil” in Chapter 2).

in 2016, Michel Temer replaced Roussef as President He made a promising start 19 reforming the

Siy. Public spending thas ieen frozen in (RS EETTE Tor Ihe next twenty years. He also overhayleq
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Introduction

In Chapter 2, we described how countries differ with regard to their
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influence the level of economic development of
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doing business. We also look at how economic, political, anc

world and what the implications of this are - the future ra
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government, market-based economic reforms, and
erty rights. Taken together, these trends tel
world and have created a more favorable e . w*)‘iﬁm:
of this chapter, we pull all this material f’i@,@ r to explo
and legal institutions affect the benefits, cos and risks

The opening case, which looks at the state of the Br
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that we will discuss in this chapter. Brazil is one of the wor
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with China and India). This nation of 210 million people ¢

to 2012 due to market-based reforms and strong exp

international business. Since then, however, the econe
nomic management by the government of Dilma

dence in the economy, trade barriers that protectec
competition, labor laws that made it difficult to remo

tions that, if left unreformed, could result in highe
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road. Fixing the economy and unleashing Brazil’s

and while progress has been made in key areas, sig

larly with regard to pension obligations and trade ba

by the government, they will negatively impact econ
ness of the country going forward as a location fo
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Explain what determines the level of
economic development of a nation. {?

Different countries have dramatically di
gross national income (GNI) measur C of CCODPmIC development * Ul
population. GNI 1s regarded as a yardstick{o

- W

Measures the total annual income

received by residents of a nation. [Ota] an nual income receirved by \

the world’s nations in 2017. As can be seen
. : i
United States, and Australia are among the

countries of China and India are significan
capita of $38,550, but China achieved onlys
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ARCTIC
OCEAN

ATLANTIC
PACIFIC

OCEAN

INDIAN
OCEAN

GNI per Capita in U.S. Dollars

© Low Income: §765 or less
@ Lower Middle Income: §765-53,035

() upper Middle Income: $3,035-59,385
© Lower High Income: $9,385-$20,000
@ upper High Income: $20,001 or more
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GNI per capita, 2017.

ures can be misleading because they don’t consider differences in the cost of

ough the 2017 GNI per capita of Switzerland at $80,560 exceeded that of
he higher cost of living . Qwitzerland meant that U.S. citi-

many goods and services as the average SWiss citizen. To
an adjust GNI per capita by purchasing pOWer.

GNI per person fig
living. For example, alth
the United States by a wide margin, t
zens could actually afford almost as

account for differences in the cost of living, one €
Referred to as a purchasing power parity (PPP) adjustment, it allows a more direct comparison
An adjustment in Qross domestic product

of living standards in different countries. The base for the adjustment is the cost of living in the
per capita to reflect differences in the

United States. The PPP for different countries is then adjusted (up Or down) depending on whether ' 0
ates. For example, in 2017 the GNI1 per

the cost of living is lower or higher than in the United States.
capita for China was $8,690, but the PPP per capita was $15.500, suggesting that the cost of 11ving

\TNas lower in China and that $8,260 in China would buy as much as $16,760 in the United States.
‘,lble 3°} gives the GNI per capita measured at PPP in 2017 for a selection of countries, along
with their GNI per capita and their growth rate in gross domestic product (GDP) from 2008 to

2017, Map 3.2 summarizes the GNI PPP per capita 1n 2017 for the nations of the world. A Vet o
ds of living among countries. Table 3.1 Did you know that the United States

purchasing power parity (PPP)

AS ¢ | o . ;
- can be seen, there are striking differences in the standar : .
gests the average Indian citizen can afford to consume only about 12 percent of the goods and \;ZZ?;C;\“&? S?él‘izo pde rhcem

: ; : and nas

Given this, we mlgh[ conclude that four times the standard of living?

chrs:i:"h:(i’l}sﬁmed by lhc? average US ‘citizen Qn .a PPP basis.
CONSUme mlz a‘prulauon of 1.2 billion, Indla. S unhl.(ely to b
INCOrTecy b‘; L(’ 9“3 A oduced by many Westelrn international bus
Ay ause India has a fairly wealthy middle class of close

r of poor citizens. In absolute terms, the [ndian economy I

e a very lucrative market for the

inesses. However, this would be Visit your instructor’s Connect®
course and click on your eBook or

{0 250 mll.llOIl people, desp“[e LS SmartBook® to view a shor video
oW rwals that of Russia. explanation from the authors.
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Economic Data for Select GNI per Capita, GNI PPP per - Grow
Countries SaelLi), 2017 ($) Capita, 2017 (§)  2008-2017 (%)
ek $ 8,580 $15 e
China 8,690 16 | ,
s —
Japan b s e T :
Poland
Russia :
Switzerlan } |
United Kingdom : .
United States ;
')*sw*;@ S S A A RN

ATLANTIC
OCEAN

PACIFIC
OCEAN

* Purchasing Power Pari
in U.S Dollars

Y Low Income: $1,990 or less
Lower Middle Income; $1,991-54,580
(_/ Upper Middle Income: $4,581-59,170
@ Lower High Income: $9,171-520,000
. Upper High Income: $20,001 or more
") No data

GNI PPP per capita,
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To complicate mattere
‘ | natters, in many Countria ‘
ures do not tell the ent 11€8 the Official”

