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1. Abstract .

The present paper used statistical tools and eco-
nomic modeling to explain and interpret capital mo-
bility within the region and explore possible meth-
ods to enhance financial and economic integration.

Due to international financial crisis and the political chang-
es in Arab Countries financial and economic integration
were reduced remarkably, trade and investment indica-
tors had shown a massive decline indicating a slowdown
in economic growth within the whole region. Based on a
panel data that includes 7 cross sections (countries within
the region), and a time span of 6 years, including the vari-
ables of GDP, Current Account (CA), Foreign Direct In-
vestment (FDI), Degree of Openness and Terms of Trade
as economic fundamentals that shape the capital flows.
Because of unavailability of data on sources of capital in
stock exchange markets the study confined with actual
data indicating the performance of the external sector.
Pooled methods and including fixed effect methods in
cross sections and time were adopted. The findings con-
firmed that in Algeria, Egypt and Morocco capital is highly

mobile, while in the rest of the region capital seemed to
be virtually immobile.

Theoretical Framework:

Two alternative views addressing the issue of mon-
etary integration prevailed for decades; one is opti-
mal currency area and the other is monetary union:

Optimal Currency Area.

There are specific conditions postulated by Milton Fried-
man (1961); which include:

1- Homogeneity in economic structures for the member
countries, it' a parent that we have mainly two different
groups in North Africa: while Algeria and Libya depends
largely on oil resources, there is a wide diversity of eco-
nomic activities ranging from agriculture, mining and
manufacturing among Sudan, Egypt, Mauritania, moroc-
co and Tunisia, however, income disparity is not as large
as in the Mena region. Therefore, it is argued that the first
condition for optimal currency area is not fulfilled in the
group of North Africa.

2- High degree of wage adjustments , this not existing in
the region because syndicates and labor unions resist
wage adjustment quite obviously, therefore, economic
shocks might lead to high uncertainty, with absence
of wage price flexibility there is a large room for trans-
mission of shocks through different economic sector .

3- High degree of labor mobility, with the exception of

neighboring countries to Lydia (Tunisia, Sudan and
Egypt), labor is typically immobile.

the
Currency Area in North Africa virtually non -exist.

Therefore, required conditions for an Optimal

Monetary Union:

A monetary union is one stage in economic integration
which starts with free trade area that is characterized
by removal of tariffs and quota restrictions. The second
stage is a custom union where a unified tariff structure
is maintained between the member countries, in addi-
tion to liberalization of bilateral trade. A common market

e — e E6) m—



comes in the third stage with removal of restrictions on
mobility of labor and capital, this represent also a pre-
requisite for getting to a monetary union, in the fourth
stage a monetary union requires fixing the exchange
rate between member countries and finally coordina-
tion between fiscal and monetary policies which leads
to economic integration and convergence in the future.

Gradual application of these stages requires also consid-
ering the reality of the economic conditions of the mem-
ber countries and their ability to pursue deficit in the pub-
lic budget not exceeding 3%, reducing inflation to a single
digit (not exceeding 9%), pegging the exchange rate with
a fixed narrow band.

Looking to the actual reality of the countries in North Afri-
ca it seems to be very difficult to apply any form of the two
integration methods, the experience of Greece is there
indicating vulnerability of the economic conditions will
bring further problems related to growing public debt and
the possible impact of such a position in a country that
belongs to a strict economic union. However, the argu-
ment that monetary and financial integration is required
to better pursue macroeconomic discipline is still valid.
With monetary and financial integration macroeconomic
stability can be obtained and sustainable economic de-
velopment is achievable.

Financial integration in North Africa.

North Africa lacks appropriate policy measures to
strengthen financial integration, the prerequisite achiev-
ing the objective of financial and economic integration
is basically a political will for deciding on regional inte-
gration. In fact, national governments were reluctant to
deepen financial integration both in the stock markets
and the banking sector for various reasons; however,
it's a parent that opening up the financial sector for capi-
tal mobility will bring about mutual benefits for recipient
countries and investors.

The factors that affect financial integration in North Africa can
be summarized as follows.

1. In spite of the homogeneity of the society! in the re-
gion, Lack of political will is present. Nations are reluc-
tant to integrate for fears of losing identity or willingly pro-
tecting domestic economies from flux of foreign shocks.

2. There are tremendous restrictions on capital mobil-
ity, some are made by governments to abstain financial
markets form hot money, or minimize banking exposure
to foreign risks.

3. Presently most North African countries adopt a free ex-
change rate regime in Current Account operations, while,

1 .Culture. language. standard of living etc.

'm_

the Capital Account still suffers severe foreign exchange
restrictions.

4. Trade restrictions (tariffs, quotas or payment methods)
also inhibit financial flows.

5. Challenges of cross listing and difficulties of trans-
ferring money between the countries due to vari-
ous banking supervision and regulatory procedures.

6. Technological gap in advancing online dealings, net-
work disconnections and telecommunication problems.
Lack of harmonized payment system.

7. Difficulties to sustain credit lines between banking sys-
tems within the region

Financial integration within the region of North Africa can
be measured by analyzing the statistical data revealing
capital mobility, however, lack of adequate and detailed
data about financial and capital flows in the stock markets
or the banking system did not help in empirically test-
ing financial integration in the region, nevertheless, the
present paper managed to model the financial and eco-
nomic integration based on the interaction between the
foreign sector and the economic fundamental indicators .

