Does Pleasing Export-Oriented Foreign Investors Help Your
Balance of Payments? A General Equilibrium Analysis

(Available on Request Appendix)

1 Derivation of the Excess Demand Equations, the IS Equation, and

the Balance of Payments Equation

Consider eqs (1) — (4) from the text of the paper.
PnyQn = WnanQn + Ry
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The share of N-sector output proceeding to workers can be defined as, IIxyw = wyan/Py. Or,

Qn yields:
Dividing both sides of equation (2) by EQr yields, after some manipulation:
P §> Yazr

Pr = i

assuming fixed real wages in terms of the consumption good:
HUyw = wnan

IInc =1 —wnan

and,



Total nominal profits in the N-sector are the residual left over after wages. In other words,
EP;rynKn = PnQy — PvwyanyQy. This yields the profit rate, which can be expressed as:
Qn Py

= Mye<Y
N = ENCKEP

Next, the profit share in the EPZ is given by,

rrKrEP;
QrEP;

which can be re-written, using the definition of up, as:

IIrc =

_rrly
TC= s P
Substituting from eqs 2 and 3:
P*
(1+7)e" = 72 4 e
ur

the last two equations yield the profit share of output in the T-sector in following form:

T
14T

lre (5¢)

Since N-caps consume both goods while workers (in both sectors) consume only the domestically
produced non-tradable good, their respective nominal expenditure on the non-tradable good can be

expressed as:

PyONY = (1 —ty)(1 — a)enRy (6a)
where
_L(EPETT
@ =a Py ) m
EP;CTNC = (1 - tN)OzCNRN (6b)
and,
PNyOYW = Wazi; i=N,T (6¢)

The balanced budget condition implies that nominal government spending can be expressed as

follows:
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PG =tNyRy +trRr (7)

The volume of exports is a function of world demand (income) and relative prices:
P\ 7
Z
Domestic investment in the N-sector is a function of domestic savings:
Py -
In=(1—-tn)(1— Iyc——r 9

N=(1-ty)(1—cn) NCEPEQN 9)

Investment in the T-sector is a function of unrepatriated profits and FDI inflows. The latter in

turn is a function of total profits in the T-sector:

Ip=(1- tT)HTCQTg (10)
7
Irpr =& (1 —tr)Rr (11)

Equations (1) - (11) imply the existence of three key relative prices, which can be defined as:

EP;: EP} ETN Pj*a
) €ZN = ) = =
Py Py

€rz = ——

ETN = = —
€ZN PE

Our set-up implies the following zero excess demand condition for non-tradables:

CNC+CNYV +C3 +ZY +G-Qn =0

Substituting from equations (5a), (5b), (5¢), (6a), (6b), (6¢), (7), and using the definition of Z¥

yields:

EDN = [(1—ty)(1—a)en]TIneQn + OywQn + ernIlrw Qr

+ YazrQr + (tNIncQnN + erntrlreQr) — Qn =0 (12)

Similarly, the zero excess demand condition for the tradable good can be specified as follows:

CP9+ X —Qr=0

Substituting from equations (5¢), (6b), and (8):
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yaevtlve o (13)

(1—tn QN-FYe;%—QT:O
€ETN

The IS equation, can be specified as in the following form:

PNQn + EP;Qr — PnZY — EP3Z; = PnCNC + PnCYW + PnCIW + EPCRC + EPLIR
+ EPyIyx + PNG + [EP;X — EPyZ} — EPyIn — EPyIR]

which after substitution from equations (1), (2), (6a), (6¢), (8), and (7), and some manipulation, leads

to the following expression:!