Ire Slory, Lar fig-
4 AT : o8 3 . H e s ‘ X
12’238 | activity may be in the forp, of unreco%'de‘zimc()u]nLS o economic
. ter aoeree ~ s ‘ -dS ANQAt,
: | bai t.er ltl’u‘mcnl\\. People engage in such e 1' [fc.ll]SdLlIOI]S or
.677 ; paying taxes, and although the Share of total ]Sdgll()n.S to avoid
2,56 ? acconnlgd for by such ransactiong may be g;ca(ﬁlomlc activity
999y | economies such as the United States, in sonk1e Cou‘“ d.evelope:d
4.872 | bcu;e abn/ ex/i"imple) they are reportedly Veioretians ntries (India
| . ICant
2 a(j economy oy S/mdow eCOHOIHy CSlim' KUOWn o d|fferences In the world He thought that redurmg the
376 that in India it may be around 50 perceng of GD ates suggest E"O”d > Population to a community of only 100 people would
| plies that the Indian €conomy s half g5 p; JDP, which im- ¢ @ uselul and easy-to-understand llustration of various dy-
525 ; reported 1in Table 3.1 Estimates prod © dgain as the figures ?UaerICS in the global marketplace. And this Miniature Earth cap-
f Union suggest that the shadow €cono e e Suropean ecor?o;\‘/arcljety hens Solsled e St ok Gl
1.577 } 10'and 12 percent cRGER my accounted for betwees 'C development that are discussed in this chapter. At
1 ST In the Unijted Kingdom and France the basic level, if the earth were a community of 100 people
674 but 21 percent in Italy and as much as 23 perceny ip Greece.? >1 people would be Asian, 13 Africar 12 European, 8 North
The GNI and PPP data give a static Dl L American, 5 South American. and 1 would be from Oceania
2,627 They tell us, for example, that China is much pog hpment. oy beople would own 75 percent of the bt
United States. but they do not te]] ue i (Li... - P l:er than the you could decide, how would you redistribute wealth amon
1 . Ot tell us if China is closing the the 100 people? Mak ' ;
9,391 To assess this, we have to look . & gap. Peoples Make some richer, make the wealth among
O look at (]
. 1€ €conomic growth rates

domestic product (GDP) per cahpit ;

countries between 2008 and 2017 Map 3.3 summarizes the

ARCTIC
OCEAN

ATLANTIC

OCEAN PACIFIC 1

OCEAN

RACIFIC 5
OWCEAN '

ﬁghc"'-.._\\ .

FACIFIC
OCEAN

N Y

‘s.' :
‘ INDIAN
e OCEAN

Average Annual Growth Rate,
* GDP: 2007-2016

Q Less than 0.0%
© 0.0%-0.9%
() 1.0%-1.9%

() 2.0%-2.9%
© 3.0%-3.9%

. More than 4.0%
No datla

Sgale: 110 174,385,000 2
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country Comparator
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020”&3\ jes at a ti
‘msu.edu/ Comparisons of upt ountries at. 8 e
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ator
«country Compar
The “C ncludes data from

comparator) o
| it is easy
el o toObetter understand the economic changes occurring

Ml va”ab’es Olated to Chapter 3, the globalEDGE" Country Com-
e way to statistically get an overview of the

< early as 1960 to the most recent  mat. Sometlstds?/e t:lgéﬁ i3
ompare countries across a variety of  Brazil, Russia, India, a : R
as “superstar” emergln ets, but are i<
the Country Comparato Lﬂ’?""t"’ !
justed for purchasing pow"é‘(';;__: , Ly
Where do you think Brazll lndf ,and China falfe
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ir econormes cady Jarg e LTk A e
rrently relatively poor, the mi > Ay B e s e
and India are currently relati e e T

ing far more rapidly than those of many 2CNEEE "".' 'F""""Zf?“'i_,t ] ( , T
products of international businesses. In 2010, ¢ - ...‘ Wf-iﬁ@’“ ‘”?:ﬁ;e‘é.:*. {o;becomc. LC SCCONCSic
economy in the world after the United States. Inc '; "“Cﬁ yoth C A e R s s
their current economic growth rates, China will bec g uff'-’“iﬂv WOI s?’ " *’"uz S5l e 1€
ing the next decade. On current trends, India too,, z’ yj’ )¢ f:, the /__{_—;, {5»?’3:”;. nomies 1in the y

Given that potential, many international busm “wg- rying to establish a strong presence in
markets ,.c' ‘:.‘- .
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The Nobel Prize-winning economist Amarty ‘Sen has ¢ 1€d that developmen
sessed less by material output measures "5" per capita and more b
opportunities that people enjoy.’ Accordlng to :.%‘@’ , develor

expanding the real freedoms that people expe nce. Hence

major impediments to freedom: poverty as we lgr{i
as systematic social deprivation, and negle:ct?1 I public 11ties
pressive states. In Sen’s view, development1 S not just an ecor
too, and to succeed requires the “democratiz ’i”(’“ﬂ of polit
voice 1n the important decisions made for the.» Y““x ;r;;’.:

size basic health care, especially for chlldre “m basic
only are these factors desirable for their i ms nmm-.. tal
levels, but they are also beneficial in their own § t. |
they are chronically ill or woefully 1gnorant.h o

Sen’s influential thesis has been picked u up |
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Human Development Index Human Development Index (HDI) (o me a‘\ “.’“”‘
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T'he HDI is based on three measures: life ex e
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v b 6 o E
R , .

