Globalization101.org

Unit on Globalization and Foreign Investment 

And Latin America
Introduction

The lesson plan is divided into four activities. The Introductory Discussion provides context and vocabulary for the lesson and Activity 1 provides an application activity for extension of the concepts learned in this lesson. Activity 2 is intended to raise student awareness of the lesson subject, to introduce larger concepts, and to pose challenging questions. Activity 3 tries that the student applies the concept by making decisions from the point of view of a company that wants to choose a country in Latin America for investment purposes.  Activity 4 shows the positive and negative effects that foreign investment could have on the Mexican economy. 
Instructional Goal

Students gain a basic understanding of foreign investment in Latin America

Learning Outcomes

· Student can define the role of investment in an economy.

· Student can compare and contrast the types of foreign investment.

· Student can understand the differences between foreign direct investment and foreign portfolio investment.

· Student can recognize the variables that affect the criteria of corporations related to foreign direct investment.

· Student can analyze the impact of the flows of foreign investment in the economy.

Materials

1. Copies of Handout 1, “Questions on Foreign Investment Reading”

2. Copies of Handout 2, “Advanced Discussion Questions”

3. Copies of Handout 3, “Investment Scenario”

4. Copies of Handout 4, “Investing in Central America”

5. Copies of Handout 5, “Mini Case of Study: México: The drop of the “peso” and the flows of foreign investment”

Time Required

2-4 classes

Procedure

Introductory Discussion and Activity 1

1. Have students read the Investment in Depth sections entitled, “Introduction,” “Why Do Companies Invest Overseas,” and “Concerns About Shifting Production Due to Foreign Investment” pages, either on-line or printed out, either in-class or as homework, depending on your preference and student access to computers.
2. Start the lesson with a brief review of key investment terms discussed in the reading and in the Introductory Activity. Students need a firm grasp of the broad concepts of investment prior to learning more specific nuances. Prior to moving forward, be sure that students understand the basic dynamics of foreign investment, that companies choose to invest in other countries for a variety of economic reasons, and that a closer review of an often-articulated argument against foreign investment provides a balanced perspective.

3. Distribute Handout 1 with discussion questions on the nature of foreign investment.  The questions are divided into three subsets, corresponding to different portions of the Investment Issue in Depth:  “What Are the Different Kinds of Foreign Investment?”; “Differences Between Portfolio and Direct Investment”; and, “Why Has Foreign Investment Increased So Dramatically in Recent Decades?”

4. Students will answer the questions in a “jigsaw” exercise. Divide students into groups of threes, and assign each student to respond to one subset of questions. Each student will then share his or her answers with the other students in the group. Each group should then present its answers to the class.

5. You may conclude with one of two options. First, you may summarize the discussion, drawing student attention back to the student objectives, checking for knowledge, and then providing a concluding assessment activity (if necessary).

6. Alternatively, you may assign the students the questions from Handout 2 to respond to as homework or as an in-class writing assignment. (The first two questions are also provided on the website)

Activity 2: Role-Playing Exercise

1. This activity will present a brief scenario concerning a nation newly open to investment. A variety of investment choices will be available, and students will discuss the choices. Then, the facts of the scenario will change, and students will review their choices based on the changed circumstances.

2. The scenario, described in Handout 3, is that of a small country whose Finance Minister is trying to attract new foreign investment and has three options for how to do so.
3. Read the scenario in Handout 3 to the class or provide a copy of Handout 3 to each student. Acting as the Finance Minister, ask students to evaluate the three different options for how to attract foreign investment. Students may answer orally in-class as a group, or individually as a written in-class or homework assignment.
4. Depending on your preference, you may assign students to do extra research using the Globalization101.org website, such as using the links in the Investment Brief and in the Links section of the website to find out more information about foreign investment from governments, international organizations, or media websites.