Ye%fZ" —(1=)azr — (1 —tn)rnKEn(l —cn) — (L —tp)rrKr =0

Finally, the balance of payments condition (inclusive of remitted profits) can be expressed as

follows:

EP;Qr — EPyZ} — EP;Ir — EPyINy — EPyIpp; — EP3AB =0

The proportion of new FDI inflows financed out of foreign exchange-denominated resources is

defined as:

)\:w<Y(eTZ)1U>; w>0 (14)

Substituting from equations (3), (5¢), (9), (10), (11), and (12):

Iye A
QN
ezZN

— (1=N[&A —tr)erzllreQr] — AB =0 (15)

BPS = Y(eTz)lfg — (1 — ¢)CLZTQT — (1 — tT)eTZHTCQT — (1 — tN)(l — CN)

'Recall that all capital goods are imported.
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2 The Relative Slopes of the Three Curves

The relative slopes can be analyzed under four different scenarios, depending on the assumptions made
regarding the nature of EPZ production and output:
Case EE: International demand for the tradable good is relatively price-elastic, i.e., o > 1, and the
EPZ is an isolated enclave that purchases very few intermediate inputs from the domestic economy,
i.e., 1 is relatively small.
Case EA: International demand for the tradable good is relatively price-elastic, i.e., o > 1, and the
EPZ is assimilated in the sense that it purchases a large proportion of its intermediate inputs from
the domestic economy, i.e., ¢ is relatively large.
Case IE: International demand for the tradable good is relatively price-inelastic, i.e., o < 1, and the
EPZ is an isolated enclave, i.e., ¥ is relatively small.
Case TA: International demand for the tradable good is relatively price-inelastic, i.e., 0 < 1, and the
EPZ is assimilated, i.e., v is relatively large.

The main text of the paper is limited to discussing the cases where international demand for the
tradable good is relatively price-inelastic. Here we mainly focus our attention on the other two cases.

Consider first the slope of the NN-curve. Let us look first at the expression for EDNp after
Pyiagr

; 0 < A < 1. Notice that the
E*

defining the proportion of domestic intermediate costs as A =
A terms complement each other (given that n > 1, both are effectively positive). Thus, for A = 0,
EDNp is negative, and becomes less so (falls in absolute magnitude) as A increases. In other words,
the higher A is, the lower the change in excess demand/supply in response to a given change in Py.
Moreover, the expression for EDN, indicates that the higher v is, the higher EDN,, is. In other
words, the higher 9 is, the change in excess demand/supply for non-tradables, for a given change in
the rate of capacity utilization. These two observations together reveal that the higher the proportion
of domestically produced intermediates (i.e., the higher ¢) and A are), the steeper the NN curve is.
If the EPZ is an enclave (low ¢ and A), then for a given change in up, a lower excess demand for
non-tradables is created. Py has to rise by less, as a result, to restore equilibrium in the N-sector.
If the EPZ is assimilated, on the other hand, a given increase in ur creates a large excess demand
for non-tradables. Py has to rise by more to restore equilibrium. Put differently, the NN curve is
relatively steep when the EPZ is assimilated and relatively flat when it is an enclave.

Consider next the TT-curve. The term A appears twice in the expression for EDTp, the sign being

negative in each case. The higher the share of domestic intermediate costs as a proportion of total



costs, the greater the rise in EP; when Py rises, and therefore, the greater the decline in exports,
and the smaller the substitution by N-caps towards the tradable good. Hence, the greater A is, the
greater the excess supply created in the EPZ when Py rises, and thus the more u7 has to fall in order
to restore equilibrium. Thus, if the EPZ is assimilated, the TT-curve will be relatively flat, otherwise
relatively steep. Also, if o is high (price-elastic international demand), the TT-curve will be relatively
flat, otherwise relative steep.

The slope of the BB-curve will be relatively steep (and negative) in the case of price-elastic inter-
national demand and relatively flat (and positive) otherwise. Furthermore, with inelastic international
demand for EPZ products, BP.S), is smaller in magnitude if ¢ and A approach zero. In other words,
the smaller the proportion of domestic intermediates, the smaller the balance of payments surplus
created as a result of a given real internal appreciation. BPS,, on the other hand, is greater in ab-
solute magnitude if 1y and A approach zero. In other words, the smaller the proportion of domestic
intermediates, the greater the balance of payments deficit created as a result of a rise in capacity
utilization. Thus, for inelastic international demand, the BB-curve will tend to be steeper if domestic
intermediate use constitutes a small proportion of total intermediate use, i.e., if the EPZ is an enclave.
In such a case, a given rise in capacity utilization creates a huge balance of payments deficit. A large
real internal appreciation is required to remove the excess demand. An economy with an assimilated
EPZ, on the other hand, does not experience a significant balance of payments deficit following a
given rise in capacity utilization. The required real internal appreciation is therefore, correspondingly
small. In sum, the BB curve tends to be relatively steep when the EPZ is an enclave and relatively flat
otherwise. Taken together with the discussion of the NN curve, this implies that given price-inelastic
international demand, the NN curve can plausibly be assumed to be steeper than the BB curve for an
economy with an assimilated EPZ, and flatter for one with an enclave EPZ.