(HDI)

An attempt by the United Nations to Pt
dssess the impact of a number of factors Catlonal attammem (measured by d combm ” 11

on the quality of human ife ina counyy, ~ PTIMArY, secondary, and tertiary educatlon) and

mates, are sufficient to meet the basic 'f‘nf” n
health care). As such, the HDI comes muchi loser |
should be measured than narrow €COnoOmic I :ﬂ

thesis suggests that political freedoms shoul al

u ' I'he HDI is scaled from 0 to |. Countries sco gh‘f

; ()Sjﬁgzr'tfook :,O zelp retain wha man development (the quality of life is poo ), t
arned. Access your LV

Instructor’s Connect course to check havmg medium human deveIOpment and “) L

out SmartBook 0r go to high human development, Map 3.4 Summar.
eamsmartadvantage.com for help. for which data is available.
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ny sometime dur-
nies in the world.
presence 1n these

L evels of Human Development 5
: @ Very High Human Development: 0.800-1.00 . .
lRTY g © High Human Development. 0.700-0.799 b B~
A S E N () Medium Human Development: 0.550-0.699 kﬁ
enlt should be as- 1 @ Low Human Development: less than 0.550 : : 7 3&
| O . ¥
_ () Nodata i 7 i |
Scale: 1to 174,385,000 "
0 1000 2000 3000 Kilometers

e capabilities and
.n as a process of
-es the removal of

yortunities as well j
i Human Development Index, 2015.

Political Economy and Economic Progress

T4 : : : : . . :
[t is often argued that a country s economic development is a function of its economic and po-
een political economy and eco-

itical systems. What then is the nature of the relationship betw

n , . . .
omic progress? Despite the long debate over this question among academics and policymakers,

ItiS n ' - - e :
ot possible to give an unambiguous anSWer. However, it is possible to untangle the main
to the nature of the relationship

thread
i s of tl.lc.t arguments and make a few generalizations as
een political economy and economic progress.

Cnlreprenenr; '
eurial | ' 'E W
activity are the engines of long-run economic growth.4 hose

drgument define
efine innovati
atl : :
on broadly to include not just new products, bul also new processes, inno ation
gy of  Development of new products,

new Org g i a
dlizations
e S, New .
N riders hail a cab u":aﬂagemem practices, and new strategies. Thus, Uber’s strate
4 il oL
ng a smartphone application can be seen as an innovation because DS, O
practices, and strategies.

“ Was lh -
e first co
AR mpany : ; 3 v i
?nd[ss-market : n“"epretya i](i)nputr)sue this strategy in its industry. Similarly, the development of
kel;eprcne“ri"” Gotivity helg by Amazon.com can be seen as an innovation. Innovation and
that dig B [e) 1.n01§/2115e economic activity by creating new products and mar-
sly exist. Moreover, 1 10NS |
. ln ’ . : - :

novations in production and business processes

Chapter Three National Differences in Economic Development |
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lead 1O an mc rease in the productivity of labor a_nd cap al, which 1

3 il ratesh R
Innovallon 1S dlSO seen as the product of entre reneur ,,,,,

entrepreneurs
Those who first commercialize
Innovations.

and process. Firms such as Apple Google, Face e
Uber were all founded by entrepreneurial mdmduals to eXﬁrb
created significant economic value and boosted Pmducn;“ty fﬁ e
tions in products and processes. Thus, we can conclude tha ;) & gl '
long-run economic growth, the business envu'onﬂlellﬁt gmst o B
duction of product and process innovations an

ECONOMY This leads logically

a 3(13“
ness environment of a country to be conduml\i' > 10NOYA L
g i - g all N Pe B-4 % J .
Those who have considered this 1ssue hlghhg D i

been argued that the economic freedom asso iate

incentives for innovation and entrepreneurs n the

a market economy, any individual who has ¢ l‘zwwt
of that idea by starting a business (by enga Lw* 2N tre
ing businesses are free to 1mprove their oper 100

are successful, both individual entrepreneur - anc

the form of high profits. Thus, market eco g)n

innovations. G0
In a planned economy, the state owns i;),fff,‘_;f;“"f‘_l%’f of

ial individuals have few economic mcentlve r"if" de

the state, rather than the individual, that captures r

freedom and incentives for innovation was¢ _ ,gflfi; ably
of many former communist states and led u

Similar stagnation occurred in many mlxé @ 101
monopoly (such as coal mining and telec m
provided the impetus for the widespread p “?z‘\
nessed in many mixed economies during tl -e nic
zation refers to the process of selling state—o
for details).

A study of 102 countries over a 20-y T perio
between economic freedom (as prowded by ar
study found that the more economic freed u CC
economic growth it achieved and the rlcher e&. citize

tently high ratings of economic freedom f g& m
pore, the United States, Canada, and Gerlq n
growth rates. In contrast, no country with p rs
able growth rate. In the 16 countries for wh m
during 1975 to 1995, gross domestic product
have reached broadly similar conclus1ons ;"'

’Qt

,:,:;._ ]
. “.{} ‘ '~ ’

INNOVATION AND ENTR
PROPERTY RIGHTS Strongl" al |

ment for a business environment to be ¢ J},
hence economic growth.® Both lnd1v1d
profit from innovative ideas. Without st s e&
viduals run the risk that the profits from ¢
by criminal elements or by the state, Q,L

through legal means, such as excesswe
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from state bureaucrats for kickbacks in return f
: n 1or

do business in a certain area (i.e., corruption). A
mist Douglass North, throughout history m

. ,o 9
encage 10 such behavior.” Inadequately enf
: Periy r

dlny governments

~tion and entrepreneurial activity—bpe 1ghts reduc - - .
novation ¢ P | actiy Ity—Dbecause the profits from sucl © Hs Incentives for. in.
. Such aclivity are * x
e ‘stolen’ —

and hence reduce the rate of economic growth.