5. After the students have tackled the initial round of questions, you can modify the scenario and have students respond to a new set of circumstances, such as the following:

· In the course of the deliberations, a series of violent incidents are initiated by a new, previously unknown revolutionary group. The group seeks to subvert the new government and seize private assets for redistribution to the poor. (Comment: threats to private property tend to frighten investors, and general unrest may lead to widespread civil disorder—a bad climate for development, discouraging large commitments by banks and other investors. Governments may see loans as a way of pacifying the revolutionaries.)

· A report by a human rights organization claims that in the new government’s zeal for domestic peace, large numbers of intellectuals and dissenters are being arrested and held without trials. (Comment: governments and international organizations often are concerned with public opinion in their home countries, and may seek to connect more freedom with more loans, or may wait until the political climate is more favorable. This usually has little effect on private investors.)

· The Finance Minister informs his staff that a group of commercial banks has indicated that they will provide substantial loans to the country, if they can receive commitments from the government that the money will be used for a series of infrastructure projects. These projects, however, are very unpopular with some citizens, and include a new oil pipeline and the damming of a rural river. (Comment: popular discontent towards foreign banks and the perception that these banks are seeking to tell the country what to do may lead to unwillingness on the part of the government to seek these loans. Conversely, the government may have intended the money for these uses anyway. International investors may be reluctant to get involved when local politics (in the Finance Minister’s country) are at issue.

6. End the scenario by asking students to think of the last two decades in world history. What events have occurred that have created situations like the one in the scenario (most classes will probably already have made that connection in the discussion, but the end of the Cold War is the most likely example)? What countries still are either closed to foreign investments or only just starting down that path (for example, Cuba)? How the students would describe a country like China in this context—open to investment, yet still controlled by a strong government that imposes many limits?

Activity 3: 

1. This activity shows an American apparel manufacturing company making different types of clothing.  The company is considering the possibility to invest in a foreign country, specifically en Central America, because it is known that these countries have recently negotiated a Free Trade Agreement with the United States of America. The students should analyze the information related to every Central American country and recommend a decision about which country should be selected to incur in such an investment venture. The company has just enough capital for investing in a single country. Finally, some optional changes are shown for analyzing the decision in different circumstances.  The scenario is described in Handout 4.
2. Read the scenario in Handout 4 to the class or provide a copy of Handout 4 to each student. Act as the manager of the company and Ask the students firstly value the possible benefits and costs that investment could have in a Central American country. Then ask the students to do a list of the main criteria or economic, political, legal and technological variables related to each country that are necessary to analyze in order to select the country in which the investment is going to be done. In order to avoid an overly extensive and complex exercise, you can ask the students to select just the most important five or six variables for making a decision. Students may answer orally in-class as a group, or individually as a written in-class or homework assignment.
3. You may assign students to do extra research using the following links in the Internet to find out information about these Central American countries that have signed the Free Trade Agreement (Guatemala, Honduras, El Salvador, Nicaragua, Costa Rica):

· CIA World Factbook https://www.cia.gov/library/publications/the-world-factbook/ 
· IMF website http://www.imf.org/external/country/index.htm
· IADB website http://www.iadb.org/countries
· Auladeeconomia.com Links page http://www.auladeeconomia.com/links2.htm
4. Once the students have selected the variables that they are going to review about each country, they have to compiled the information about each one, you can ask them to make a comparison using the following table:
	
	Country

	Variables
	Guatemala
	Honduras
	El Salvador
	Nicaragua
	Costa Rica

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	


5. Then ask the students to make a decision.  Ask them to study the possible risks associated with their decision.
6. How could the previous decision change if the option of investing in China is considered?