The relative slopes of the TT and BB curves when international demand for EPZ output is price-
elastic are not immediately obvious, and require some consideration. Both the T'T and BB curves tend
to be relatively flat when the EPZ is assimilated and relatively steep when it is an enclave. Similarly
both curves tend to be relatively flat when international demand for EPZ output is price-elastic, and
relatively steep otherwise. However, under elastic international conditions, it can be seen that for
small values of ) and A, EDTp tends to be very small in magnitude (and is indeed positive for values
of these variables approaching zero). BPS,, on the other hand, is still negative even if ¢ and A
approach zero, thanks to the imports of capital goods by N-caps. An increase in ¢ and A tend to make

both EDT, and BPS, more negative, but this is likely to be proportionately less true for the latter
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because the imports of capital goods by N-caps is unaffected by a rise in the proportion of domestic
intermediates. We therefore, assume that TT is steeper than BB when the EPZ is an enclave and
flatter otherwise.

Figure 2 shows the effects of tax concessions for TNCs in all four cases (EE, EA, IE, and TA). The

latter two cases are discussed in more detail in the main text of the paper.
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3 Comparative Statics for Cases EE and EA

3.1 Tax concessions for the TNCs

A reduction in tr shifts income from the government to the TINCs, reducing consumption demand
for the non-tradable good. The ensuing real internal depreciation translates into a decline in external
terms of trade, boosting the international competitiveness of the EPZ, and as an indirect effect, raising
the rate of capacity utilization. Since TNCs do not consume EPZ output there is no direct effect of
a reduction in t7 on demand for EPZ output. Thus, both utilization and the real internal exchange

2 Turning to the balance of

rate are higher (i.e., the latter has depreciated) at the new equilibrium.
payments, by increasing the magnitude of after-tax TNC profits, a reduction in t7 has a negative
direct impact (due to increased remittances and imports of capital goods). Higher utilization in the
EPZ complements this negative effect. However, the indirect effect emanating from the N-sector, i.e.,
the real internal depreciation, works in the opposite direction by increasing the value of exports and
the proportion of FDI financed out of foreign exchange resources. Thus, the balance of payments
deteriorates unless the indirect effect via the real internal depreciation is really large. The latter case,
which is only possible if the EPZ is an enclave (Case EE) so that the real internal depreciation only has
a weak upward effect on utilization, could yield a real internal depreciation large enough for a surplus
to exist at the new equilibrium. Thus, a balance of payments deficit is the unambiguous outcome for
an assimilated EPZ and the likely one for an enclave EPZ.

Figures 2(a), 2(b) and 2(c) illustrate these effects. A fall in ¢t has no effect on the TT curve,
but shifts the NN curve rightwards and the BB curve leftwards. A balance of payments deficit results

unless the NN curve shifts dramatically, and as a result, brings Py down radically without significantly

raising urp, a scenario which is realizable (although unlikely) with an enclave EPZ (see Fig. 2(b)).