The influential Peruvian developme : '
- iy RO T pment economist Hernando de Soto has :
the developing Wor \1\)1 all to reap the benefits of capitalism until g LTI OF
o { ) . -

defined and protected. De Soto's arguments are Interesting because lPTOPerty o e oeer

“ot the risk of expropriation but the chronic inability of property own e fa}’s the key problem is
e : . ; €rs to establ; :

the property they own. As an example of the scale of the problem, he cites theaSilt1 ) .lega.l mle.to

where individuals must take 176 steps over 19 years to own land legally Becauseu;lrtllor: in Haiti,

. : e X 3 | 5

in poor countries 1S informally “owned,” the absence of legal proof of ownership :nprope;ty
, : . . , eans that

roperty holders cannot convert their assets int '
propert o capital, which could then be used to finance

bug:

SI. . s

Vily') business ventures. Banks will not lend money to the poor to start businesses because th

f % possess NO proof that they own property, such as farmland, that S

t has e s lananonsih l , that can be used as collateral for a

. loan. B) (S8C S, e; total value of real estate held by the poor in third-world and

Cater : st sta illion i

Y. 1L former corpmum | es amounted to more than $9.3 trillion in 2000. If those assets could be
onverted into capital, the result could be an economic revolution that would allow the poor to

3" 9!11 bootstrap their way out of poverty. Interestingly enough, the Chinese seem to have taken de

'-Xls(- Soto’s arguments to heart. Despite still being nominally a communist country, in October 2007

Lhcy [he. gov§rn.m.ent pas.sed a law that.gave private property owners the same rights as the state,

ds ip which significantly .1mproved the rights of urban and rural landowners to the land that they use

‘elop (see the accompanying Country Focus).

On October 1, 2007, a new property law took effect in China, granting
rural and urban landholders far more securé property rights. The law
was a much-needed response to how China’s economy has changed

st 30 years as it transitions from a centrally planned system

over the pa
here two-thirds of eco-

to a more dynamic market-based economy W

nomic activity is in the hands of private enterprises.
Although all land in China still technically belongs to the state—an

ideological necessity in a country where the government still claims 1o

be guided by Marxism—urban landholders had been granted 40- 10

70-year leases to use the land, while rural farmers had 30-year leases.

However, the lack of legal title meant that [andholders were at the

whim of the state. Large-scale appropriation of rural land for housing
and factory construction had rendered millions of farmers landless.
Many were given little or no compensation, and they drifted to the Cit-
ies where they added to a growing underclass. In botn urban and rural
areas, property and land disputes had become a leading cause of so-
cial unrest. According to government sources, In 2006 there were
about 23,000 “mass incidents” of social unrest in China, many related
1o disputes over property rights.

The 2007 law, which was 14 years in gestation due 10 3 rearguard
action fought by left-wing Communist Party activists who objected to it
on ideological grounds, gives urban and rural land users the right to
automatic renewal of their leases after the expiration of the 30- 10
70-year terms. In addition, the law requires that land users be fairly

compensated if the land is required for other purposes, and it gives in-
dividuals the same legal protection for their property as the state.
Taken together with a 2004 change In China’s constitution, which
stated that private property “was not to be encroached upon,” the new

law significantly strengthens property rights in China.
Nevertheless, the law has its limitations; most notably, it still falls

short of giving peasants marketable ownership rights to the land they
farm. If they could sell their land, tens of millions of underemployed
farmers might find more productive work elsewhere. Those who stayed
could acquire bigger landholdings that could be used more efficiently.
Also. farmers might be able to use€ their landholdings as security
against which they could borrow funds for investments 10 boost pro-
ductivity.
Recognizing such limitations, in 2016 the ruling Communist Party
released a set of guidelines for further shoring up property rights pro-
tection, including better legal enforcement of property rights. There is
no doubt that additional protection is needed. Chinese firms and resi-
dents have continued to suffer under poor property protections, facing
aviction to make way for new developments and facing fierce competi-
tion as patents and copyrights are repeatedly violated. Whether these

new guidelines will improve matters, however, remains to be seen.

Sources: “China’s Next Revolution—Property Rights in China,” The Economist, March 10,
2007, p. 11; “Caught between the Right and Left,” The Economist, March 10, 2007,

pp. 25-27; Z. Keliang and L. Ping, “Rural Land Rights under the PRC Property Law,”
China Law and Practice, November 2007, pp. 10-15; and Sara Hsu, “China Is Finally
Improving Property Rights Protection,” Forbes, November 30, 2016.
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Democracy in the Arab World:

New Realities in an Ancient
Land?