It's evident that the exchange rate misalignment within
the currencies of the region will indicate the extent of
the pressures that limit the ability of some countries to
adopt a flexible foreign exchange system. The thumb rule
is that countries of large foreign exchange reserves will
be more enthusiastic to adopt a free exchange rate sys-
tem; while on the other hand, countries facing tremen-
dous reductions in their foreign exchange positions will
not be able to adopt a floating exchange rate system.

It's worth mentioning that capital availability in oil produc-
ing countries (Algeria, Libya), will play a crucial role in
integration with countries of vast arable lands and rich
mineral resources (Egypt, Sudan, Mauritania, Tunisia
and Morocco), i.e. we may find complementarily between
countries in the region with special consideration given to
the level of industrialization and availability of skilled labor
in each single country. In other words, if stock markets
were opened to allow free movement capital (portfolios),
and banking system is highly integrated, it's expected
that the region will benefit from free mobility of factors of
production which will induce a real convergence between
the economies of North Africa. Therefore, it's argued that
financial and economic integration is a prerequisite for
further sustaining economic development in the region.

Adopting a fixed versus flexible exchange rate system
plays a significant role in financial integration, while it's
almost impossible to pursue a complete liberalization
and floatation of the exchange rate, due to the existing
economic shocks resulting from the political chaos, it's
expected to experience a severe inflationary pressures



which might induce macroeconomic instability. A fixed
exchange rate system is also equivocally unsustainable,
because it lead emergence of a parallel (Black) market
and represent a distortion in the price system and ex-
hibit some rent seeking and corruption behaviors, which
will tend to deplete foreign exchange reserves and
open the member countries to foreign exposure risks.

The international monetary and financial system which is
featured by floating exchange rate systems and domina-
tion of advanced economies can narrowly allow financial
integration between developed and developing countries,
given the high levels of exchange rate misalignments
and political sanctions and embargos, some countries
will seek regional groupings to avoid restrictions and
sanctions imposed by international financial institutions
and governments of advanced economies. Neverthe-
less, living isolated in an enclave is not a solution to any
economy under the process of the world economic glo-
balization, movement of capital and technology can be
attained by arrangements within regional groupings. A
practical way to address the issue of easing capital mo-
bility and eliminating restrictions between the countries is
to adopt a strategy of financial and economic integration
through stages. It's wise to encourage complementarily
between labor, capital and resources in a broader win-
win strategy that leads to macroeconomic stability and
sustain economic development for member countries.

Although, Arab Monetary Fund was established earlier
(1976) to foster monetary integration between the mem-
ber countries, it's argued that there is still a large room for
cooperation and elimination of foreign exchange restric-
tions, as far as the region of North Africa is concerned
a development of institutional framework to tackle is the
issue of financial and monetary integration is critically
important, countries of oil resources may integrate with
countries with vast arable lands for greater prosperity. It's
well known that international politics might intervene to
shape some alignments and restrict the financial flows
between the countries in the region of North Africa; how-

ever, given the impacts of the Arab revolutions, it's high
time to think carefully on how to avail resources from oil
rich countries to the other countries for mutual benefits.
For instance to materialize the slogan “Sudan is the Bas-
ket of World Food” this can easily be attained under the
persisting food crisis and climate challenges. This nota-
bly, not only utilizes agricultural resources for the recipi-
ent countries (Morocco, Mauritania Tunisia and Sudan)
but also open the door for fruitful gain and cooperation
to meet the challenges of food security sustainability in
the funding countries (Alger, Libya), therefore, financial
integration cannot be obtained without real interests per-
ceived by counterparties. It's vital that in this manner
the future of economic and financial integration will be
materialized in accordance with feasible objectives and
logical grounds, which will lead at the end of the day to
strengthen economic union for the countries in North Af-

rica and in the long run will lead to more integration with
other economic groupings which in turn attain the dream
of African Economic Union, it's worth mentioning that this
can never be met with burning the stages, this can only
be gradually implemented, finally a convergence of mac-
roeconomic indicators will be matched.

Stock markets and financial institutions provide deep
enhancement to improve domestic economies regarding the
followings:

1- Managing liquidity risks.

2- Provision of information and allocation of re-
sources.

3- Managing investment projects.
4- Encouraging and mobilizing savings.
5- Easing trade of goods and services.

Entrepreneurs are seeking opportunities for making prof-
its, as long as there are differences on return to invest-
ments, both in portfolio and direct investments, there are
always opportunities and challenges. Recently, interna-
tional capital is approaching emerging economies, how-
ever, developing countries still renders high investment
opportunities given natural resource abundance and
cheap labor indicating a high room for dynamic compar-
ative advantages, with the advancement of the BRICS
countries in the past decade or so, it’s noticed that wages
were increasing tremendously which imply that there is a
chance for developing countries to catch up by benefiting
from the these opportunities.

Economic liberalization policies adopted by countries in
the whole region of North Africa had paved the way for
improving domestic economies to be more attractive to
foreign direct investment. Closed economies restrict flows
of financial resources. Developing financial markets and
adopting outward looking policies will encourage finan-
cial integration regionally and globally. However, interna-
tional politics, sanctions and the arrangements imposed
by developed countries in areas of trade and invest-
ment still represent an obstacle to financial integration.

Recently, new players such as China and India as emerg-
ing economies appeared to share with western countries
a large volume of trade and investment globally, such a
huge number of population with a massive growing out-
put requires hunting for energy and raw materials, this
become a signal for competition between Asian and
western economies, North Africa can benefit by diversi-
fying trade and investment opportunities West and East.