3.2 Tax concessions for owners of capital in the N-sector

A reduction in ty shifts spending power from the government to N-caps. Since the government has
a unitary marginal propensity to consume domestic output, an excess supply of this good is created,
which leads to a real internal depreciation. The indirect effect of the depreciation on the EPZ is to
boost utilization. A decline in their taxes increases N-caps’ consumption of the tradable good, creating
excess demand in the EPZ at a given level of exports. The rate of utilization will rise as a result,
the indirect effect of which is to raise the price of the non-tradable good. Thus, while utilization is

higher at the new equilibrium, the real internal exchange rate is higher (has depreciated) if the EPZ

2Note that while EP} is lower, Py is even lower at the new equilibrium.
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is an enclave (so that the direct effect of the tax cuts on the N-sector dominates), and lower (has
appreciated) if the EPZ is assimilated (so that the indirect effect of higher utilization dominates).
Turning to the balance of payments, by increasing the magnitude of domestic (N-sector) profits, a
reduction in ¢y has a negative direct impact via greater import of capital goods. Higher utilization in
the EPZ at the new equilibrium magnifies the deterioration. The effect of the real internal appreciation
(where the EPZ is assimilated) is also negative while the effect of the real internal depreciation (where
the EPZ is an enclave) is positive. Thus, the balance of payments deteriorates unless the real internal
depreciation is really large. This relatively unlikely scenario is plausible only if the EPZ is an enclave
so that an increase in utilization does not significantly raise Py. Thus, a balance of payments deficit

is the unambiguous outcome for an assimilated EPZ and the likely one for an enclave EPZ.

3.3 Wage suppression in the EPZ

The direct impact of a reduction in Wz on the N-sector results from the lower share of wages in
the EPZ, lower TNC profits (and thus, government revenues) when measured in terms of the non-
tradable good, and substitution by N-caps away from the non-tradable good. The ensuing real internal
depreciation boosts the international competitiveness of the EPZ, and has the indirect effect of raising
utilization. The direct effect of a decline in W on the EPZ is to increase international and domestic
demand for its output, and to raise utilization as a result, which in turn has the indirect effect of
putting upward pressure on the price of non-tradables. Utilization is, therefore, higher at the new
equilibrium. The direct effect of a lower Wp on the balance of payments is favorable, thanks to the
increase in international competitiveness, which is complemented by a decline in the value of capital
goods imports. This positive direct effect is counteracted by the rise in utilization. The level of the
new equilibrium real internal exchange rate therefore, makes one or the other result more likely. As
mentioned above, the direct effect of lower wages is to depreciate it, while the indirect effect of higher
utilization is to appreciate it. Assuming that the direct effect dominates in an enclave EPZ while the
indirect effect dominates in an assimilated EPZ, the overall impact on the balance of payments is more

likely to be positive if the EPZ is an enclave and negative otherwise.

3.4 Wage suppression in the N-sector

A reduction in wy shifts demand for the non-tradable good from N-workers to N-caps and the gov-
ernment. Assuming that workers are the main source of demand for the non-tradable good,® a real

internal depreciation is required to remove the resulting excess supply. The resulting increase in com-

3Since, unlike N-caps, they spend their entire income on the non-tradable good.



petitiveness has the indirect effect of raising utilization in the EPZ. Since N-caps’ demand for tradable
goods rises, the direct effect of a fall in wy on the EPZ is to raise utilization. This puts upward
pressure on the price of the non-tradable good through backward linkages. Turning to the balance of
payments, the direct effect of a lower N-sector real wage is unfavorable, contrary to the case where
EPZ wages fall. This is because an increase in the share of N-caps increases capital goods imports
while having no direct bearing on external competitiveness.* The indirect effect of higher utilization
is also negative. The overall consequence is a balance of payments deficit barring the unlikely scenario
where the EPZ is an enclave, and the real internal depreciation resulting from the direct effect on the

N-sector is large enough to offset the other direct and indirect negative effects.

3.5 A decline in the EPZ’s use of domestic intermediate inputs

A reduction in v shifts demand away from N-sector output due to lower domestic intermediate input
use, substitution towards EPZ output (due to its lower price), and lower government spending due to
reduced tax revenues from TNCs.> A real internal depreciation is required to remove the resulting
excess supply, which has the indirect effect of raising utilization in the EPZ. The direct effect of a
fall in ¢ on the EPZ is to lower the price of its output and thus raise domestic and international
demand for it. Capacity utilization rises putting upward pressure on the price of the non-tradable
good through backward linkages. Since a decline in ¥ lowers the international price of EPZ output,
the direct effect on the balance of payments is favorable. The indirect effect of higher utilization, on
the other hand, is negative. The overall consequence is therefore, likely to be a balance of payments
surplus if the EPZ is an enclave (so that the new equilibrium real exchange rate is higher) and a deficit

if it is assimilated (so that the new equilibrium real exchange rate is lower).