Democracy is finally making an appearance in the ancient lands
of the Middle East, as witnessed by the recent uprisings known as
the “The Arab Spring.” Wissam Yafi, an expert in technology and
international development, believes geo-economic, geosocial,
technological, and geo-political forces will lead to inevitable
changes in the Arab world. Economic forces will make these gov-
ernments cut many of the social services offered, putting people
out of work, which will lead toward democratic alternatives. Tech-
nology is another major binding force connecting populations
across the Middle East, which will mean less censorship—
something that has been widespread in many parts of the Arab
world. People will continue to challenge the status quo as rapid
urbanization, population growth, and movements toward self-
determination grow. Wissam Yafi has a lot of guesses on what will

happen. Do you agree with his forecasts?

source; carnegieendowment.org.
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Education emerges as another important determinant of economic development (a point that
Amartya Sen emphasizes). The general assertion is that nations that invest more in education will
have higher growth rates because an educated population is a more productive population. Anec-
dotal comparisons suggest this is true. In 1960, Pakistanis and South Koreans were on equal
footing economically. However, just 30 percent of Pakistani children were enrolled in primary
schools. while 94 percent of South Koreans were. By the mid-1980s, South Korea’s GNP per
person was three times that of Pakistan.'® A survey of 14 statistical studies that looked at the re-
lationship between a country’s investment in education and its subsequent growth rates con-
cluded investment in education did have a positive and statistically significant impact on a &) test PREP
country’s rate of economic growth.!” Similarly, the work by Sachs discussed earlier suggests that  Use SmartBook to help retain what

vestments in education help explain why some countries in Southeast Asia, such as Indonesia, You have leamed. Access your
Instructor’s Connect course to

' Ing , have vercome | g | | |
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\dentify the macropaolitical and
macroeconomic changes occurring

worldwide.

States in Transition

The political economy of many of the world’s nation-states has changed radically since the late
1980s. Three trends have been evident. First, during the late 1980s and early 1990s, a wave of
democratic revolutions swept the world. Totalitarian governments fell and were replaced by
democratically elected governments that were typically more committed to free market capital-
ism than their predecessors had been. Second, over the same period, there has been a move away
from centrally planned and mixed economies and toward a more free market economic model.
Third, and somewhat counter to the two prior trends, since 2012 there has been a shift back to-
ward greater authoritarianism in some nations, and there are some signs that certain nations may
be retreating from the free market model, particularly in the area of international trade where

protectionism is on the rise again.

THE SPREAD OF DEMOCRACY One notable development of the last 30 years

]::;0?;62 th}‘: spread of dem.ocr.ac)t (an.d, by extension, the Qecline of totalitarianism&. M.ap 3.5
e poll]itti ¢ ]e’f(leﬂt of tgtahtanamsm in the worlq as determined by Freedqm House.'® This map
and not freecal r ?FdOT i 201.8, grouping Coqntrles 1'.mo three broad groupings: fr?e: partly free,
“Partly free’; cn J ge countries, c1t.126ns enjoy a h1gt? d.egree of p(?l%ucal.and civil f.re.edc.)ms.
e [hom‘nrnes are charactgnzed by some restrictions on p.olmcal .ng‘;hts and c:vnl hber;
GounIries, (ha ((3) lc':).n'tf;xt of COI’I"Up.llOl'l, weak rule of law, et.hmc strife, or civil .war. In “not free
e d(;m HI())u slelcf Pchess IS t] gh'lly contr.olled and pa51c freedoms a.re dc::med.

Of the world’s naﬁoc‘asSlf led some §8 countries as free in 2018, accounting for about 45 percent

ns. These countries respect a broad range of political rights. Another 58 coun-

ries aceoung; ~
u - - '
Mling for 30 percent of the world’s nations were classified as partly free, while
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Freedom in the world, 2018.

Source: The Freeaom House

Survey Team, “Freeaom in the

World 2018," www.freedomhouse.org.
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i : . satellite television,
desktop publishing, and, most important, the Internet and associated social media—have reduced

a state’s at?i]ity to control access to uncensored information. These technologies have created
new confimts for. the spread of d.emocratic ideals and information from free societies. Today, the
[nternet is allowing democratic ideals to penetrate closed societies as never before 2! Young peo-
ple who utilized Facebook and Twitter to reach large numbers of people very quickly and coor-
dinate their actions organized the demonstrations in 2011 that led to the overthrow of the
Egyptian government.

Third, in many countries, economic advances have led to the emergence of increasingly pros-
perous middle and working classes that have pushed for democratic reforms. This was certainly
a factor in the democratic transformation of South Korea. Entrepreneurs and other business lead-
ers, eager to protect their property rights and ensure the dispassionate enforcement of contracts,

are another force pressing for more accountable and open government.
Despite this, it would be naive to conclude that the global spread of democracy will continue
unchallenged. Democracy is still rare in large parts of the world. In sub-Saharan Africa in 2018,

only 9 countries were considered free, 21 were partly free, and 19 were not free. Among the
post-communist countries in eastern and central Europe and the former Soviet Union, only 13

are classified as free (primarily in eastern Europe). And there are only 2 free states among the
18 nations of the Middle East and North Africa. Although the wave of unrest that spread across
the Middle East during 2011-2013 created hope for change,
with the exception of Tunisia, this as not been realized.
Moreover, authoritarianism has been gaining ground in several
countries where political and civil liberties have been progres-
sively limited in recent years, including Russia, Ukraine, Indone-
sia, Ecuador, and Venezuela. An increasingly autocratic Russia
annexed the Crimea region from the Ukraine in 2014 and has ac-
tively supported pro-Russian rebels in eastern Ukraine. Libya,
where there was hope that a democracy might be established, ap-

(=)
Is World Peace Through
Commerce Possible?