Financial integration leads to deployment of technology
and experiences, foreign banks may bring new methods
of payments and adopt sound banking regulations which
improve banking efficiency.
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The interaction between local and foreign banks improves
banking supervision; it eases liquidity management, and
develops interbank lending, which guarantees sustaining
financial stability.

Since small countries can't attract capital mobility, North
Africa as an economic union can be an umbrella for ac-
cessing international capital market.

Foreign banks concentrate finance to some corporations,
it must be noted that supervisors and regulatory authori-
ties should make sure that small and medium enterprises
have access to the facilities brought by foreign banks,
modes of finance could also be modified to assure that
productive sectors are encouraged and not to leave the
whole resources channeled to services and trade. In this
way foreign banks definitely encourage employment and
increasing domestic production.

Developing countries experience volatility of hot money;
both in the financial markets and the banking system,
such placements must be prohibited, e.g. short term capi-
tal movement, whether in stock exchange or banking sys-
tem. Such movements will induce severe effects to the
financial positions of the banks and financial institutions,
in this case short term capital is not increasing loanable
funds, and it exposes the bank to insolvency and dras-
tically imposes exchange rate risks. On the contrary, if
the dealing is in the stock exchange market, this eventu-
ally represents a high exchange rate pressures. At the
macro level, high capital mobility in the short run raises
liquidity and inflationary pressures that threatens the eco-
nomic stability.

Looking into the data of the North Africa, it's clear that the
structure of foreign trade in the region varies enormously,
while Alger, Libya and Sudan (before secession) depend
primarily on oil proceeds, Morocco, Tunisia, Mauritania
and Egypt are quite diversified economies, this brings
us to a methodological problem of non- homogeneity or
(Heterogeneity), which might lead to misleading results.
Therefore, in the empirical aspects of this paper fixing
of cross sectional effects and lagging the time variable
helped in smoothing out such a problem, but before get-
ting into the model specification and methods of estima-
tion lets provide the statistical stylized facts about the
main data used.

Stylized Facts in the Region of North Africa.

Graph (1) : Gross Domestic Product in North Africa
(1970-2010)

Graph (1) depicts the behavior of the GDP in the North
Africa, relatively speaking GDP growth over the last four
decades in the region of North Africa had increased tre-
mendously, however, since mid 2008, in the spark of
international financial crisis all countries have shown a
sharp decline in GDP levels and growth rates, signs of a
economic recovery was shown proportionally.

Foreign Direct Investment (FDI) in North Africa is indi-
cated in graph (2), Egypt seemed to be the main recipi-
ent of the flows during the last decade, but signals of a
decline in FDI flows can be seen post crisis period across
all countries in the region.

Graph (2) FDI in North Africa 1977-2010

According the statistics revealed by the World Bank, only
Alger and Libya had shown a high surpluses in the CA,
the rest of the region (Egypt, Morocco, Sudan, Tunisia,
and Mauritania) are under performing as postulated by
graph (3). This indicates that the first group was able to
build foreign exchange reserves, while the second group
was settling the Current Account deficits from the finan-
cial and capital account.




Graph (3) Current Account of North Africa (2005-2010)

Graph (4) Degree of Openness in North Africa (1980-
2010)

Libya, Mauritania, Morocco and Alger were relatively
open economies with a percentage sometimes exceed-
ing 50%. While, Sudan, and Egypt seemed to be rela-
tively closed economies with a percentage not exceed-
ing 10-30%, this indicates that trade restrictions might
reduce bilateral trade; great efforts are required to
strengthen trade ties between countries in North Africa.

Some countries had shown a huge growth in trans-
fers of the workers abroad, (Egypt, Tunisia, Sudan and
Morocco), however, due to the flux of the international
financial crisis 2008-2010, transfers indicate a remark-
able decline. Remittances of Algerians, Mauritanians and
Libyans were virtually low. Figures were presented in per-
centage forms, although Egypt has the highest flows of
remittances but in percentage wise Tunisia came firstl.

Graph (5): Remittances of Workers abroad (1980-2010)

Terms of Trade in North Africa (1980-2010)

Since 2004, terms of trade had revealed significant im-
provement in countries of (Sudan, Alger, Egypt, and Mo-
rocco), however, due to decline in oil prices during the
international financial crisis, these countries had suffered

1 See more details about the record of the remittances in UNCTAD.
ORG

from worsening of terms of trade. It is expected that with
rise in oil prices TOT in these countries will improve even-
tually. In Tunisia TOT is almost stable (around 100). Due
to loss of oil proceeds in Sudan post secession period it is
expected that TOT will be worsened tremendously.

Graph (6) Terms of Trade in North Africa (1980-2010)

Table (1) Descriptive Statistics:

GDP FDI CA REM TOT OPEN
Mean 77872.45 2.82E+09 6.33E+09 3075.125 142.3400 35.86631
Median 65746.10 2.18E+09 17401272 2059.345 141.7117 35.75218
Maximum 215272.1 1.16E+10 3.57E+10 8694.000 232.7881 56.52731
Minimum 2184.445 -38300000 -4.97E+09 1.900000 90.99249 12.49002
.Std. Dev 57064.55 2.79E+09 1.29E+10 2614.715 36.53319 13.24664
Skewness 0.565862 1.777947 1.125005 0.647053 0.481050 -0.287337
Kurtosis 2.552994 5.541643 2.733228 2.071477 2.864696 1.936572
Jarque-Bera 2.220917 28.65650 7.700571 3.805297 1.415915 2.191695
Probability 0.329408 0.000001 0.021274 0.149173 0.492649 0.334256
Sum .2803408 1.02E+11 2.28E+11 110704.5 5124.239 1291.187
.Sum Sq. Dev 1.14E+11 2.72E+20 5.79E+21 2.39E+08 46713.58 6141.571
Observations 36 36 36 36 36 36
Cross 6 6 6 6 6 6

sections

Methodology and model estimation.
A pooled model is applied to visualize the interaction

between the flow of FDI and the main macroeconomic
indicators, these are the underlining factors behind

financial and economic integration in the region of North
Africa, in order to model the relationship between the FDI
and its main determinants across sectional and time

series are required to build a pool model as follows:

Where Yi,t is a vector of the dependent variable, in this
model log(GDP) is used to indicate growth in output in
each cross sections, t= time horizon of the data, Xi.t =
matrices of explanatory variables which include Foreign
Direct Investment (FDI), Terms of Trade (TOT), Remit-
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tances (REM), Degree of Openness (OPEN) , Current
Account (CA). The method of estimation varies from a
POOL with no effects, to specific effects (fixed versus ran-
dom effects) for least squared pooled variables (LSPV).

Table (2) Pooled model

Dependent Variable: LOG(GDP)
Cross-sections included: 6

Total pool (balanced) observations: 36

Variable f|cc ?:rf]'t Std. Error  t-Statistic .Prob

TOT 0.020437  0.006146  3.325475 0.0023

REM 0.000282  8.77E-05  3.218599 0.0031

OPEN 0.028035 0.019062  1.470708 0.1518

FDI 3.82E-11  7.93E-11  0.481169 0.6339

CA -4.02E-11  2.02E-11  -1.995190 0.0552

© 6.118506  1.368853  4.469803 0.0001
R-squared 0.612314 Mean dependent var 10.75434
Adjusted R-squared  0.547700  S.D. dependent var 1.325115
S.E. of regression 0.891183  Akaike info criterion 2.758479
Sum squared resid ~ 23.82624 Schwarz criterion 3.022399
Log likelihood -43.65262 .Hannan-Quinn criter 2.850594
F-statistic 9.476445  Durbin-Watson stat 0.496932

Prob(F-statistic) 0.000017

About 61% of the changes in the dependent model were
explained by the model, the coefficients of TOT and REM
are statistically significant at 99% confidence level, and
have a correct sign. The coefficient of the CA is nega-
tive and statistically significant at 95% confidence level.
Both FDI and OPEN are statistically insignificant indi-
cating capital mobility is virtually low in the region and
has no effect on GDP growth in the region, therefore,
it's crucially important to investigate further individual ef-
fects, i.e. there is a need to provide deep analysis re-
garding the relationship between the dependent variable
and the explanatory variables within each cross section.

Table (3) Fixed effect cross section .

Method: Pooled Least
Squares

Dependent Variable:
LOG(GDP)

Cross-sections included: 6

Total pool (balanced) observations: 36

Variable Coefficient ~ Std. Error  t-Statistic .Prob
TOT 0.005224 0.002036  2.566118 0.0167
REM 0.000149 4.91E-05 3.038792 0.0055

OPEN 0.000900 0.007184  0.125226 0.9013
FDI -4.85E-11 2.78E-11  -1.741843 0.0938
CA -2.07E-12 5.55E-12 -0.373433 0.7120
© 9.669276 0.312389  30.95266 0.0000
Fixed Effects
(Cross)
ALG—C_ 0.997867
EGY—C_ 0.809434
MAURI—C_  -2.299733
MOROC™ 0.140527
SUD—C_ 0.154144
TUNI—C_ 0.197762
Effects Specification
Cross-section fixed (dummy variables)
R-squared 0.988448 Mean dependent var 10.75434
A?:S;?: dR' 0.983828  S.D. dependent var 1.325115
rej}sésoi];n 0168515  Akaike info criterion  -0.477117
S“mr:gi‘éared 0.709932  Schwarz criterion 0.006736

Log likeli- 16 58810 Hannan-Quinn criter  -0.308239
hood

F-statistic 213.9206 Durbin-Watson stat 1.375601

;;‘zggz) 0.000000

To control for specific effects, the model was reestimated
with fixed effects in the cross sections. About 98% of the
changes in the dependent variable were explained by
the model, the FDI is statistically significant at 90% confi-
dence level but with a wrong sign. REM coefficient is sta-
tistically significant at 95% confidence level. Both CA and
OPEN turned to be statistically insignificant. TOT is sta-
tistically significant at 99% confidence level. Therefore, it
is difficult to assess the role of capital mobility in whole
region. However, cross sectional effects has shown a
positive relationship between the GDP growth and its
determinants, which imply that foreign investment played
an important role in all the countries of North Africa with
the exception of Mauritania which reported a wrong sign.
Nevertheless, the cross sectional effects can be exam-
ined further to redundancy, the result failed to reject the
Null hypothesis, i.e. the value of F test is greater than the
Chi square value.
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Table (4) Redundant Fixed Effects TestsPool.