3.6 A nominal devaluation

A nominal devaluation shifts domestic demand towards the non-tradable good. A real internal ap-
preciation is required to remove the resulting excess demand, which has the indirect effect of lowering
utilization in the EPZ in the presence of backward linkages. The direct effect of a nominal devaluation
on the EPZ is to lower the international price of its output and thus raise international demand for
it. Capacity utilization rises putting upward pressure on the price of the non-tradable good through
backward linkages. Thus, while the real internal exchange rate is unambiguously lower at the new

equilibrium, utilization is higher if the EPZ is an enclave and lower otherwise. Since it increases

4This follows from the assumption that, unlike their EPZ counterparts, N-caps do not have any market power.
5The latter two impacts follow from the assumption that the use of domestic intermediates imposes extra costs on
the TNCs.
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competitiveness, the direct effect of a nominal devaluation on the balance of payments is favorable.
The real internal appreciation, however, has the opposite effect. The overall impact on the balance of
payments is likely to be negative if the EPZ is an enclave (and hence sees utilization rise) and positive

if it is assimilated (so that utilization declines).
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4 The Effects of Various Exogenous Shocks on FDI Inflows

For conciseness of expression, let us define some new terms:

Pna
A= L*ZT; 0 < A < 1. The proportion of total costs arising from domestically produced interme-
e€
diates.
Py — EP;
T = (Py *ZWJGZT; 0 <TI <1 assuming that Py > EP;. Total costs incurred due to the use
ee

of domestic (as opposed to imported intermediates) expressed as a proportion of total unit variable

costs.
Wrar + PyvYazr

Q= " . Total labor and intermediate costs as a proportion of total unit variable costs.
e€
Pr(1—v)a
QO = w The proportion of total costs arising from imported intermediates.
€

Substituting the expression for profit share, i.e., [I7¢ = Ry EP} /(T EP;), into equation (11) yields:

Irpr =& (1 —tr)erzllrcQr (16)

The direct effect of various exogenous shocks or policy measures on the magnitude of fresh FDI

inflows can now be analyzed by partial differentiation.

Olrpr
ot

= —&erzlrcQr <0

Olrpr
Ot

=0

Olrpr _ Olrpr

811}]\[ 80,]\[ =0

Olppr _ Olppr _ erz
oWy = Bar = 61(1 tT)HTCQT Wy (Q A) >0

Wrar + Pyvazr

where () = " is the proportion of domestic-currency denominated costs.
ee
dlrpr 0
Y

Olrpr

oY

=&(1— tT)HTCQT%F >0
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dlrpr
da

0

OIrpr
oOF

e
=—§(1— tT)HTCQT%Q <0

Furthermore, the indirect effect originating from adjustments in the N-sector and the EPZ can be

analyzed with the help of the following expressions:

Olrpr
8’LLT

=& (1 —tp)IrcKrerz > 0

Olrpr
0PN

&
=& (1 - tT)HTcQT%ZA >0
N

These derivatives along with information about the direction of change in the price of non-tradables
and the rate of capacity utilization in the EPZ resulting from various policy measures or exogenous
shocks (as presented in Table 2 of the main text of the paper) help us establish the overall (direct plus
indirect) impact of these events on the magnitude of FDI inflows. For example, Table 2 of the paper
tells us that tax concessions for TNCs result in a higher rate of capacity utilization and a lower price
of the non-tradable good. We know from the derivatives above that while the former increases total
profits and thus the magnitude of incoming FDI, the latter has the opposite effect. Moreover, a look
the derivatives above reveals that the direct effect of a decline in the TNC tax rate is to attract FDI
inflows (due to higher after-tax profits). The overall impact is therefore, likely to be an increase in

fresh FDI inflows into the economy.
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5 A List of Key Derivatives and Their Signs

0" vagr

dPy  E >0
oe* &*
=—I>0
oy
oe* ar
=L>o
oWy E
oe* e*
op = g <0
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OPn | | 0Py
Ollrc 0
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Mrw _ Ilrw