Interested in world peace? Business students worldwide can par-

ticipate in Peace Through Commerce's “Matrix of Peace,” an inte-
grated program that shows how business schools can promote
peace. The program IS sponsored by the Association to Advance

pears to have slipped into anarchy. In Egypt, after a brief flirtation Collegiate Schools of Business (AACSB International), the global
with democracy, the military stepped in, removing the govern- accrediting organization of business schools. Peace Through
ment of Mohamed Morsi, after Morsi and his political movement, Commerce is built on the premise that peace is achieved and
the Muslim Brotherhood, had exhibited its own authoritarian ten- maintained by an interdependent system of commerce, con-

sciousness, and laws and structure. As the AACSB puts it: “If we
aducate students that it is their responsibility to advance society,
over a generation we may be able to have more impact than gov-
ernments have had.,” What do you think? Can business people
advance global societies more than governments if educated
according to the framework of the "Matrix of Peace”?

dencies. The military-backed government, however, has also
acted in an authoritarian manner, effectively reversing much of
the progress that had occurred after the revolution of 2011. In-
deed, Freedom House observes that since the mid-2000s, there
has been a notable decline in civil and political freedoms in many
Parts of the world, suggesting that the shift toward greater dech-
racy that occurred during the 1985-2005 per 10d has peaked f?l‘ Source: www.peacethroughcommerce.com,
lhe time being and that there have been some notable reversals in
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Chinese construction workers build the new African Union Buildings in Addis Ababa, Ethiopia.
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~onflicts that seem to defy political resolution—the Palestinian, Kashmir, and Northern Ireland
~onflicts being obvious examples. It 1s also true that much of the terrorism perpetrated by
al-Qaeda affiliates 1n Irag during the 2000s and more recently by ISIS in Iraq and Syria can be
anderstood in part as a struggle between radicalized Sunni and Shia factions within Islam.

Moreover, a substantial amount of terrorist activity in some parts of the world, such as Colombia,
has been interwoven with the illegal drug trade. As former U.S. Secretary of State Colin Powell

has maintained, terrorism represents one of the major threats to world peace and economic
progress in the twenty-first century.”

THE SPREAD OF MARKET-BASED SYSTEMS Paralleling the spread of

democracy since the 1980s has been the transformation from centrally planned command econo-
mies to market-based economies. More than 30 countries that were in the former Soviet Union or

the eastern European communist bloc have changed their economic systems. A complet.e list of
countries where change is now occurring also would include Asian states such as China and

Vietnam, as well as African countries such as Angola, Ethiopia, and Mozambique.*® Tbere has
been a similar shift away from a mixed economy. Many states in Aslia, Latin America, and
Western Europe have sold state-owned businesses to private investors (privatization) and deregu-
lated their economies to promote greater competition.

The rationale for economic transformation has been the same the world over. In general, com-
mand and mixed economies failed to deliver the kind of sustained economic performgnce that
Was achieved by countries adopting market-based systems, such as the United States, Switzerland,
rlong Kong, and Taiwan, As a consequence, even more states have oravitated toward the market-
based mode]

Map‘3'6’ based on data from the Heritage Foundation, a politically conservative U.S. research
wg’;g::“’“ gives some idea of the degree to which the world ha§ shifted .toward market.-bczl\is‘ei
o e *yslems. The Heritage Foundation’s index of economic freedom 1S based on 10 1ndiC

(o

E oo "cluding the extent (o which the government intervenes in the economy, trade policy, th

Ch property rights are protected, foreign investment regulations, taxation rules,

ffccd . .
ﬂemofTe 'rom corruption, and labor freedom. A country can score between 100 (freest). a“.d 0
©) on each of these indicators. The hi gher a country’s average score across all 10 indica-

0sely its economy represents the pure market model.
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Economic Freedom Scores
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O 60%-69.9% Moderately Free
@ 50%-59-9% Mostly Unfree
@ 0%-49.9% Repressed
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«J MAP

Index of economic freedom, 201 8.
e Foundation, "2018 Index of Economi

c Freedom,” WWW. heritage.orgﬁndex/heatmap.

Source: The Heritag

‘‘‘‘‘

According to the 2013 index, which 1S su nr _ 7€

are (in rank order) Hong Kong, Singapore, Ne ’?‘ f
United Kingdom, Canada, and the United Arab
Germany came in at 25, Japan at 30, Mex1co
India at 130, and Brazil at 153. The economie w
are to be found at the bottom of the rankmgs.

Economic freedom does not necessarily equ ua

& test PREP For example, the two top states in the Heritage
Use SmartBook to help retain what cannot be classified as politically free. Hog -
you have learned. Access your 1997. and the first thing Beijing did was ¢

Instructor’s Connect course to y
Singapore is ranked as only partly free

check out SmartBook or go 1o
learnsmartadvantage.com for help. pr actices such as W1despread PIess censor \

@ 03 %
Describe how transition economies The Nature Of Econom i"‘
are moving toward market-based

o The shift toward a market-based econorm‘,

privatization, and creation of a legal systQ 1 1¢

deregulation DEREGULATION Deregulatlo inv

( ? ': . :
o8

Removal of government restrictions mark '
ets, the
concerning the conduct of a business. eslahlshment i Pl'lvate en
operate. Before the collapse of comm

exercised tight control over prices and ot
also prohibited private enterprises { m

*

.'.- -’

)
tp",- - &

A
A? =

74 Part Two National Differences



-

<tate set prices, owned businesses, limited private e

and restricted international trade. For these countries, deregu]

been

country
Focus on India).