POOL, Test cross-section fixed effects

Effects Test Statistic .d.f .Prob
Cross-section F 162.806431 (5,25) 0.0000
C’OSS;?;‘;” il 126.481435 5 0.0000
Cross-sections included: 6
Total pool (balanced) observations: 36
Variable Coefficient Std. Error t-Statistic .Prob
© 6.118506 1.368853 4.469803 0.0001
TOT 0.020437 0.006146 3.325475 0.0023
REM 0.000282 8.77E-05 3.218599 0.0031
OPEN 0.028035 0.019062 1.470708 0.1518
FDI 3.82E-11 7.93E-11 0.481169 0.6339
CA -4.02E-11 2.02E-11 -1.995190 0.0552
R-squared 0.612314 Mean dependent var 10.75434
Adjusted R-squared ~ 0.547700 S.D. dependent var 1.325115
S.E. of regression 0.891183 Akaike info criterion 2.758479
Sum squared resid 23.82624 Schwarz criterion 3.022399
Log likelihood -43.65262 .Hannan-Quinn criter 2.850594
F-statistic 9.476445 Durbin-Watson stat 0.496932

The model was reestimated assuming fixed effect in
time, or controlling for time effect. The model revealed
that capital mobility was performing well during 2005-
2007 (before the financial crisis), all the coefficients were
positive, while during the period 2008-2010, the results
indicated negative signs. The model predicted 67% of the
changes in the dependent variable. With the exception of
the FDI all the coefficients were statistically significant.
The sign of the CA coefficient is negative and highly sta-
tistically significant, all the other coefficients were positive
as expected.

It's concluded that FDI played a marginal role in ex-
plaining economic growth in the panel of the examined
data. However, more economic integration in the region
is required to facilitate trade and investment. This also
implies that there is a large room for investment op-
portunities within the region unutilized yet, to expand
trade and investment and encourage capital mobil-
ity more financial and economic integration is required.

— R 60)

Table (5) Fixed Effect Time .

Dependent Variable: LOG(GDP)
Cross-sections included: 6

Total pool (balanced) observations: 36

Variable Coefficient Std. Error  t-Statistic .Prob
TOT 0.031266 0.007965  3.925576 0.0006
REM 0.000332 9.25E-05  3.593683 0.0014
OPEN 0.057450 0.023369  2.458355 0.0212
FDI 2.72E-11 8.43E-11  0.322347 0.7499
CA -6.11E-11 2.32E-11 -2.635482  0.0142
(03 3.531103 1.812307  1.948402 0.0627
Fixed Effects
(Period)
C—2005 0.581698
C—2006 0.218239
C—2007 0.216365
C—2008 -0.850697
C—2009 -0.105446
C—2010 -0.060158
Effects Specification
Period fixed (dummy variables)
R-squared 0.677566 Mean dependent var 10.75434
Adjusted R-squared 0.548593 S.D. dependent var 1.325115
S.E. of regression 0.890303 Akaike info criterion 2.851958
Sum squared resid 19.81598 Schwarz criterion 3.335811
Log likelihood -40.33524 .Hannan-Quinn criter 3.020836
F-statistic 5.253537 Durbin-Watson stat 0.755215
Prob(F-statistic) 0.000364

Conclusion and recommendations:

The model indicated that FDI virtually negligible in pro-
moting economic growth within the panel, the results
confirm the main hypothesis that North Africa capital
mobility is limited, with the flux of the international fi-
nancial crisis the situation even worsened. Therefore,
it's recommended to encourage investment in financial
market and improve capital mobility within the region.

Due to trade restrictions and obstacles pertaining to
other current account items, the empirical findings had
confirmed that deficits in the Current Account played a
negative role in economic growth, thus removal of trade
barriers and expanding bilateral trade will pave the way
for further regional integration and economic prosperity.

In spite of the fact that data on portfolio investment
is virtual limited, this did not allow for more detailed
analysis, however, it's evident that financial integra-
tion requires allowing cross listing of companies and
adopting flexible exchange rate systems to enhance
investments in the financial markets across the region.

Establishment of joint banks and branches of the leading
banks in the region will facilitate credit to beneficiaries
across the region, this notably require prudent supervi-




sion and regulatory systems to ensure allocation of fi-
nance to productive sectors.
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Preface

China is both the second largest economy and trading
nation in the world. Accordingly, the problem of the over-
valued Yuan and the resulting trade imbalance with the
US will also affect other countries. As one economist re-
marked “China doing well is good for everybody” Alterna-
tively, If China or Europe is facing economic problems,
they will be felt in the US, and other countries, as one
country’s expenditure is another country’s income.

For instance, the current debit crisis in Europe and the
resulting Austerity programs caused renewed recessions
in Europe and economic slowdown in the US, China and
developing countries; thus; GDP contracted in the UK,
Spain and Greece by 0.7% , 4% , and 7% respectively,
while , the US suffered slow growth of 0.5% in the 2nd
quarter of 2012, from 2% in the first quarter, and China
showed growth of 7.6% in the second quarter , which rep-
resents poor performance by Chinese standards 1.

In view of globalization and the resulting interdependence
among the world economies, this paper seeks to explore
all aspects relating to the trade imbalance between China
and the US; hopefully, it will contribute towards better un-
derstanding of the problem and assist in evaluating its
impact on our economy with the aim of lessening to the
minimum of their negative effects, if any.

Introduction

The rise of China from a poor, stagnant country to a major

1- In China. GDP growth of less than 7.5% will cause social
disturbances.

years 2 is often described by analysts as one of the great-
est economic success stories in modern history. From
1979 (when economic Reforms were first introduced in
China) to 2006, China’s real Gross Domestic Product
(GDP) grew at an average annual rate of 9.7%, the size
of its economy increased over 11-fold, its real per capita
GDP grew over 8-fold, and its International ranking in the
total world trade rose from 27th to 3rd country. By some
measurements, China has become the world’s second
largest economy and it could be the largest within a de-
cade as in their medium term-strategic plan.