7. Also ask the students to reconsider their decision of point 5 if the company, instead of manufacturing clothing wants to install a client assistance center in the United States of America.
8. Finally, make a series of conclusions regarding benefits, costs and risks for companies when they invest abroad, and which are the factors that determine their investment decisions in other nations. 
Activity 4: 

1. Have students read the Investment in Depth sections entitled, “Positive Effects of Foreign Investment” and “Concerns about Foreign Investment”, and Handout 5, either on-line or printed out, either in-class or as homework, depending on your preference and student access to computers. The following activities can be done orally o written, or individually or in groups.
2. Begin the lesson by checking the concepts related to the balance of payments (mainly the relation between the current account, the capital account and the variations in the international monetary reserves), the background and difficulties that a country may face for attracting foreign direct investment.
3. After the previous introduction ask the students about the effect that the following events regarding the flows of the foreign investment toward México (try to establish if the direct investment or the portfolio investment or both are what affects in each case):

· Reduction of inflation rates.

· Stability of the exchange rate of the “peso”.

· Re-negotiation of the Mexican foreign debt.
· Negotiation and enforcement of the North American Free Trade Agreement (NAFTA).

· Drop in the interest rate in the United States of America.
4. Afterwards drive the attention of the group to the importance that foreign investment has in the balance of payments of Mexico in that particular moment. How could Mexico finance its imports and its enormous deficit in the current account? How could México increase its monetary reserves and keep a stable exchange rate if it has a high deficit in the current account? What is the importance of the investor’s expectations? You can formulate questions as: “If you are an American investor back in 1992, you would have bought bonds of the Mexican Government or stocks of Mexican companies?
5. Show Graph 2 and analyze the behavior of these three variables. Ask the students to explain the reasons for which the portfolio investment increased strongly from 1990 to 1993 and the direct investment did not, and the reasons for which portfolio investment decreased but direct investment increased in 1994, ¿Why, in 1995, inside of a crisis, the direct investment kept stable enough while portfolio investment did not?, ¿Which factors caused that behavior?, ¿Why the companies such as General Motors y Goodyear were beneficiated inside the Mexican crisis?

6. Ask the students to determine the effect of the following events regarding the flows of foreign investment towards México (try to establish if it is a direct investment or a portfolio investment, or both, what is affected in each case): 
· Increase in the deficit of the current account superior to the surplus of the capital account.

· The dependency of México on the flows of capital allocated in financial assets of the public sector and with profiles of short term maturity.
· Incensement  of interest rate in the United States of America.
· Rebellion in the Chiapas State.
· Political instability in México.
· Devaluation of the “peso.”
· Political pressure on the Government due to the proximity in the presidential elections.
7. Based on the previous answers, explain in what way  foreign investment can relate to a high financial volatility, contagious effect, problems with the capital flows and inequality.
8. Taken as base the Investment in Depth sections entitled “Factors Influencing Foreign Investment Decisions” and “Efforts to Increase International Investment”, Ask the students to establish a series of recommendations that a country such as México should take in order to avoid a crisis like back in 1994 and 1995.

9. You may conclude with one of two options. First, you may summarize the discussion, drawing student attention back to the student objectives, checking for knowledge, and then providing a concluding assessment activity (if necessary).

Conclusion

1. Wrap up the unit by identifying the student objectives for the lesson and ensuring that the students have met them.

2. The themes and concepts of international investment will challenge even the most advanced high school students. Many will not be familiar with the nature of investment beyond a cursory knowledge of the stock market (not a perfect example, of course), and will have little to connect with to extend that knowledge to the global sphere. One suggestion is to draw a strong correlation between domestic and international investment: as in trade, much of the difference is in the scale and the nature of the participants.

Globalization101.org

Unit on Globalization and Foreign Investment

Handout 1

Questions on Investment Reading

1. What Are the Different Kinds of Foreign Investment?

· Who makes the decisions for each of the four types of foreign investment? Why foreign direct investment and foreign portfolio investment might be grouped together in a single category?

· How does a commercial loan to a foreign business or government differ from that for a national business?

· What are some examples of “official flows” that you are familiar with? 

· What are the different types of investment return that the investor might expect in each of the different types of investment? 
2. Differences Between Portfolio and Direct Investment

· How do portfolio and direct investment differ?

· Why might a country prefer to encourage one form of investment over another?

· In Saudi Arabia, U.S. firms are not allowed to hold majority interest in oil production activities. Why do you think the Saudi government has created this restriction? 
· How might the threat of a recession in a foreign country affect portfolio investment in that country? 