India’s Economic Transformation

After gaining independence from Britain in 1947, India adopted a dem-
ocratic system of government. The economic system that developed in
india after 1947 was a mixed economy characterized by a large num-
her of state-owned enterprises, centralized planning, and subsidies.
This system constrained the growth of the private sector. Private com-
panies could expand only with government permission. It could take
years to get permission to diversify into a new product. Much of heavy
industry, such as auto, chemical, and steel production, was reserved
: tor state-owned enterprises. Production quotas and high tariffs on im-
ports also stunted the development of a healthy private sector, as did

labor laws that made it difficult to fire employees.
By the early 1990s, it was clear this system was incapable of deliver-

ing the kind of economic progress that many Southeast Asian nations
had started to enjoy. In 1994, India’s economy Was still smaller than
Belgium’s, despite having a population of 950 million. Its GDP per cap-
ita was a paltry $310, less than half the population could read, only
6 million had access to telephones, and only 14 percent had access to
clean sanitation: the World Bank estimated that some 40 percent of the
world's desperately poor lived in India, and only 2.3 percent of the
population had an annual household income in excess of $2,484.

The lack of progress led the government to embark on an ambitious
econ.omic reform program. Starting in 1991, much of the industrial i-
censing system was dismantled. Several areas once closed to the pri-
Vfitg sector were opened, including electricity generation, parts of the
oil '“.dUSth, steelmaking, air transport, and some areas of the telecom-
Esvf:;amns indu§try. Investment by foreign enterprises, formerly al-
WElCOmedy 2f udgingly and subject to arpitrary ceilings, was suddenly
s pérczl:;{ ?r\:a’ V\;az ‘made auto.matlc for foreign equity s.takes of
o allowedaz r(; ian ente'arpr'nse, and 100 percent forelgn oOWnN-
My Industial oo N er| certain circumstances. Raw materials and
e o sdcou d be freely imported, and the maximum tar-
65 o 11 le on Imports was reduced from 400 percent 1o
@ fel from 57 & P Income tax rate was also reduced, and corporate
centin 1997 Th- percent to 46 percent in 1994, and then to 35 per-

- 1€ government also announced plans to start privatizing

Idia’s state_ow
ale-owned business
es, som
money n tre it e 40 percent of which were losing
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nitiatives that We have seen 1n former command economies, althou Involv
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% US se countries often had a vibrz J ~ |
easier because the | ntries oflul. had a vibrant private sector. [ndia ; tion has
that has substantially deregulated its economy over the past two d

i | O, 1IN ce¢ -
nterprise, restrictedd ¥ Tlain sectors the

haiuseg::i:]ypsrom? meTahsures, the response to these economic reforms
essive. The Indian economy expanded

at an annual rate
of about 7 percent from 1997 to 2017 Foreign investment, a key indica-

tor of' how attractive foreign companies thought the Indian economy
was, jumped from $150 million in 1991 to over $40 billion in 2017 In

the information technology sector, India has emerged as a vibrant global
center for software development with sales of $150 billion and exports
of $117 billion in 2017, up from sales of just $150 million in 1990. In
pharmaceuticals, too, Indian companies are emerging as credible play-
ers in the global marketplace, primarily by selling low-cost, generic ver-
sions of drugs that have come off patent in the developed world.
However, the country still has a long way to go. Attempts to further
reduce import tariffs have been stalled by political opposition from em-
ployers, employees, and politicians who fear that if barriers come
down, a flood of inexpensive Chinese products will enter India. The
privatization program continues to hit speed bumps—the latest in Sep-
tember 2003 when the Indian Supreme Court ruled that the govern-
ment could not privatize two state-owned oil companies without

explicit approval from the parliament. State-owned firms still account
for 38 percent of national output in the nonfarm sector, yet India’s pri-
vate firms are 30 to 40 percent more productive than state-owned en-
terprises. There has also been strong resistance to reforming many of
India’s laws that make it difficult for private business to operate effi-
ciently. For example, labor laws make it almost impossible for firms
with more than 100 employees to fire workers, creating a disincentive
for entrepreneurs to increase their enterprises beyond 100 employees.
Other laws mandate that certain products can be manufactured only by

small companies, effectively making it impossible for.compa{\‘\es in
these industries to attain the scale required to compete internationally.

Sources: “India’s Breakthrough Budget?” The Economist, March 3, 2001, “America’s Paln,

- Slater. “In Once Socialist
ja’ i omist. January 11, 2003, p. 57, Joanna SEEL
g S TRE N e Like Routine Matters,” The Wall Street Journal,

' ‘ : ist, September
. “India’s Economy: Ready to Rol Agaln?" The Econom
Iy 6:2002: - 4 g 25 ; ates Turned Partners,” The Wall Streel

9-40: later, “Indian Pit
20, 2003, pp. 39-40; Joanna 2 india.” The Economist, December

Journal. November 13, 2003, p. A14; “The Next Wave: : .
17, 2005, p. 67; M. Dell, “The Digital Sector Can Make Poar Nations Prosper,” Financial

Times, May 4, 2006, p. 17: “What's Holding India Back,” The Economist, Mafch 8. 2008,

p. 11; “Battling the Babu Raj." The Econorm® ' < and China.” Time,

Lvengar, “Indla Tops Foreign Investme o
Oydoger 11, 2015; and “FDI in India,’ Indian Brand Equity Foundation, March 2018.
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state-owned oil company, Saud1 Aramco. w '

state- owned enterprises has slowed down v% t as
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unless 1t reformed these sectors—hberahm
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Despite this three-decade trend, large amount f econc
state-owned enterprises in many nations. In C_ na, for e

dominate the banking, energy, telecommumcatlo
they account for about 40 percent of the count: ';;-7,
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enterprises—the country runs the risk of expene n(h Dt

1

As privatization has proceeded, it has becon u e clea

private investors is not enough to guarantee ie
shown that the process often fails to deliver pre‘

Is Selling in China a Good
Strategy?