China’s economic boom has led to a substantial growth
in U.S.-China economic Relations. The total trade be-
tween the two countries has surged from $4.9 billion in
1980 to $287.8 hillion in 2006, and rose to$ 365.8 billion
(estimated) in 2010. For the United States, China is now
its largest trading partner, and its largest source of im-
ports. Inexpensive Chinese imports have increased the
purchasing power of U.S. consumers. Many U.S. compa-
nies have extensive manufacturing operations in China in
order to sell their products in the booming Chinese mar-
ket and to take advantage of low-cost labor for exported
goods. China’s purchases of U.S. Treasury Securities
have funded federal deficits and helped in keeping the
U.S. interest rates relatively Low. Despite the perceived
threat from China, the U.S. economy has recently main-
tained full employment and robust economic growth. To
date, the growth in Chinese exports appear to have come
partly at the expense of Asian competitors. However, the
emergence of China as a major economic superpower
has raised Concern among many U.S. policy-makers.
Some express concern that China will overtake the Unit-
ed States as the world’s largest trade economy and as
the world’s largest economy. In this context, China’s Rise
is viewed as America’s relative decline. Another concern
is the large and growing U.S. trade deficits with China,
which has risen from $10.4 billion in 1990 to reach $252
billion in 2010, and is viewed by many analysts as an
indicator that China uses unfair trade practices (such as
an undervalued currency and Subsidies to domestic pro-
ducers) to flood U.S. markets with low-cost goods and to
Restrict U.S. exports, and that such practices threaten
American jobs, wages, and Living standardss.

Explaining U.S. Trade Deficit with China

In 2010, the U.S. trade deficit with China was $252 billion,

2 - Reference 2
3 - Reference -3-
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the largest in the world between any two countries. The
deficit came as a result of the U.S. exported $82 billion in
goods and services to China, while it imported over $334
billion.

Many economists relate these imbalances to the value
(undervaluation) of the Yuan:. The U.S. Congress has
proposed Retaliatory action against China if it does not
allow the Yuan to appreciate against the US dollar.

How would an appreciation of the Yuan affect the U.S.
trade balance With China?

According to the Asian Economic Modelz, 10 percent ap-
preciation of the Yuan would cause the aggregate Chi-
nese trade surplus to fall by 0.5 percent of Chinese GDP.
The IMF (2005), utilizing a partial equilibrium framework,
concludes that a 10 percent Yuan appreciation would re-
duce the Chinese trade surplus by $10 billion.

The IMF (2005) also notes that even among the small
number of studies that investigate Yuan appreciations,
very few report export and import demand elasticities for
China. A 10 percent appreciation of the Yuan would re-
duce China’s share of world exports by half a percentage
point and China’s share of world imports by a tenth of a
percentage Point. The price elasticities for U.S. imports
from China are wrong-signed and that price elasticities
for U.S. exports to China are not statistically significants.

The enormous accumulation of foreign exchange re-
serves indicates that the Yuan is undervalueda.

1 - The Chinese currency

2 - The four original tigers experienced decades of supercharged
growth based largely on market liberalizations and a dramatic
increase in exports. much of this incited by the United States during
the Cold War.

3 - Reference no - 5-

4 - See table -1-and figure -1-

Table -1- China’s Foreign Exchange Reserves and
Chinese Ownership of U.S. Treasuries (billions of
US$)

Chinese Chinese Central

L CIMEEI .Of Foreigiagtfhange
U.S. Treasuries A ——
2000 60.3 168.3
2001 78.6 215.6
2002 118.4 291.1
2003 158.4 403.3
2004 222.9 609.9
2005 310.9 818.9
2006 346.5 1.066

Source: U.S. Treasury, Economist Intelligence Unit

China holdings of U.S securities June 2002-June 2009 billions
of U.S $/ Source: U.S. Department of the Treasury

Reasons for U.S. Trade Deficit with China

Some economists attributed the U.S trade deficit with
China to the following reasons:

1- China is becoming more competitive because it is
able to produce low-cost goods that Americans want.
China’s competitive pricing is a result of standard of living
which allows them to pay lower wages to workers.

2- An exchange rate that is partially set to be always
priced lower than the dollar. According to the Big Mac
index compiled by the Economist, the Chinese Yuan is
49% undervalued against the Dollar. This is partly be-
cause the Chinese Government seeks to keep the Yuan
undervalued by restricting currency flows. The underval-
ued Yuan gives a competitive advantage to Chinese ex-
porters relative to US exporters.

3 - Higher Savings Ratio in China, the past decade has
shown a very low level of savings in the US, but much

'mm_



higher in China. Low Saving ratios mean that levels of
consumption are higher in the US. China’s high saving ra-
tios mean that consumer spending on imports is relatively
lower. Instead China uses their savings to invest and pur-
chase capital flows from abroad. (It is these capital flows
which help to finance current account deficit).

4- The steady growth in U.S. trade deficit with China,
include non-tariff barriers to U.S. exports in foreign
markets, and export-led growth strategies in China that
target American markets because they are the largest
and are more open than many others.

5- Macroeconomic factors such as the over-valuation of
the U.S. dollar and slow growth abroad have also played
important roles in the 1990s, and especially in the past
few years.

6- Most importantly is the pattern of neglect of the Amer-
ican industrial structure by the federal government.

China’s Exchange Rate

This discussion will involve the Chinese Yuan as it is con-
sidered by economists the most important reason for the
trade deficit with the USA .China sets the value of its cur-
rency, the Yuan, to always equal a set amount of a bas-
ket of currencies which includes the U.S dollar. When the
dollar loses value, China buys dollars through U.S. Trea-
suries to support it. In this way, the Yuan’s value is always
within its targeted range. As long as the Yuan’s value is
lower than the dollar, China’s goods are cheaper in com-
parison. The government does this directly and indirectly.
Directly by buying dollars to keep the dollar price high.
Since China has been interested in keeping the Yuan un-
dervalued relative to the US Dollar, and the easiest way
(if you can afford it) to keep the Dollar price high, and the
Yuan low is to buy dollars from the open market.