· Can you think of some examples of foreign direct investment in the United States? Which industries seem to have the highest levels of FDI in the United States? Why do you think that is so? 
3. Why Has Foreign Investment Increased So Dramatically in Recent Decades?

· How do the four factors affecting the increase in foreign investment differ? What do the factors have in common?

· How will these factors change in the next decade? In the next 20 years? What impacts might these changes have on the continued growth of foreign investment?

· What role did the U.S. government play in each of these factors? Was this role a conscious attempt to increase foreign investment? 
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Handout 2

Advanced Foreign Investment Questions

1.
How do you evaluate the benefits or drawbacks of foreign investment? How much weight do you give to the concern that foreign portfolio investment (FPI) can lead to economic upheaval? Do you find the argument that foreign investment amounts to “buying” another country? What controls could be put in place to counter this concern?

2.
What relationship do you see between Foreign Direct Investment and employment? Looking at your country as an example—have you noticed a shift in the distribution of jobs over the past decade? What jobs are leaving your country? Where are these jobs going? What jobs are replacing them?

3.
What does the increase in international investment over the last two decades and the change in the nature of that investment say about broader historical changes in technology and communication and politics?
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Handout 3

Investment Scenario

The leadership of a small, but resource-rich, nation in North America recently changed. The new leaders have declared their intention to improve their aging industrial infrastructure, generate new jobs, and increase trade with the United States and Canada. In order to do this, the leaders have changed decades-old policies that kept all foreign investment out, and have stated they are open to any form of investment to help them as they pursue their new goals.

The Finance Minister of the nation meets with his economists and examines the question of how to bring the most money into his nation. His staff ponders the question and tells him that he has three options:

1) Get banks overseas to loan money to help companies in the country.

2) Ask the U.S. or Canadian government to give his country the money in the form of gifts or grants to build infrastructure

3) Try to convince businesses in the U.S. or Canada to use their own money to fix up or buy factories in the country.

The Finance Minister mulls over these options. They all have strong points and weak points. He then asks his staff the following questions:

1. What are the benefits of each option?—consider factors as diverse as how quickly the country could get the investment money, how people in the country might feel about the approach taken, and which promises the most money.

2. What are the drawbacks of each option?—consider the same factors.

3. What are some effects, both good and bad, of each option in areas that are not as obvious, such as the environment, cultural globalization, standard of living?
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Handout 4

Investing in Central America

You are working for an American company which is a manufacturer of different type of clothing and apparel.  The company is going throw an expansion process and is considering the possibility of investing in a foreign country, specifically in Central America, because it is known that these countries recently have negotiated a Free Trade Agreement with the United States of America.  
Nowadays, Guatemala, Honduras, El Salvador, Nicaragua and Costa Rica have negotiated and signed a Free Trade Agreement with the United States of America.
You should firstly value the possible benefits and costs that investing in a Central American country may have. Then you have to make a list of the main criteria or economic, political, social, legal and technological variables related to each country that are necessary in order to analyze and select the country in which the investment is going to be done.  It is necessary to select only the most important five or six variables to make your decision.
Afterwards you should look for information in the Internet about the selected variables, analyze the information related to each Central America country and recommend a decision about which should be the country in which the company is going to invest.
The company just has enough capital for investing in a single country.
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Handout 5
Mini case study:

México: The drop of the “peso” and the flows of foreign investment
By Gabriel Leandro

www.auladeeconomia.com
For a long time, the inflation rates in México were very high, however, around 1993 and 1994 the inflation dropped down to a 8% and 7%, respectively, from the 160% that was experimented in 1987 (See chart 1: México: Inflation Rates, 1986-1994). On the other hand, in 1990, there was an important re-negotiation of the Mexican foreign dept. This was additional to a group of reforms implemented at that time, the negotiation and enforcement of the North American Free Trade Agreement (NAFTA) in 1994, showed that the Mexican economy is now solid enough and with very favorable future perspectives. All the previous mentioned aspects increased not only the confidence of the national investors but also of the foreigners.
Chart 1:
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Source: Esquivel, J. Víquez, G. (2007). Crisis de México de 1994-1995. Compiled of http://www.auladeeconomia.com/articulosot-11.htm.