If China and the United States continue to grow like they did in
recent years, some estimates indicate that China will be the
world’s largest economy by 2030. Let’s assume this is true. Then
China is clearly a country to take a closer look at—not just to out-
source from (i.e., build factories in the country, produce products,
and then sell those products to other parts of the world), but also

lo sell into to target their increasing customer base with purchas-
Ing power. Between 2000 and 2011, for example, the U.S. |

creased exports to China by 542 percent. roughly three times that
of the increase to Brazil (which was ranked second In increase

during the same period). Also, by 2020 China is expected to have
some 190 million customers in the middle- and upper-income cat-

egories, making this the largest population segment of any coun-
try’s middle-/upper-income citizens. If you were a global manager
for a company, would you concentrate on selling your products in
China without having a production facility in the country?

Source: solutions.mckinsey.com/insightschina.
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Implications of Changing Political Economy

The global changes in political and economic systems discussed earlier have several impli-
cations for international business. The long-standing ideological conflict between collec?iv-
ism and individualism that defined the twentieth century 1s less in evidence today. The West
won the Cold War, and Western 1deology is more widespread. Although command economies
remain and totalitarian dictatorships can still be found around the world, the tide has been
running in favor of free markets and greater democracy for 30 years. It remains to be seen.
however, whether the global financial crisis of 2008—2009 and the recession that followed

will lead to a retrenchment. Certainly many commentators have blamed the problems that led
to this crisis on a lack of regulation, and some reassessment of Western political ideology

seems likely.
Notwithstanding the crisis of 2008-2009, the trends of the past 30 years have enormous

implications for business. For nearly 50 years, half of the world was off-limits to Western busi-
nesses. Now much of that has changed. Many of the national markets of eastern Europe, Latin
America, Africa, and Asia may still be underdeveloped, but they are potentially enormous.
With a population of more than 1.3 billion, the Chinese market alone is potentially bigger than

that of the United States, the European Union, and Japan combined. Similarly, India, with
about 1.2 billion people, is a potentially huge market. Latin America has another 600 million

potential consumers. It is unlikely that China, Russia, Vietnam, or any of the other states now
moving toward a market system will attain the living standards of the West soon. Nevertheless,
the upside potential is so large that companies need to consider making inroads now. For ex-
am.ple, If China and the United States continue to grow at the rates they did during 1996-2017,
China wi] surpass the United States to become the world’s largest national economy within
the next two decades.
mn:':esli:]ls the potential gain’s are large, so are tbe risks. Ther.e 1S NO guarantee that democracy will
with Severr’::a“)’ of the world’s newer democratic states, particularly if these states have to grapple
0 be of the eéonomlg setba.cks. Totalitarian dlct.atorshlps could return, although they are gnllkel?/
e ;C()r(rjln;ux?lst variety. Although thfe bipolar world of the Cold We}r era has vanished, 1t
much of lﬁe ee - m“l“PC}]ar. world dc?mlnated by a m.meer of civilizations. In such a World,
(M mav . -Onomic promise mh.erent In the global shift toward market-based economic Sys-
Y Stall in the face of conflicts between civilizations. While the long-term potential for

Sl e
ate%naﬁcaif;z ufzﬁm in\{estment in the world’s new market econorpies is. large, the risks associ- 0 +ost PREP

ial sy Chinlrﬂvfestme‘nt are a‘Jso substantial. It would be foolish to ignore Fhese. The finan- R
 high Proport; 4, 1or examplf:, 1S not transpax:ent, and many suspect that Chinese banlfs hold e
Sion: on of nonperforming loans on their books. If true, these bad debts could IGEOERE o os Cannedt course o
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x _ ‘manud] Crisis during the next decade in China, which would dramatically lower check out SmartBook or go to
- learnsmartadvantage.com for help.
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Overall
Attractiveness

Ler-

that § _ nelieved that the Indian legal system did not .provi.de adequate pr.otection of intellectual property

ent - _). S creating the very real danggr that th§1r Indian partners might expropriate the intellectual

i property of the American companies—which for IBM and Coca-Cola amounted to the core of

risk § their competitive advantage. o

In 2 e |

nier- overall Attractiveness The overall attractiveness of a country as a potential market or 5

give vestment site for an international business depends on balancing the benefits, costs, and risks

orth associated with doing business in that country (see Figure 3.1). Generally, the costs and risks as-

ween sociated with doing business in a foreign country are typically lower in economically advanced

ment and politically stable democratic nations and greater in less developed and politically unstable iy

n the nations. The calculus is complicated, however, because the potential long-run benefits are depen-
dent‘ not only on a nation’s current stage of economic development or political stability but also

t and on likely future economic growth rates. Economic growth appears to be a function of a free mar- i

:n:; ;‘;‘.Symem and a country’s capacity for growth (which may be greater in less developed nations). w'
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