A country like China, which runs a huge Trade Surplus,
can afford to buy dollars in the open market to keep the
demand for dollars high, and push the dollar price up-
wards relative to the Yuan. This keeps the Yuan under-
valued.

Indirectly by putting a cap on the amount of foreign as-
sets that locals can invest in abroad. For example —allow
residents to invest in foreign only up to $50,000 assets
every year.

Other indirect measures can relate to taxation laws. For
example — by allowing tax free repatriation of the Chinese

currency — the Chinese government can help boost inflow
of Yuan to the country, and influence the exchange rate.

The impact of the Global Financial Crisis on the
Chinese Economy

There are four major channels via which the global finan-
cial crisis impacted the Chinese economy:

1- The most serious effect of the global crisis hit Chinese
economy through trade due to the sudden collapse in ex-
ports market which was in turn caused by the sudden
worsening of the US financial crisis after Lehman Broth-
ers 1 failure.

2- The slowdown in fixed assets investment which can
be attributed to the slowdown of the real estate invest-
ment as a result of monetary tightening, the fall in ex-
port related investment, the worsening of expectations,
and losses incurred in financial market speculations due
to the bursting of the asset bubbles and the collapse of
commodity prices.

3- The large inventory adjustment because many Chi-
nese enterprises were expecting further rise in the prices
and engaged in large- scale hoarding.

4- The wealth effect of the bursting of the asset bubble 2
also played a role in slowing the growth of consumption.

This happens when, as a result of the bubble, say, real
estate loses value, owners become less wealthy, more
uncertain about the future, thus curtail expenditure on
non-essential consumer goods.

U.S. Economy and Trade Deficit with China

First ,China buys U.S. Treasuries to support the value of
the dollar, and keep its exports cheap. It is now the larg-
est lender to the U.S. Government. In November 2010,
China owned $895 billion in U.S. Treasuries, 32% of the
total $2.8 ftrillion outstanding. By buying Treasuries s,

1- Lehman Brothers Holdings Inc. was a global financial services
firm. Before declaring bankruptcy in 2008. Lehman was the fourth
largest investment bank in the USA (behind Goldman Sachs. Morgan
Stanley. and Merrill Lynch). doing business in investment banking.
equity and fixed-income sales and trading (especially U.S. Treasury
securities). research. investment management. private equity. and
private banking.

2- An asset bubble is formed when the prices of specific asset classes
are over-inflated due to excess demand for the asset as an investment
vehicle. Prices rise quickly over a short period of time. and are not
supported by underlying demand for the product itself.

3- U.S.securities include short-term and long-term debt. including
Treasury securities. U.S. government agency securities. U.S. corporate
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China helped keep U.S. interest rates low. Until the Sub-
prime Mortgage Crisis, this helped fuel the U.S. housing
boom. If China were to stop buying Treasuries, interest
rates would rise, delaying any recovery from the reces-
sion. This isn’'t in China’s best interests, as U.S. shop-
pers would buy fewer Chinese exports. However, China
is buying fewer Treasuries than in 2009, as it is diversify-
ing its holdings into other currencies, such as the euro.

Secondly The U.S. trade deficit with Chinal means U.S.
companies that can’t compete with cheap Chinese goods
must either lower their costs or go out of business. To low-
er their costs, many companies have started outsourcing
to India and China, adding to U.S. unemployment. Other
industries have simply dried up. U.S. manufacturing, as
measured by the number of jobs, declined 34% between
1998 and 2010. As these industries declined, so has U.S.
competitiveness in the global marketplace.

Table -2- U.S. Imports from Asia and China: as a
Percentage of Total U.S. Imports (US $billions)

1996 2000 2005

U.S. Imports from Asia (including China) 38.8 36.6 357
U.S. Imports from Asia (excluding China) 323 292 211
U.S. Imports from China 6.5 8.2 14.6

U.S. Imports from China, as a % of Total 16.8 408 224

U.S. Imports from Asia

Source: USITC Data Web

Figure 2 U.S. trade deficit with China 2000-201
Source: US international trade commission data web.

securities. and U.S. equities (figure 1).
1- See figure 2

Third during the 1950s and 1960s, the U.S. was the
world’s leading export powerhouse. The Marshall plan2
helped provide the capital needed to rebuild Europe and
Japan, and fueled a tremendous demand for U.S. ex-
ports. During this period, the U.S. ran a substantial trade
surplus. The U.S. also benefited initially from strong ex-
port demand in a wide range of industries, from low-tech
textiles and apparel to sophisticated aircraft and machine
tools. Begun in 2006; China allowed the Yuan to rise 6%
and opened many Chinese markets to U.S. s

Graph no -1-
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Finally, there are many ways in which trade deficit has
injured U.S. workers .Deterioration in the trade balance
(the difference between exports, which create jobs, and
imports, which eliminate domestic employment) has re-
duced employment, especially in manufacturing and
other industries producing traded goods. The growth
in the trade deficit over the past two decades has de-
stroyed millions of high-wage, skilled manufacturing jobs
in the U.S., and pushed workers into other sectors where
wages are lower, such as restaurants and health service
industries. The U.S. has lost nearly 500,000 manufactur-
ing jobs since March 1998, due to the impact of the ris-
ing trade deficit. Trade deficits also have a direct impact
on wages, especially for non-college educated workers,
who make up three-quarters of the U.S. labor force. The
average real wage for U.S. production workers peaked in
1978, declining more or less steadily through 1996. The
steady growth in USA trade deficits over the past two de-
cades has eliminated millions of U.S. manufacturing jobs,
and reduced average wages in the economy. Also, many