Additionally, it is important to mention that interest rates in the United States had dropped in order to fight the recession of 1990-1991, for which the investors and American investments funds, looking for diversification and greater performance, began to buy millions of dollars in Mexican financial assets called “pesos”.

The entry of capital towards Mexico reached very important levels topping around $33,000 millions in 1993 ($4,389 millions in direct foreign investment, $10.717 millions in equities and $18,203 millions in fixed income assets). The international monetary reserves of Mexico also were increasing thanks to these capital flows.  See Chart 2: México: Capital account and flows of foreign investment, 1990-1995.

Chart 2:
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Source: Kozikowski, Z. (2000). Finanzas Internacionales. McGraw Hill. México.

Volume in commercial trade and capital flows between the United States of America and México increased significantly. In a short time, the Mexicans view their options in consumption goods extended because of a dropped in fees and other importing barriers, in part thanks to NAFTA, that allows them to import more goods and new products from the United States of America. At the same time, important American corporations, such as Wal-Mart, General Motors y Goodyear, among other companies, entered aggressively the Mexican market.

Nevertheless, little by little, some signs of important risks began to be evident in the Mexican economy.  On the other hand, imports began to increase considerably, but on  the other hand exports did not, therefore the current account deficit reached almost $30,000 millions in 1994. To finance this enormous deficit, México depended on the capital flows allocated in financial assets of the public sector and with short term expiration and maturity profiles which became to represent the main source of foreign investment in the country.  The stability of the balance of payments, the exchange rate and, generally, the macroeconomic conditions depended on the consistency of these capitals of speculative character.
When interest rates in the United States of America increased again, a lot of capitals went back to this country.  Moreover, the political Mexican situation was strongly affected by the rebellion in the Chiapas state, just on January 01, 1994, date in which was enforced the Free Trade Agreement between Mexico, United States of America and Canada, and political assassinations. The main murder was of Donaldo Colosio, presidential candidate   of PRI, on March 23 of the same year.  All this affected the stability and the confidence of the investors, who began to take away their capital in order to avoid a lost caused by a  devaluation in the “peso”, the Mexican Stock Exchange was down, the increase of   Mexican interest rates and inclusively a greater risk of default in payment.
Mexico did what was possible to avoid the devaluation of its currency in order to avoid a mass outflow of capital; specially considering the fact that the government did not wanted to make any unpopular decisions before elections.  In this way it used its reserves to maintain currency value and obtain investors confidence again.  However, the high deficit of the current account and the evident outflow of capital provoked a shortage in monetary reserves, therefore devaluation was inevitable.
The new president, Ernesto Zedillo, allowed a strong devaluation of the “peso”, establishing a system of free flotation of the “peso”, in which the value of the dollar in Mexico was quoted from 3.4 “pesos” per dollar to 7.2 “pesos” per dollar in a week.  This devaluation of the 110% generated difficulties for the Mexicans regarding the payment of debt in dollars.  Some called this measure “the mistake of December”, mainly for having been announced by the investors previously.
The stock market was down.  Consequently, nobody wanted to have assets in “pesos” and the Government was obligated to pay high interest rates to accomplish with their expired financial duties.  Because of this situation, the United States of America and some international organizations offered help for an amount around the $40,000 millions. With the devaluation began the reactivation, because the Mexican exports would turn cheaper and their imports more expensive and the “peso” would keep more stable hereinafter.  Nevertheless, the social effect of the crisis was really important because it affected a great part of the population, which saw its income diminished and found difficulties to face its financial obligations. Moreover, the impact reached other countries in the Latin American region, such as Argentina and Brasil.  This was named “tequila effect”.
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