OF 5 [1-Q]<0
%?5:%A>0
agZZ:eZZF>O

g;ijzev;j(n—mw

%%5:—?5[1—/\]<0
822N267$F>0
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dPy Py
0 (5iz> = —ET;ZF <0
o(az)  ardz
oW e*
;;fv Y(1- )(QT?;_UA<0
gj; — 0
oy = Y- )era) |
0X QA
oWy Wr
‘3% —Y(1 - 0)(ery)" ff%
;}jN —(1- );NA >0
g; —(1- a);r >0
gi =w>0
= (1= )@ - A) - 20
%*—(1—0)9%20
EDNp = (1 — tN)cNaH];VNCu —m[1—AQy — HIZ;V Qrern — [1— A] lgvctTQTeTN <0
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EDN, = [HTW€TN + Yazr + tTHTCeTN]KT >0

EDNgr =0
_ I T
EDNy = — (1—ty)enlne(1 - U)QQNE + azrQr + tTeTNQTHTCa >0

EDNtT = QTeTNHTC >0

EDNy, =[1 - (1 —a)en]|lIneQn >0

EDNg; = CLNQN[l — (1 — tN)(l — a)cN — tN] >0

EDN,, = ’II)NQN[(l —B)— (1 —tn)(1 —a)ey — tN] >0

a e a
EDNwr = pTTVQT + tTHTOQTV%[Q — Al = (1 —tn)en(1— n)ae—f >0
EDNy =0
4% e 147
EDNor = pT:QT +tTHTGaL;V[Q — A= (1 —tn)en(1— n)ae—f >0

1-0Q _
EDNg = 5 (1 —tx)en(n — D)allyeQn + trQrllrcery] > 0

EDN, = —(1 - tN)cNHNCQN% <0

~ A
1-AJQn —oX 520

II
EDTp = |n(1—tn)acy
Py

NC
EP;

EDT, =—-Kr <0
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EDTg =0

= o r
EDTy =—|(1- tN)CNQNHNCUE +0X E <0
EDTtT =0
II _
ETN

1—1¢ 9
( N)acnanQN <0
ETN

EDTy = —

EDT,, = wéVT?VN [B—(1—ty)acy] <0

Q—A

a -
EDTw, = — [(1— tN)CNHNCU%QN +0X]<0

EDT,, =

W

EDTy = (erz)™7 >0

Q-—A
ar

o -
(1 —tn)enlInen——QNn +0X] <0
ern

= Q2
EDTp =-(1-)(1 - tN)nCNHNC'QNL + UXE =0

BPSp

€eTN

1—t MxcQ
N)CN NcQNg>0

EDT, = ( . .

A HNC —
= (1-0)Xerg— — (1 —ty)(1—
(1-0) 7P (1—tn)( CN)EPEQN

- - tT)HTcQTeTZPAN[l L= NE — (1—0)A&] 20

BPS, = —(1 — ¢)CtKT — (1 — tT)HTCKTeTZ[l + {1] <0
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BPSp = -1

r
BPS, = (1- U)XeTzi +azrQr

- (1= tT)HTCQTeTZE)[l +(1=XN)& +0X1] 20

BPS;, =lHrcQrerz[14+ (1 =)&) >0

BPS;, = MQN >0
€ZN
BPs, = NN
= [(1—tx)(1—cn)] >0
€ZN
BPS,, — TNON
ay = (1 —tN)(1—cn)] >0
E€ETN
BPSw, = erzi-[(1-0)X — (1= tr)lIrcQel1 +(1- V& + ox&l] 20
Q—A
BPS,, = erz (1=0)X — (1 —tr)lrcQr[l + (1 = A& +0A&]] 20

. A
BPSy = S%Z 14+ (51(1 — tT)QTHTCe%Z)? >0

Iyc ~
QN
ezZN

Q
BPSg = —(1 — O')X@TZE + (1 — tN)(l — CN)

+ (1- tT)HTCQTeTZ%[l +(1 =N —(1—-0)X] 20

BPS, =0
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