2 - The Marshall Plan (officially the European Recovery Program.
ERP) was the large-scale economic program. 1947-1951. of the
United States for rebuilding and creating a stronger economic
foundation for the countries of Europe

3- See graph no -1-real wages and trade deficit.
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more jobs have been lost to NAFTA: and other sources
of trade problems, including China, and recently, Europe.
Trade depressed wages through the growth in imports
from low wage country like China. When the prices of
these products fall, it puts downward pressure on prices
in the U.S. Domestic firms which are forced to cut wages
or otherwise reduce their own labor costs in response.
When US.firm’'smove some plants to China, this will have
a chilling effect on the labor market, then this plant clo-
sure is often sufficient to extract wage cuts from workers:

3.Table 3- U.S. Merchandise Trade with China.
1980 -2006 (US$ billions)

Year u.s. U.S. Imports U.S. Trade
Exports Balance
1980 3.8 11 2.7
1985 3.9 3:9 0
1990 4.8 15.2 -10.4
1995 11.7 45.6 -33.8
2000 16.3 100.1 -83.8
2005 41.8 243.5 -201.6
2006 55.6 287.8 -232.2

Source: U.S. Department of Commerce and USITC Data web.

Figure 3 U.S. Trade Balances with the World and
Various Trading Partners for the year: 2009

Source: US international trade commission data web
Findings and Recommendations

1- The U.S. and China Strategic Economic Dialogue is
pressuring China to loosen its peg against the dollar and
raise the price of Chinese exports, lowering the trade def-
icit. Dialogue also opens up to U.S. companies China’s

1- North American Free Trade Agreement
2- See graph no -1-real wages and trade deficit.
3- graphno 1

domestic market of 1.3 billion people (the largest high-
intensive population in the world).

2 - There needed to be a change in consumer preferenc-
es in the United States along with any change in policy, in
order to reduce the U.S. trade deficit, and that when U.S.
consumers shift their consumption of Chinese goods to
U.S. produced goods.

3 - The development of new approaches to U.S. trade
problems must be based on an analysis of how and why
the current trade policy process has failed. This analysis
must begin with an examination of business influence in
the policy-making process.

4- U.S. corporations must continue to play a dominant
role in world production and trade by aggressively invest-
ing and moving production abroad. Multinationals use
plants in other countries to serve foreign markets and,
increasingly, to service the U.S. market as well.

6- New, binding, dispute settlement mechanisms must
be created to enforce international property rights. These
new measures will unleash a torrent of foreign investment
and will accelerate the impact of trade on USA workers.

7-The current global financial crisis suggests that global-
ization has allowed business to escape the bounds of
regulatory systems that were established after the 1930s,
which for decades brought stability and broadly shared
growth and prosperity to the world. The trading system
has become unbalanced, and exhibits a bias in favor of
investor rights while remaining silent on labor, human
rights and the environment.

8- The U.S. should enter into no new trade agreements,
unless and until those agreements are revised to include
enforceable labor rights and environmental standards as
core elements. This will require, at a minimum, agree-
ments to achieve internationally agreed upon standards,
international performance reviews, and enforcement of
these standards through trade sanctions.

9- The U.S. must steadily reduce the value of the U.S.
dollar, in coordination with other major advanced indus-
trial nations. Similar steps were taken between 1985 and
1987 period, the last major period of dollar-overvaluation
and exploding trade deficits.4

10- New incentives must be introduced to encourage
developing countries in joining the developed world in

4 - The overvalued dollar has a damaging impact on U.S agriculture
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raising labor and environmental standards. De-
veloping countries also need an alternative to
the model of export-led growth that has become
the core of the commonly accepted Washington
consensus growth package. That model has be-
come exhausted because too many countries are
competing for access to the only open market in
the world, and the U.S. can no longer afford to be
the market of last resort.

1 - IMF (International Monetary Fund). 1999.
World Economic Outlook. Washington, D.C., the
International Monetary Fund. Advance Release,
April 20.

2 - Scott, Robert E. 1999a. China Can Wait WTO
Accession Deal Must Include Enforceable Labor
Rights, Real Commercial Benefits. Briefing paper.
Washington, D.C.: Economic Policy Institute.

3 -14 Oct 2011, CRS report for the congress by
Craig K. Enwall and Marc Labette, Specialists in
Macroeconomics, Government and Finance Divi-
sion, Wayne M. Morrison Specialist in Internation-
al Trade and Finance, Foreign Affairs, Defense,
and Trade Division.

4 - How Would an Appreciation of the Renminbi
Affect the U.S. Trade Deficit with China?

5 - Willem horbecke.2007
6 - Weekly global economic brief July 16th 2009.
7 - Wikipedia.

8 - CRS report to congress 2010 by Wayne M.
Morrison, Specialist in Asian Trade and Finance.

1 - The term Washington Consensus was coined in 1989
by the economist John Williamson to describe a set of

ten relatively specific economic policy prescriptions

that he considered constituted the “standard” reform
package promoted for crisis-wracked developing countries
by Washington. D.C.-based institutions such as the
International Monetary Fund (IMF). World Bank. and the
US Treasury Department.

Q) e o



	majala A
	majala E 



